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FOREWORD

This report completes an inquiry by the Canadian International Trade Tribuna
(the Tribuna) into the importation of dairy product blends outside the coverage of Canada's
tariff-rate quotas. The inquiry was referred to the Tribunal on December 17, 1997, by the
Governor in Council on the recommendation of the Minister of Finance, the Minister of
Agriculture and Agri-food and the Minister for International Trade.

The Tribuna was asked to examine the domestic market for imports of dairy product
blends, as well as their impact on the Canadian dairy industry and their potential impact if they
continued to increase. It was adso asked to review the legd, technica, regulatory and
commercia consderations relevant to these imports. Findly, the terms of reference required
the Tribund to identify options for addressing any problems raised by imports of dairy product
blendsin the context of Canada s domestic and internationd rights and obligations.

There was a time when governments had congderably more flexibility with respect to
import barriers in agricultural trade. Over the last 10 years, however, there have been
fundamental changes in the internationa regime for trade in agricultura products. Beginning
with the Canada-United States Free Trade Agreement and then the North American Free
Trade Agreement, and now with the conclusion of the World Trade Organization Agreement
on Agriculture, trade in agricultura products, including trade in supply-managed sectors such
asthe dairy sector, has moved into the realm of rules-based trade.

A rulesbased trading system is paticularly beneficid to smdler players in the
internationa marketplace, but it obliges dl governments to ded with problems that may arise
within the established rules. Canada has been an active participant in the formulation of these
rules and an advocate of a dispute resolution system grounded in law rather than in bargaining
power. These agreed rules gpply equdly to dl Members of the World Trade Organization.

The Tribunal’ s inquiry process provided a public forum for interested parties to express
their concerns and present the options that they favoured and believed viable to ded with any
problems raised by imports of dairy product blends. The inquiry process dso dlowed other
interested parties to test those options against the framework of our domestic and international
rights and obligations.

The Tribund has come to the conclusion that the options available for addressng any
problems raised by this issue are not without cost to the dairy farmers and/or the Government
of Canada. The dilemma is that there are economic consequences for the dairy farmers from
imports of butteroil blends, and yet the internationa rules limit the types of action now
avalable. It is equdly true that these same rules provide the dairy farmers with the benefits of
increased certainty and protection.

Within the rules-based system, moreover, there are avenues available to the dary
farmers to seek relief from the effects of imports of butteroil blends. As well, the dairy farmers
manage the supply of domestic dairy products and have the ability to moderate the effects of
these imports on their industry.
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The Tribuna wishes to thank the firms, industry associatiions and government
departments that asssted it with this reference. Almost 90 firms completed questionnaires.
In seven days of public hearings, the Tribund heard from 35 witnesses, including 23 from the
private sector and 12 from the government.

The inquiry into imports of dairy product blends was an exceptiond challenge for the
Tribunal. We were honoured to have been asked to take on this important task.

Arthur B. Trudeau
Arthur B. Trudeau

Presding Member
Pierre GosHdin PatriciaM. Close
Pierre GosHin PatriciaM. Close
Member Member
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EXECUTIVE SUMMARY

On December 17, 1997, the Governor in Council directed the Canadian International
Trade Tribunal (the Tribund) to inquire into the importation of dairy product blends outside
the coverage of Canadd's tariff-rate quotas. Imports of dairy product blends, particularly
butteroil/sugar blends, were a matter of increasng concern to Canadian dairy farmers. Their
representatives requested that the Government of Canada address concerns relating to their
importation. The Government considered that the economic impact of such imports and the
implications under domestic law and internationd trade agreements of possible courses of
action needed to be thoroughly evaluated.

The terms of reference for the inquiry directed the Tribunal: (a) to examine the factors
influencing the domestic market for imports of dairy product blends and the implications of
these imports for the Canadian dairy producing and processing industry and other segments of
the Canadian food processing industry, including production and revenue leves, (b) to review
the legal, technical, regulatory and commercia considerations relevant to the trestment of
imports of these products, as well as Canada’ s internationa trade rights and obligations under
the North American Free Trade Agreement (NAFTA) and the World Trade Organization
(WTO) Agreement; and () to identify options for addressing any problems raised by thisissue
in a manner consstent with Canada's domestic and internationd rights and obligations.
The Tribunal was asked to hold a public hearing with respect to the inquiry and to report to
the Governor in Council by July 1, 1998.

Dairy Product Blends

The Tribunal surveyed importers to identify the range of dairy product blends being
imported into Canada outside the coverage of Canadd s tariff-rate quotas. The survey identified
imports of butteroil blends. It dso showed that most of the other products entering under the
identified tariff items without tariff-rate quotas were either products for sdle at the retall leve,
such as chocolates, candies, prepared puddings and baby food, or products imported for
further use, such as chocolate products, cocoa paste and cheese flavourings.

The Dairy Farmers of Canada did not indicate that any of the products entering under
the tariff items examined, other than butteroil blends, were of concern to its members.
Of concern to the Dairy Farmers of Canada were imports of butteroil blends and other dairy
product blends that could be used as replacements for raw milk, fresh cream or any type of
butterfat used in the production of traditiona dairy products, such asice cream and cheese, that
benefit from import protection.

The Tribunal is, therefore, satisfied that the products that are relevant to thisinquiry are
the butteroil blends identified, that is (1) blends of butteroil and sugar, (2) blends of butteroil
and glucose, and (3) blends of butteroil and processing solids, such as emulsfying sdts. These
blends are used in the production of ice cream and processed cheese.
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Factors Influencing the Demand for Imported Butteroil Blends

There are a number of factors that influence the demand for imported butteroil blends
in the domestic market. The factors include the cost savings on butterfat, the security of supply,
the extent of competition in the ice cream market and certain technica benefits, such as the
longer shelf life of butteroil blends.

The single most important factor is the cost saving on butterfat that manufacturers of
ice cream and processed cheese redize by using imported butteroil blends. The average cost to
the processors of the butterfat in the butteroil blends imported and used in 1997 was about
$5.20/kg. Had these processors purchased this butterfat domesticdly, it would have cost them
approximately $6.25/kg. The use of the imported butteroil blends resulted in a weighted
average saving of about $1.05/kg for the butterfat content replaced in ice cream and processed
cheese.

Closdly linked to the issue of the price of domestic butterfat is the issue of the supply of
domestic butterfat for ice cream processors. |ce cream processors testified that the milk supply
management system has been dow to respond to the new redities in ice cream production,
specificaly the shift of ice cream production from integrated dairies to single-purpose plants.
Single-purpose ice cream plants in Ontario can access only haf of their butterfat requirements
from raw milk supply. The rest must be obtained from the secondary market, which is both a
more expensve and a less secure source of supply. In Quebec, a new single-purpose ice cream
operation has access to only a small quantity of raw milk and, accordingly, is required to use
butter asits source of domestic butterfat.

Implications of Imports of Butteroil Blends for Domestic Industries

Ice cream manufacturers have been importing dairy product blends since the early
1980s and butteroil/sugar blends since the late 1980s. The use of butteroil blends increased
rapidly in the period from 1994 to 1996 and then amost doubled in 1997. In 1997, about
6.3 million kilograms of butteroil blends were used in ice cream and processed cheese
production. This represented about 12 percent of the total butterfat in ice cream and the
replaceable butterfat in processed cheese.

In reaction to this displacement of domestic butterfat, the dairy farmers, in the first part
of 1997, exported the butterfat that they otherwise would have sold in the domestic market.
On August 1, 1997, the dairy farmers reduced production, in part, in response to imports of
butteroil blends. Estimated revenues forgone from the lost domestic sales of butterfat ranged
between $12.8 million (if production were maintained and surplus butterfat exported for the
entire year) and $30.9 million (if production were reduced for the entire year). The tota
revenues of the dairy farmersin 1997 was $3.8 hillion. In comparison, ice cream and processed
cheese manufacturers reduced their costs of butterfat by approximately $3.2 million in 1997 by
using butteroil blends.
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The Tribunal expects that the use of butteroil blends will increase in the years ahead,
athough a a dower pace than in recent years. Some firms have decided not to use the blends
for reasons of suitability in their recipes, marketing or economics. Other firms have decided to
use the blends. After a period of working with these blends, these firms have strongly held
views on the extent to which the blends can be used in their different recipes. Compared to a
current penetration level of 12 percent, the Tribunal considers that up to 25 percent of the
butterfat in ice cream and the replaceable butterfat in processed cheese could be supplied by the
butterfat in imported butteroil blends.

International and Domestic Framework

Over thelast 10 years, there have been fundamental changesin the internationd regime
for trade in agricultura products generdly and, in particular, for supply-managed products.
Beginning with the Canada-United States Free Trade Agreement and then NAFTA, and now
with the conclusion of the WTO Agreement on Agriculture, trade in agricultural products has
moved into the redm of rules-based trade. These rules are clearer and more transparent and
can be enforced.

In generd terms, this means that, where disputes arise with respect to agricultura
trade, WTO Members may seek recourse through a dispute settlement system that, unlike that
under GATT, cannot be effectively “blocked.” The same is true of disputes arisng under
NAFTA between Canada, the United States and/or Mexico. That the dispute resolution
procedures under these agreements are of benefit, particularly to the smaler players in the
internationa context, is amply demonstrated by the NAFTA pand’s decison upholding
Canada's right to apply tariff-rate quotas to imports of certain US agricultura products,
including dairy products.

As part of the Agreement on Agriculture, al countries agreed to convert non-tariff
barriers, such as import quotas, into tariff equivalents. They aso agreed not to revert to such
barriers in the future as a means of protecting agriculturad production. Canada was thus
required to convert the import quotas on dairy products into tariff lines. In consultation with
the dairy industry, virtualy al blends identified as potentia problems at that time were tariffied.
However, butteroil blends were not identified as a problem and were not tariffied. Once the
tariff lines were incorporated into Canada's tariff offer, they became pat of Canada's
obligations under the WTO.

Options for Addressing Any Problems Raised by this Issue in a Manner Consistent with
Canada’s Domestic and International Rights and Obligations

The Tribunal has identified a number of options which are conastent with Canada's
domestic and internationd rights and obligations. Maintaining the status quo is an option.
There are, in addition, a number of options that could lessen the consegquences of the imports
of butteroil blends on the dairy farmers. Some options require action by the dairy farmers,
others by the Government. These options include:

an gpped to the Tribund by the dary farmers of the classfication of butteroil
blends;
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asafeguard inquiry by the Tribuna pursuant to a complaint by the dairy farmersor a
government reference;

aspecid classprice for butterfat for ice cream and processed cheese,
aspecid class price for butterfat for domestic butteroil blends;
compensation of the dairy farmers for their income losses, and
anew tariff item for butteroil blends with a different tariff trestment.

It is clear to the Tribunal that there is no option available that comes without a cost to
one or more of the stakeholders. The dilemmais that there are economic consegquences for the
dairy farmers from imports of butteroil blends, and yet the internationa rules limit the types of
action now available. Within the rules-based system, there are avenues available to the dairy
farmers to seek rdief from the effects of the imports. As well, the dairy farmers manage the
supply of domestic dairy products and have the ability to moderate the effects of these imports
on their industry.
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CHAPTER I

INTRODUCTION

1. Terms of Reference

This report completes an inquiry by the Canadian International Trade Tribuna
(the Tribuna) into the importation of dairy product blends outsde the coverage of Canada's
tariff-rate quotas (TRQs). The inquiry was referred to the Tribuna on December 17, 1997, by
the Governor in Council on the recommendation of the Minister of Finance, the Minister of
Agriculture and Agri-Food and the Minister for International Trade.

Pursuant to section 18 of the Canadian International Trade Tribunal Act'
(the CITT Act), the Governor in Council directed the Tribund:

(8 toinquireinto the matter of the importation of dairy product blends outside
the coverage of Canada s TRQs by:

(i) examining the factors influencing the domestic market for such imports
and the implications of these imports for the Canadian dairy producing and
processing industry and other segments of the Canadian food processing
industry, including production and revenue levels,

(i) reviewing the legd, technicd, regulatory and commercid
congderations relevant to the treatment of imports of these products, as
well as Canada s internationd trade rights and obligations under the North
American Free Trade Agreement® (NAFTA) and the World Trade
Organization (WTO) Agreement;

(i) identifying options for addressing any problems raised by thisissuein a
manner consstent with Canada's domestic and internationad rights and
obligations, and

(b) to hold a public hearing with respect to the inquiry and to report to the
Governor in Council by July 1, 19983

The preamble to the terms of reference states that the importation of blends of dairy
products is becoming a matter of increasing concern to the Canadian dairy industry; that
representatives of Canadian dairy producers have requested that the Government of Canada
address concerns relating to the importation of certain of these products, in particular,
butteroil/sugar blends; and that the economic impact of this importation and the implications
under domestic law and international trade agreements of possible courses of action need to be
thoroughly eva uated.

1 R.S.C. 1985, c. 47 (4th Supp.).
2. Canada Treaty Series, 1994, No. 2 (C.T.S.), Sgned on December 17, 1992.
3. The Order in Council, P.C. 1997-1868, is reproduced in Appendix .
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It is important to note that the terms of reference directed the Tribuna to conduct a
broad economic inquiry in which the interests of severa sectors within the Canadian economy
are a issue. The Tribuna was not cdled upon to adjudicate upon a private dispute between
two litigants, as would be the case, for example, in atariff classfication apped. In this regard,
the terms of reference directed the Tribund to examine “the implications of these imports for
the Canadian dairy producing and processing industry and other segments of the Canadian food
processing industry” and to identify “options,” as opposed to making a definitive decison or
providing recommendations. The conduct of the inquiry in this matter and the nature of this
report flow directly from the Tribuna’ s mandate under the terms of reference.

2. Conduct of the Inquiry

The inquiry was organized in a manner which provided interested parties with
maximum access to the inquiry process. To notify interested parties about the inquiry, the
Tribunal issued a press release on January 7, 1998.* In addition, a notice of inquiry,” dated
January 7, 1998, was mailed to over 200 interested persons and was published in the
January 17, 1998, edition of the Canada Gazette, Part |.°

The press rdease and notice invited parties to make preiminary submissons
concerning the issues that should be addressed in the course of the inquiry, the scope of the
inquiry, the methodology to be used and the possible options. To alow parties to present their
views to the Tribuna, a pre-hearing conference was held in Ottawa, Ontario, on
January 30, 1998.°

As pat of this inquiry, an extensve program of research was carried out by the
Tribuna’s research and legal staff and consultants engaged by the Tribunal 2 The Tribund staff
prepared the following five reports:

The International and Domestic Legal Framework
Profile of the Canadian Dairy Industry
Import Regimes for Dairy Products

Possible Reactions of Dairy Producers to Imports of Butteroil/Sugar Blends:
Four Scenarios

Tribunal Exhibit GC-97-001-3, Administrative Record, Vol. 1 at 18.

Tribunal Exhibit GC-97-001-4, Administrative Record, Val. 1 at 21.

Vol. 132, No. 3at 94.

Appendix Il ligts the participants at the pre-hearing conference. It also lists the witnesses who appeared at
the hearing and their counsdl or representatives.

8. The reports prepared by the Tribund staff and the consultants engaged by the Tribunal are available on
the Tribunal’s Web site until July 1, 1999. After that date, the reports can be obtained by contacting the Secretary
of the Tribunal. These reports do not necessarily represent the views of the Tribunal, but may be consulted by
readers who would like to have more detailed information than is contained in this report.

No oA~
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Data Tabulation — The data tabulation report compiled the data received in over
90 questionnaire responses.’ Questionnaires were sent to the Dairy Farmers of
Canada (DFC), dairy processors, importers and foreign governments.

Two additiond reports were commissioned by the Tribund for thisinquiry. They are:

Study on the Potential Market for Dairy Product Blends Outside the Coverage of
Canada’s Tariff-Rate Quotas, Treloar Product Development Internationa Inc.
and International Food Focus Limited

The Impact of Imports of Butteroil/Sugar Blends on the Canadian Dairy Industry
- An Economic Analysis using the FARM Model, Economic and Policy Andysis
Directorate, Policy Branch, Department of Agriculture and Agri-Food

Parties were asked to provide written submissions to the Tribund prior to the public
hearing in April. These submissons provided the evidence of parties, their comments on the
reports prepared by the staff and consultants, and their views on issues and options relevant to
the inquiry. Parties were provided an opportunity to comment on the submissions of other
partiesin advance of the hearing.

The hearing for this inquiry, including public and in camera sessons, was hdd in
Ottawa from April 6 to 9 and from April 14 to 16, 1998. This hearing provided an opportunity
for parties to test the evidence on the record, to introduce additiona evidence and to submit
their find arguments. Arguments were received in written form, and parties were provided an
opportunity to respond to the arguments of other parties. In total, 35 witnesses appeared
before the Tribund, including 23 from the private sector and 12 from the government.

Following the hearing, the pand reviewed the evidence and arguments provided by
parties who attended the hearing, the submissons and questionnaire responses from other
companies and organizations and the reports prepared by the staff and the consultants engaged
by the Tribunal. The panel deliberated, made its assessment and prepared this report.

3. Organization of the Report

This report is divided into six chapters, including this introductory chapter. Chapter 11
discusses the products under inquiry and provides background information on the dairy farmers
and the dairy processing industry.

Chapter 111 examines the factors influencing the domestic market for imported butteroil
blends.

Chepter 1V examines the implications of the imports of butteroil blends for the
Canadian dairy farmers, the Canadian dairy processing industry and other segments of the
Canadian food processing industry.

9. Appendix 11 lists the parties that filed submissions and questionnaire responses, but that did not appear
before the Tribunal.
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Chepter V reviews the legd, technicd, regulatory and commercid considerations
relevant to the treatment of imports, as well as Canada's internationd trade rights and
obligations under NAFTA and the WTO Agreement.

Chapter VI identifies options considered by the Tribund for addressing any problems
rased by the issue in a manner consstent with Canada' s domestic and international rights and
obligations. This chapter addresses options considered by the Tribund, those set asde and
those retained.

Appendix V includes a glossary of terms used in this report.
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CHAPTER II

PRODUCT DESCRIPTION AND INDUSTRY PROFILES

1. Product Description

The Tribund was asked to inquire into the importation of dairy product blends outside
the coverage of Canada' s TRQs. There are two key phrases relating to the product description,
that is, “dairy product blends’ and “outside the coverage of Canada s tariff-rate quotas.”

a) Dairy Product Blends

For the definition of dairy product blends, the Tribuna looked, first, to the Order in
Council, the Government’s news release and the backgrounder to it for guidance. The Order in
Council uses the phrase “blends of dairy products’ and makes a reference to “in particular
butteroil/sugar blends”'® The Government’s news release refers to “imports of product
mixtures containing dairy blends, including butteroil/sugar blends, that are not covered by
tariff-rate quotas,”** while the backgrounder'? attached to the news release uses the wording
“Imports of dairy blends.” The backgrounder is the first document in which “dairy blends’ is
defined. The following definition is given:

Dairy blends are mixtures of dairy products and other food substances for use in the
preparation of products such as ice cream, confectionery and bakery goods. In the
context of imports into Canada, dairy blends are often created in a manner intended to
avoid entering under tariff-rate quota descriptions covering the importation of most
dairy products.

The imported dairy product blends normally have a minor weight content™ of dairy
ingredients. The backgrounder refers to a “specific mixture containing roughly 49% butteroil
and 51% sugar that is not subject to tariff-rate quotas.”

In the absence of a widely accepted standard definition pertaining to dairy product
blends, the Tribuna decided to look at the products in question in the broadest sense possible
under the terms of reference so as not to redtrict the discusson in the early stages of the
inquiry. For this reason, in its questionnaires and throughout its research program, the Tribunal
defined the goods subject to thisinquiry as:

Dairy product blends outsde the coverage of Canada's tariff-rate quotas. Dairy
product blends include but are not limited to butteroil/sugar blends. Dairy product
blends are mixtures of dairy products and other food substances for use in the
preparation of products such asice cream, confectionery and bakery goods.

10.  Tribunal Exhibit GC-97-001-1, Administrative Record, Vol. 1 at 2.
11.  Tribunal Exhibit GC-97-001-2, Administrative Record, Vol. 1 at 9.
12.  Tribunal Exhibit GC-97-001-2, Administrative Record, Vol. 1 at 11.
13.  Blendswith lessthan 50 percent by weight of dairy content.
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As part of its research, the Tribuna staff surveyed importers to identify dairy product
blends outside the coverage of Canada s TRQs being imported into Canada. Research showed
that there were a number of tariff items under which dairy product blends could be imported.™

The survey identified three types of butteroil blends: blends of butteroil and sugar,™
blends of butteroil and glucose and blends of butteroil and processing solids. The expresson
butteroil blendsis used in thisreport to refer to these three blends.

The survey showed that most of the other products entering under the identified tariff
items were ether finished products for final sde a the retall level, such as finished chocolates,
candies, confectionery items, prepared puddings and baby food, or products imported for
further use, such as chocolate products, cocoa paste and cheese flavourings.*® The survey aso
indicated that a product known as chocolate crumb*’ or milk crumb was being imported under
these tariff items outside of the TRQs.*®

In its submissions and testimony, the DFC™ did not indicate that any of the products
surveyed by the Tribunal staff, entering under the tariff items not covered by Canada's TRQs,
other than butteroil blends, were of concern to its members. Of concern to the DFC were
imports of butteroil blends and other dairy product blends that could be used as replacements
for raw milk, fresh cream or any type of butterfat used in the production of traditiona dairy
products. The DFC “would be concerned if a blend was coming in with any type of butterfat,
whether it was butteroil with milk fat or whether it was butter, in the proportion we're talking
about, particularly when mixed with sugar, that could be used directly to replace the domestic
supply of fat, or solids non-fat.*” Of particular concern was the use of dairy product blends in
products, such asice cream and cheese, that benefit from import protection.

The Tribunal is, therefore, satisfied that the products that are relevant to thisinquiry are
the butteroil blends identified, that is, blends of butteroil and sugar, blends of butteroil and
glucose, and blends of butteroil and processing solids.

Blends of butteroil and sugar are a combination of butteroil and sugar that is melted to
form a homogenous suspension suitable for pumping and packaging. Because there is virtualy
no moisture content in butteroil, the sugar is not in solution in the butteroil, but rather the sugar
crystals are suspended in the butteroil. The degree of suspension depends on the temperature of

14. The Tribunal sent questionnaires to importers of products entering Canada under classification
No. 1704.90.90.90 and tariff item Nos. 1806.20.90, 1806.90.90, 1901.90.39, 1901.90.40, 1901.90.59
and 2106.90.95.

15.  These products were referred to as butteroil/sucrose blends by some parties.

16.  Data Tabulation, Tribuna Exhibit GC-97-001-80, Administrative Record, Vol. 1E at 16 and 17.

17.  Preparation containing dairy products, sugar and chocolate liquor or cocoain about equal parts.

18.  Bvidence was presented by processors and users of chocolate crumb to the effect that it was not a dairy
product blend according to the Tribunal’s definition, but a finished product used in the production of chocolate
and confectionery. Participant’ s Exhibit B-16, Administrative Record, VVol. 15.1.

