3 The fresh processed milk industry
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Introduction

3.1. This chapter sets out the industry background within which the proposed merger would take
place. The introduction considers the overall context of the dairy industry. This is followed by a brief
review of dairy farming and raw milk supply and then a review of fresh milk processing examining the
major factors, key trends and customer requirements. The chapter concludes with a discussion of the
regulatory framework and history, including the effects of the Common Agricultural Policy (CAP).

3.2. The fresh milk processing industry takes raw milk from farmers and processes and packages
this for its customers. About half of the raw milk produced on farms in Great Britain is processed in this
manner; the other half is sold for processing into products such as cheese, milk powder and butter.

3.3. The UK is the seventh largest raw milk producer in the world and the third largest raw milk
producer in the EC, after Germany and France, with about 12 per cent of EC production. Over 14 billion
litres of raw milk are produced each year, most of which is consumed within the UK as liquid milk and
dairy products; this production is limited by milk quotas. Neither imports nor exports of fresh processed
milk are significant but there are significant exports of other dairy products. The dairy industry was
worth £2.38 billion at farm-gate prices in 2000 and approximately £6 billion at the retail level. The dairy
processing, manufacturing and distribution industry in Great Britain employs around 40,000 people.

3.4. Historically the industry was highly regulated with specific arrangements governing the supply
and marketing of milk. These arrangements have been altered over the years, changing the industry
dynamics significantly. Dairy farming is also subject to the CAP, and the CAP reform process is
expected to have substantial effects.

3.5. Milk and dairy products are almost exclusively used as foodstuffs or food ingredients and these
find their way to consumers via retailers and caterers, in some cases via wholesale intermediaries.

3.6. Most fresh processed milk consumed in homes is supplied by supermarkets. One of the major
trends over the past two decades has been a substantial decline in doorstep bottled milk deliveries and a
corresponding substantial increase in supermarket purchases of milk. This had led to the major retailers
having a considerable influence on the processing industry.

3.7. The fresh milk processing industry has made continual technical and efficiency improvements,
resulting in longer shelf lives (discussed further in paragraph 3.29) and reductions in numbers of
employees. There has also been significant industry consolidation among the major fresh milk
processors.

3.8. The farming side of the industry has been subject to significant economic pressures, resulting in
many farmers leaving the business and those that remain producing relatively poor financial returns.
Despite this, production has not decreased as both average herd sizes and yields per cow have increased.

Dairy farming

3.9. Dairy farming is carried out across the UK, with particular concentration in the western
counties. The main producing regions in Great Britain are Cumbria, Cheshire, Lancashire and Devon in
England, Dumfries and Galloway in Scotland and Carmarthenshire in Wales. Dairy farming is the largest
single agricultural sector in the UK it accounts for 22 per cent of total agricultural output and involves
around 30,000 holdings.

3.10. The number of dairy farms has been continually decreasing over many years with an annual
rate of departure of around 3.5 per cent since 1985 when there were about 50,000 holdings. The total size
of the UK herd has been gradually declining, offset by increasing yields per cow driven by improvements
in breeding, feeding and management systems.

3.11. Dairy farming has been under increased economic pressure in recent years. In the late 1990s
the incomes of dairy farms fell dramatically as raw milk prices fell much faster than input costs (see
paragraphs 3.15 and 3.17). Much of this fall was attributed to the impact of currency movements on CAP
support prices, which are essentially denominated in euro. Since then prices have improved somewhat
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but dairy farm incomes remain low by historical standards. The CAP is described further in paragraphs
3.84 t0 3.87.

3.12. Raw milk production exhibits some seasonality because spring is the most economical time of
the year for calving (known as the ‘spring flush’). This seasonality appears to be increasing. Overall
consumer demand for liquid milk and dairy products is fairly steady throughout the year, which leads to
a mismatch between raw milk production and consumer demand. This is taken up, as far as possible, by
storable products such as powdered milk.

3.13. As discussed in paragraph 3.2, about half of all raw milk production is used for liquid milk.
About one-quarter is used for cheese with the remainder going into other products such as milk powder,
condensed milk and butter. Compared with other European countries the proportion of raw milk used for
liquid milk in the UK is high and the proportion used for cheese is relatively low. Figure 3.1 illustrates
the utilization of raw milk and Figure 3.2 illustrates the supply chain and quantities involved.

FIGURE 3.1

Utilization of raw milk by UK processors, 2002

Milk powders 12.5%

Condensed milk 3.6%

Cream 1.8%
Butter 2.0%
Yogurt 2.4%

Other products and disposals
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Liquid milk 49.1%

Cheese 25.3%

Source: CC based on data from MDC Datum/Defra.
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FIGURE 3.4

Operations of milk processors

Raw milk intake
and storage

Milk filling and .| Storage and
cream filling dispatch

Milk processing »

A 4

Source: CC based on descriptions by the merger parties.

Raw milk intake

3.28. Raw milk is collected from farms by tanker. The tankers will normally contain milk from
several farms with samples being taken from each farm’s milk at the time of collection for quality
management and payment purposes. The milk is then brought to the dairy and stored in silos. The cost of
collection from direct suppliers is borne by the processors; the cost of collection from the major
cooperatives is borne by the cooperatives and passed on in full in the raw milk price.

Processing and packing

3.29. Milk processing has three principal stages: separation, homogenization and pasteurization.
Separation removes cream from the milk by the use of centrifuges. Homogenization ensures that the
remaining fat content is evenly distributed throughout the milk by applying high pressure. Pasteurization
involves rapidly heating the milk and cream to 74°C for 25 seconds and then cooling it rapidly to 4°C.
Although the basics of milk processing have not changed much over the years, there have been numerous
technical improvements resulting in lower bacteriological content and thus longer shelf life for fresh
processed milk. (The shelf life of fresh processed milk in supermarkets has increased from around 6 days
to around 11 days over the last 20 years. Improved quality of raw milk from farms and improved
refrigeration/insulation regimes across the supply chain are other important factors that have led to
increases in shelf life.)

3.30. The milk and cream is then packed into a variety of packaging types and sizes. Typically these
are plastic NRCs although some factories produce milk in glass bottles. The large dairies often have on-
site blow-moulding facilities, operated by a third party such as Tetra Pak or Nampak as this is usually
more efficient than transporting empty plastic containers. For the national multiples the packaged milk is
normally loaded into roll containers that allow easy handling within stores. Filling technology has
improved over the years with innovations such as atmosphere control and non-contact fillers providing
small but significant improvements to shelf lives.

Economies of scale in processing and packing

3.31. There are significant economies of scale in milk processing. These derive from both operating
efficiencies and capital cost efficiencies. The KPMG report,' referring to trade information and a
WestLB Panmure report in 2000, indicates that actual production costs (excluding raw milk,
transportation and distribution costs) for plants of around 100 mlpa are about 5 ppl. This reduces to about
3 ppl for plants of around 200 mlpa and to about 2 ppl for plants with a production rate over 300 mlpa.
Because of these efficiencies there has been a trend towards introducing new or replacement capacity in
the form of ‘super-dairies’. Whilst there is no established definition of a super-dairy, they are generally
regarded as having the following characteristics:

(a) large capacity—typically in excess of 400 mlpa;
(b) favourable location—close to major population centres with good access to the road network;
(c) modern layout and facilities; and

(d) modular design that allows for future expansion at relatively low capital costs.

'See footnote to paragraph 3.16.
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3.32. The merger parties consider that there are presently only four super-dairies:
(a) Droitwich, Worcestershire (Wiseman);

(b) Trafford Park, Manchester (Wiseman);

(c¢) Chadwell Heath, London (Dairy Crest); and

(d) Severnside, Gloucestershire (Dairy Crest).

Neither of the merger parties has any dairy which meets this requirement, but potentially Arla UK’s new
dairy, which is currently under construction, at Stourton, West Yorkshire, would qualify.

3.33. There is a trade-off between processing efficiencies arising from the progressive replacement
of smaller dairies by very large dairies and increased logistics costs. The trend towards larger dairy sizes
is liable to lead to increased transportation distances for raw and processed milk. This trend is consistent
with the increased concentration within the processing industry; for example, the acquisition of Unigate’s
fresh processed milk business by Dairy Crest facilitated the development of its super-dairies.