19. Referencesto the DFC include the Dairy Farmers of Ontario and the Fédération des producteurs de lait du
Québec.

20.  Transcript of Public Hearing, Vol. 1, April 6, 1998, at 124-25.

21.  Transcript of Public Hearing, Vol. 1, April 6, 1998, a 134.
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the mixture. The product may be homogenized by some processors to assist in maintaining the
suspension. The product is cooled after being put into a bag-in-box package. It is shipped and
sored refrigerated or frozen to assure shelf life, as well as suspension of the sugar in the
butteroil

Butteroil/sugar blends are of mogt interest to manufacturers of products containing
butterfat and sugar that are looking for a product with alonger shelf life than cream or butter.
In these products, subject to formula requirements, the blend can be directly substituted for the
equivalent amounts of butterfat and sugar.® Typicaly, a butteroil blend will replace only a part
of the butterfat and the sugar in an ice cream formula.

Blends of butteroil and glucose are used as ingredients in the production of processed
cheese. The butteroil/glucose blends provide a sweetener that is more conducive to processed
cheese®

Blends of butteroil and processing solids are also used in the production of processed
cheese. These blends are described as congsting of 49 percent butteroil and 51 percent of a
mixture of food chemicals® such as emulsifying salts® used in the manufacture of processed
cheese.

b) Outside the Coverage of Canada’s TRQs

The goods subject to this reference are defined as “dairy product blends outside the
coverage of Canada's tariff-rate quotas” A TRQ is a limitation placed on the quantity of
imported goods entitled to a specific rate of duty. Under a TRQ, imports up to a certain
quantity are, for a specified period of time, admitted duty-free or at a relatively low rate of
duty.?” Imports above the in-quota quantity are subject to a higher rate of duty. In the Uruguay
Round, the most recent round of multilateral trade negotiations under the General Agreement
on Tariffs and Trade” (GATT), Canada and al other contracting parties agreed to convert
various non-tariff barriers (NTBS) applicable to agriculturad products, such as quotas, into
TRQs.

22.  Study on the Potential Market for Dairy Product Blends Outside the Coverage of Canada’s Tariff-Rate
Quotas, Tribuna Exhibit GC-97-001-81, Administrative Record, Vol. 1F at 12 and 13.

23.  Study on the Potential Market for Dairy Product Blends Outside the Coverage of Canada’s Tariff-Rate
Quotas, Tribuna Exhibit GC-97-001-81, Administrative Record, Vol. 1F at 13.

24.  Study on the Potential Market for Dairy Product Blends Outside the Coverage of Canada’s Tariff-Rate
Quotas, Tribuna Exhibit GC-97-001-81, Administrative Record, Vol. 1F at 14.

25.  Tribuna Exhibit GC-97-001-12.4, Administrative Record, Vol. 5 at 81.

26.  Study on the Potential Market for Dairy Product Blends Outside the Coverage of Canada’s Tariff-Rate
Quotas, Tribuna Exhibit GC-97-001-81, Administrative Record, Vol. 1F at 14.

27.  For example, the tariff item for “[m]ilk, cream or butter substitutes’ provides, in part, asfollows:

---Milk, cream or butter subgtitutes and preparations suitable for [MFN Tariff]

use as butter subdgtitutes:
2106.90.31  ----Milk, cream or butter subgtitutes, containing 50% or more by 7.5%
weight of dairy content, within access commitment
2106.90.32  ----Milk, cream or butter subgtitutes, containing 50% or more by  224% but not less
weight of dairy content, over access commitment than $2.23/kg

28.  Geneva March 1969, GATT BISD, Val. IV.
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The butteroil blends at issue have been classfied by the Department of Nationa
Revenue (Revenue Canada) under tariff item No. 2106.90.95” of the schedule to the Customs
Tariff ** as“[o]ther preparations, containing in the dry state, over 10% by weight of milk solids
but less than 50% by weight of dairy content.”*! That tariff item is not subject to a TRQ. For a
detailed discussion of the classification of these blends, please see Chapter V of this report.

2. Industry Profiles
a) Dairy Farmers

The Canadian dairy farming sector™ is the third most important agricultural sector in
terms of farm cash receipts, after the grains and red meat sectors. Revenue to the dairy farming
sector from milk sales in Canada, plus the federd dairy subsidy of $145 million, totaled
$3.8 billion™ in the 1996-97 dairy year.*

There are two markets for milk in Canada: the fluid milk market for table milk and
fresh cream and the industrid milk market for manufactured dairy products, such as buitter,
cheese, ice cream and yogurt. Total milk production in the 1996-97 dairy year was 72.7 million
hectolitres. The fluid milk market accounted for 38 percent of milk production, or 27.4 million
hectolitres, and the industrial milk market accounted for 62 percent, or 45.3 million hectolitres
of milk. Quebec is the largest producer of milk in Canada, with 38.1 percent of the nationa
production, followed by Ontario with 33.4 percent and Alberta with 8.3 percent. The average
herd size in Ontario is 43 cows per farm. In Quebec, the average herd size is 40 cows per farm.
There are about 24,000 dairy farmsin Canada.

Milk is priced using a multiple component pricing system. Dairy farmers are paid on the
quantities of butterfat, protein (mainly casein) and other solids (lactose and mineras) in the
milk shipped.® The prices that processors pay for components vary according to a milk
classfication system, which is made up of five classes. Products that benefit from TRQs, such
asice cream and cheese, have a higher price for their dairy components than do products, such
as confectionery and bakery products, that do not benefit from TRQs.

Marketing boards and/or agencies in most provinces purchase raw milk from dairy
farmers and sdll it to processors for the manufacture of dairy products. The milk is shipped
directly from farms to processng plants. The marketing boards and/or agencies use a plant
alocation system to direct milk to processing plants. Processors pay the appropriate price for

29. Thistariff item came into force on January 1, 1995, as a result of WTO Technical Amendments Order,
No. 2, SOR/95-20, December 20, 1994, Canada Gazette Part I1, Vol. 129, No. 1 at 53.

30. RSC. 1985, c. 41 (3rd Supp.).

31. Asof January 1, 1998, the tariff rate under this tariff item for imports from the United States or Mexico is
zero. The MEN rate is 9.5 percent.

32.  Profile of the Canadian Dairy Industry, Tribunal Exhibit GC-97-001-78, Administrative Record, Vol. 1D
at 18, 23 and 24.

33.  Tribuna Exhibit GC-97-001-60, Administrative Record, Vol. 17A at 259.

34. TheCanadian dairy industry operates on adairy year which runsfrom August 1 to July 31.

35.  Tribuna Exhibit GC-97-001-104A (protected), Administrative Record, Vol. 2A at 5.
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the components of raw milk to the marketing boards and/or agencies, which pool the revenues
and digtribute them to the dairy farmers according to their production.

b) Milk Processors

Milk processors® include processors of such dairy products as table milk, cream,
butter, cheese, ice cream and yogurt. In 1996, dairy products were manufactured and shipped
from an estimated 285 processing plants located across Canada. These products were valued at
$7.8 billion and represented 14 percent of al Canadian food and beverage production.

The processing industry is heavily concentrated in Ontario and Quebec, which account
for 71 percent of output. Quebec is the dominant producer of industrid milk and is the
country’s leading producer of butter, cheese, milk powders and yogurt, while Ontario is the
magjor ice cream producer. There is no production of butteroil blends in Canada and only
limited production and use of butteroil.

There has been atrend toward consolidation in the Canadian dairy processing industry.
Industry ownership has become highly concentrated. Three organizations have annua dairy
product sdes of more than $1 billion, and five organizations control 50 percent of the
industry’ s plants, accounting for more than 60 percent of production.®’

Among the dairy processors, it is the ice cream manufacturers and the processed
cheese manufacturers that are of principd interest in this inquiry. In the ice cream industry,
three major processors, Good Humor-Breyers, Nestlé Canada Inc. (Nestlé) and
David Chapman's Ice Cream Limited (Chapman’s), account for the mgority of the ice cream
market in Canada.

Good Humor-Breyers is a divison of UL Canada Inc., which is a wholly owned
subsidiary of Unilever Canada Limited.*® There have been a number of acquisitions by the
Unilever group of companies, including the Dickie Dee ice cream busness in 1992, the
Popsicle and Klondike businesses in 1993, the ice cream, frozen yogurt and frozen novelties
business from Beatrice Foods in 1994, and the ice cream, frozen yogurt, frozen novelties and
frozen dessert business from Natrel Inc. in 1995.

In 1997, Nestlé acquired the assets of Ault’s Frozen Products Divison and purchased
Daryworld Foods Ice Cream Products Group. Other prominent firms in the ice cream
businessinclude Agropur, Baskin Robbins Canada and L ucerne Foods.

36. Profile of the Canadian Dairy Industry, Tribuna Exhibit GC-97-001-78, Administrative Record, Vol. 1D
a 24 and 25.

37.  Tribuna Exhibit GC-97-001-60 (single copy), Adminigtrative Record, Vol. 17A a 121; and Tribuna
Exhibit GC-97-001-53, Adminigtrative Record, VVol. 1B &t 160.

38.  Unilever CanadaLimited isawholly owned subsidiary of Unilever PLC.
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In the processed cheese industry, three mgjor processors, Kraft Canada Inc., Parmalat
Canada and Saputo Group Inc., account for most of the market.** Parmalat Canada entered the
Canadian market in 1997 by acquiring Bestrice Foods and part of Ault Foods Limited.*

For the calendar years 1992 to 1996, the production of ice cream mix™ in Canada
averaged 181.9" million kilograms annualy. For the dairy years 1991-92 to 1996-97, the
production of processed cheese averaged 76.2 million kilograms annually.” Over the same
time periods, the ice cream industry utilized, on average annualy, approximatey 21.8 million
kilograms of butterfat from domestic and import sources,™ and the processed cheese industry
utilized, on average annudly, approximately 17.5 million kilograms of butterfat from domestic
and import sources.” In 1997, 283.8 million kilograms of butterfat were used in the fluid and
industrial milk marketsin Canada.*®

39.  Transcript of Public Hearing, Vol. 2, April 7, 1998, at 446.

40. Ault Foods Limited retained the trade of cheese and milk powders. Tribuna Exhibit GC-97-001-53,
Administrative Record, Vol. 1B &t 162.

41. lce cream mix is the industria product from which ice cream is made. It typicaly contains between
10 and 12 percent butterfat by volume.

42.  Participant’s Exhibit L-5A, Scenario 1, Administrative Record, Vol. 15C.

43.  Participant’s Exhibit L-5A, Scenario 2, Administrative Record, Vol. 15C.

44.  Participant’s Exhibit L-5A, Scenario 1, Administrative Record, Vol. 15C.

45.  Participant’s Exhibit L-5A, Scenario 2, Administrative Record, Vol. 15C.

46.  Tribuna Exhibit GC-97-001-85.4 (single copy), Administrative Record, Vol. 17C at 85.
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CHAPTER IlI

FACTORS INFLUENCING THE DOMESTIC MARKET
FOR IMPORTED BUTTEROIL BLENDS

There are a number of factors that influence the domestic demand for imported
butteroil blends. First and foremost is the cost saving redized by manufacturers of ice cream
and processed cheese that use imported butteroil blends. Other factors include supply issues
facing certain manufacturers of ice cream in Ontario and Quebec, the competition in the ice
cream industry and certain technica benefits derived from the use of butteroil blends. The
following sections discuss the main factors identified by the Tribund during thisinquiry.

1. Cost Savings

The lower cost of butterfat from imported butteroil blends compared to the cost of
butterfat from domestic ingredients provides an economic incentive for certain manufacturers
of ice cream and processed cheese to use imported butteroil blends.

The cogt incentive to use imported butteroil blends does not extend to al processors
that use dairy ingredients. Some processors, such as those in the confectionery and baking
industries, have access to lower-priced domestic milk ingredients through specia class prices.
For other processors, such as the higher-quality niche players, a butteroil blend is not a suitable
ingredient in their product recipes.*’ For others gtill, such as smaler integrated and local dairies
that produce smaller volumes of ice cream, the cost savings associated with imported butteroil
bl ends4gnay not be worth the additiond investment and labour required to use butteroil
blends.

With respect to the sugar component of butteroil/sugar blends, the evidence indicates
that the price of sugar in Canada is competitive with the world price of sugar.”® A major
importer, Internationa Dairy Ingredients Inc. (IDI), appeared before the Tribunad and Stated
that the price of sugar in butteroil/sugar blends is essentidly the same as the price that Canadian
customers currently pay. Moreover, none of the users of the butteroil/sugar blends indicated
that the blends were being used to reduce their sugar costs. For these reasons, the Tribunal
consders that butteroil/sugar blends are purchased for the savings on the butterfat component
of the blends.

47.  Tribuna Exhibit GC-97-001-18.18, Administrative Record, Vol. 9A at 174. Schwan's Canada, Ltd.
submitted that it has not considered sourcing blends because its philosophy is to use the freshest available source
of supply of milk fat possible.

48.  Tribunal Exhibit GC-97-001-26.2, Administrative Record, Vol. 1 a 99. Reid's Dairy Products submitted
that, in light of its limited ice cream volume, it cannot justify the equipment required to liquefy butterail blends.
49. The Impact of Imports of Butteroil/Sugar Blends on the Canadian Dairy Industry - An Economic
Analysis using the FARM Model, Tribuna Exhibit GC-97-001-83, Administrative Record, Vol. 1G a 12;
Tribunal Exhibit GC-97-001-70, Administrative Record, Vol. 1C a 19-21; and Data Tabulation, Tribunal
Exhibit GC-97-001-80, Administrative Record, Vol. 1E at 56.
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a) Prices of Domestic Butterfat

Milk is priced in Canada on a component bass. When purchasing raw milk,
aprocessor pays for the components of milk, specificadly, butterfat, protein and other solids.
Currently, milk produced in Canada is sold to processors through a common classification
system for the manufacture of products according to the following classes™ The processors
pay the appropriate class price for the components of raw milk to the marketing boards and/or
agencies that pool the revenues and distribute them to the dairy farmers according to their
production.

Class1 a) fluid milk
b) fluid cream
c) milk-based beverages
d) fluid milk for the Y ukon and Northwest Territories (Alberta only)

Class2 yogurt and ice cream
Class3 a) specidty cheeses
b) cheddar cheese
Class4 a) butter, milk powders and condensed milk for ingredient purposes

b) condensed milk for retall
¢) new productsfor the domestic market
d) animd feed and unclassified products

Class5 Classes 5a), b) and ¢) are essentidly for the domestic market:
a) cheese ingredients for further processng, eg. dry and canned
sauces and macaroni and cheese dinner
b) dl other dairy products for further processing
c) confectionery

Classes 5d) and €) are for the export market only:

d) specific negotiated exports for dairy products (fixed volumes)

e) surplus remova (based on milk production not needed for the
domestic market)

On the basis of this milk classfication system, processors pay different prices for milk
components depending on the end use of the products. The prices in Classes 1 to 4 are
relaively stable and higher than the prices in Class 5. Table1 illustrates the range of prices
observed in the various classes. It provides a comparison of the end products in various classes
and the related average prices pad to the dairy farmers for the first six months of 1997 on a
component basis. These prices represent an average for al of Canada

50.  Tribuna Exhibit GC-97-001-85.5 (single copy), Administrative Record, Vol. 17C at 87.
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Source: Canadian Dairy Commission.

Table 1

Notes: BF = butterfat, hl = 100 litres, OS = other solids.
One hectalitre of milk = approximately 3.6 kg of butterfat, 3.2 kg of protein and 5.7 kg of other solids.

JANUARY TO JUNE 1997
Component Prices ($/kq)
Class  Product BF Protein 0S
1q) Fluid Milk 5.46 6.56 3.70
1b) Table Cream 543 522 358
2 Y ogurt and Ice Cream 543 4.00 3.89
39 Speciaty Cheeses 547 9.04 0.58
3b) Cheddar Cheese 5.48 8.59 0.58
43) Buitter, Ingredients 5.45 351 351
4b) Condensed Milk 544 3.62 3.62
Classes 5a), b) and c) are essentially for the domestic market
5a) Speciaty Cheeses 299 7.01 0.57
5a) Cheddar Cheese 3.05 7.01 0.57
5b) Fluid Milk 3.08 292 292
5b) Creams 3.05 292 292
5b) Y ogurt 3.05 292 292
5b) Buitter, Ingredients 2.98 291 294
5¢) Milk products for Confectionery 2.64 259 259
Classes 5d) and e) are for the export market only
5d) Milk 218 218 212
5d) Cream 2.46 2.46 2.46
5d) Y ogurt 257 257 257
5d) Speciaty Cheeses 194 487 0.51
5d) Cheddar Cheese 397 6.72 0.51
5d) Buitter 183 183 183
5€) Milk 215 215 2,15
5€) Cream 2.20 2.20 220
5€) Speciaty Cheeses 150 454 0.51
5€) Cheddar Cheese 1.86 492 0.51
5€) Butter 1.28 1.28 128

AVERAGE SELECTED MILK COMPONENT PRICES BY CLASS AND PRODUCT

$/hl
Total

61.61
56.62
54.37
51.78
50.40
50.82
51.71

36.37
36.55
37.00
36.89
36.91
36.75
3251

27.28
30.69
32.06
2537
38.56
2401
26.87
2747
2275
2523
15.98
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Ice cream manufacturers obtain their butterfat requirements at the Class 2 price, and
processed cheese manufacturers obtain their butterfat requirements at the Class 3b) price.
In September 1997, the price of butterfat sold into Classes 2 and 3 was $5.49/kg.”* This was
the price paid by ice cream and processed cheese manufacturers that were able to purchase
their butterfat requirements in the form of raw milk.>* However, it does not include the cost to
separate the butterfat from the rest of the components of the milk.>® The Class 2 price of
butterfat can vary among provinces. |Ice cream manufacturers mentioned that Alberta has the
lowest Class 2 pricein Canada.>

Since 1992, single-purpose ice cream processors in Ontario have been unable to
purchase more than 50 percent of their butterfat requirements at the Class 2 price. Ther
remaining butterfat requirements must be obtained from other sources, typicaly from the
skim-off>> market where it is more expensive because additional processing costs and profits of
the intermediate processors are included. The price of butterfat from the skim-off market is a
market price. It can vary depending on the competing demands of different users for butterfat
during the year. In 1997, Ontario ice cream manufacturers paid up to $6.80/kg and higher™ for
butterfat purchased from the skim-off market. Chapman’s indicated that the price of butterfat
from the skim-off market had increased by 13 percent since 1994.>"

The prices pad for butterfat from domestic sources by the ice cream and processed
cheese indudtries are considerably higher than the prices paid for butterfat by the confectionery
and bakery industries. Ice cream and processed cheese are protected from import competition,
whereas confectionery and bakery products are not. In this respect, Classes 5a), b) and ¢) milk
is available to manufacturers of confectionery and bakery products and other manufacturers,
alowing them to compete in the domestic market with imports.

b) Prices of Butterfat in Butteroil Blends

Ice cream manufacturers indicated in their responses to the Tribund’s questionnaire
that, in order to reduce the cost of butterfat used in the production of frozen dairy products,
they looked to other sources and began to purchase imported dairy product blends in the early
1980s>® A similar long-term history of using imported dairy product blends has not been
identified for processed cheese manufacturers.

51.  Tribuna Exhibit GC-97-001-105B, Administrative Record, Vol. 1C at 214.8.

52.  Paticipant’s Exhibit L-5A, Scenario 2, Administrative Record, Vol. 15C.

53. Thereisacos associated with skimming off the butterfat/cream. This cost may be offset by the processors
by sdling the protein and other solids non-fat on the secondary market. Transcript of In Camera Hearing,
Val. 2, April 7,1998, at 95.

54.  Transcript of Public Hearing, Vol. 3, April 8, 1998, a 552.

55.  Skim-off isthe excess butterfat, in the form of cream, that is extracted from raw milk.

56.  Transcript of Public Hearing, Vol. 3, April 8, 1998, a 624.

57. Closing argument on behdf of Chapman's and Good Humor-Breyers at 16, Administrative Record,
Voal. 29.

58.  Transcript of Public Hearing, Vol. 3, April 8, 1998, a 688.
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Questionnaire replies were used to quantify the savings, in terms of butterfat costs, to
the ice cream and processed cheese manufacturers from using butteroil blends.® The weighted
average cost of the butterfat contained in the imported butteroil blends used in 1997 was about
$5.20/kg. If processors had purchased this butterfat domesticdly, it would have cost them
approximately $6.25/kg. The use of the imported butteroil blends resulted in a weighted
average saving of about $1.05/kg for the butterfat content replaced in ice cream and processed
cheese.

Ice cream manufacturers noted that incorporating butteroil blends or butter into the
production process is more labour intensive than incorporating liquid ingredients and that there
are extra labour costs associated with it.*® Nonetheless, one witness stated that the cost
advantages of using butteroil/sugar blends offset the additiona labour costs and potentia
additional capital that may be required.®*

In assessing the factors that influence the demand in the domestic market for butterail
blends, the Tribuna considered the relative importance of the cost savings compared to the
supply issues. In thisregard, the Tribund finds the evidence respecting production of ice cream
in Alberta to be ingtructive. The evidence indicates that, in Alberta, there are no issues relating
to the domestic supply of butterfat to ice cream manufacturers®® Despite this, imported
butteroil/sugar blends are being used in Alberta to produce ice cream. Evidence regarding the
use of butteroil/sugar blends by processors in Alberta suggests that price is the primary reason
for using the imported blends.

In the Tribund’s view, the price advantage of the butterfat in the imported butterail
blends is the most important factor influencing the demand in the domestic market for butteroil
blends.

2. Supply Issues Regarding Domestic Butterfat

Closdy linked to the issue of the price of domestic butterfat is the issue of the supply of
domestic butterfat for ice cream processors. |ce cream processors can obtain butterfat for the
production of ice cream from severa sources. cream which is approximately 40 percent
butterfat; raw milk which is close to 3.9 percent butterfat; butter which is about 80 percent
butterfat; butteroil which is 99.3 percent butterfat; or, for certain gpplications, they can use an
imported butteroil/sugar blend which has a butterfat content of just under 49 percent,” as will

59.  For each individua processor, the cost savings were calculated as its domestic cost of butterfat replaced
per kilogram less the cost of the butterfat per kilogram in the butteroil blend. The butterfat cost in the imported
blend was caculated as the cost per kilogram that the processor paid for the blend less the cost per kilogram that
the processor paid for its domestic sugar/sweetener ingredients.

60.  Transcript of Public Hearing, Vol. 1, April 6, 1998, at 97.

61.  Transcript of Public Hearing, Vol. 1, April 6, 1998, a 100.

62.  Transcript of Public Hearing, Val. 1, April 6, 1998, at 553.

63. To convert the butteroil content of the blend to butterfat: 49 percent butteroil times 99.3 percent butterfat
content = 48.65 percent butterfat in the blend.
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be discussed later. In terms of the taste qudlities of the find product, the preferred source of
butterfat for ice cream is fresh cream.*

Traditiondly, ice cream production was part of an integrated dairy with a fluid milk
plant. In afluid milk plant, raw milk is processed into table milk and cream for the consumer
market. Since raw milk typically contains more butterfat than table milk, some butterfat in the
form of cream is*“skimmed off” the raw milk to produce the table milk with the desired lower
fat content. This cream or “skim-off” can be sent from the fluid operation to ice cream
processing. As aresult, the integrated dairies have aready supply of cream for usein ice cream
production. Recently, however, there has been atrend towards single-purpose ice cream plants
which do not have this ready supply of cream.