Storage and distribution

3.34. The finished product is stored at 4°C in chilled storage facilities, for up to 24 hours, ready for
onward distribution. Generally processors deliver directly from their dairies to their customers’ premises.
The national multiples normally require milk to be delivered directly to their stores, rather than their
regional distribution centres (RDCs), within short time windows (1-hour or 2-hour delivery slots).
Deliveries to these customers take place at least daily and sometimes twice a day.

3.35. There are a number of variations on this pattern of distribution, for example:

(a) Marks & Spencer and Waitrose have milk delivered to their RDCs from which they arrange their
own distribution into stores. The other national multiples also have RDCs which they use for
almost all other products, but because of the volume of milk throughput they prefer it to be
delivered directly to the retail store.

(b) In some cases processors have used milk depots to enable them to extend the range that they can
serve out of a particular production facility.

(¢) Milk in glass bottles is normally transported to milk depots for distribution by milk floats or
vans.

3.36. Distribution costs are quantified in paragraphs 4.76 to 4.84.

Milk depots

3.37. Most milk depots are multi-purpose, serving both small middle ground customers, such as
small retailers, and doorstep customers. Throughputs vary between 0.1 mlpa and 10 mlpa.

3.38. Milk depots are fairly basic—a yard with a large (or not so large) shed with concrete flooring,
a chilled area with refrigeration unit/units (storage temperature of 4°C) and a roller shutter door. Suitable
refrigerated depots are readily available to rent and access to milk depots is not considered to be a barrier
to entry or expansion, especially in relation to sales to the middle ground or doorstep market segments.

3.39. Many smaller milk depots are unmanned. Those that are manned have operational staff but no
administration staff. Deliveries to the milk depots are made in bulk and in the manned milk depots are

offloaded in bulk for subsequent order picking.

3.40. Unmanned milk depots typically serve the doorstep sector, either directly or by serving BMBs.
In these cases the delivery is made into locked cages for later collection by the roundsman.
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Distribution of bottled milk

3.41. Bottled milk deliveries are typically made from milk depots using electric milk floats or diesel
vans. The traditional milk floats have a limited range, typically 24 to 29 km. Brand new floats would
have longer ranges, but the general pattern is to extend the life of old floats by continual refurbishment.
Electric milk floats, whether owned by the processor, franchised roundsman or independent BMB (see
paragraph 3.62), are normally stored at the milk depots overnight so that they can be recharged.

3.42. In general, any given street is served by only one milk delivery service. In particular, Arla UK
and Express are not aware of any location where they are directly competing in doorstep deliveries.

Agented milk supplies

3.43. On occasion, if some of the delivery arrangements for a specific customer are uneconomic or
otherwise impractical, fresh milk processors will subcontract this work to another dairy or BMB. This
practice is known as ‘agented supply’ and most commonly takes place for middle ground customers.

The market for fresh processed milk

3.44. Consumption of fresh processed milk has been in slow but continual decline, as illustrated for
recent years by Figure 3.5. UK milk consumption per person has seen a downward trend of 1 to 2 per
cent a year since the late 1960s. A number of factors lie behind this trend including a decline in use as a
drink and a decline in the proportion of people who have a traditional breakfast.

FIGURE 3.5
Liquid milk consumption (UK)
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Types of liquid milk

3.45. Liquid dairy milk includes whole, semi-skimmed and skimmed milk as well as UHT milk,
sterilized milk and flavoured milks. In addition there are other types of milk such as goats’ milk and soya
milk. The focus of this report is on fresh processed milk, by which we mean: cows’ milk that has been
pasteurized, sold as semi-skimmed, skimmed, and whole milk in liquid form, excluding flavoured milk,
sterilized milk and UHT milk, but including organic, regional and Arla UK’s Cravendale PurFiltre
branded milk.

3.46. Whole, semi-skimmed and skimmed milk are all produced in the same manner using the same
production facilities. The difference between them is the cream content. Each of these grades has a
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standardized cream content. There has been a significant movement in consumer demand from whole
milk to the lower fat varieties. This is illustrated in Figure 3.6.