Ice cream processors testified that the milk supply management system has been dow
to respond to the new redlities in ice cream production, specificaly the shift of ice cream
production from integrated dairies to single-purpose plants. The following sections describe
how ice cream plants are supplied with butterfat in Ontario and Quebec and some of the
concerns regarding milk supply that have been expressed by the ice cream manufacturers.
These sections focus on production in Ontario and Quebec, which represent approximately
67 percent of the production of ice cream in Canada.®

a) Current Supply Issues in Ontario

In Ontario, the Dairy Farmers of Ontario’'s (DFO) Plant Supply Quota Policy®
provides for the ice cream plant milk entitlement quota (MEQ). The MEQ policy states that a
sngle-purpose ice cream plant shall be limited to sourcing no more than 50 percent of its
butterfat requirements from raw milk.®” Asaresult of this restriction on the access to raw milk,
the remainder of its butterfat requirements are obtained, typicaly in the form of skim-off, from
the secondary market. As discussed in the preceding section, butterfat from the secondary
market comes at a higher price than butterfat from raw milk.

In addition, according to the ice cream processors, the secondary market for butterfat
is aless secure source of supply. They argued, for example, that some dairies that manufacture
butter would rather process cream into butter than sell cream on the secondary market. These
butter manufacturers will satisfy internal production demands first.®® As a result, during the
summer of 1997, the available supply of surplus cream was substantialy reduced.

Good Humor-Breyers observed that the ice cream season partly overlaps with the
berry season, during which time the demand for cream is very high. Shipments of cream to the

64. Participant’s Exhibit D-1 at 3, Administrative Record, Vol. 15A.

65.  Profile of the Canadian Dairy Industry, Tribuna Exhibit GC-97-001-78, Administrative Record, Vol. 1D
a 27-28.

66. Participant’s Exhibit D-1, Administrative Record, Vol. 15A.

67. The MEQ isfixed and dlotted for the quota supply period, which is the dairy year. The amount of milk
delivered by the DFO to aplant, in any one month, equals that plant’ s previous month’ s utilization. Variationsin
monthly demand are to be reported to the DFO.

68.  Participant’s Exhibit D-1, Administrative Record, Vol. 15A.
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ice cream plant may be diverted to other end uses. As a result, aternate sources of butterfat
must be found.*® Good Humor-Breyers stated that, during the 1996 ice cream season, it had to
juggle production schedules because of the short supply of cream from skim-off. As wdll, it,
like other single-purpose ice cream manufacturers in Ontario, has its MEQ milk sent to adairy
for separation of the components. At times, the dairies are too busy to handle the ice cream
processors raw milk. Although there is no shortage of raw milk, the ice cream manufacturers
are forced to purchase skim-off from the marketplace.”

Chapman's indicated that the ice cream indusiry’s busiest season is from April to
August and that it experiences serious supply problems during that period each year.*
Chapman’s feds that, since it competes againgt ice cream products of fully integrated dairies,
its requirements are at the bottom of the list in terms of being supplied with cream.

The processors argued that, in order to avoid these tight supply Stuations, they hold
inventories of imported butteroil blends to help smooth out the production schedule during the
busy summer months,” atime during which they cannot afford to be without input ingredients.

In response, the DFO indicated that the MEQ has a back-up policy to guarantee the
supply of butterfat to ice cream processors. If an ice cream company can prove that it cannot
source skim-off for the other 50 percent of its butterfat requirements, then the DFO will
attempt to find it and, if it cannot find any, additional rawv milk will be provided above the
50 percent MEQ volume.”

The Tribund agrees that there are unique supply issues facing Single-purpose ice cream
plants. The uncertainties inherent in sourcing butterfat from the skim-off market cause very red
concerns to the single-purpose ice cream processors, even if it can be argued that there never
have been stuations where they were actualy left without a source of butterfat. To ensure a
secure supply of butterfat, the single-purpose ice cream processors have imported
butteroil/sugar blends. The rdatively long shdf life of these blends in inventory makes them
ided to help mitigate supply uncertainties.

b) Supply Issues in Quebec

The milk alocation system in Quebec is governed by the milk marketing agreement.”
Under this agreement, milk allocation to existing operations is based on milk purchases in the
previous dairy year, plus a provison for increased use of up to 5 percent. For new operations
with no historical volumes, only a share of a5 million litre pool of milk is available, subject to

69.  Transcript of Public Hearing, Vol. 3, April 8, 1998, a 626.

70.  Transcript of Public Hearing, Vol. 3, April 8, 1998, a 636.

71.  Transcript of Public Hearing, Vol. 3, April 8, 1998, at 689.

72.  Transcript of Public Hearing, Vol. 3, April 8, 1998, a 632.

73.  Paticipant’s Exhibit D-1, Appendix 3 a 13, Administrative Record, Vol. 15A.

74. The agreement is signed by the Fédération des producteurs de lait du Québec which represents the
producers, the Lactel group which represents the co-operatives, Agropur which is a co-operative and The Quebec
Dairy Council which represents private processing companies.
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an gpplication to the Fédération des producteurs de lait du Québec. In subsequent years, this
share can be increased by 5 percent.

Good Humor-Breyers purchased a plant in Quebec in 1995 to manufacture frozen
dairy products for the foodservice sector and for retall sde. When Good Humor-Breyers
purchased this plant from Natrel Inc., it logt its historical standing and was considered to be a
new operation in Quebec. As a result, Good Humor-Breyers new Montréal plant had no
historica volume of milk alocated to it. Good Humor-Breyers estimated that the total volume
in the pool of milk available for al new operations from the milk alocation system of 5 million
litres is less than 10 percent of its milk requirements for that plant.” Therefore, a share of that
available milk supply is smply not a viable source of butterfat for Good Humor-Breyers. As a
result, Good Humor-Breyers is forced™ to use butter as a source of domestic butterfat for its
ice cream operation in Quebec.””

In the Tribunal’ s view, the fact that Good Humor-Breyers must use butter as its source
of domedtic butterfat for ice cream production in Quebec influences its demand for
butteroil/sugar blends in that province. Testimony indicated that there is a preference to use
cream in ice cream production so as to give the ice cream a fresher taste. When there is access
to cream, thereis a price and qudity trade-off between usng domestic cream for a fresher taste
and an imported butteroil/sugar blend, a less expendve ingredient. However, when the
domestic ingredient is butter, this quality consideration is no longer a factor in the purchase of
butterail blends.

3. Increased Competition in the Ice Cream Industry

As part of the supply-managed dairy industry, ice cream production is sheltered from
import competition by TRQs. Notwithstanding the limited import competition, the evidence
reved's a competitive marketplace for ice cream products.

For a number of reasons, the ice cream market is currently a buyer’s market. Firdt,
there is the influence of the consumer. Ice cream is perceived as a commodity product by
consumers,”® making it difficult for retailers and manufacturers to raise prices, paticularly at
the lower end of the market. In addition, evidence suggests that, if the ice cream manufacturers
do not keep prices competitive, the retailers and consumers will turn to other desserts, such as
pies or pastries. Second, there is the buying power of the large grocery chains.”® Ther
negotiating power keeps the wholesae prices of ice cream low, especidly for the high-volume,
lower-priced, economy ice cream. Third, there is the excess production capacity of
approximately 40 percent®™ in the ice cream industry, which gives an incentive to firms to hold

75.  Transcript of Public Hearing, Vol. 3, April 8, 1998, at 647-48.

76.  Participant’s Exhibit D-2, Administrative Record, Vol. 15A.

77.  Transcript of Public Hearing, Vol. 3, April 8, 1998, a 627.

78.  Transcript of Public Hearing, Vol. 3, April 8, 1998, a 196.

79.  Transcript of Public Hearing, Vol. 2, April 7, 1998, at 501-2.

80. Data Tabulation, Tribunal Exhibit GC-97-001-80, Administrative Record, Vol. 1E at 42.
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on to contracts even at low prices. Findly, there is a high degree of competition between
two global competitors, Unilever Canada Limited and Nestlé®

These pressures have made it difficult for domestic ice cream processors to raise prices
a atime when the cost of butterfat on the open market and other ingredients and the cost of
packaging are increasing.®? For example, one ice cream processor testified that the last time
that his company was able to take a price increase was three years ago and that was the
first priceincreasein 10 years® Another ice cream processor spoke of rebates and discounts to
retailers and promotions necessary to stay competitive in the marketplace. The pressure for low
prices, the cost increases and the overcapacity in ice cream production have resulted in a
margin squeeze that has had a negative effect on the financid performance of the ice cream
industry.

In the Tribunal’s view, the ice cream processors have looked to less expensve
ingredients, such as butteroil/sugar blends, to help meet the low prices demanded in the
marketplace, to help offset cost increases in other ingredients and packaging and to help
improve financid performance.

4. Technical Benefits of Using Butteroil Blends

While recognizing that the main reasons for using butteroil blends are cost savings and,
to alesser extent, supply considerations, processors explained that some technica advantages
were derived from using the blends in the production of ice cream.

The ice cream processors stated that butteroil/sugar blends can be stored at room
temperature for up to two months, and much longer if frozen. This long shelf life alows
production flexibility and helps stretch the supply of fresh dairy products over the pesk
production period. Also, butteroil/sugar blends are said to be easier to melt than buitter.

Good Humor-Breyers and Chapman’'s argued that the negligible moisture content of
the blends compared to butter means fewer problems with the stability, quaity and flavour of
thefinal product.®*

Nestlé sad that it is possble to reformulate exigting ice cream mixes and to
restandardize mixes using butteroil/sugar blends because the two prime components of the
blends are key factorsin measuring the quadity of abatch of ice cream mix.®

81.  Tribuna Exhibit GC-97-001-18.12, Administrative Record, Vol. 9A &t 27.

82.  Transcript of Public Hearing, Vol. 3, April 8, 1998, a 550.

83.  Transcript of Public Hearing, Vol. 3, April 8, 1998, a 695.

84. Closing argument on behdf of Chapman's and Good Humor-Breyers at 18, Administrative Record,
Voal. 29.

85.  Transcript of Public Hearing, Vol. 2, April 7, 1998, at 509 and 510.
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5. Suitability for Certain Recipes
a) lce Cream

|ce cream processors testified that butteroil/sugar blends are limited in their use in the
production of ice cream due to the flavour imparted to the ice cream.® In this regard, evidence
and testimony presented during the hearing demonstrate that imported butteroil/sugar blends
are used manly in the manufacture of economy ice cream and, to a lesser extent, of
standard/premium ice cream.

Butteroil/sugar blends are of particular interest to ice cream processors because they
contain both butterfat and sugar in sufficient quantities and proportions that make them readily
adaptable to use with the basic ice cream formulas. Figure 1 shows two prototype formulas for
economy ice cream, the first one uses butter as the source of butterfat and the second uses a
butteroil/sugar blend.

Figure 1

PROTOTYPE FORMULAS FOR ECONOMY ICE CREAM

Using Butter

Whey powder
Skim milk powder 25%
7.0%
Butter
Water 12.4%
61.2%
Sugar
10.5%
Stabilizers Fructose and glucose
emulsifiers 6.0%
0.4%
Using Butteroil/Sugar Blend
Whey powder
Skim milk powder 3.0%
7.0%
Butteroil/
Water sugar blend
63.1% 20.5%
Stabilizers Fructose and glucose
emulsifiers 6.0%

0.4%

Source: Study on the Potential Market for Dairy Product Blends Outside the Coverage of Canada’s
Tariff-Rate Quotas, Tribuna Exhibit GC-97-001-81, Administrative Record, Vol. 1F at 66.

86. Tribuna Exhibit GC-97-001-18.9, Administrative Record, VVol. 9 at 212.
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The butteroil/sugar blend is directly substituted for the equivaent amounts of butterfat
and sugar in the preparation of ice cream, athough the formulais adjusted to accommodate the
lower moisture content of the blend. Both formulas contain gpproximately the same amount of
water, skim milk powder, whey powder and stabilizerslemulsfiers. The first formula includes
12.4 percent butter (for a total butterfat content of 10 percent) and 10.5 percent sugar plus
other sweseteners.

Typicdly, when using a butteroil/sugar blend, ice cream manufacturers replace only a
portion of the fat and sugar requirements. This proportion varies depending on the type of ice
cream. For example, Good Humor-Breyers economy brands, which are its most price
sendtive, contain larger portions of the blend than do its premium brands. Good
Humor-Breyers stated that, because of the nature of the product formulation and higher-end
target market, certain premium, value-added products, such as “Breyers All Naurd” ice
cream, will never contain butteroil/sugar blends or other dairy product blends®

The witness for Dairyworld Foods' Ice Cream Products Group stated that, in the pagt,
when it was experimenting with blends, it chose to use butteroil/sugar blends only in its
economy ice cream mixes, high overrun®® ice cream and ice cream with strong flavour additives
in an effort to mask any flavour that is associated with the butteroil/sugar blends.®

Nestlé described to the Tribunal the technica taste and texture qualities of ice cream
made from butteroil/sugar blends® It stated that, as a number of its brands are sold in various
categories from economy to super premium and because it is known for its quaity, Nestlé is
very careful not to change the vaue perceived with those brands. Therefore, it is careful in
terms of how much butteroil/sugar blend is used in any given recipe for ice cream.

Findly, Chapman’s testified that it uses butteroil/sugar blends mostly in its economy
brands*

b) Processed Cheese

The following discussion of the use of butteroil blends in processed cheese production
is based on the best information available to the Tribunal. The public information available
regarding processed cheeseis limited. However, the Tribunal is of the view that the information
in the public record is not inconsistent with that reported in the confidentia record.

87.  Tribuna Exhibit GC-97-001-18.12, Administrative Record, VVol. 9A at 30-32.

88. Whiletheice cream is being frozen, blades in the freezer, or “dashers,” whip and aerate the mix. Without
this aeration, the finished product would be an inedible, solidly frozen mass of cream, milk, sugar and
flavouring. This aeration is called “overrun.” Generaly, “overrun” may be between two and three times the total
solids of the mix. A usua overrun for packaged ice cream is 80 percent; for soft ice cream, it is from 40 to
80 percent; and for bulk ice cream, the overrun could go from 80 to 100 percent, and it may even reach
150 percent. If, for example, there is 100 percent overrun, one galon of ice cream mix makes about two galons
of finished ice cream.

89.  Transcript of Public Hearing, Vol. 1, April 6, 1998, a 101.

90.  Transcript of Public Hearing, Val. 2, April 7, 1998, a 506.

91.  Transcript of Public Hearing, Vol. 3, April 8, 1998, a 694.
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While processed cheese does not contain large amounts of sugar or other sweeteners,
there is a potentia to use specidly designed dairy product blends. These blends would likely
contain the maximum alowable butteroil content, certain sweeteners that are more conducive
to processed cheese, such as glucose and dextrose, and emulsifying sats commonly used in
processed cheese production.*?

The Treloar/Culhane report described a prototype formula for processed cheese which
shows that processed cheese contains, by weight, 55 percent cheese, 5 percent butter/milk fat,
in addition to other ingredients. In this prototype formula, it is the butterfat in the 5 percent
butter/milk fat ingredient, the “free standing fat,”*® that is available for replacement by fat from
abutteroil blend. Specificaly, it is the butterfat which is over and above the butterfat contained
in the cheese ingredient of the recipe. Figure 2 shows two prototype formulas for the
production of processed cheese, the first one uses butter/milk fat as the source of the
replacesble butterfat. The second formula uses a butteroil blend as the butterfat source for the
replaceable butterfat.

The pie chart shows that, in the prototype formulas, cheese accounts for about
55 percent of the ingredients in the production of processed cheese. In both recipes, water,
skim milk powder and other ingredients (milk protein, acids and seasonings) are used in the
same proportions. When using a butteroil blend instead of butter/milk fat for the 5 percent
replaceable butterfat content, the sugar/glucose portion, as well as gahilizers, emulsfiers and
sdts, are partidly replaced.

92.  Study on the Potential Market for Dairy Product Blends Outside the Coverage of Canada’s Tariff-Rate
Quotas, Tribunal Exhibit GC-97-001-81, Administrative Record, Vol. 1F at 14.
93.  Transcript of Public Hearing, Val. 6, April 15, 1998, at 1199.
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Figure 2

PROTOTYPE FORMULAS FOR PROCESSED CHEESE

Using Butter

Other ingredients
Skim milk powder 9.0%
5.0%
Stabilizers/emulsifiers/'salts

Water 2.5%

205% Butter/milk fat

5.0%
Sugar/glucose
3.0%
Cheese
55.0%
Using Butteroil Blend
Skim milk powder Other ;"g;fd'mts
50% =R
Stabilizers/emulsifiers/salts

Weter 05%

205%

Butteroil blend
10.0%
Cheese

55.0%

Source: Study on the Potential Market for Dairy Product Blends Outside the Coverage of Canada’s Tariff-Rate
Quotas, Tribunal Exhibit GC-97-001-81, Administrative Record, Vol. 1F at 70.

6. Conclusion

The evidence before the Tribunal demongtrates that there are a number of factors that
influence the demand for imported dairy product blends in the domestic market. The Tribunal is
of the view that the single most important of these factors is the cost saving, in terms of
butterfat content, that producers of ice cream and processed cheese redlize by using imported
butteroil blends. The Tribunal believes that the other factors, such as security of supply,
competition in the ice cream industry and certain technical benefits, such as the longer shelf life
of butteroil blends, have dso influenced the demand for such blends.
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CHAPTER IV

IMPLICATIONS OF IMPORTS OF BUTTEROIL BLENDS
FOR DOMESTIC INDUSTRIES

In this chapter, the Tribuna assesses the economic implications of imports of butteroil
blends for dairy farmers, dairy processors and other segments of the Canadian food processing
industry. The assessment includes areview of the volume of imports and of the use of butteroil
blends, the displacement of domestic butterfat by butterfat imported in the blends, and the
economic implications, in terms of production and revenue levels, for affected domestic
indugtries. In the final section, the Tribunal assesses the potentia use of butteroil blends in the
ice cream and processed cheese industries.

1. Imports and Use of Dairy Product Blends
a) Historical Context

The Tribunal condders that it is useful to postion the current level of imports of
butteroil blendsin a broader historical context. In thisregard, the Tribuna heard testimony that
anumber of dairy product blends were imported into Canada and used by the dairy processing
industry in the 1980s*

Evidence was presented regarding a number of dry dairy blends, such as a beverage
mix congsting of 94 percent skim milk powder, with some lactose, and 5 percent sugar. This
particular dairy blend was imported as early as 1984 and was being used as a milk replacement
in the bakery industry and in ice cream production.” In 1986, a blend containing 51 percent
sugar and 49 percent dried skim milk powder, known as confectionery mix,”* was imported
and being usad in further processing into confectionery items. In 1987, a blend conssting of
skim milk powder and rock salt was imported. The salt component was separated and then the
milk powder was used as amilk replacement in the production of cheese and ice cream, among
other products.®” This product was found to have been designed to circumvent import controls
and itsimportation was stopped.*®

Other imported blends included a preparation referred to as C-70. This particular dairy
blend consisted of 49 percent spray-dried cream and 51 percent sugar,” aso known as
sugar/high-fat milk,"® and was imported into Canada from 1992 until mid-1995. This product

94.  Transcript of Public Hearing, Vol. 3, April 8, 1998, a 688.

95.  Transcript of Public Hearing, Vol. 1, April 6, 1998, at 28.

96. Participant’s Exhibit A-7, Adminigtrative Record, Val. 15.

97.  Transcript of Public Hearing, Vol. 1, April 6, 1998, at 30.

98.  Champlain Industries Ltd. v. Canada (Minister of National Revenue - M.N.R.), Federal Court of Canada,
File No. T—652—88, June 19, 1995.

99.  Transcript of Public Hearing, Vol. 2, April 7, 1998, at 439.

100. Transcript of Public Hearing, VVol. 2, April 7, 1998, at 490-91.

GC-97-001 25 June 30, 1998



Canadian International Trade Tribunal Dairy Product Blends

was used by the ice cream industry during this period.’™ Other blends used in further
processing were identified, including a blend consisting of 49 percent dry whole milk and
51 percent sugar and amilk protein concentrate blend.*

The degree to which amixture of dairy and other products would be considered adairy
blend, and thus covered by the then existing Import Control List (ICL),'* was a heavily
debated issue in the mid-1980s. Products listed on the ICL required special permitsin order to
be imported into the country and were subject to quantitative limits. In 1988, the Government
made it clear that blends with 50 percent or more of dairy content would be covered by
the ICL.** Minor weight dairy blends continued to be imported.

In 1995, following WTO negotiations, the ICL was replaced by TRQs'® The
gpplication of high tariffs to imports in excess of TRQs resulted in the various dairy blends
becoming uneconomical to import into Canada.

The ICL served as the guidepost in deciding which products were to be tariffied. If a
product was on the ICL, it was tariffied. However, there were some products that were not on
the ICL but which were, nevertheless, accepted by Canada's Uruguay Round negotiating
partners as being subject to tariffication. The importer’s testimony identified two such
products: the blend known as C-70, 49 percent spray-dried cream and 51 percent sugar, and a
blend of 49 percent liquid cream and 51 percent sucrose.*®

Virtualy al of the dairy blends that had been identified as potentid problemsin January
and February 1994 were tariffied. Butteroil/sugar blends were, at that time, not identified as a
problem."®’

Evidence pertaining to butteroil/sugar blends shows that these blends have been
imported since the late 1980s'* for use in further processing, especidly in the production of ice

101. Transcript of Public Hearing, VVol. 2, April 7, 1998, a 463. The DFC testimony refers to a cream powder
sugar blend, used in the production of ice cream, as a source of butterfat. Transcript of Public Hearing, Val. 1,
April 6, 1998, at 32.

102. Participant’s Exhibit A-7, Administrative Record, Val. 15.

103. The Export and Import Permits Act provided authority for the establishment of controls on imports of
designated goods, such as certain supply-managed agricultural products, by the addition of items to the ICL.
Goods on the ICL could only be imported under the authority of individua import permits, which were obtained
through the Department of Foreign Affairs and Internationa Trade. Over-quota imports were imported under a
genera import permit.

104. Transcript of Public Hearing, Vol. 1, April 6, 1998, a 29; and Import Control List, amendment,
SOR/88-117, January 28, 1988, Canada Gazette Part 11, Vol. 122, No. 4 at 1134, item 21.

105. Transcript of Public Hearing, Vol. 3, April 8, 1998, at 588.

106. Transcript of Public Hearing, Vol. 2, April 7, 1998, at 441.

107. Transcript of Public Hearing, Vol. 7, April 15, 1998, at 1280-81.

108. Participant’s Exhibit A-7, Administrative Record, Val. 15.
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cream. Limited evidence was presented on the level of imports of butteroil/sugar blends in the
early 1990s'®

b) Imports for the 1994-97 Period

Table 2 shows the apparent imports and use of butteroil blends from 1994'° to 1997.
Over this period, imports of the blends increased from 1.7 million kilograms in 1994 to
3.4 million kilograms in 1996, before climbing sharply to 8.8 million kilograms in 1997. The
pattern of increase in the imports from 1994 to 1996 reflected the apparent use; however, the
increase from 1996 to 1997 did not, since 2.4 million kilograms of imports remained in
inventory at the end of 1997.

In 1996, imports of butteroil blends were principaly from the United States. This
changed in 1997 when New Zedand became the mgor source of imports of butteroil blends
(47 percent)™™, followed by Mexico (32 percent), the European Union and then the
United States.

Table 2
APPARENT IMPORTS AND USE OF BUTTEROIL BLENDS

(million kilograms)

1994 1995 1996 1997
Apparent Imports of Butteroil Blends 1.735" 1.167 3404 8.752
Net Changein Inventories® 0.0 0.040 0.006 2.409
Apparent Use of Butteroil Blends 1.735 1.127 3.398 6.343

1. Includes the C-70 blend which is composed of 49 percent spray-dried cream (70 percent butterfat) and
51 percent sugar. lce cream processors reported the use of C-70 and butteroil/sugar blendsin 1994.

2. Undergtated. Imports of Champlain Industries and/or 1DI were not reported.
3. For ice cream production only.

Source: Tribuna Exhibit GC-97-001-80A (protected), Administrative Record, Vol. 2 at 32 and 59; Participant’s
Exhibit E-2, Adminigtrative Record, Vol. 15A; and Participant’s Exhibit D-1, Administrative Record, Vol. 15A.

109. In aletter dated August 1994 to the DFC (Participant’s Exhibit A-6, Administrative Record, Val. 15),
counsel for the importer attempted to identify the volume of al dairy blends imported into Canada in 1993.
While it was acknowledged that it was impossible to know the exact volume of dairy blend imports, it was
determined that they were not insignificant.

110. Importsin 1994 include the C-70 blend.

111. Tribunal Exhibit GC-97-001-83, Administrative Record, Vol. 1G at 42.
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After reviewing the evidence, the Tribuna is of the opinion that butteroil blends are
only one type of blend in a range of blends which have been available and used in the food
processing industry for a number of years. Certain sectors of the domestic dairy processng
industry have a history of using imported blends to supplement domestic dairy ingredients. The
current use of butteroil blends continues that historica use. As circumstances and conditions
changed, so did the composition of the blends.

On the other hand, the Tribuna acknowledges that the DFC has been consstent in
opposing the importation of dairy product blends as a replacement for raw milk supply, fresh
cream or any type of butterfat in making traditiona dairy products. In the view of the DFC,
such importation undermines the integrity of the milk supply management system. The dairy
farmers believed that the tariffication exercise that was pat of the WTO negotiations
effectil\llzely blocked the border to the type of dairy product blends that were of concern to
them.

c) Supply of Butterfat by Imports of Butteroil Blends

Table 3 shows the penetration levels of the imported butteroil blends from 1994
to 1997. The use of butterfat from butteroil blends increased rapidly between 1994 and 1996,
and then amost doubled in 1997. In 1997, ice cream and processed cheese manufacturers used
6.3 million kilograms of butteroil blends, which corresponds to approximately 3.1 million
kilograms of butterfat. Of the tota butterfat used in 1997 by ice cream processors
(see Chapter 111, section 5a) and of the tota replaceable butterfat used in 1997 by processed
cheese manufacturers (see Chapter 111, section 5b), 12 percent was supplied by butterfat from
imported butteroil blends.

112. Transcript of Public Hearing, Vol. 1, April 6, 1998, at 226.
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Table 3

APPARENT USE OF IMPORTED DAIRY PRODUCT BLENDS
IN THE PRODUCTION OF ICE CREAM MIX AND PROCESSED CHEESE

(million kilograms)

1994 1995 1996 1997

Production
lce Cream Mix* 193.137 189.306 181.569 181.940°
Processed Cheese 74.765 76.422 75.827 76.200°
Butterfat Requirement 26.915 26.538 25580 25.639
lce Cream Mix (12% butterfat) 23176 22717 21.788 21.833
Processed Cheese (5% replaceabl e butterfat) 3.738 3821 3.791 3.807
Apparent Use of Dairy Blends 1735 1.127* 3.398 6.343
Butterfat Equivalent® 0.844 0.548" 1.653 3.086
Penetration Level® (%) 31 21 6.5 12.0

Note: Numbers may not add up due to rounding.

One litre of ice cream mix weighs approximately 1.1 kg.

1992 to 1996 average (DFC Scenario 1). Calendar yesr.

1991-92 to 1996-97 average (DFC Scenario 2). Dairy Y ear.

Undergtated. Imports of Champlain Industries and/or DI were not reported.

49 percent of the blends times 99.3 percent, to derive the butterfat content of butteroil.

. Percentage share of butterfat requirement accounted for by butterfat from dairy product blends.
Source Tribunal Exhibit GC-97-001-78, Administrative Record, Vol. 1D a 44 and 47; and Participant's|
Exhibit L-5A, Administrative Record, Val. 15C.

ok wbdPE

2. Implication for Dairy Farmers

This section provides the Tribunal’s estimate of the impact that imported butteroil
blends had on the dairy farmersin 1997.

a) Revenues

There was consderable evidence on the implications of imported butteroil blends for
the revenues of the dairy farmers in 1997. Estimates were provided by the DFC, ice cream
processors and the Tribund staff.'®* The estimates ranged from $89 million'* to
$67.9 million™ The maor reasons for the wide range of estimates were the various
assumptions regarding the use levels of butteroil blends in 1997, the prices of exported
butterfat and the way in which dairy farmers respond to imports of butteroil blends.

113. Staff of the Department of Agriculture and Agri-Food provided estimates for the period 1998-2002. The
Impact of Imports of Butteroil/Sugar Blends on the Canadian Dairy Industry - An Economic Analysis using the
FARM Model, Tribunal Exhibit GC-97-001-83, Administrative Record, Vol. 1G at 1-46.

114. Closing argument on behaf of Chapman’'s and Good Humor-Breyers at 3.2, Administrative Record,
Voal. 29.

115. Tribunal Exhibit GC-97-001-84, Administrative Record, Vol. 1H at 13.
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In assessing the impact of the imports of butteroil blends on the dairy farmersin 1997,
the Tribuna considered the evidence of the dairy farmers. During the first part of 1997, the
dairy farmers reacted to the imports of butteroil blends by maintaining domestic milk
production and exporting the surplus production of butterfat. In August 1997, however, the
leve of the nationd production quota for industrial milk, the market sharing quota (M SQ), was
reduced, in part, to respond to the displacement of domestic butterfat with the butterfat from
imported butteroil blends.

The implications of the imports of butteroil blends for the revenues of the dairy farmers
mus, thus, be assessed under each of these two reactions. In its assessment, the Tribunal used
the methodology of the dairy farmers and the domestic and export prices as reported in their
evidence. In determining the volume of domestic butterfat displaced by butteroil blends, the
Tribuna used the evidence on the record relating to the import level of butteroil blends
adjusted by the changesin theinventory levels.

Table 4 provides the estimates for the revenues forgone by the dairy farmers under
each of their reactions to the imports of butteroil blends. In estimating the revenue impact of
the imports of butteroil blends in 1997, the Tribund has taken, as its base, a Stuation where
there are no imports of the blends.

For the first part of 1997, the dairy farmers maintained the production of milk and
exported the surplus butterfat. Under this dternative, the revenues forgone by the farmers
correspond to the difference between the return to the farmers from sdling butterfat
domesticaly to the ice cream and processed cheese industries and the return from sdlling it in
the internationad marketplace. There were no revenues forgone for protein and other solids
since, with or without the imports of butteroil blends, these products were dready in surplus
production and were aready being exported. The leve of the national MSQ is set on the basis
of domestic butterfat requirements. Producing to butterfat requirements results in surplus
protein and other solids.

For the latter part of 1997, the dairy farmers cut the production of butterfat partly in
response to the imports of butteroil blends. However, the only way to cut butterfat production
is to cut milk production, meaning that the production of protein and other solids is aso cuit.
Under this dternative, the revenues forgone are the reduction in revenues from butterfat that
otherwise would have been sold on the domestic market to the ice cream and processed cheese
manufacturers and the reduction in revenues from protein and other solids that otherwise
would have been sold on the international market.

As shown in Table 4, had the dairy farmers maintained the same levd of milk
production and exported the surplus butterfat throughout 1997, they would have forgone
about $12.8 million in revenue. On the other hand, had dairy farmers reduced the production of
milk for the entire year, they would have forgone $30.9 million in revenue. The actud vaue of
the revenues forgone was likdy between these two numbers. Putting these revenues in
perspective, they represent between 0.3 percent and 0.8 percent of the dairy farmers tota
revenues of $3.8 billionin 1997.
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Table 4
ESTIMATED REVENUES FORGONE BY DAIRY FARMERS, 1997

(Compared to a Situation of no Imports of Butteroil Blends)

Quantity Revenues Forgone/Year
$/kg (million kilograms) ($ million)
Maintain Production of Milk
and Export Surplus Butterfat
Butterfat 415" 3.086° 12.81
Protein 1.76 o* 0
Other Solids 1.87 o* 0
12.81
Reduce Production of Milk
Butterfat 549° 3.086° 16.94
Protein 1.76 2.743° 4.83
Other Solids 1.87 4.886" 914
3091

Assumptions:
1. Theloss on export sales of butterfat compared to domestic sales is based on the September 1997 world
price of butterfat at $1.34/kg.
2. The vaue of protein and other solids is based on the September 1997 world price taken from the DFC
submission that estimates the impact on farmersif they reduced production. These are export prices.
3. Anedtimated 6.343 million kilograms of imported butteroil blends were used in 1997 by the ice cream and
processed cheese manufecturers. This is equivalent to 3.086 million kilograms of butterfat. The volume of
butterfat used in 1997 isthe actua volume of imports adjusted for inventories.
4. The quantity of affected protein and other solids is zero under this scenario. These surplus products are
exported in the same quantity and at the same price as under the no imports scenario.
5. Class 2 domedtic price for butterfat of $5.49/kg (September 1997).
6.& 7. A normalized hectolitre of milk contains 3.6 kg of butterfat, 3.2 kg of protein and 5.7 kg of other
solids. Therefore, to determine the amount of protein and other solids forgone, the Tribunal determined the
amount of milk that it takes to produce 3.086 million kilograms of butterfat and caculated the amount of
protein and solids in that volume of industria milk:

for protein: 3.086/3.6 x 3.2 =2.743

for other solids: 3.086/3.6 x 5.7 = 4.886
Note: The method of cdculating these estimates is based on the submissons made by the DFC. See
Participant’ s Exhibit L-5A, Administrative Record, Val. 15C.

In estimating the revenue effect of the imports of butteroil blends in 1997, the Tribund
has taken, as its base, a situation where there are no imports of the blends. Another base would
be the historical level of imports of blends. In this regard, the best evidence before the Tribunal
is that for 1994, when 1.7 million kilograms of the blends, representing about 0.8 million
kilograms of butterfat, were imported. Using this dternative base, the estimated revenues
forgone by dairy farmers would be approximately 25 percent less, between $9.5 million and
$22.9 million.
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The Tribunal notes that gross revenue has been used as a base to assess the revenue
implications for the dairy farmers resulting from the imports of butteroil blends. Another
approach, and one used in the study by the Department of Agriculture and Agri-Food, is to
take a net income approach, which takes into consideration the dairy farmers' incremental cost
to produce additional hectolitres of milk. Evidence before the Tribuna suggests that there are
variability and reliability issues in measuring these costs™'® Given these issues, the Tribunal
chose to focus on assessing the revenue implications, rather than the net income implications,
for the dairy farmers of the imports of butteroil blends. In this regard, the Tribuna aso notes
that the terms of reference directed it specifically to consider revenue and production levels.

b) Production

The Canadian Milk Supply Management Committee sets the annud nationd
production quota for industria milk, the MSQ,™" measured in terms of butterfat. It represents
the total butterfat requirement for the production of dairy products such as butter, cheese, ice
cream and yogurt.

The DFC submitted that imported butteroil blends have displaced demand for domestic
butterfat and that, as a result, there was a reduction in the level of domestic production. The
industry experienced an MSQ reduction of 3 percent in August 1997, which, the DFC claims,
islargdy attributable to the imported butteroil blends.™®

The Tribunal accepts that the imports of butteroil blends could have influenced, to
some degree, the cut in the MSQ. In 1997, the 3.1 million kilograms of butterfat from imported
butteroil blends were equivdent to approximately 2 percent of the MSQ of 157.9 million
kilograms on July 31, 1997. Expressed as a percentage of overdl milk production in Canadain
1997, the imports were equivalent to approximately 1.1 percent of the 283.8 million kilograms
of butterfat for both the fluid milk market and the industrid milk market.

The Tribunal recognizes that there are other factors that affect the level of production
of indugrid milk in Canada Some of these factors include a growing trend in milk
consumption away from whole milk and 2 percent milk toward 1 percent milk and skim milk,
generad consumer trends toward low-fat products, changing demographics and butter

116. The DFC suggested that the marginal cost is different for every farmer and that the only estimate that it
hasis $30 per hectalitre. Transcript of Public Hearing, Vol. 2, April 7, 1998, at 286. There were discussions on
whether the average margind cost of production is constant, increasing or decreasing. Transcript of Public
Hearing, Vol. 4, April 9, 1998, at 816. Aswdll, the DFC argued that, while the variable costs would have been
reduced when the MSQ was cut in August 1997, it may not be reasonable to assume that the fixed costs would
have been reduced proportionately. Transcript of Public Hearing, Vol. 1, April 6, 1998, at 78 and 80.

117. The MSQ is closdly watched by dairy farmers because it is the basis for their industrial milk production.
On August 1, the beginning of each new dairy year, the Canadian Dairy Commission calculates the M SQ based
on demand forecasts for butterfat. The MSQ is monitored throughout the year and adjusted when necessary by
the Canadian Milk Supply Management Committee. Any change in the MSQ is reflected at the farm leve in
changed production. Because of changes in domestic demand for dairy products, the MSQ can show significant
variability over time.

118. Participant’s Exhibit L-1, Administrative Record, Vol. 15C.
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imports™*® All these factors, which have affected the market for some time, tend to put
downward pressure on the volume of industrial milk production.

¢) Quota Values

In its andyss of the economic impacts resulting from the importation of butteroil
blends, the DFC cdculated the loss in quota value under certain scenarios. The DFC assumed
that this quota value equalled $16,500 for the right to produce one kilogram of butterfat

pe. dw.lZO

The issue of quota vaue was not discussed extensvely during the public hearing.
Based on limited testimony, it is not clear whether the reduction in the MSQ on
August 1, 1997, resulted in an increase or decrease in quota value™®* In most provinces, quota
values are determined by supply and demand at quota exchanges. As production quotais cut, it
is suggested that producers may try to recover the lost quota which may, in turn, bid up the
prices of available quota. As aresult, the net worth of dairy farmers, in terms of quota value,
may remain unchanged or change for the better. Other reasons for the increase in quota vaue
are expanson of production by some dairy farmers and purchase of quota by new farmers.

From a higtorical context, it was aso suggested that, while the MSQ declined through
the 1980s and into the 1990s, due to a host of factors identified in the previous section, the
quota value went up during the same period.*® To counter this assertion, the DFC cautioned
that there was also avariety of other factors.

In light of the insufficient and sometimes contradictory evidence on quota vaues, the
Tribuna makes no assessment of the DFC's calculations regarding the impact on dairy farmers
in terms of quota vaues. Moreover, the Tribuna was not expresdy asked by the Government
to examine the question of quotavauesin its reference.

3. Implications for Ice Cream and Processed Cheese Manufacturers

In 1997, the totd butterfat used by ice cream manufacturers and the replaceable
butterfat used by processed cheese manufacturers amounted to approximately 25.6 million
kilograms. Of this total butterfat requirement, approximately 3.1 million kilograms of butterfat
was sourced from imported butteroil blends, representing about 12 percent of the tota
butterfat requirement for ice cream and the replaceable butterfat for processed cheese
(see Tadle 3).

Using imported butteroil blends resulted in an estimated average saving to the ice
cream and processed cheese manufacturers of approximately $1.05/kg on the cost of domestic
butterfat in 1997. Based on the use of butteroil blends in the ice cream and processed cheese
industriesin 1997, those savings reduced ingredient costs by an estimated $3.2 million.

119. Transcript of Public Hearing, Vol. 1, April 6, 1998, at 189.
120. Participant’s Exhibit L-8, Administrative Record, Vaol. 15C.
121. Transcript of Public Hearing, VVol. 1, April 6, 1998, at 160-61.
122. Transcript of Public Hearing, Vol. 1, April 6, 1998, at 250.
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4. Implications for Other Segments of the Food Processing Industry

There is no evidence on the record to suggest that butteroil blends are currently being
used by other segments of the food processing industry. During the early stages of thisinquiry,
the Tribuna staff met with a number of association representatives from various food sectors.
These associations included the Food & Consumer Products Manufacturers of Canada, the
Association of Canadian Biscuit Manufacturers and the Confectionery Manufacturers
Association of Canada. These associations did not raise any concerns with respect to the
importation or use of dairy blends by their members. Confectionery and bakery industries have
accessto Class 5 prices, in addition to the ability to use vegetable oil as areplacement for much
of their fat requirements.

Representatives from Good Humor-Breyers testified that the foodservice sector and
certain ingtitutiona customers to whom it sdlls ice cream products benefit from its use of
butteroil blends in the production of low-priced ice cream.’”® Some ingtitutional groups, for
example, purchase the smdl, individua ice cream sundae cups which are made usng a
butteroil/sugar blend. This allows the manufacturer to supply these products at lower prices
compared to the price that it would have to charge if the butteroil/sugar blend were not
available.

5. Maximum Penetration of Butteroil/Sugar Blends into Ice Cream
a) Review of the Evidence

The commissioned reports, the submissions of parties and the testimony presented at
the hearing provided a range of views regarding the maximum potential use of butteroil/sugar
blends in ice cream. Estimates of the maximum potentid proportion of domestic butterfat that
could be replaced by the butterfat in butteroil/sugar blends ranged widely.

The Treloar/Culhane report suggested that butterfat from imported butteroil/sugar
blends could replace up to 60 percent of the tota butterfat used in the production of ice
cream.®* This estimate was based on the strong and continuing economic incentive for ice
cream manufacturers to use butteroil/sugar blends and the technical feasibility of using the
blends in the formulas for ice cream. The growth in the imports of butteroil/sugar blends and
their equally fast adoption by the ice cream industry indicated to the authors that there were
low barriers to their use in that industry. The DFC subscribed to this view.'? In her testimony
before the Tribunal, Dr. Treloar acknowledged that, because of the taste factor,'*® the necessity
to preserve brand signature and technica incompatibility, butteroil/sugar blends may not be
appropriate for use in premium brand ice cream. Further, Dr. Treloar acknowledged that,
athough she initidly planned to do 0, because of limited cooperation, she did not consult ice

123. Transcript of Public Hearing, Vol. 3, April 8, 1998, at 635.

124. Study on the Potential Market for Dairy Product Blends Outside the Coverage of Canada’s Tariff-Rate
Quotas, Tribunal Exhibit GC-97-001-81, Administrative Record, Vol. 1F at 7.

125. Transcript of Public Hearing, Vol. 1, April 6, 1998, at 238.

126. Transcript of Public Hearing, Vol. 6, April 15, 1998, at 1106-7.
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cream processors on their potential use of butteroil/sugar blends in the preparation of the
report.'?’

The study prepared for the Tribund using the food and agriculture regiona model
(FARM) of the Department of Agriculture and Agri-Food assumed, as a starting point, the
estimate that butteroil/sugar blend imports could supply up to 40 percent of the butterfat in ice
cream by the year 2000. The study suggested that the future use of blends is influenced by the
skim-off rulein Ontario and the use of blends by co-operatives. In the long run, other ice cream
processors may adopt the use of butteroil/sugar blends because of the competitive pressures
from current users. Over time, the study estimated that the mgority of ice cream would be
produced using butteroil/sugar blends.

Ice cream processors maintained that the maximum potentia penetration leve is no
more than 25 percent.”®'* The major reason presented for this position is one of taste
condderation from the consumer’s perspective. They noted that, while the penetration level
may go up to 75 percent for specific brands of economy ice cream, the overall average use
would be no more than 25 percent of dl ice cream produced. The ice cream processors
tetified that dairy blends have been used in the production of ice cream for severd years. Y,
they observed that the importance of these dairy blends in the production of ice cream has
remainlesgl unchanged and is, therefore, not expected to substantialy increase in the near
future.

The importer, 1DI, contended that, for individua ice cream manufacturers, 25 percent
of their butterfat requirement could be supplied by butteroil/sugar blends. However, based on
its sdles efforts and understanding of the marketplace, it estimated that firms accounting for
about 30 percent of ice cream production would not use imported butteroil/sugar blends to
secure lower-priced butterfat.™* Many of these firms are farmer co-operatives, ice cream
processors related to local dairies, or ice cream processors with premium product lines or
too smdl to benefit from the investment required. Therefore, in the importer’s view, the
maximum penetration was 25 percent of 70 percent of the industry, for an overal penetration
level of 17.5 percent.

b) Tribunal’s View

In considering the potential use of butteroil/sugar blends in ice cream production, the
Tribund looked first to the historica and current use of such blends. It notes that there has
been a history of importing dairy product blends for ice cream production which extends back
into the 1980s. Butteroil/sugar blends have been imported since at least the late 1980s. The use
of imported blends in domestic dairy processing increased rapidly from 1994 to 1996 and then
amost doubled in 1997.

127. Transcript of Public Hearing, VVol. 6, April 15, 1998, at 1087.
128. Transcript of Public Hearing, Vol. 3, April 8, 1998, at 644.
129. Transcript of Public Hearing, VVol. 3, April 8, 1998, at 693-94.
130. Transcript of Public Hearing, VVol. 6, April 15, 1998, at 1194.
131. Transcript of Public Hearing, Vol. 2, April 17, 1998, at 494.
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In analyzing the trend in the use of butteroil/sugar blends in ice cream production, the
Tribunal considered whether or not it expects this rapid growth in use to continue or to
moderate. For a number of reasons, the Tribunal is of the view that the rate of growth in the
use of butteroil/sugar blendsin ice cream production will moderate.

Firgt, the competition for sles among the importers has assured that the market is well
aware of the availability of butteroil/sugar blends and the cost savings from using the blends.**
Some firms have decided not to use the blends,**® while other firms have decided to use them.
After a period of developing recipes and procedures for incorporating butteroil/sugar blends
into their manufacturing processes, these latter firms have strongly held views on the extent to
which they can use these blends.

Second, butteroil/sugar blends have been offered a very competitive prices in recent
years. Because the prices were low and because there was an expectation of risng world prices
for butter, positions were taken in the marketplace resulting in a build-up of inventories.***

Looking ahead to 1998, growth in imports is expected, a best, to be limited. This
conclusion is based on the large inventory of butteroil/sugar blends carried over from 1997, the
expectation of the importer at the hearing and the testimony of a mgor ice cream processor
dating that its use of butteroil/sugar blends is expected to reman stable in 1998, compared
to 1997. The concluson is aso consgtent with interim 1998 import data from Revenue
Canedal35

Although the Tribunal does not consder that the use of butteroil/sugar blends will
continue to grow at the pace of recent years, it is of the view that the use could increase. In the
Tribund’s view, that use could increase to no more than 25 percent of the overal butterfat
requirement for ice cream. The Tribuna bases that view on several congderations.