FIGURE 3.6

Household milk purchases by fat content

100%

80% |

60%

40%

20%

0%

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

B Whole [ Semi-skimmed [] Skimmed

Source: CC based on data from The Dairy Council/Taylor Nelson Sofres.

3.47. Most of the milk consumed is whole, semi-skimmed or skimmed and produced to standard
specifications. At the retail level semi-skimmed milk tends to cost slightly less than whole milk, and
skimmed milk costs about 10 per cent less than whole milk. In general there is not much differentiation
of the milk supplied but there are a few variations on this pattern:

(@
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There is a small but significant demand for organic milk, which represents about 1.2 per cent of
fresh processed milk sales (based on the 12 months to August 2003) and commands a price
premium of around 21 per cent at the retail level (although this figure varies significantly
between outlets). Until about 2000 supply of organic milk from British farms did not meet
demand and was supplemented by imports. However, since then many farms have completed a
conversion to organic and there is now an oversupply of organic milk. As a result, some raw
organic milk is supplied into non-organic products and the price premium for organic farmers has
been eroded.

Arla UK produces a milk that has been through a special filtration process which reduces the
bacterial presence below that achieved by pasteurization alone and thereby extends the shelf life.
This milk is branded as Cravendale PurFiltre. It commands a price premium and is marketed as
having superior flavour as well as an extended shelf life. Arla UK’s sales of Cravendale PurFiltre
in 2001/02 were 63 million litres, about 1.5 per cent of retail sales of fresh processed milk.

There is some regional branding of milk such as Scottish Milk and the Definitely Devon milk
brand. In general this does not support a price premium. There are other brands such as Channel
Islands milk, from particular breeds of cattle. Often these milks have a higher cream content than
standardized whole milk. These brands do command a price premium but volumes are very small
by comparison with regular milk.

The decline in doorstep deliveries

3.48. In the past the traditional method of obtaining milk at home was to have it delivered to the
home in glass bottles. However, doorstep deliveries have been declining for over 20 years due to a
variety of factors, which include longer shelf lives and the cost of delivered milk. In 1980, doorstep
deliveries represented almost 90 per cent of household milk sales, but by 2002 this share had dropped to
just over 20 per cent. Most of this doorstep volume has moved to retailers, predominately the national
multiples; however, total sales have seen some decline. Figure 3.7 shows the shares of total sales through
doorstep and retail channels since 1992.
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FIGURE 3.7

Doorstep and retail sales

Liquid milk market—Great Britain
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The role of the national multiples

3.49. The largest suppliers of milk to households are the national multiples. Because of the size of
these companies and their commercial success they have a very strong influence on the way the
processing sector operates.

3.50. Fresh processed milk is also extremely important to the retailers themselves. It is a ‘must
stock’ product and a ‘known value item’, ie it is considered that retail customers remember the price they
are paying and may compare this between retailers. It is also a major brand-carrier for the retailer and
therefore the national multiples are especially sensitive to shelf life and quality issues.

3.51. The national multiples take a very active role in monitoring the quality and production
standards of the processors and their traceability systems. In general they do not favour their milk being
produced in factories that also fill glass bottles, because of contamination risks.

3.52. These retailers also have very specific delivery requirements arising from a desire to minimize
delivery congestion, meet chilled storage requirements at stores and to facilitate in-store handling.
Customers

3.53. Most of the fresh processed milk produced is supplied to retailers, either directly or through
wholesalers. A significant proportion goes into catering. Doorstep delivery of bottled milk, whilst in
decline, remains significant.

Retailers

3.54. As discussed earlier, the national multiples are the main avenues for distribution of milk to
households; however, the retail sector includes a wider range of stores, including:

(a) smaller retail chains, such as Iceland Frozen Foods plc (Iceland), which have similar require-
ments to the national multiples but smaller store formats;
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(b) discount retailers, such as Aldi Stores Limited (Aldi) and Netto Foodstores Limited (Netto),
which typically stock a smaller range of products than the major multiples, keep their costs low
and compete primarily on price;

(c) associations of small shops grouped together in symbol groups or buying groups such as Spar
and Nisa;

(d) cooperative retail stores;

(e) non-affiliated independents;
(f) convenience multiples; and
(g) petrol forecourt stores.