The large processors testified that, across their entire product range of ice cream, the
maximum overall use could reach about 25 percent. This maximum use reflects the fact that, in
economy products and in products with strong flavour, a high proportion of the butterfat
requirements can be supplied by butteroil/sugar blends.**® It also reflects the fact that, for other
products, butterfat from the blends can only be used in limited amounts and that, for other
products again, butterfat from butteroil/sugar blends cannot be used at dl. The processors told
the Tribunal of their taste testing of individual products and brands and of their unwillingnessto
affect the target taste characterigtics by using too much butterfat from butteroil/sugar blends.
The Tribund is convinced that there is a strong incentive for ice cream processors to limit the

132. Transcript of Public Hearing, Vol. 2, April 7, 1998, at 457.

133. Transcript of Public Hearing, Vol. 2, April 7, 1998, at 494.

134. Transcript of Public Hearing, Vol. 2, April 7, 1998, at 469.

135. Tribunal Exhibit GC-97-001-89A, Administrative Record, Vol. 1C at 153.3.
136. Transcript of Public Hearing, VVol. 6, April 15, 1998, at 1192.
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use of butteroil/sugar blends so as not to affect the “brand equity”*®” that they have in
individua products.

The Tribuna notes that, to reach a 25 percent penetration rate, the current penetration
rate would have to more than double. Thisis, in the Tribund’s view, an outside estimate. The
smaller processors, those accounting for gpproximately 30 percent of the industry, are expected
to make less use of butteroil/sugar blends than the large processors. Some of these processors
produce only premium ice cream for which butteroil/sugar blends would not be suitable
ingredients. Other processors are part of dairy co-operatives, and it is unlikely that these firms
will use butteroil/sugar blends extensvely. Findly, there are many smdl loca niche ice cream
manufacturers for whom the economics of using butteroil/sugar blends may not be present™®
or for V\B/glom the marketing of their product may not accord with the use of butteroil/sugar
blends*

In the foreseedble future, the Tribund believes that there is a limited possbility that
technology could dter the taste of butteroil/sugar blends sufficiently to encourage higher use or
that consumer tastes will change.

6. Maximum Penetration of Butteroil Blends into Processed Cheese
a) Review of the Evidence

There is only limited information on the record regarding the potentia use of butteroil
blends in processed cheese. Processed cheese is, by weight, 23 percent butterfat. However, the
evidence before the Tribuna suggests that only 5 percent of the weight of processed cheese
could possibly be replaced by butterfat from butteroil blends.

In the Treloar/Culhane report, the prototype formulaidentified two sources of butterfat
in processed cheese. These are bulk cheese and butter/milk fat. The butterfat from butter/milk
fat, which is about 5 percent by weight of processed cheese, could be replaced by butterfat
from butteroil blends. The report estimated that, currently, butteroil blends supply
between5and 15 percent of the replacesble butterfat. The report suggested that the
penetration level could rise to 25 percent due to the technicd feasbility and commercia
likelihood of blends replacing butterfat in processed cheese. ™

IDI presented a different perspective, estimating that the ceiling on the use of butterfat
from butteroil blends is based on the maximum use of sweeteners and emulsifiers in processed
cheese. Because the butterfat and the processing solids are present in about equivalent
proportions in the blends, their use is limited by the least used ingredient in the formula. IDI
noted that a large processed cheese manufacturer™ submitted that it would not use the

137. *“Brand equity” refersto the value perceived by consumers of each of the individua brands. Transcript of
Public Hearing, Val. 2, April 7, 1998, a 507.

138. Tribuna Exhibit GC-97-001-26.2, Administrative Record, Vol. 1 a 99.

139. Tribuna Exhibit GC-97-001-18.18, Adminigtrative Record, Vol. 9A at 174.

140. Tribuna Exhibit GC-97-001-81, Administrative Record, Vol. 1F at 48.

141. Tribuna Exhibit GC-97-001-26.5, Administrative Record, Vol. 1 at 108.
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product and that processed cheddar cheese did not permit the use of butterfat from blends
because of regulations.

b) Tribunal’s View

After reviewing the evidence, the Tribunal is of the view that the maximum penetration
level of butteroil blends for use in processed cheese could be as high as 25 percent of the
replaceable butterfat. It is recognized that a large processed cheese manufacturer is on record
stating that it is neither a current user nor afuture user of butteroil blends. Again, asin the case
for ice cream, compared with a penetration level of between 5 and 15 percent, the Tribund
emphasizes that the 25 percent penetration ratio for the processed cheese industry is an outside
limit estimate. In a highly competitive environment, the switchover to using butteroil blends by
the industry, one would expect, would have been largely completed by now.

Table 5 shows the amount of butterfat that would be displaced in ice cream and
processed cheese production by the butterfat in the butteroil blends if the 25 percent
penetration level were reached. The actua amount of butterfat displaced in 1997 is presented
for comparison purposes.

Table 5
BUTTERFAT DISPLACED BY IMPORTS OF BUTTEROIL BLENDS

(million kilograms)

Penetration Level* Estimated Maximum
Actual 1997 Penetration Level*
12% 25%
Butterfat Displaced by Imports 3.086 6.410
Butterfat Requirement 25.639 25.639

1. Penetration level expressed as a percentage of total butterfat requirements for ice cream and replaceable
butterfat in processed cheese.

7. Conclusion

This chapter has considered the implications for dairy farmers and dairy processors of
imports of butteroil blends. The use of butteroil blends increased rapidly from 1994 to 1996
and then dmost doubled in 1997. In 1997, about 3.1 million kilograms of the butterfat used in
the manufacture of ice cream and processed cheese was supplied by 6.3 million kilograms of
butterail blends.

In reaction to this displacement of domestic butterfat, the dairy farmers, in the first part
of 1997, exported the butterfat that they otherwise would have sold in the domestic market. On
August 1, 1997, the dairy farmers reduced production, in part, in response to imports of
butteroil blends. Estimated revenues forgone from the lost domestic sales of butterfat ranged
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between $12.8 million (if production were maintained and surplus butterfat exported for the
entire year) and $30.9 million (if production were reduced for the entire year). Putting these
loses in perspective, the total revenues of the dairy farmers was $3.8 hillion in 1997.
In comparison, ice cream and processed cheese manufacturers reduced their costs of butterfat
by approximately $3.2 millionin 1997.

The Tribunal expects that the use of butteroil blends will increase in the years ahead,
athough at a dower pace than in recent years. Compared to the current penetration level of
12 percent, the Tribuna considers that up to 25 percent of the butterfat in ice cream and the
replaceable butterfat in processed cheese could be supplied by the butterfat from butteroil
blends.
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CHAPTER V

INTERNATIONAL AND DOMESTIC FRAMEWORK

The terms of reference direct the Tribund to, among other things, review the legd,
technica and regulatory considerations relevant to the treatment of imports of dairy product
blends outside the coverage of Canada s TRQs.

This chapter sets out the international and domestic legad and regulatory framework
gpplicable to trade in agricultura products. Much of the chapter is devoted to describing
certain of the changes in that framework brought about by the concluson and implementation
of the WTO Agreement on Agriculture.** Many of the matters addressed in this chapter are
broadly applicable to international trade in agricultural products and are, thus, relevant to more
than one of the options discussed in the fina chapter.

1. WTO Agreement,*** GATT and NAFTA

On April 15, 1994, the Uruguay Round of multilatera trade negotiations was
concluded with the signing of the WTO Agreement in Marrakesh. That agreement established
the WTO, which provides an organizationa framework within which Members can pursue
their internationd trading rights and obligations. The WTO Agreement contains 14 multilateral
agreements, incduding the General Agreement on Tariffs and Trade 1994
(GATT 1994),>'* to which are attached Members schedules of tariff concessions, the
Agreement on Agriculture and the Agreement on Safeguards.'*’ Canada's implementing
legidation, the World Trade Organization Agreement Implementation Act'*® (the WTO Act),
entered into force on January 1, 1995.

149

Prior to January 1, 1989, when the Canada-United States Free Trade Agreement
(the FTA) came into force, Canada' s internationd rights and obligations with respect to trade
in agricultural products were governed primarily by GATT 1947. Though, in theory,
GATT 1947 applied to dl trade, countries on accession to GATT could reserve rights for

142. Signed at Marrakesh on April 15, 1994.

143. Agreement Establishing the World Trade Organization, signed at Marrakesh on April 15, 1994.

144. Signed at Marrakesh on April 15, 1994.

145. The General Agreement on Tariffs and Trade (GATT 1947) (Geneva, March 1969, GATT BISD,
Vol. 1V) isincorporated into the WTO Agreement. Together with the provisions of certain legal instruments that
entered into force under GATT 1947, as well as a number of understandings on the interpretation of certain
GATT provisons and the Uruguay Round protocol adopted in Marrakesh, GATT 1947 is now referred to as
GATT 1994. In the event of a conflict between a provison of GATT 1994 and a provision of an agreement in
Annex 1A, the provision of the agreement prevails to the extent of the conflict (genera interpretative note to
Annex 1A of the WTO Agreement).

146. Unless adigtinction needs to be made between GATT 1947 and GATT 1994, this report Smply refers to
“GATT.”

147. Signed at Marrakesh on April 15, 1994.

148. S.C. 1994, c. 47.

149. Canada Treaty Series, 1989, No. 3(C.T.S)).
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150

particular products.™ Moreover, there were specid rules under GATT with respect to tradein
agricultural products. For example, subject to certain exceptions, Article XI:1 prohibited
contracting parties from imposing quantitative restrictions on imports from other contracting
parties. However, Article XI:2(c) provided that the prohibition did not apply to “[ijmport
restrictions on any agricultural ... product,” if certain conditions were met. Pursuant to
Article X1:2(c)(i), Canada and a number of other contracting parties established supply
management regimes for dairy, poultry and certain agricultural products.

It has dso been suggested that two other events served to take agricultura trade
outside the normal disciplines of GATT.™" The first of these events is the waiver obtained by
the United States of its GATT obligations under Article XXV which dlowed it to apply
quantitative restrictions on imports of certain agricultura products that would not have
otherwise been GATT consistent.™®® The second is the implementation by the Europesn
Economic Community (EC) of a Common Agricultura Policy in 1958, following which the EC
renegotiated its GATT tariff commitments so as to diminate tariff bindings on certain
agricultura products. The EC, theredfter, charged “prohibitive levies, which were varied to
ensure that foreign agricultura products would not be able to compete with EC products on
price terms so long as EC products could satisfy EC demand.™” In the words of Professor
Davey:

The net result [of these eventd is that Sgnificant barriers to the import of many
agricultura products existed in the United States and the EC almost from the beginning
of GATT sexigence. While other countries generdly did not benefit from awaiver like
that obtained by the United States or from the sort of renegotiation undertaken by the
EC, many fdt that they should not be bound by GATT rulesin the agricultural sector if
the US and EC were not effectively bound by those rules.™*

2. Agreement on Agriculture

The Agreement on Agriculture brings trade in agricultural products™ more squardly
into the relm of rules-based trade. While certain provisons of the Agreement on Agriculture
of particular relevance to this report are discussed in greater detail below, in summary, under

150. Paragraph 1(b) of the Protocol of Provisional Application of the General Agreement on Tariffs and
Trade, October 30, 1947.

151. J. H. Jackson, W. J. Davey and A.O. Sykes, Jr., Legal Problems of International Economic Relations,
Cases, Materials and Text on the National and International Regulation of Transnational Economic Relations,
3rd ed. (St. Paul: West Publishing, 1995) at 1161-62.

152. BISD 3rd Supp. 32 (1955).

153. J. H. Jackson, W. J. Davey and A.O. Sykes, Jr., Legal Problems of International Economic Relations,
Cases, Materials and Text on the National and International Regulation of Transnational Economic Relations,
3rd ed. (St. Paul: West Publishing, 1995) at 1162.

154. Ibid.

155. The Agreement on Agriculture applies to products classified in Chapters 1 to 24 of the Harmonized
Commodity Description and Coding System, aswell asto products classified in various headings and under tariff
items of Chapters 29, 33, 38, 42, 43 and 50 through 53.
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the Agreement on Agriculture, WTO Members™ agreed to the long-term objective of
reforming trade in agriculture by establishing a fair and market-oriented agricultural trading
system through the establishment of strengthened and more operationdly effective GATT rules
and disciplines. Asto immediate reforms, WTO Members agreed:

to limit the amount of domestic support which they provide to their agricultura
industries;™’

to limit the amount and type of export subsdies which they provide to their
agricultural industries;™®

to provide “minimum access’ on agricultural products, including those which were
formerly controlled or prohibited;**®

to tariffy dl exising NTBs and not to revert to such barriers in the future as a

means of protecting agricultural production;** and

that disputes arisng under the Agreement on Agriculture would be governed by
Articles XXII and XXIII of GATT 1994, as eaborated in the Understanding on
Rules and Procedures Governing the Settlement of Disputes (DSU) in Annex 2 to
the WTO Agreement.'*

a) Tariffs, NTBs and Tariffication

One mgjor change in international agricultura trade brought about by the Agreement
on Agriculture was Members converson of ther NTBs to a system of tariff barriers. Tariff
barriers, unlike the NTBs that they replaced, are transparent and rules-based and could be
subject to further liberdization in successive multilateral negotiation rounds.

1) Tariffs and Tariff Bindings

Tariffs are the most common import restraints permitted under GATT. A tariff isatax
or customs duty imposed at the border on imported goods. Tariff rates can be found in each
Members tariff schedule. Most of these rates are “bound” as the result of access concessions
agreed to in the successive rounds of multilateral trade negotiations that have occurred since
the formation of GATT in 1947. Rates are bound at the MFN level. The MFN tariff is the
highest tariff that can be gpplied to WTO Members. The binding of rates provides certainty to
internationa trade because, unlike the unbound rates that a Member isfree to raise at any time,
bound tariff lines are subject to the disciplines of GATT, in particular, Articles I, XXIII
and XXVIII. In generd terms, these articles: prohibit a Member from imposing tariffsin excess
of those committed to by that Member; alow a Member that considers that a benefit accruing
to it has been “nullified or impaired” to take, in appropriate circumstances, retaiatory action;

156. The WTO Agreement was open for signature to al governments and the European Union which
participated in the Uruguay Round negotiations and which were contracting parties to GATT 1947. Those
contracting parties which signed the WTO Agreement became WTO “Members.”

157. Articles6 and 7 of the Agreement on Agriculture.

158. Articles8 and 9 of the Agreement on Agriculture.

159. Articles3 and 4 of the Agreement on Agriculture.

160. Article4 of the Agreement on Agriculture.

161. Article 19 of the Agreement on Agriculture.
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and permit a Member to enter into negotiations to modify any concession, including a tariff
concesson.

i) NTBs

NTBs include al other forms of import restraints. Quotas or quantitative restrictions
are the most common form of NTBs. A quota specifies the quantity of a particular product that
acountry will alow to be imported during a specified period of time. A quotamay be globd, in
the sense that it expresses the total amount that can be imported from al sources, or it may be
divided into country quotas that provide limits on the volume of goods from certain countries.
Once these limits have been attained, no more imports of the particular product covered by the
guota are permitted for the period.

iii) Tariffication

Under the Agreement on Agriculture, Members agreed to convert existing NTBs on
agriculturd imports into customs duties set at levels which broadly reflected the difference
between the domestic and world prices of those goods (tariff equivalents). Members aso
agreed to no longer “maintain, resort or revert” to these measures. The conversion of
agricultura NTBs into tariff equivaents is known as “tariffication” and resulted in the creation
of TRQs on anumber of agricultura products. As noted earlier,'®* a TRQ is alimitation placed
on the quantity of goods, entitled to a specific tariff treatment, which may be imported during a
given period of time. Importsin excess of the specific quantity receive a higher tariff rate.

Under the Agreement on Agriculture, Members adso agreed that, where they had
restricted or prohibited the importation of agricultura goods, imports of those goods would be
permitted at low rates of duty in amounts equal, overal, to at least 3 percent of the domestic
consumption.'®®

For agriculturd goods subject to tariffication, the WTO Act amendments to the
schedule to the Customs Tariff implemented the tariff equivdents of NTBs on agriculturd
products, as well as the agreed-upon phased reductions to the within and over-quota tariff rates
applicable to these goods. The over-quota or tariff equivalent rates for dairy products subject
to a TRQ range from 200 to 300 percent in terms of fina ad valorem rates.®

The butteroil blends a issue in this inquiry have been classfied by Revenue Canada
under tariff item No. 2106.90.95' of the Customs Tariff as “[o]ther preparations, containing,
in the dry dtate, over 10% by weight of milk solids but less than 50% by weight of dairy
content.” That tariff itemis not subject to a TRQ.

162. Seesection 1b) of Chapter 11.

163. As part of the Uruguay Round, Canada agreed that its “minimum access commitments’ with respect to
dairy products would be provided for under TRQs for fluid milk, butterfat, cheese and butter/butteroil blends. For
the other “dairy” tariff lines subject to TRQs, there is zero access for imports.

164. The Uruguay Round schedules contained a current applied rate and a finad bound rate pursuant to which
WTO Members agreed to reduce tariffs to within an agreed period of time.

165. Thistariff item came into force on January 1, 1995, as a result of WTO Technical Amendments Order,
No. 2, SOR/95-20, December 20, 1994, Canada Gazette Part I1, Vol. 129, No. 1 at 53.
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The WTO Act dso amended various provisons of the Export and Import Permits
Act'® (EIPA) to fadilitate the implementation of Canada's access commitments under the
Agreement on Agriculture. Section 5.3 was added to the EIPA, providing the Governor in
Council the authority to place agricultura products which were tariffied on the ICL. Goods on
the ICL may only be imported under the authority of individua import permits, which are
obtainable through the Department of Foreign Affairs and Internationa Trade. Over-quota
imports are freely imported under agenera import permit.

iv) Certain Exceptions to Tariff Bindings

Ceatan GATT provisons endble tariff concessons or bindings to be suspended
temporarily. For example, Article X1X of GATT, together with the Agreement on Safeguards,
alows WTO Members, in gppropriate circumstances, to temporarily modify tariff concessons.
Article XIX is referred to as an “escape clause’ because it dlows Members to temporarily
escgpe from their obligations and provides domestic producers with a window within which to
adjust to increased levels of imports.

The Agreement on Safeguards provides that, subject to certain exceptions, a safeguard
measure may only be applied following an “investigation” by the “competent authorities.”*®’
However, the Agreement on Safeguards provides that measures may be applied prior to an
investigation by a competent authority in “critical circumstances where delay would cause
damage which ... would be difficult to repair.”

The object of a safeguard inquiry is to determine whether imports of a given product
from al sources are entering Canada in such increased quantities and under such conditions as
to be a“principa” cause of serious injury or threat of injury to domestic producers of like or
directly competitive goods.

Tariff concessons may adso be permanently dtered through renegotiation under
Article XXVIII of GATT. Article XXVIII provides that a Member may enter into negotiations
with other Members to modify or withdraw tariff concessions. The withdrawing Member must,
however, negotiate and agree on “compensatory adjustment” with the Members that have a
substantial interest.*®

The partiesto an Article XX V11 negotiation endeavour to maintain the generd level of
tariff concessons provided in GATT. If agreement cannot be reached, then the withdrawing
Member may go ahead with its modification or withdrawal. Then, the other non-agreeing
Members may, upon 30 days written notice, withdraw substantialy equivaent concessions
initidly negotiated with the withdrawing Member.

166. R.S.C. 1985, c. E-19. The EIPA provides authority for the establishment of controls on imports of
designated goods, such as certain supply-managed agricultural products (for example, dairy products) by the
addition of itemsto the ICL.

167. Article 3(1) of the Agreement on Safeguards and Article 803(2) of NAFTA.

168. Seenotes4to 7 of paragraph 1 of the Notes and Supplementary Provisionsto Article XX VIII of Annex |
of GATT; and Understanding on the Interpretation of Article XXVIII of the GATT 1994 in Annex 1A to the
WTO Agreement.
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b) Dispute Resolution under the Agreement on Agriculture

Article 19 of the Agreement on Agriculture provides that disputes arising under that
agreement are to be resolved in accordance with the regime established under the DSU.*
Dispute resolution under the DSU s, in severd important repects, different from the way it
was under GATT, asillustrated by the following examples.

Establishment of panel - If consultations fail to resolve a dispute, the DSU provides
for recourse to a dispute settlement panel. Unlike the GATT system, the establishment of a
pand is automatic, unless the Dispute Settlement Body decides by consensus againgt it.*"
Oncethe pand is established, it is generdly required to issue its report within Sx months.

Panel report - Adoption of the pand’s report is automatic unless the Dispute
Settlement Body decides by consensus to reject it or a party decides to apped it."”* Under
GATT, before areport could take effect, dl contracting parties had to agree to adopt it. This
requirement often resulted in the non-conforming party to the dispute blocking the adoption of
the report. That isno longer possible.

Enforcement - The DSU provides for both monitoring and enforcement of Panel and
Appellate Body decisions.*”? Where a party fails to implement recommendations and rulings
within a reasonable period of time, the prevalling party may seek from it mutudly satisfactory
compensation, failing which, the prevailing party may, with the authorization of the Dispute
Settlement Body, suspend the gpplication of concessions or obligations to the non-conforming
party.

3. NAFTA

The FTA created afree trade area between Canada and the United States, which came
into being on January 1, 1989. In accordance with the FTA, tariffs on amogst al originating
goods were to be diminated as of January 1, 1998.}® Under the FTA, Canada and the
United States also agreed that neither Party would increase existing or introduce new customs
duties on such goods.*™

The FTA was suspended when NAFTA came into force on January 1, 1994. Some
parts of the FTA were incorporated into NAFTA. For instance, as between Canada and the
United States, Annex 302.2 of NAFTA incorporates the FTA tariff schedules for tariff
elimination purposes. In addition, Article 710 of the FTA provided that the Parties preserved
their rights under Article X1:2(c)(i) of GATT. This dlowed Canada to maintain its import
restrictions in respect of its supply-managed products. Tariff schedules as between Canada and
Mexico provide for the dimination of tariffs on most goods within 10years (i.e. as of

169. Article 19 of the Agreement on Agriculture.
170. Article 6(1) of the DSU.

171. Article 16(4) of the DSU.

172. Article 21 of the DSU.

173. Artice401(2) of the FTA.

174. Ibid.
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January 1, 2003). Under NAFTA, Canada and Mexico exempted certain sectors from tariff
elimination. Dairy was one such sector. As a result, originating dairy products exported from
Mexico to Canada normaly receive the MFN rate.

Canadd s import redtrictions, including prohibitions and quotas, on supply-managed
products remained in place after the FTA and NAFTA came into force between Canada and its
North American trading partners. With the implementation of the WTO, Canada converted its
NTBs under supply management into tariff equivaents, with no distinction being made for its
NAFTA trading partners. These tariff equivaents would be reduced at the same rate for the
United States and Mexico as for the rest of the WTO Members. The within access quota rates,
however, continued to be reduced at the scheduled FTA rate for the United States. Mexico
normally receivesthe MFN rate for both in-quota and over-quotaimports.*”

The taiffication of NTBs on Canadian agricultural products resulting from the
Agreement on Agriculture was the subject of acomplaint by the United States to a Pandl under
Chapter 20 of NAFTA.*® The United States claimed that, by applying such tariff equivaents
to US agricultura products, Canada had acted contrary to NAFTA (i.e. its commitments not to
raise tariffs, not to impose new tariffs and to phase out dl tariffs). In reply, Canada argued that
tariffication was congstent with NAFTA in view of Article 4 of the Agreement on Agriculture.
The Pand ruled in Canada s favour.