3.55. A notable recent trend has been the development of new store formats by the national
multiples, for example Tesco Metro, which compete directly with smaller retailers. Another development
is the growth of home delivery services by the national multiples.

3.56. In general, the smaller retailers buy milk with the suppliers’ own branding and rely on the
suppliers’ quality procedures without becoming directly involved themselves. There is no clear size cut-
off between those retailers that use their own brands and those that use the manufacturers’ brands. For
example:

(a) Aldi, Nisa and Budgens Stores Limited use their own branding;

(b) Iceland and Costcutter Supermarkets Groups Ltd use both own-brand and manufacturers’ brands;
and

(c) Netto uses manufacturers’ brands.

3.57. Retailers provide some degree of substitution for bottled milk deliveries. The widespread
presence of milk in convenience stores and the growth in home delivery services have been cited as
particularly relevant.

Wholesalers

3.58. A wide variety of wholesalers purchase fresh processed milk. Some wholesalers provide fresh
processed milk to small retail outlets and catering establishments along with other groceries.

Catering outlets

3.59. Catering outlets include restaurants, coffee shops and workplace canteens. A significant
amount of catering is outsourced to catering services companies such as Sodexho. As with retailers,
catering operations have a wide range of sizes and requirements. Service requirements can be very
important as a failure to supply can result in the caterer being unable to operate. Catering outlets take a
wide range of pack sizes including special large containers which are available in 13.6 litre (3 gallon)
and 22.7 litre (5 gallon) sizes. The food service companies often have their own central depots to which
milk is delivered. Others receive supplies directly from processors, from the processors’ milk depots or
via wholesalers.

Public sector customers
3.60. Public sector bodies such as schools and hospitals have many similar requirements to private

sector caterers but have different buying practices as they are normally obliged to adopt formal processes
for inviting and evaluating tenders for contracts.
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3.61. As with private sector caterers, there is a huge diversity of packaging and delivery require-
ments. Pack sizes range from the large containers referred to in paragraph 3.59 down to the 0.189 litre
(one-third of a pint) cartons supplied to schools. Delivery requirements vary with the size of the
establishment; in some areas schools receive their milk delivered by milk float.

Bottled milk buyers

3.62. There are a number of independent BMBs of varying sizes. These purchase bottled milk from
the processors and manage their own milk delivery rounds.

Direct sales to households

3.63. Doorstep deliveries remain an important distribution channel to households and in some cases
to schools and other customers. Nevertheless, the process of managing the doorstep delivery business is
one of managing decline.

3.64. Delivered milk is now sold at a significant price premium over milk from retailers (particularly
supermarkets) and the cost of delivery has inevitably increased as distribution densities have declined.
The rising price of bottled milk encouraged more customers to turn to other sources. As at August 2003,
the average doorstep price of fresh processed milk was 75.6 ppl compared with 48.3 ppl for milk sold
through retailers.’'

3.65. Direct sales to doorstep customers take place in one of two ways:
(a) processors’ managed rounds—these are fully managed by the processor; or

(b) franchised operations associated with a particular processor—in these cases the roundsmen are
independent operators obtaining milk from one processor and using its brand, but setting their
own retail prices.

3.66. Express has a major presence in the doorstep sector. Express has obtained a postal operator’s
licence so that by combining its delivery service with parcel deliveries it can achieve better delivery
economics.

Regulation of the UK dairy industry

Ingquiries into competition within the milk industry

3.67. The CC replaced the MMC on 1 April 1999. The CC/MMC has considered the milk industry
on three occasions in the past ten years.

3.68. In January 1998 the MMC was asked to investigate and report on the supply of raw cows’ milk
in Great Britain under the monopoly provisions of the Fair Trading Act 1973. This investigation found
that Milk Marque Limited (Milk Marque) (the successor to the Milk Marketing Board for England and
Wales—see paragraph 3.81) was a scale monopolist by virtue of its 49.6 per cent share of supply of milk
in Great Britain in 1997/98 and that Milk Marque had been able to exploit its monopoly position by
using its selling system to price discriminate and to control the supply of milk made available to the
market. The MMC report,” published in July 1999, recommended that Milk Marque should be divided
into a number of independent quota-holding bodies and that a number of interim behavioural remedies
should be put in place. New arrangements were put in place in April 2000, as described in paragraphs
3.79 to 3.83.