Like GATT and the WTO, NAFTA dso provides for safeguard action. The object of a
bilateral safeguard inquiry conducted under NAFTA isto determine whether, as a result of the
tariff reductions provided for in that agreement, a particular product is being imported from the
United States or Mexico in such increased quantities and under such conditions as to aone
condtitute a principal cause of serious injury to domestic producers of like or directly
competitive goods. Certain of the key features of Canada's safeguard regime are further
discussed in the following chapter.

The dispute settlement provisions in Chapter 20 of NAFTA, in many respects, pardle
those of the DSU. Like the DSU, Chapter 20 of NAFTA encourages parties to consult with a
view to resolving their disputes. However, if a matter cannot be resolved, the parties can
request a meeting of the Free Trade Commission.””” Ultimately, the parties may request the
establishment of apand.'™®

4, Customs Classification

Because tariff rates vary from tariff line to tariff line, imported goods must be located
(i.e. classfied) under the correct tariff line. Each country is responsible for the administration of
itsimport classfication system and customs laws.

175. Somedairy substitutesin Chapter 21 of the schedule to the Customs Tariff do have Mexico Tariff rates for
within accessimports, e.g. tariff item No. 2106.90.33. Tariff item No. 2106.90.35 aso hasaMexico Tariff rate.
176. Ibid.

177. Article 2007 of NAFTA. The Free Trade Commission is comprised of cabinet-level representatives of
each NAFTA Party or their designees, pursuant to Article 2001 of NAFTA.

178. Article 2008 of NAFTA.
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The Customs Co-operation Council (CCC), established in 1950, now called the World
Cugtoms Organization (WCO), was given the mandate to create a universal customs
classfication system. The result of the CCC's work, the Harmonized Commodity Description
and Coding System'” (the Harmonized System), was implemented by adl CCC members™®
The General Rules for the Interpretation of the Harmonized System'® (the Generd Rules)
were adopted by the CCC and its members. The basic premise underpinning the Harmonized
System is that al products, even new products which did not exist when the Harmonized
System was firgt crested, can be classified somewhere within the Harmonized System.

The Harmonized Sysem Committee of the WCO meets regularly to consider
classfication issues anmong members and to update the Harmonized System and the
Explanatory Notes to the Harmonized Commodity Description and Coding System'®
(the Explanatory Notes). The WCO dso issues classfication opinions, which are published in
the Compendium of Classification Opinions to the Harmonized Commaodity Description and
Coding System'® (the Classification Opinions).

The Harmonized System became law in Canada on January 1, 1988, when the
schedules to the Customs Tariff were rewritten in order to adopt the new system. Tariff rates
are set out, and goods are described in the schedule to the Customs Tariff. 1t should be noted
that, once a product is classified in the schedule, the gpplicable tariff rate can vary depending
upon the product’ s country of origin.'®*

Section 10 of the Customs Tariff provides that the classification of goods imported into
Canada must be determined in accordance with the General Rules and the Canadian Rules.'®
Section 11 of the Customs Tariff provides that, in interpreting the headings and subheadingsin
the schedule to the Customs Tariff, regard shall be had to the Classfication Opinions and the
Explanatory Notes, as amended from time to time, published by the WCO.

The procedure to be followed in classfying imported goods is set out in the Customs
Act'® and in the Customs Tariff. Sections 58 through 63 of the Customs Act dlow importers
to seek re-determinations and further re-determinations of the classification of imported goods.
At the departmental levd, this process culminates with a re-determination by the Deputy
Minister of Nationa Revenue (the Deputy Minister).*®” Pursuant to section 67 of the Customs

179. Customs Co-operation Council, 1t ed., Brussals, 1987.

180. Customs Co-operation Council, Nomenclature Committee, 38th Session, Brussels, February 18, 1977.
181. The scheduleto the Customs Tariff.

182. Customs Co-operation Council, 1st ed., Brussals, 1986.

183. Customs Co-operation Council, 1st ed., Brussals, 1987.

184. There is (1) the MFN Tariff for Members of the WTO; (2) the United States Tariff; (3) the Mexico
Taiff; (4) the Mexico-United States Tariff; (5) the Genera Tariff for non-WTO Members, (6) the
Commonwedlth Caribbean Countries Tariff; (7) the Austraia Tariff; (8) the New Zedand Tariff; (9) the Generd
Preferentia Tariff and the Least Developed Country Tariff for some developing countries, (10) the Chile Tariff;
and (11) the Canada-lsrael Agreement Tariff.

185 The scheduleto the Customs Tariff.

186. R.S.C. 1985, c. 1 (2nd Supp.).

187. Under section 64 of the Customs Act, the Deputy Minister may eect to re-determine tariff classfications
on hisown initigtive.
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Act, a person “aggrieved” by a tariff classfication determination of the Deputy Minister may
gpped to the Tribund. Decisons of the Tribuna can be appealed to the Federd Court of
Appea under section 68 of the Customs Act.

5. Conclusion

Over the last 10 years, there have been fundamental changesin the internationa regime
for trade in agriculturd products generdly and, in particular, for supply-managed sectors such
asthe dairy sector. The thrust of these changes has been toward trade liberdization and greater
trangparency. These changes have been reflected in Canada' s import regime. Beginning with
the FTA and then NAFTA, and now with the concluson of the Agreement on Agriculture,
trade in agricultura products has moved into the realm of rules-based trade.

In generd terms, this means that, where disputes arise with respect to agricultural
trade, WTO Members may seek recourse under the DSU. Unlike under GATT, Pand or
Appellate Body decisons cannot be effectively “blocked” by the offending party. The same is
true of agricultura disputes arising under NAFTA between Canada, the United States and/or
Mexico. That the dispute resolution procedures under the WTO and NAFTA are of benefit,
particularly to the smaller players in the internationd context, is amply demonstrated by the
NAFTA pand’s decison upholding Canada's right to apply TRQs to imports of certain
US agriculturd products, including dairy products.

With respect to dairy products, the changes brought about by the FTA, NAFTA and,
particularly, the Agreement on Agriculture are evident. Whereas, prior to the conclusion of the
Agreement on Agriculture, the importation into Canada of certain dary products was
prohibited, now Canada is bound to permit a least some overdl, minimum level of such
imports. The NTBs applicable to dairy product imports into Canada have now been converted
into tariff equivdents or have been tariffied. As such, the previous domesticaly controlled
barriers to agricultural imports have now been converted into tariffs which are transparent,
subject to the international disciplines of the WTO, and open to further liberdization through
future tariff negotiations. It is important to note that all WTO Members have undertaken this
tariffication process. Moreover, all WTO Members have agreed to reduce the tariffs on most
agriculturd tariff lines, including those subject to TRQs, by the year 2000.

The net result of these changes is an international marketplace governed by established
rules, with the likelihood of ever-increasing levels of trade.
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CHAPTER VI

CONSIDERATION OF THE OPTIONS

The terms of reference direct the Tribunal to identify options for addressng “any
problems raised” by the importation of dairy product blends outside the coverage of Canada's
TRQs. Prior to the hearing, severa options were raised in the work done by the Tribund staff
and by the independent consultants. In addition, parties and counsel to the inquiry identified a
number of optionsin their written submissions, which were eaborated upon and refined during
the course of the hearing. Findly, prior to argument, the Tribuna tabled alist of options which
it requested counsdl to address in ther fina argument. That list included al of the options that
had, to that point, been canvassed in the inquiry, aswell as severd new options.

In this chapter, the Tribunal discusses the options in two groups. The first group
contains the options that the Tribuna consdered and set aside either because they are
inconsistent with Canada s domestic or internationd rights and obligations or because they do
not represent a viable option. The following options are included in this group:

reclassification by the Government;

impaosgition of an excise tax;

bilatera negotiations with New Zedland;

remova of anti-dumping and countervailing duties on refined sugar;
increase in milk prices, and

change in labelling requirements.

The second group identifies a number of options which are consstent with Canada's
domestic and internationd rights and obligations. Maintaining the status quo is an option.
There are, in addition, a number of options that could lessen the consegquences of the imports
of butteroil blends on the dairy farmers. Some options require action by the dairy farmers,
others by the Government. The following options are included in this group:

gpped to the Tribuna by the dairy farmers of the classification of butteroil blends;

safeguard inquiry by the Tribunad pursuant to a complaint by the dairy farmersor a
government reference;

specid class price for butterfat for ice cream and processed cheese;
gpecia class price for butterfat for domestic butteroil blends;
compensation of the dairy farmers for their income losses, and
new tariff item for butteroil blends with a different tariff treatment.
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1. Options Considered and Set Aside

This first group of options includes those considered by the Tribunal, but set aside
because they are inconsstent with Canada’ s domestic or internationd rights and obligations or
because they do not represent a viable means of addressing “any problemsraised.”

a) Reclassification by the Government

Option: that the Government of Canada request the Deputy Minister to ““look
into”” reclassifying butteroil blends under tariff item No. 2106.90.33,
2106.90.34, 0404.90.10 or 0404.90.20

The DFC supported this option on the grounds that reclassification would provide the
dairy farmers with immediate relief from the “surge’ in butteroil blend imports and would pose
no complications in terms of Canadd's internationa obligations, as reclassfication would
amply serve to correct an eror that has perssed since the implementation of the
WTO Agreement. Moreover, in the DFC's submisson, Revenue Canada's podtion with
respect to the classfication of the blends is based on a flawed assumption (i.e. that a “butter
subgtitute” must be a substitute for butter in most or al butter applications.). The DFC also
suggested that the Government could direct the Deputy Minister to Smply reclassify butteroil
blends.

Other parties to the inquiry generdly opposed this option. They submitted that the
butteroil blends currently being imported into Canada are correctly classfied. In addition, the
reclassification of the blends would be inconsstent with Canada's international obligations, in
that, from 1991 through the conclusion of the Uruguay Round, the blends were classified by
Revenue Canada in a congstent manner and, therefore, Canada's trading partners have a
“legitimate expectation” that the blends will continue to be classified in that manner.

In light of the fact that Revenue Canada has dready consdered the question of the
classification of butteroil/sugar blends on four previous occasions,'® the Tribuna considers
that it would be fruitless for the Government to direct Revenue Canada to “look into” that
same question afifth time.

Regarding the DFC's suggestion that the Government direct the Deputy Minister to
reclassfy butteroil blends, the Tribund is of the view that such action would be inconsstent
with Canada’ s obligations under Article X:3 of GATT. That article provides, in part, that each
Member shdl adminigter its laws, decisons and rulings with respect to, among other things,
customs classfication, in a “uniform, impartid and reasonable manner.” Article X:3 dso
requires Members to maintain an independent body to undertake, where appropriate, the
“prompt review and correction of administrative action relating to customs matters.”

188. Participant’s Exhibit A-1, par. 8, Administrative Record, VVol. 15.
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In addition, Canada is a signatory to the WCO “convention'®*®” and is “expected” to
apply the decisions of the WCO “Council.®”” Canada's commitments under the WCO
“convention” are reflected in Canadian law. Specifically, the Customs Tariff requires that the
classfication of imported goods be determined in accordance with the General Rules and the
Canadian Rules and having regard to any reevant Classfication Opinions and Explanatory
Notes.’*! These are the considerations that, as a matter of law, Canadian customs authorities
can take into account in deciding upon the correct classification of any product. For the Deputy
Minigter to reclassify butteroil blends on the basis of a direction from the Government would,
therefore, be inconsistent with Canadian law.'*

With respect to “legitimate expectations,” the Tribunal notes that a number of
witnesses testified that, if the Government directed the Deputy Minister to reclassify butterail
blends under a tariff line which had a higher rate or which was subject to a TRQ, Canada's
trading partners would likely claim that benefits accruing to them under the Uruguay Round
had been nullified and impaired. They testified that such a clam could, in part, be based on
those partners expectations as to the treatment of buttercil blends following the conclusion of
the Uruguay Round.**®

In light of the testimony received by the Tribuna a the hearing™** and the fact that,
prior to and after the conclusion of the Uruguay Round, Revenue Canada issued classfication
opinions regarding the blends, the Tribund is of the view that, if the Government of Canada
were to reclassify the butteroil blends under a tariff item subject to a TRQ, such action could
frustrate the reasonable expectations of Canada’ s trading partners and, as aresult, be subject to
the process of negotiation under Article [1:5 of GATT.

b) Imposition of an Excise Tax

Option:  that, subject to Article 111:2 of GATT, the Government of Canada
impose an excise tax on butteroil blends

All parties opposed this option on the basis that it would be inconsistent with Canada s
internationa obligations.

Article Il of GATT provides that imported products shall not be subject, directly or
indirectly, to interna taxes or other interna charges in excess of those applied to like domestic
products. It dso provides that interna taxes must not be gpplied to imported products in a
manner which would “afford protection to domestic production.”

189. Transcript of Public Hearing, Vol. 5, April 14, 1998, at 940.

190. Transcript of Public Hearing, Vol. 5, April 14, 1998, at 940.

191. Sections 10 and 11 of the Customs Tariff.

192. Tribuna Exhibit GC-97-001-72, Administrative Record, Vol. 1C at 31; and Transcript of Public
Hearing, Vol. 5, April 14, 1998, at 917-18.

193. Transcript of Public Hearing, Val. 4, April 9, 1998, at 749-50, VVol. 5, April 14, 1998, at 910 and 988,
and Vol. 7, April 15, 1998, a 1357-58.

194. Transcript of Public Hearing, Vol. 5, April 14, 1998, at 910, and Val. 6, April 15, 1998, at 1357-58.
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The Tribund is of the view that, if, as a means of addressing “any problems’ associated
with imports of butteroil blends, the Government were to impose an excise tax that served to
substantialy limit or eiminate such imports, it would run afoul of Article [11 of GATT because
the tax would have been imposed to protect the domestic industry. Such a tax would,
therefore, be incons stent with Canadad s internationa obligations.

c¢) Bilateral Negotiations with New Zealand

Option: that the Government of Canada enter into negotiations with the
Government of New Zealand under their bilateral Agreement on Trade
and Economic Cooperation to restrict access for imports of butteroil
blends

This option was opposed by dl parties. The DFC maintained that negotiating with
New Zedand would result in Canada having to “pay again” for a concesson aready obtained
under the Uruguay Round. It also noted that negotiations tend to involve a protracted process.
All parties noted that, even if an agreement could be reached with New Zedand, it would not
addressimports of butteroil blends from other sources.

The Tribund notes that, in the Agreement on Trade and Economic Cooperation
between the Government of Canada and the Government of New Zealand***(TEC), pursuant
to Article VII:2(a) which pertains to agricultural, horticultural and fishery products, Canada
agrees “to turn to New Zedand as among preferred suppliers when Canada has an import
requirement for butter.” To single out New Zealand for discriminatory trestment on the import
of the blends might well, therefore, be problematic within the context of the TEC.™®

Furthermore, dthough New Zedand is currently the mgor source of imports of
butterail blends, the evidence before the Tribund indicates that buttercil blends have been
imported into Canada at various times from the United States, Mexico and the European
Union. Moreover, given the reatively smple process involved in manufacturing the blends; it
would be possible to produce the blends in a country other than those mentioned and export
that production to Canada.

In light of the foregoing, the Tribuna is of the view that a solution which addresses
imports from only one source does not represent a viable option.

195. Canada Treaty Series, 1982, No. 17 (C.T.S.), September 25, 1981.

196. Under the TEC, there was a preferentia rate for tariff item No. 2106.90.99, where imports of
New Zealand butteroil/sugar blends were classified. However, in 1995, when imports of butteroil/sugar blends
were reclassified under tariff item No. 2106.90.95, there was no longer a preferential rate. However, the tariff
rate under that tariff itemislower than the preferentia rate under tariff item No. 2106.90.99.
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d) Removal of Anti-Dumping and Countervailing Duties on Refined Sugar

Option: that anti-dumping and countervailing duties on refined sugar be
removed for sugar to be used in ice cream

This option was put forth by the National Dairy Council of Canada (NDC). The NDC
is a non-profit association of Canadian manufacturers and marketers of dairy products.
The NDC maintained that removing the anti-dumping and countervailing duties on refined
sugar'®” would make the use of domestic ingredients more attractive to processors and would
lead to lower sugar prices in Canada, which would, in turn, permit greater flexibility to alow

higher input cost prices for dairy ingredients.

No other party supported this option. The DFC opposed this option because, in its
view, butteroil blends are being imported into Canada for the cost savings on the butterfat
component, not sugar. Therefore, the option would fail to address the economic driver behind
butteroil blend imports. The Canadian Federation of Agriculture opposed the option on the
bass that the remova of duties would unjustly deprive the Canadian sugar industry and, in
particular, sugar beet producers, of protection from dumped and subsidized imports. The
remaining parties to the inquiry opposed the option on the grounds that the current inquiry is
not the appropriate proceeding to entertain this question. They also submitted that it would not
be appropriate to sacrifice interests of one sector of the Canadian economy (i.e. the sugar
producers) for the benefit of another.

The Tribuna is of the view that the remova of the anti-dumping and countervailing
duties on refined sugar does not pose any problems in terms of Canadd's internationd rights
and obligations. However, the Tribuna agrees with the DFC that, in economic terms, the
butteroil blends are being imported largely for the savings associated with the butterfat
component of the blends. Therefore, removing the anti-dumping and countervailing duties on
sugar would do little, if anything, to addressimports of butteroil blends.

e) Increase in Milk Prices

Option: that prices of other domestic milk products (such as fluid and/or
industrial milk) be raised to offset lower returns from sales of milk
products to the ice cream and processed cheese industries

The DFC opposed this option. It argued that increasing milk prices to offset lower
returns from milk saes to the ice cream and processed cheese industries would run directly
counter to the principles underpinning domestic pricing arrangements, encourage greater use of
butteroil blends to rebaance overall costs, apply pressure on other dairy processors to absorb
increased input costs or to pass them aong to the consumers; and decrease consumption of

197. See The Dumping in Canada of Refined Sugar Originating in or Exported from the United States of
America, Denmark, the Federal Republic of Germany, the Netherlands, the United Kingdom and the Republic
of Korea, and the Subsidizing of Refined Sugar Originating in or Exported from the European Union, Canadian
International Trade Tribunal, Inquiry No. NQ-95-002, Findings, November 6, 1995, Statement of Reasons,
November 21, 1995.
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dairy products. The NDC, IDI and the Director of Investigation and Research, Competition
Bureau (the Director), aso opposed this option. Counsdl for Good Humor-Breyers and
Chapman’ s observed that this option is dways available to the dairy farmers. Whenever there is
acogt of production increase, there is an opportunity for dairy farmers to raise milk pricesin
order to avoid losses.

The Tribuna does not consider agenera increase in milk pricesto be aviable option to
address problems resulting from imports of butteroil blends. The Tribuna accepts that such a
price increase would put unnecessary cost pressures on other domestic processors and could
possibly decrease the consumption of domestic dairy products.

f) Change in Labelling Requirements

Option: that the Government of Canada change the labelling requirements to
require that butteroil blends be identified as ingredients in final dairy
products such as ice cream and processed cheese

The Director was the only party to support this option. The Director submitted that
requiring butteroil blends to be identified on packaging would provide consumers with
information that would permit them to make informed choices about which products to
purchase and would, therefore, assst in devel oping and maintaining a competitive market.

Parties opposing this option submitted that changing the labelling requirements for ice
cream and other products to address increasing blend imports would not be consstent with
Canadd s internationd rights and obligations. They aso noted that, while the Food and Drugs
Act*®® prohibits the labelling of any food in a manner that would mislead or deceive consumers
as to its character, value, compogtion or safety, there is no evidence to suggest that the
butterail blends are inferior or unsafe products or that they are midabdled. Findly, they
questioned whether such a measure would have any material impact on blend imports.

In considering this option, the Tribuna notes that Canada is a party to the Agreement
on Technical Barriers to Trade."® Pursuant to Article 2.2 of that agreement, Members agreed
not to apply “technical regulations’*® with aview to or with the effect of creating unnecessary
obstacles to international trade. Article 2.2 dso provides that any technical regulation applied is
to be no more trade redtrictive than necessary to fulfil a “legitimate objective” Legitimate
objectives include such things as “nationa security,” “the prevention of deceptive practices’
and the * protection of human hedlth or safety.”

Thereisno evidence before the Tribuna to suggest that alabelling requirement such as
is contemplated under this option is necessary to fulfil any legitimate objective of the type
provided for in Article 2.2. In the absence of such evidence, it isthe Tribund’ s view that such a

198. R.S.C. 1985, c. F-27.

199. Signed at Marrakesh on April 15, 1994.

200. Articlel of Annex 1 of the Agreement on Technical Barriers to Trade provides that technicd regulations
“may aso include or deal exclusively with terminology, symbols, packaging, marking or labelling requirements
asthey apply to a product, process or production method.” (Emphasis added)
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requirement, if implemented, would likely be construed as an attempt to create an obstacle to
trade in butteroil blends outsde the scope of Canada’'s TRQs and, thus, contrary to the
Agreement on Technical Barriers to Trade.

In addition, the Tribuna notes that Canadian legidation pertaining to labelling generdly
reflects the approach espoused in the Agreement on Technical Barriers to Trade, in that it
focuses on hedlth, safety and deceptive practice concerns. Therefore, absent some compelling
concern regarding butteroil blends, to require the blends to be specificaly identified on product
labels would arguably be inconsstent with the prevailing Canadian approach with respect to
product labelling. For example, in ice cream, the butteroil/sugar blends are currently identified
asmilk ingredients and sugar.

2. Options Considered and Retained

This section identifies a number of options which are consstent with Canada's
domestic and internationd rights and obligations. Maintaining the status quo is an option.
There are, in addition, a number of options that could lessen the consequences of imports of
butteroil blends on the dairy farmers. Some options require action by the dairy farmers, others
by the Government.

a) Maintaining the Status Quo

Option: that the Government of Canada take no unilateral action to affect the
access conditions of imports of butteroil blends

1) Position of Parties

The DFC argued that maintaining the status quo is not an option. Such an approach
would not lessen the impact of the large and increasing dairy blend imports. The DFC dated
that leaving the concerns that gave rise to the reference unchecked would amount to a refusal
of jurisdiction by the Tribuna to address the central question of the inquiry.

The DFC bdieved that, in order to be meaningful, options proposed by the Tribuna
must address the economic impact on dairy farmers of the imported blends. These options must
also be reasonable to administer, and they must not present or threaten to cause economic
harm that is substantially smilar to or greater than the butteroil blend imports themselves.

The DFC argued that the Government of Canada, by keeping the border open to the
importation of buttercil blends under the current import regime, failed to honour its domestic
obligation to support the integrity of the domestic milk supply management system. The status
quo option, the dairy farmers argued, places in jeopardy one of the pillars of the supply
management system,”®* that is, the Government’s commitment to retain import controls or

201. Transcript of Public Hearing, Vol. 1, April 6, 1998, a 25 and 26. According to the DFC, the other
two pillars are a commitment from the dairy farmers to plan, produce and take responsibility for surplus
production and a commitment by the Government of Canada to ensure that dairy farmers receive a price that
reflects, for efficient producers, production costs and areasonable return on equity.
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border protection, to dlow a higher price for domestic products reflecting actual costs of
production.

Findly, the DFC was of the opinion that the injury caculations put forward by the
processors understated the injury caused to the dairy farmers by the imported blends. Ther
caculaions did not recognize that the injury will continue indefinitely and that the loss of quota
vaue was alegitimate consderation in the injury assessment.

IDI maintained that the status quo is the best option available, when the effects on dl
Canadians are taken into account. The effect of the current and expected volume of imports on
the dairy farmers income is minima, when compared to the totd dairy farmers revenues of
$3.8 hillion, and any losses experienced by the dairy farmers are not net losses to the Canadian
economy. Imports of dairy product blends provide many benefits to the processing sector that
are passed on to the larger Canadian economy. The imports aso address serious problems of
shortages of butterfat suppliesto sngle-purpose ice cream processors.

The NDC favoured the status quo option. It noted that this option is consstent with
Canadd s international obligations and poses no risks of an internationa chalenge. The NDC
further consdered that the status quo option would alow legitimate businesses to continue to
operate; enhance the welfare of many sectors of the Canadian economy; and promote a
competitive environment in Canada's dairy industry, which would help to prepare it for the
liberdization of trade in agricultural products under the next WTO negotiations.

Good Humor-Breyers and Chapman’s supported the status quo option. These ice
cream processors stated that the use of dairy product blends was well established historicaly
and that the current and projected use of imported butteroil blends by ice cream processors was
relaivey smdl in terms of ice cream use. As single-purpose ice cream processors, they
favoured the status quo option because they believe that the dairy farmers, under the current
supply management system, do not supply dairy products in an adequate manner. Imports of
butteroil blends allowed processors to address that uncertainty of supply.

The International Dairy Foods Association (IDFA), which, at the hearing, represented
the US dairy processing industry, maintained that the status quo option would be the most
acceptable to its members and most consistent with Canada's internationa obligations in the
near term. It argued that any modification to the current import regime would necessitate a
bilateral or multilateral agreement.?*

i) Canada’s Domestic and International Rights and Obligations

In the Tribund’s view, a decison by the Government to mantain current access
conditions for imports of butteroil blends does not suggest any change in the Government’s
commitment to supply managemen.

Prior to the signing of the Marrakesh agreements in April 1994, Canadian government
officids and industry representatives were given the chalenge of converting from a system of

202. Transcript of Public Hearing, Vol. 4, April 9, 1998, at 775-76.
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import permit controls that were administered on the basis of product description to a system
of tariff protection that was based on tariff classification.”®®

A witness for the Government indicated that, whenever possible, the Government drew
aline tha was favourable to the domestic dairy industry.®* As part of the conversion exercise,
virtudly al of the dairy product blends that had been identified as potentia problems in January
and February 1994 were tariffied*® The witness for the Government expressed the opinion
that the representatives from the DFC and the NDC involved in the conversion exercise were
reasonably satisfied with the efforts of the Government to address the problems identified.”®®
Moreover, the witness for the NDC sated that the group of individuas involved in the
conversion exercise were aware that they may not be covering al dairy blends®®’ Butteroil
blends were not, a that time, identified as a problem by the Government, the DFC or
the NDC.”® As waell, there were no assurances given to the dairy industry as to how the
Government would handle new blends. That promise would have been impossible to make?*
In brief, the Government did what it was able to do. It addressed the problems that were before
it, and it dedlt with them in amanner favourable to the dairy industry.

The Tribuna believes that the status quo option does not raise any issues in terms of
Canadd s obligationsin internationd trade.

iii) Tribunal Assessment

The status quo option implies that imports of butteroil blends will continue to enter the
country under the present import regime. As discussed in Chapter IV of this report, the
Tribund is of the view that the penetration level of buttercil blends could reach as high as
25 percent of the butterfat for ice cream and of the replaceable butterfat portion of processed
cheese. The Tribuna considers this to be the maximum estimate of the potentid level of
penetration.

Table 6 shows the estimated maximum annual cost to dairy farmers in terms of
revenues forgone, if the penetration level were to reach this upper limit of 25 percent.”® As
shown in the following table, 6.4 million kilograms of butterfat could come from imported
butteroil blends in this scenario. Based on this amount of imported butterfat, compared to a
Stuation of no imports, dairy farmers would forgo $26.6 million of revenue each yeer if they
were to maintain milk production and export the surplus butterfat. By comparison, the annual
revenue forgone could reach $64.2 million per year, if the dairy farmers were to reduce milk
production. Putting these revenues in perspective, they represent between 0.7 and 1.7 percent
of dairy farmers’ total revenues of $3.8 hillion.

203. Transcript of Public Hearing, Vol. 7, April 15, 1998, at 1279.

204. Transcript of Public Hearing, Vol. 7, April 15, 1998, at 1310.

205. Transcript of Public Hearing, Vol. 7, April 15, 1998, at 1280.

206. Transcript of Public Hearing, Vol. 7, April 15, 1998, at 1290.

207. Transcript of Public Hearing, Vol. 3, April 8, 1998, a 566.

208. Transcript of Public Hearing, Vol. 7, April 15, 1998, at 1310.

209. Transcript of Public Hearing, Vol. 7, April 15, 1998, at 1331.

210. Seesection 2 of Chapter IV of thisreport for the methodology used in the calculations.
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Table 6

ESTIMATED ANNUAL REVENUES FORGONE BY DAIRY FARMERS
(Compared to a Situation of no Imports of Butteroil Blends)

Actual Imports Maximum Potential
1997 Penetration
25%"

3.086 million kg? 6.410 million kg?

Farmers’ Response Revenue Forgone/Year
($ million)
(2) Maintain Production of Milk 12.81 26.60
and Export Surplus Butterfat

(2) Reduce Production of Milk 30.91 64.20

1. Maximum potential penetration expressed as a percentage of total butterfat requirements for ice cream and
replaceable butterfat in processed cheese.

2. Buitterfat content of butteroil blend imports.

Domestic manufacturers of ice cream and processed cheese would continue to benefit
from lower-priced butterfat from imports of butteroil blends. The Tribuna has determined that
processors save, on average, approximately $1.05/kg on butterfat when using imported blends,
compared to usng domedtic inputs. At the maximum penetration level of 25 percent, this
trandates into annua savings of $6.7 million on ingredient costs.

b) Classification Appeal to the Tribunal

Option: that the DFC file an appeal of the tariff classification of butteroil
blends under tariff item No. 2106.90.95 with the Tribunal pursuant to
section 67 of the Customs Act

1) Position of Parties

The DFC indicated that it did not support this option, largely because of the protracted
nature of the apped process. The DFC indicated that it understood that, if it were successful in
having the butteroil blends reclassified pursuant to an apped to the Tribunal, the importers and
processors would apped that decison to the Federd Court of Canada and, if necessary, the
Supreme Court of Canada. The DFC dtated that it anticipated that the appea process could
take a number of years. Moreover, the DFC indicated that it understood that, even if it were
successful on apped at the Tribunal level, Revenue Canada would not apply the Tribunal’s
decision to future imports of butteroil blends until the apped process had been exhausted. Until
that time, the blends would continue to enter Canada unabated. Finally, the DFC submitted that
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a successful apped with respect to butteroil blends would do nothing to address other possible
dairy blend formulations which could, in the future, find their way into the Canadian market.

Other parties to the inquiry submitted that butteroil blends have been correctly
classfied by Revenue Canada. They adso submitted that, if the DFC were successful in an
goped to the Tribund and the blends were theresfter classfied under tariff item
Nos. 2106.90.33 and 2106.90.34, Canada’ s trading partners would take “trade action” based
on their “legitimate expectation” that the blends would, following the concluson of the
Uruguay Round, continue to be classified under atariff item not subject to a TRQ.

i) Canada’s Domestic and International Rights and Obligations

Article X:1 of GATT provides, in pat, that laws, judicia decisons and adminigtrative
rulings of a Member, pertaining to classfication of products for customs purposes, shdl be
published s0 as to enable governments and traders to become acquainted with them. As noted
earlier, Article X:3 provides that Members shdl administer their laws with respect to customs
classfication in a “uniform, impartidl and reasonable manner.” Article X:3 aso requires
Members to maintain an independent body to undertake, in appropriate circumstances, the
prompt review and correction of administrative action relating to customs matters.

Section 16 of the CITT Act, together with section 67 of the Customs Act, provides the
Tribunal with jurisdiction to hear appeds with respect to, among other things, classfication
decisons of the Deputy Minigter. As pat of its mandate, the Tribuna regularly hears
classfication gppeds and, not infrequently, overturns the Deputy Minister’s determinations.
The Customs Tariff requires the Tribuna to determine the classification of goods imported into
Canadain accordance with the General Rules and the Canadian Rules,?*! and having regard to
any relevant Classification Opinions and Explanatory Notes”* These are the considerations
that, as a matter of law, the Tribuna takes into account in deciding upon the correct
classfication of any product. Consequently, the Tribuna decides upon the appropriate
classification of a product without regard to whether its decison will result in ahigher or lower
rate of duty being applied to that product or whether its decison may have trade repercussions
in some other forum.

Section 67 of the Customs Act permits any person “who deems himsdf aggrieved” by a
classfication decison of the Deputy Minigter to file an gpped with the Tribund. In the norma
course of events, it is the importer of a given product that initiates the appeal. In addition,
under subsection 70(1), the Deputy Minister may refer to the Tribunal for its opinion any
questions relating to the tariff classfication of any goods or class of goods. Sections 67 and 68
apply in respect of such areference, asif it were an gpped under section 67.

211. Section 10 of the Customs Tariff.
212. Section 11 of the Customs Tariff.
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iii) Tribunal’s Assessment

In the Tribund’ s view, based on the relevant internationa agreements and conventions,
as implemented into law in Canada, the filing of an apped with the Tribuna by the DFC*?
regarding the classification of butteroil blends or, for that matter, a reference to the Tribuna by
the Deputy Minister concerning that same question would be consstent with Canada’'s
domestic and internationa rights and obligations. Moreover, it would be consgtent with
Canadd s domestic and internationa rights and obligations for the Tribund to issue a decison
cassfying butteroil blends within the schedule to the Customs Tariff on the bass of the
Generd Rules, the gpplicable rules, the Explanatory Notes and the Classfication Opinions.

Regarding the DFC's submission that, if its apped to the Tribund were successtul,
Revenue Canada would not apply that decison until the apped process was exhausted, the
Tribuna notes that section 64 of the Customs Act provides the Deputy Minister with the
discretion to re-determine the tariff classfication of goods to give effect to Tribund decisons.
If the DFC were successful on gpped, it would, therefore, be open for the Deputy Minister to
implement the Tribund’ s decision forthwith.

¢) Safeguard Inquiry Pursuant to a Complaint Filed by the Industry
There are two possible aternatives with respect to safeguard action.

Option:  that the DFC file a safeguard complaint with the Tribunal, or that
the Government of Canada direct the Tribunal to conduct a
safeguard inquiry

1) Position of Parties

The DFC submitted that producer-initiated safeguard proceedings under section 23 of
the CITT Act would entall unacceptable delays. Unlike a government-initiated safeguard
inquiry, there is no provision within the Customs Tariff for immediate provisond reief from
imports. Moreover, periods for preparation and filing of acomplaint and initiation of an inquiry
would aggravate the injury aready caused by butteroil blend imports and would permit large
inventories to be imported, pending the resolution of the matter. The DFC suggested that this
stuation would be exacerbated if the Governor in Council directed the Tribunal to provide a
further report on the appropriate remedy.

The DFC submitted that a government-initiated safeguard action under section 20 of
the CITT Act is a viable option for rdief from injury due to imports of butteroil blends.
The DFC argued that the rapid increase in import volumes of butteroil blends, the clearly

213. Tofile an apped, the DFC would have to be “[a] person who deems himsalf aggrieved.” To accomplish
this, it could import a small quantity of a butteroil blend and then apped the Deputy Minister’s classification
decison regarding the blend to the Tribunal. Alternatively, it could argue, on the basis of the impact which, for
example, the butteroil/sugar blend has had on the dairy industry, that it is aready a person aggrieved by a
decision of the Deputy Minigter. If the DFC elected to follow the latter route, as a preliminary question, the
Tribunal would have to decide whether, under section 67 of the Customs Act, someone other than an importer
can deem himself to be a person aggrieved.
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established price undercutting at which these imports gained a foothold in the Canadian market,
the negative impact on dairy farmers revenues, the diversity of import sources and the direct
displacement of domestic production which they cause dl point to the gppropriateness of a
safeguard remedy. The DFC dso notes that, pursuant to subsection 55(1) of the Customs
Tariff, if critica circumstances exist, immediate relief could be provided for dairy farmers while
the Tribuna conducts the safeguard inquiry.

IDI submitted that a separate investigation and record must be developed in order to
make a determination that the necessary conditions exist to support a safeguard action. It
submitted, however, that the evidence on record does not support the view that the importation
of butteroil blends into Canada is a principa cause of serious injury or threat of serious injury
to domestic producers of like or competitive goods.

IDI argued that, even if it were assumed that dairy farmers are producers of like or
directly competitive goods, any redistic assessment of injury to producers would show that the
injury is minima when considered in the context of the $3.8 billion industry. IDI noted that, if a
safeguard inquiry were conducted, under certain provisons in NAFTA, imports from the
United States and Mexico would only be subject to safeguard measures if they were a“mgjor
contributor to the problem.”

The NDC dtated that any industry in Canada can seek relief from imports which are
causing or threatening to cause serious injury, as contemplated by Article XI1X of GATT and
the Agreement on Safeguards. However, the NDC submitted that, if the government were to
act on a Tribuna recommendation, there could be demands for dispute settlement on the
question of whether or not dairy farmers are producers of like or directly competitive products
to the imported butteroil blends.

Good Humor-Breyers and Chapman’s opposed this option and argued that there is no
basis for a safeguard action because the loss of revenue from butterfat displacement, at less
than 0.3 percent of Canadian dairy famers overdl revenues, is rdatively inggnificant. In
addition, the consumer trend to lower-fat dairy products, such as skim milk, 1 percent milk and
2 percent milk, has been the principa cause for the reduction in quota and sales, not imports of
blends.

i) Canada’s Domestic and International Rights and Obligations

Article XIX of GATT and the Agreement on Safeguards provide that, if a Member's
“competent authority” determines that, as a result of tariff concessions or other trade
liberdizing concessions, imports of a particular product have increased so as to cause serious
injury or threat thereof to domestic producers of like or directly competitive goods, that
Member may agpply a safeguard measure. Such measures may include a surtax on imports or
import quotas. Chapter Eight of NAFTA provides for a comparable, if not identical, bilateral
safeguard remedly.

Both the Agreement on Safeguards and NAFTA provide that, subject to certain
exceptions, a safeguard measure may only be gpplied following an “investigation” by a
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“competent authority.”?* Article 6 of the Agreement on Safeguards provides, in part, thet
measures may be applied prior to an investigation by a competent authority in “critical
circumstances where delay would cause damage which it would be difficult to repair.”

Article 7 of the Agreement on Safeguards provides that a safeguard measure shal only
be applied for such period of time as is hecessary to prevent or remedy serious injury and to
facilitate adjustment. That period is not to exceed four years unlessit is extended in accordance
with Article 7(2), in which case it may be applied for an additional four years.

Findly, Article 8 of the Agreement on Safeguards provides that a Member gpplying a
safeguard measure shal “endeavour to maintain a substantidly equivaent level of concessions’
between it and the exporting Members affected by a measure. To that end, the Members may
agree to “trade compensation” for the adverse effects of a safeguard measure. If agreement
cannot be reached, subject to certain conditions, the exporting Members may suspend the
application of substantialy equivaent concessons againgt the trade of the Member that applied
the safeguard measure. However, the right of suspension may generdly not be exercised for the
firgt three years during which a safeguard measure is in effect.

Canada has implemented its rights and obligations under Article X1X of GATT, the
Agreement on Safeguards and NAFTA in the CITT Act, the Customs Tariff and the EIPA.
The CITT Act provides the Tribuna with the jurisdiction to conduct safeguard investigations,
which are cdled “inquiries” A safeguard inquiry may beinitiated on the basis of acomplaint by
domestic producers or pursuant to a reference by the Governor in Council.

Before initiating an inquiry based on a complaint filed by domestic producers, the
Tribunal must be satisfied that the complaint discloses a reasonable indication that the imports
in question are entering the domestic market in such increased quantities and under such
conditions as to cause or threaten to cause serious injury and that the complaint is made by or
on behalf of domestic manufacturers that produce a maor proportion of domestic like or
directly competitive goods.**

Once an inquiry is initiated, whether pursuant to a complaint by producers or a
reference by the Governor in Council, the process and gpplicable principles are the same.

A threshold issue which the Tribuna must resolve in dl safeguard inquires is what
Canadian goods are “like or directly competitive” to the imported goods said to be causing
serious injury or threat thereof. Thisis an important issue because it, in effect, serves to identify
the Canadian producers that are relevant for purposes of the Tribunal’ sinjury or threat of injury
determination.

As noted above, in certain circumstances, safeguard measures may be applied on a
provisond basis. Specificaly, subsection 55(1) of the Customs Tariff provides that provisiona
safeguard measures can only be applied prior to the Tribunal conducting a safeguard inquiry, if
the Minister of Finance reports to the Governor in Council that “critical circumstances’ exis. If

214. Article 3(1) of the Agreement on Safeguards and Article 803(2) of NAFTA.
215. Subsection 26(1) of the CITT Act.
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this occurs, the Governor in Council must immediately refer the matter to the Tribund for a
safeguard inquiry.

Safeguard measures may be applied to goods from a free trade partner,”® if the
Governor in Council is satisfied that the quantity of goods from that partner represents a
substantial share®™’ of total imports of goods of the same kind and that the imports from
aNAFTA country, or from any other free trade partner, contribute importantly to the serious
injury or threst of seriousinjury to domestic producers of like or directly competitive goods.?*®

iii) Tribunal Assessment

The Tribund is of the view that, based on the rdlevant international agreements, as
implemented into Canadian law, the filing of a safeguard complaint with the Tribuna by
the DFC or, for that matter, a safeguard reference to the Tribuna from the Governor in
Council would be consistent with Canada’ s domestic and internationa rights.

The outcome of an inquiry regarding imports of, for example, butteroil blends is a
matter beyond the scope of this report. However, if the Tribuna were to conduct an inquiry
and make a seriousinjury or threat of injury determination concerning butteroil blends, it would
be consstent with Canada's domestic and international rights for the Government to apply
safeguard measures on such imports.

Findly, provided the necessary conditions existed, the application of a provisond
measure with respect to butteroil blends would be consstent with Canada's domestic and
internationd rights.

d) Special Class Price for Butterfat for Ice Cream and Processed Cheese

Option: that a special class price be created for butterfat for use in the
production of all ice cream and processed cheese

1) Position of Parties

The DFC is opposed to the creation of gpecial classes and has stated thet it is not
willing to service the domestic butterfat market at world prices. It argued that, because of the
direct competition from butteroil blends, this option would immediately lower butterfat prices
made available to the ice cream and processed cheese industries to world prices. Speciad class
pricing arrangements for Classes 5a), b) and ¢) are edtablished on the basis of industry
consensus and for Classes 5d) and €) through producer-processor negotiations. In this regard,
the DFC pointed out that specid class prices are outside the control of government.

216. Subsection 2(1) of the Customs Tariff provides that a“free trade partner” means a NAFTA country, Chile
or Isradl or another Canada-Israel Free Trade Agreement beneficiary.

217. Article 802(2)(a) of NAFTA provides that imports from a NAFTA partner “normally shall not be
considered to account for a substantia share of total imports if the Party is not among the top five suppliers’ of
the given product over the most recent three-year period.

218. Subsection 59(1) of the Customs Tariff.
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In the view of the DFC, specid class pricing for butterfat would exacerbate the injury
sustained by dairy farmers from imports of butteroil blends. A specid class price would have to
be extended to dl the butterfat used in the ice cream and processed cheese sectors, not just the
butterfat currently being replaced by imports. Moreover, there would be no reason, in principle,
to distinguish between the ice cream and processed cheese industries and other industries that
could potentidly use butteroil blends in other products.

The DFC argued that the ingtitution of specia class pricing would, to the extent that it
was effective in reganing butterfat sdes, increase the likelihood of a challenge by other
WTO Members. Since most existing specid classes for domestic consumption relate to tariffied
inputs, they cannot be said to be designed to replace imports of milk components.

IDI did not support the option of specid class milk, as specid class milk would
compete with its imports of blends and this option would only address the pricing concerns of
the dairy processors and not their supply problems. Unless supply problems were resolved,
processors would continue to have an incentive to use the blends during their peak ice cream
season. IDI dso noted that the concept of specid classes has been chdlenged by Canada's
trading partners at the WTO and that it would seem only prudent not to ingtitute further specia
classes until the status of these programs has been confirmed by the WTO.

The NDC conddered that any adverse impact on Canadian dairy farmers of maintaining
the status quo would be aleviated by the creation of a gpecia class of dairy input for usein the
manufacture of dairy products currently using the imported blends. The NDC argued that it
should be no more difficult to define the end use for new specid class prices than it was to
define the end use for existing specid class prices. While sharing concerns about the chalenge
a the WTO on specid classes, the NDC noted that the focus of the dispute is on exports
produced using specid class prices.

Good Humor-Breyers and Chapman’ s opposed the creation of another specid class for
butterfat for ice cream, as the existing ice cream milk class pricing system does not work. New
single-purpose ice cream processors in Quebec have virtudly no access to raw milk, and, in
Ontario, they have access to only 50 percent of their butterfat requirements from raw milk. If
ice cream processors could purchase dl of their butterfat from raw milk at the existing Class 2
price, one of the main reasons for using imported butteroil blends would disappear. They
argued that, since the impact on dairy farmersisrelatively smal and there was no evidence of a
future increase in the importation of butteroil/sugar blends, there is no need for specid class
prices.

The Director argued that the better options were those permitting a competitive
response to imports of dairy product blends while, a the same time, facilitating a gradua
trangtion to a fully competitive market for the supply of dary products in Canada. In the
Director’s view, specid class pricing is a form of price discrimination, which, in generd, is
welfare-enhancing in amonopoly Stuation because it increases output. It allows consumers and
processors the benefits of import competition. Assuming competition continued to exigt,
gpecid class pricing would minimize the loss of production and revenuesfor dairy farmers. This
is consstent with agradua trangtion to a competitive market.
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The IDFA, of the United States, testified that it does not support the use of a specia
class price to recapture the butterfat lost to imported blends. It noted that, to the extent that a
gpeciad class is designed to displace imports, it may be just as trade-distorting as a tariff or a
TRQ. Any new barriersto trade, direct or indirect, would be opposed by the IDFA.

i) Canada’s Domestic and International Rights and Obligations

A specid class pricing program exists in Canada for dairy ingredients. This program
was created by the dairy industry. The Canadian Milk Supply Management Committee directed
its implementation in 1995 and ingtructed the Canadian Dairy Commission to administer this
program.?*® If the dairy industry is prepared to amend the current specia class pricing system,
the Tribuna believes that there is no other impediment to doing s0. The fact that a specid class
pricing system currently exists suggests to the Tribund that this option is not inconsistent with
the Government’ s policy of supply management.

iii) Tribunal’s Assessment

The Tribund is of the opinion that, in order to compete, in terms of price, with the
imported butteroil blendsin 1997, the return to dairy farmers for the butterfat sold to ice cream
and processed cheese manufacturers would have had to be between $3.89kg™ and
$4.44/kg.** This would cost dairy farmers between $41 million and $27 million per year,?
based on butterfat utilization in ice cream and processed cheese of 25.6°%° million kilograms.
The impact on dairy farmers under this scenario would not change under different import
penetration assumptions, snce dl butterfat going into ice cream and the replaceable butterfat in
processed cheese would be at thislower price.