3.69. Milk Marque and the National Farmers Union applied for judicial review of the decision of the
MMC and the Secretary of State,’ claiming that, in asserting jurisdiction over Milk Marque’s activities,

'MDC Datum report for Liquid Milk Expenditure and Volume, published September 2003 for month ending 17 August.

2See footnote to paragraph 2.23.

*R v the Competition Commission and the Secretary of State for Trade and Industry ex parte Milk Marque and the National
Farmers Union.
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the MMC and the Secretary of State had acted contrary to EC law. The High Court sought a preliminary
ruling from the European Court of Justice on, among other things, whether Articles 32 to 38 of the EC
Treaty and other EC legislation precluded a member state from applying national laws to the manner in
which milk producers chose to organize and conduct themselves. On 9 September 2003, the European
Court of Justice gave judgement. It held that member states of the EC were entitled to apply national
competition law in the sphere of milk distribution and supply, which came within the EC common
organization of the market in milk, provided that the common organization was not undermined thereby.

3.70. In August 1996 the MMC was asked to investigate and report on the possible acquisition of
Scottish Pride Holdings plc (Scottish Pride) by Wiseman. The MMC published its report' in December
1996 and recommended that the merger be permitted to proceed on condition that Wiseman should
submit regular audited reports to the Director General of Fair Trading (DGFT) on its prices to the various
categories of customer in Scotland in order to give the DGFT early warning of any attempt by Wiseman
to abuse its market position. In fact, Scottish Pride went into receivership and Wiseman acquired much
of the business.

3.71. In February 2000 the CC was asked to investigate and report on the supply of fresh processed
milk to middle ground retailers in Scotland (under the monopoly provisions of the Act). The CC
published its report' in December 2000. The inquiry was triggered by a complaint to the reaction to
Express extending its operations into Scotland. The fierce competition over customers and prices which
followed Express’s arrival north of the border, in December 1998, led it to complain to the DGFT about
the behaviour of Wiseman, Scotland’s largest processor, and a major rival to Express in the supply of
fresh processed milk in northern England and the Midlands. The CC investigated these issues in detail
and concluded its investigation by considering whether any of the facts that it had found operated, or
might have been expected to operate, against the public interest. Two members of the investigating
Group concluded that they did; the other two concluded that they did not. The Chairman of the Group
used her casting vote in favour of the conclusion that these facts did operate, or might have been
expected to operate, against the public interest. But as less than two-thirds of the members of the Group
supported that conclusion, it did not form a basis upon which the Secretary of State was in a position to
impose remedies.

3.72. Other UK competition authorities are currently considering milk industry issues. The
Competition Appeal Tribunal is considering an application by Claymore Dairies Limited and Express
under the Competition Act 1998. In those proceedings the applicants are seeking to challenge the
decision of the DGFT to close his file on an alleged abuse of a dominant position by Wiseman in relation
to the supply of fresh processed milk in Scotland.

3.73. The OFT is currently investigating two matters in the milk industry. The first matter relates to
allegations of price fixing and market sharing in the market for supply of milk in northern England. The
OFT visited certain of the premises of the merger parties and others on 3 July 2003. The second matter
relates to separate allegations of price fixing and market sharing in the market for the supply of milk in
Scotland.

Regulatory history

3.74. Historically the supply of milk in the UK was highly controlled and regulated, but recent years
have seen substantial deregulation.

3.75. As the MMC described more fully in its report on Scottish Milk Marketing Board and
Co-operative Wholesale Society Limited (1992),” five Milk Marketing Boards (MMBs) were established
under schemes in the 1930s and were responsible for virtually all of the raw milk produced by dairy
farmers in the UK and for selling the milk. The income was pooled and the money, less expenses,
distributed among the producers.

3.76. Thus the MMBs, with their legally constituted powers, acted not only as sole purchasers but
also as monopoly suppliers of milk to the dairies. The dairies in England and Wales were represented in

'See footnote to paragraph 2.23.
Scottish Milk Marketing Board and Co-operative Wholesale Society Limited, HMSO, Cm 2120, December 1992, paragraphs
4.16t0 4.22.
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the negotiations with the MMBs by the Dairy Trade Federation, in Scotland by the Scottish Dairy Trade
Federation and in Northern Ireland by the Northern Ireland Dairy Trade Federation.

3.77. By the early 1990s it was becoming clear that these arrangements were no longer sustainable
and the Government announced its intention to change them. The aim was for a more diverse and
competitive marketing structure within which producers and processors alike would be able to buy/sell
milk and milk products to/from whomever they chose.

3.78. The Agriculture Act 1993 and the Agriculture (Northern Ireland) Order 1993 provided for the
ending of the five milk marketing schemes, and proposals for reorganizing the marketing of milk in the
UK were finally approved by the Government in June 1994. The four milk marketing schemes in Great
Britain were revoked on 1 November 1994, as was the Northern Ireland scheme four months later. Some
of the property rights and liabilities of the MMBs were transferred into what were in effect farmer-owned
cooperatives, the membership of which was entirely voluntary.

3.79. The deregulation of the industry has provided producers with a choice of arrangements for
marketing their milk. Producers can contract to supply their milk directly to individual milk processors
and several processors have established umbrella organizations to represent producers supplying milk
under these direct contracts.

3.80. Alternatively, producers can join a milk selling group, of which there are two types: non-quota-
holding milk groups and quota-holding milk groups. Non-quota-holding milk groups do not purchase
milk from their members; instead they negotiate centrally on behalf of their members the contractual
terms under which milk is sold to dairies. Quota-holding milk groups, on the other hand, act as first
purchaser of the milk and as a purchaser they play a role in the administration of the quota regime. These
groups then sell on the milk to processors. Income from the sale of milk to dairies is pooled and
distributed to their members. These organizations usually take the legal form of cooperatives. It was this
type of organization that replaced the MMBs and to which nearly 70 per cent of producers in the UK
initially subscribed. However, by April 2000 the volume of milk covered by all quota-holding milk
groups had fallen to just over 50 per cent of all UK milk.

3.81. Initially the largest voluntary cooperative was Milk Marque which succeeded the England and
Wales MMB. However, following the investigation (see paragraph 3.68) by the MMC and subsequent
statements by the Secretary of State for Trade and Industry, Milk Marque restructured itself into three
separate cooperatives of roughly equal size which began operating on 1 April 2000.

3.82. Since that date there have been rapid changes in the structure of the raw milk market. There
have been consolidations in the number of raw milk selling groups, including the three cooperatives that
succeeded Milk Marque (see paragraph 5.84). Other groups have decided to change their status to
become quota-holding milk groups. Several have sought closer commercial alliances with individual
processors and others are becoming directly involved in dairy processing themselves (see para-
graph 5.86).

3.83. Following the reorganization of the UK dairy market in 1994, a new organization—the
MDC—was created by statute to continue a range of activities such as milk promotion, market infor-
mation, and research which would not be assumed by commercially orientated successor bodies to the
MMBs. The work of the MDC is funded by a statutory levy on all raw milk production in Great Britain.

The Common Agricultural Policy

3.84. The CAP has a direct bearing on the market for fresh processed milk through milk quotas and
an indirect bearing by virtue of the intervention arrangements for milk powder and butter.

3.85. The principle underlying the common organization of the EC market for milk and milk
products is to create conditions in which farmers may seek to obtain the ‘target price’ for milk, and
thereby a fair standard of living. However, consideration is also given to the EC’s other objectives and
commitments, such as the EC budget and its General Agreement on Tariffs and Trade/World Trade
Organisation commitments. The framework for the ‘Common Organisation of the Market for milk and
milk products’ is laid down in Council Regulation 1255/99.
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3.86. The CAP dairy regime includes:

(a) Payment of export refunds (subsidies)—to enable EC products to compete in world markets
when prices there are lower.

(b) Intervention—arrangements for purchase by government agencies (the intervention boards) of
butter and skimmed milk powder thereby providing market support. Intervention is used to
maintain market prices during short-term fluctuations in supply. It is not intended to remedy
long-term structural surpluses. There is also a system of aided private storage which in practice
has been applied only to butter.

(c) Payment of other subsidies to help dispose of surplus milk and milk products—the areas covered
are certain skimmed milks; cream and butter used for the manufacture of pastry products, ice
cream and other food products; and the provision of milk in schools.

(d) Import controls—fixed tariffs apply to imports of dairy products.

(e) Producer quotas were introduced in 1984 to control steeply rising production and consequently
high levels of intervention stocks. Quotas for each member state were determined by reference to
historical levels of production. There have been several adjustments to levels of quotas since
1984. The current UK milk quota stands at 14.24 billion litres.

3.87. Prices and payments under the CAP are essentially denominated in euro and consequently
their value in sterling is directly affected by currency movements. Because many farm input costs are
determined in sterling, the effects of currency movements on farm profitability can be substantial.

CAP reform

3.88. The CAP has come under consistent attack from a wide range of sources, in particular
through the World Trade Organisation. A major complaint is that it encourages overproduction and
distorts international trade in agricultural products. Reform of the CAP has been debated for many years
and various changes have been made, including the ‘MacSharry’ reforms of the early 1990s and the
‘Agenda 2000’ reforms agreed in 1999. The agreement reached by the Council of Agriculture Ministers
in Luxembourg in June 2003 has introduced further radical change. The thrust of the earlier CAP reforms
was to reduce price support for most agricultural products, allowing prices to fall closer to world levels
and to support farmers instead through direct payments. The key element of the Luxembourg agreement
is that these direct payments will in most cases be ‘decoupled’ from production from 2005 (ie there will
be no need for a farmer to engage in a particular form of agricultural production to get aid). This is aimed
at encouraging farmers to produce for the market, rather than subsidy, reconnecting them with con-
sumers, providing less incentive to overproduce, reducing distortion of international trade and providing
environmental benefits.

3.89. The CAP dairy regime has lagged behind many other agricultural sectors in terms of reform.
Under the ‘Agenda 2000’ agreement, dairy support price cuts were due to be phased in over three years
from 2005, with compensating direct payments being phased in over the same period. Under the
Luxembourg agreement, the overall level of support price cuts will be increased from 15 to 22 per cent
and will be phased in over four years from 2004. Compensating direct payments will be introduced over
three years from 2004. Until 2007 these will be coupled to production (milk quota), although member
states have the option to decouple them from 2005 under certain circumstances. The main features of the
reform are as follows:

(a) intervention price cuts of 22 per cent phased in over four years from 2004, probably leading to
lower milk prices (paragraph 3.90 discusses the effect on prices paid by fresh milk processors);

(b) significant changes to the way butter intervention operates;

(c¢) direct payments to dairy farmers coupled to production (milk quota) in compensation phased in
over three years from 2004;

(d) dairy payments to be decoupled from production from 2007, with the option for member states to
bring this forward to 2005;
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(e) mechanisms to allow up to 10 per cent of decoupled direct payments to farmers to be used to
promote environmentally beneficial types of farming or to improve the marketing of agricultural
products;

(f) extension of quota regime until 2014/15 with quota increases from 2006 onward; and

(g) the ‘target price’ for milk will be abolished. Adjustments will be made to the rules of the ‘super-
levy’ and the school milk scheme that currently incorporate the target price into their
calculations.

3.90. The likely impact of CAP reform on the fresh processed milk market is not clear. The linkage
between farm-gate prices and intervention prices is not well established (see paragraph 3.16), but it is
expected that the reduction in support prices will lead to some reduction in farm-gate prices, with farmers
receiving direct payments as compensation. It is unlikely that processors will derive significant benefit
from any reduction in farm-gate prices as the major retailers are expected to drive their prices down as a
result.

3.91. The extent to which CAP reform will have an impact on total raw milk production in the UK

is currently the subject of active debate across the industry. Whatever the outcome, it is likely that there
will be some regional migration of production and that the trend towards larger farms will be increased.
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