Canadian manufacturers of ice cream and processed cheese would, however, be better
off than in the present Situation because, currently, when using imported butteroil blends, only
that part of their business that uses the blends has a cost advantage. This option thus affords a
windfal gain to the processors, because the specia price is for al butterfat used in ice cream
and dl the replacedble butterfat for processed cheese. The Tribuna believes that a smaller
reduction in the price of butterfat could be negotiated between the dairy farmers and the
processors to encourage the processors to buy their butterfat domestically. A negotiated price
could reduce the revenues forgone by the dairy farmers and maintain the current level of cost
savings to the ice cream and processed cheese manufacturers. As just one example, a smaller

219. Transcript of Public Hearing, Vol. 6, April 15, 1998, at 1231.

220. The highest price for skim-off butterfat in 1997 ($6.80/kg) less the average cost of the butterfat contained
in the imported butteroil blends used in 1997 ($5.20/kg) is $1.60/kg. To match this saving to processors, Class 2
butterfat would have to be offered at $3.89/kg, compared to the September 1997, Class 2 price of $5.49/kg.

221. Basad on the weighted average saving of $1.05/kg of butterft, i.e. the Class 2 price of $5.49/kg less the
average saving of $1.05/kg equals $4.44/kg.

222. Participant’s Exhibit L-5A, Administrative Record, Vol. 15C. The DFC's estimate of this scenario differs
from that of the Tribunal. The DFC estimates a revenue loss to producers of $84 million for ice cream and
$67 million for processed cheese. It assumes that aworld price of $1.65/kg of butterfat would have to be paid to
producers in order to compete with the imported blends. It further assumes that al butterfat in processed cheese
would be affected, whereas the Tribuna assumes that only the replacesable butterfat would be affected.

223. SeeTable 3 of thisreport.

GC-97-001 67 June 30, 1998



Canadian International Trade Tribunal Dairy Product Blends

price reduction could be negotiated for butterfat being made available from raw milk, as its
priceis closer to the price of the butterfat in the imported butteroil blends.

In putting forward special class prices as a possible option, the Tribunal notes a couple
of condderations. Fird, the internationa price of butterfat and exchange rate fluctuations
would need to be reflected in the specid class price calculations if producers wanted to match
the imported price of the blends. Adjusting for price volatility is aready a feature of certain of
the existing specid class prices. Alternatively, it is possble that a more stable price could be
negotiated between the dairy farmers and the processors.

Second, the Tribund has dso consdered the argument that there may be other
industries that could use dairy product blends to which the farmers would have to extend the
gpecid class price. During the hearing, however, no such industries were identified. Those
industries that could use the blends, such as the bakery and confectionery industries, dready
have access to specid class prices for milk ingredients.

Establishing a specid class for ice cream and processed cheese will not, on its own,
solve the supply difficulties that some processors, in particular, the sngle-purpose ice cream
manufacturers, have experienced. In the Tribund’s view, these supply problems should be
examined and dedt with through negotiations between the milk marketing boards and the
processors, regardless of which option is consdered. In this regard, the Tribuna notes that the
issues of the supply of domestic butterfat to the ice cream industry, the pricing of domestic
butterfat and the use of imported butteroil blends are closdy linked. Certain ice cream
processors testified that, it they were able to purchase 100 percent of their butterfat in the form
of raw milk at the exigting Class 2 price (5.49/kg in 1997), one of the main reasons for using
imported butteroil blends would disappear.

e) Special Class Price for Butterfat for Domestic Butteroil Blends

Option: that a special class price be created for butterfat for use in the
production of domestic butteroil blends for use only in the production
of ice cream and processed cheese

1) Position of Parties

The DFC suggested that a special class price for butterfat for use in the production of
domestic butteroil blends, while intended to limit the price injury across dl butterfat, would
increase the use of blends in domestic processing. Price competition with imported blends
would force prices down to the world level, a which point the incentive to use blends would
increase. Moreover, to the extent that the current penetration was limited by variations in the
taste of imported blends compared to Canadian butterfat, domestic butteroil blends may be
substitutable at higher rates than imported blends. Additional costs of production, record
keeping and auditing were also cited as concerns.
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Good Humor-Breyers and Chapman’s argued that, if a specid class price for butterfat
for use in making a butteroil/sugar blend for use in producing ice cream is recommended as an
option, ice cream processors should be free to continue to import, in case the DFC is not able
to supply the butterfat for this specid class.

The Director argued that it was in the interests of dairy farmersto limit the specid class
price for butterfat to only the volume that faces competition from imports of butteroil blends.
Thiswould be the rational, profit-maximizing response to imports of butteroil/sugar blends.

i) Tribunal’s Assessment

The Tribund is of the opinion that, in order to compete in terms of price with the
imported butteroil blends in 1997, the dairy farmers would have had to price the butterfat
avallable to a manufacturer of a butteroil blend for use in the production of ice cream and
processed cheese at about $3.00/kg.”*’

Compared to the previous option, dairy farmers would receive less per kilogram of
butterfat because of the additiona processing cost that is involved. On the other hand, the
volumes of butterfat sold at this specid class price would be less, since only a maximum
amount of 25 percent of the butterfat in ice cream and processed cheese would be affected,
rather than al butterfat in these categories, as was the case under the previous option.

This option would have a smdler impact on dairy farmers revenues than a specid class
price for al butterfat used in ice cream and processed cheese. In 1997, this option would have
cogt dairy farmers about $7.5 million in revenues forgone based on 3.1 million kilograms of
butterfat at the specid class price. It is etimated that the maximum loss of revenue to dairy
farmers, a the 25 percent penetration level (6.4 million kilograms of butterfat), would be
gpproximately $15.8 million annudly.

This option compares favourably with the status quo, where the revenue implications
for dairy farmers could range from $27 million to $64 million depending on their reaction to the
imports a the estimated maximum 25 percent penetration level. As with the earlier option on
gpecia class prices, the impact would change with world prices for butterfat and the exchange
rate.

Canadian dairy processors would not be greetly affected, provided dl the required
butterfat can be made available at the right price. They would merely replace a foreign supply
with a domestic supply. It is possible, however, that a more stable price could be negotiated
between dairy farmers and processors which might benefit the processors. The dairy processors
making the butteroil and/or the butteroil blends would benefit from this option in terms of a
new value-added product.

224. This price takes into account the cost of sugar a $0.50/kg, an edtimated processng cost for the
butteroil/sugar blend caculated by the Tribuna staff to be $0.78/kg and the landed duty-paid cost of the
imported butteroil blend of about $2.51/kg. Tribuna Exhibit GC-97-001-84, Administrative Record, Vol. 1H
a7; Transcript of In Camera Hearing, Vol. 2, April 7, 1998, a 35 and 91-95; and Tribunal
Exhibit GC-97-001-118A (protected), Administrative Record, Vol. 2A at 47 and 48.
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f) Compensation for the Dairy Farmers for Income Losses

Option: that the Government of Canada provide support to compensate dairy
farmers for income losses

1) Position of Parties

The DFC's primary argument is that butteroil blends were intended to be covered by
TRQs. However, it submitted that, if the Government were unwilling to reclassify butteroil
blends under a tariff item covered by a TRQ or, because of inadvertence, the blends were not
included in Canada's “fina offer of tariffication in Uruguay Round,” any injury suffered by
farmers which is attributable to imports of blends would warrant the payment of compensation.
The Victoria County Dairy Committee supported this option.

Other parties submitted that the decison on whether or not to provide compensation
was a policy question for the Government. The NDC submitted that compensation for
trade-rdated adjustmentsis not normally provided by governmentsin Canada.

i) Canada’s Domestic and International Rights and Obligations

In terms of Canada's internationd rights and obligations, the Tribunad notes that,
pursuant to the Agreement on Agriculture, Members agreed to certain limits to the support
that they can provide to their agricultura industries. The Agreement on Agriculture uses the
concept of “Tota Aggregate Measurement of Support” or “Total AMS.” In smple terms,
Totd AMS isthe sum of al support provided by a given Member to its agriculturd industry.
Under the Agreement on Agriculture, developed country Members, such as Canada, agreed
that, in the six years beginning in 1995, they would reduce their Total AMS by 20 percent from
what it was in the 1986-88 base period.

In response to questions, a witness for the Government indicated that Canada has
aready reduced its Total AMS well in excess of the 20 percent required under the Agreement
on Agriculture, providing some “room” in the event that the Government wished to pay

compensation.
iii) Tribunal’s Assessment

Based on the foregoing, the Tribunal is of the view that it would be possible for the
Government to provide compensation to the dairy farmers without violating Canada's
internationd rights and obligations.

It has not generally been Canadian government practice to provide compensation for
losses occasioned by trade liberdization. The Tribuna notes that assistance was provided by
the Government of Canada to Canadian grape growers to assist them to adjust to trade impacts
associated with the FTA. With respect to the Government’ s decision to provide that assistance,
a witness for the Government testified that “there was a genera recognition that of al the
agricultural subsectors that were going to be potentiadly affected by the [FTA], that the [grape]
wine sector would suffer the most severe didocation, and as a consequence there was a
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federa-provincia agreement ... to provide financial assistance [to that sector in Ontario and
British Columbia]. > In addition, the Tribunal notes that the Government negotiated
Chapter 8 of the FTA, which substantidly liberdized trade in wine and didtilled spirits and
resulted in sgnificantly greater access to the Canadian market.

By contrast, the evidence before the Tribuna indicates that, in the Uruguay Round, the
Government of Canada took no concerted action to increase access for imports of butteroil
blends. In fact, just the opposite is true. Many imports of blends and smilar products have less
rather than more access to the Canadian market following the Uruguay Round. For butteroil
blends, the access conditions to the market following the concluson of the Uruguay Round
remains unchanged from what they were prior to that time.

g) More Restrictive Tariff Treatment

Option: subject to Article XXVIII of GATT, that the Government of Canada
create a new tariff line for butteroil blends with a more restrictive tariff

This option contemplates the creation of a new tariff line for butteroil blends and either
applying a higher tariff rate or making it subject to a TRQ. A new tariff line would have to be
created, otherwise other products, such as some baby foods, which also enter Canada under
tariff item No. 2106.90.95, would be caught in the increased rate.

1) Position of Parties

The DFC opposed this option. It argued that butteroil blends are dready entitled to
TRQ treatment, as those matters were negotiated during the Uruguay Round. In the DFC's
view, three years of misclassification does not dter that entitlement. It noted that negotiations
under Article XXVIII of GATT, and any additiona compensation, would amount to double
payment for a concession aready negotiated and agreed to. The DFC referred to the testimony
of a government official to the effect that negotiations under Article XXVIII of GATT would
not apply to Canada’'s NAFTA partners. Therefore, this option would not address any
problems caused by imports of butteroil blends from the United States and Mexico.

IDI agreed that the Government of Canada may take steps to increase the restrictions
upon a bound tariff item, either by imposing a TRQ or by increasing the rate of duty applicable
to a certain tariff item. However, IDI argued that such action would impair the rights of
Canada' s trading partners and would attract trade retdiation, regardless of Canada' s rationde
for acting. IDI referred to the evidence on the record which suggested that the request for
compensation could be substantid.

Good Humor-Breyers and Chapman’s dso opposed this option, as it contravenes
NAFTA and, as such, could not be implemented in relation to Mexico and the United States.
They noted that it would require compensation to be paid to New Zedland, while imports
would continue to enter duty-free from Mexico and the United States. In their view, this option
would cost Canada millions of dollars.

225. Transcript of Public Hearing, Vol. 7, April 16, 1998, at 1304.
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The NDC dso opposed this option. It argued that, if implemented, this option would
increase costs to Canadian users of butteroil blends. It dso argued that, because tariff item
No. 2106.90.95 is bound under both the WTO and NAFTA, the implementation of this option
would breach Articles 11 and X1 of GATT. Furthermore, any restrictive change in the tariff rate
or TRQ status of thistariff item would require notification under Article XXVIII of GATT and
trigger negotiations with Canada's trading partners, which would entall a cost to Canada
TheNDC submitted that Canada's trading partners have a “legitimate expectation” that
benefits accruing to them under the WTO or NAFTA will not be nullified or impaired.
The NDC aso noted that there is no counterpart provison in NAFTA to Article XXVIII
of GATT.

i) Canada’s Domestic and International Rights and Obligations

A taiff line must have a bound MFN taiff rate in order to be subject to
GATT distiplines. Tariff rates are bound through concessons made by countries during
multilatera trade negotiations. Tariff item No. 2106.90.95, under which Revenue Canada now
dlassfies butteroil blends, was not included in Canada's Uruguay Round Offer.? It was a0
not included in Canada's implementing legidation, in either Part D IV of Schedule | of
the WTO Act, which ligts the TRQs, or Part D I, which lists the MFN tariff concessons on
agricultural products.

Tariff item No. 2106.90.95 was only added to Schedule | to the Customs Tariff by
WTO Technical Amendments Order, No. 2, dated December 20, 1994, which came into effect
on January 1, 1995. This technica amendments order renumbered and amended certain tariff
items in Schedule I, which were created pursuant to the WTO Act to accommodate certain
NAFTA Rules of Origin.**’

Neverthdless, a the conclusion of the Uruguay Round, butteroil blends were entering
Canada under residua tariff item No. 2106.90.99, which had a bound tariff rate®”® This tariff
line was not tariffied in the Uruguay Round.?*® When butteroil blends were reclassified in 1995
by Revenue Canada under tariff item No. 2106.90.95, there were no adverse trade implications
because the new tariff item had a lower rate (i.e. 12.5 percent) and was adso not subject to
aTRQ.

226. Participant’s Exhibit L-3, Tab 11, Administrative Record, Vol. 15C.1.

227. Taiff item No. 2106.90.95 was created to ensure that, when goods faling in either Chapter 4 or 19 of the
Customs Tariff are imported into a NAFTA country and combined to make a product which fals in Chapter 21,
that product will not be considered a NAFTA-originating product. This NAFTA rule of origin was covered
between January 1, 1994, and January 1, 1995, by tariff item No. 2106.90.32, which read as follows
“Preparations containing, in the dry state, over 10% by weight of milk solids.” Tariff item No. 2106.90.32 had a
rate of 12.5 percent in 1994.

228 Transcript of Public Hearing, Vol. 5, April 14, 1998, at 1023-24.

229. Taiff item No. 2106.90.99 had a 1995 tariff rate of 17.1 percent, which was bound in the Uruguay Round
at afina rate of 10.9 percent.
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iii) Tribunal’s Assessment

In the Tribund’s view, because butteroil blends were being imported at the conclusion
of the Uruguay Round under a bound tariff item (No. 2106.90.99), the GATT disciplines of
binding apply. If a product was receiving a certain bound treatment and unfettered access at the
conclusion of the Uruguay Round and had continued to be imported following the Uruguay
Round at an even lower rate of duty, then, under GATT rules, an exporting Member can
negotiate for compensation if that product receives an increased rate of duty or reduced access
after the Uruguay Round.

If the Government were to decide to raise the tariff rate to a “dairy” tariff equivalent
level and/or create a TRQ covering butteroil blends, it would have to notify that intention to its
trading partners and effect that modification through negotiations under Article XXVIII
of GATT.?® Such a notification involves a process that could well lead to compensation
having to be paid, possibly in excess of the amount of trade actually affected.**

There is no counterpart to Article XXVII1 of GATT in NAFTA and, thus, no ability to
raise a tariff rate and pay compensation. Therefore, even if the MFN rate on butteroil blends
could beincreased or if they could be made subject to a TRQ, this would do nothing to address
imports from the United States and Mexico, the source of afair amount of importsin the past.
The United States and Mexico, having preferentid duty-free access under both tariff item
Nos. 2106.90.95 and 2106.90.99, would not be subject to any changes in concessions
gpplicableto the MFN rate.

An dternative to negotiations under Article XXVIII of GATT would be to include the
issue of butteroil blends or tariff item No. 2106.90.95 in the agricultura negotiations to begin
in 1999, in accordance with Article 20 of the Agreement on Agriculture.

230. It should be noted, however, that, because the bound rate of butteroil blends, under tariff item
No. 2106.90.99, is higher than the base rate provided under tariff item No. 2106.90.95, the Government has
some flexibility in raising the applied rate without necessitating a negotiation under Article XXVIII of GATT.
The MFN tariff rate for butteroil blends could be raised from the current rate of 9.5 to 13 percent, the rate which
now appliesto tariff item No. 2106.90.99.

231. Paragraph 6 of the Understanding on the Interpretation of Article XXVIII of the General Agreement on
Tariffs and Trade 1994 provides that, when an unlimited tariff concession is replaced by a TRQ, the amount of
compensation provided should exceed the amount of trade “actudly affected” by the modification of the
concession. That understanding also provides the basis for the calculation of compensation.
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3. Conclusion

The Tribunal has identified a number of options which are conastent with Canada's
domestic and internationd rights and obligations. Maintaining the status quo is an option.
There are, in addition, a number of options which could lessen the consequences of the imports
of butteroil blends on the dairy farmers. Some options require action by the dairy farmers,
others by the Government. These options include:

an gpped to the Tribund by the dary farmers of the classfication of butterail
blends;

asafeguard inquiry by the Tribuna pursuant to a complaint by the dairy farmersor a
government reference;

aspecid class price for butterfat for ice cream and processed cheese;
aspecid class price for butterfat for domestic butteroil blends;
compensation of the dairy farmers for their income losses, and
anew tariff item for butteroil blends with a different tariff trestment.

It is clear to the Tribunal that there is no option available that comes without a cost to
one or more of the stakeholders. The dilemmais that there are economic consegquences for the
dairy farmers from imports of butteroil blends, and yet the internationa rules limit the types of
action now available. Within the rules-based system, there are avenues available to the dairy
farmers to seek rdief from the effects of the imports. As wel, the dairy farmers manage the
supply of domestic dairy products and have the ability to moderate the effects of the imports of
butteroil blends on their industry.
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APPENDIX |

ORDER IN COUNCIL

P.C. 1997-1868
December 16, 1997

Whereas the importation of blends of dairy products is becoming a matter of
increasing concern to the Canadian dairy industry;

Whereas representatives of Canadian dairy producers have requested that the
Government of Canada address concerns related to the importation of certain of these
products, in particular butteroil/sugar blends;

And Whereas the economic impact of thisimportation and the implications
under domestic law and internationa trade agreements of possible courses of action need to be
thoroughly eva uated,

Therefore, His Excellency the Governor Generd in Council, on the
recommendation of the Minister of Finance, the Minister of Agriculture and Agri-Food and the
Minister for International Trade, pursuant to section 18 of the Canadian International Trade
Tribunal Act, hereby:

(a) directsthe Canadian Internationa Trade Tribunal to forthwith inquire into the
matter of the importation of dairy product blends outside the coverage of Canada's
tariff-rate quotas by:

(i) examining the factors influencing the domestic market for such imports,
and the implications of these imports for the Canadian dairy producing and
processing industry and other segments of the Canadian food processing
industry, including production and revenue levels,

(i) reviewing thelega, technicd, regulatory and commercia consderations
relevant to the treatment of imports of these products, as well as Canada's
international trade rights and obligations under the North American Free Trade
Agreement and the World Trade Organization Agreement, and

(i) identifying options for addressing any problems raised by thisissuein a
manner consistent with Canada’ s domestic and internationd rights and
obligations, and

(b) directsthe Canadian Internationa Trade Tribunal to hold public hearings with
respect to the inquiry and to report to the Governor in Council by July 1, 1998.
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APPENDIX I

LIST OF PARTICIPANTS/WITNESSES

1. Pre-Hearing Conference - January 30, 1998

Company/Association Counsel/Representative
International Dairy Ingredients Inc. Donald Kubesh and Justine Whitehead
National Dairy Council of Canada Peter Clark, Sean Kirby and Alia Tayyeb
David Chapman’s Ice Cream Limited Michael A. Kelen
Good Humor-Breyers Michad A. Kelen

Ministére de I’ Agriculture, des Pécherieset  Raymond Tremblay
de I’ Alimentation du Québec

Ontario Ministry of Agriculture, Food and  Sid Friesen
Rural Affairs

2. Hearing - April 6-9 and 14-16, 1998

Participant/Witness Counsel/Representative

Dairy Farmers of Canada Gregory Somers and Benjamin Bédard
Dairy Farmers of Ontario
Fédération des producteurs de lait du
Québec
Richard Doyle
Rick Phillips
Barron Blois
John Core
Jean Norbert
Ron Pelzer
The Canadian Federation of Agriculture

Donald Knoerr
Victoria County Dairy Committee

Bill Denby

International Dairy Ingredients Inc. Donald Kubesh and Justine Whitehead
Douglas McEwen

Nationa Dairy Council of Canada Peter Clark, Sean Kirby, Chris Hines
Kempton Matte Yannick Beauvalet and Alia Tayyeb
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Participant/Witness

Nestlé Canada Inc.
Kathryn Rowan
Martin Crumplen
Domenic Della Penna

Parmalat Canada
Bert Lear

David Chapman’s Ice Cream Limited
David Chapman

Good Humor-Breyers

Brad Allender
James Summers
Tom Prychitka

Ministere de I’ Agriculture, des Pécheries et
de I’ Alimentation du Québec

Director of Investigation and Research,
Competition Bureau

Robert Lancop

International Dairy Foods Association
Janet Nuzum

Tribunal Consultants

Treloar Product Devel opment International
Inc. and International Food Focus
Limited
Margaret Treloar
Carol Culhane

Université Laval
Robert Romain

Department of Agriculture and Agri-Food

Rebecca Ewing
Merritt Cluff

Counsel/Representative

Peter Clark, Sean Kirby, Chris Hines
Y annick Beauvaet and Alia Tayyeb

Peter Clark, Sean Kirby, Chris Hines
Y annick Beauvaet and Alia Tayyeb

Michael A. Kelen

Michael A. Kelen

Raymond Tremblay

James Sutton and Duane Schippers
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Participant/Witness Counsel/Representative

Tribunal Witnesses

Parmalat Canada
Jay Kirktown

Canadian Dairy Commission Thomas Barton

Charles Birchard
Erik Kramar
Laval Létourneau

Department of Foreign Affairs and Sanderson Graham and John Clifford
International Trade
John Klassen
Jean Saint-Jacques

Department of Finance Sanderson Graham and John Clifford
Darwin Satherstrom
Paul Robichaud

Department of National Revenue Sanderson Graham and John Clifford
Phil McL ester

Department of Agriculture and Agri-Food  Sanderson Graham and John Clifford
Michael Gifford
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APPENDIX I

PARTIES FILING SUBMISSIONS AND QUESTIONNAIRE RESPONSES BUT
NOT APPEARING BEFORE THE TRIBUNAL

SUBMISSIONS BY PARTIES NOT PARTICIPATING IN THE PRE-HEARING
CONFERENCE

Canadian Restaurant and Foodservices Association

Isand Farms Dairies Co-op Association

Mainland Dairymen’s Association

National Milk Producers Federation, U.S. Dairy Export Council and International Dairy
Foods Association (joint submission)

New Brunswick Ministry of Agriculture and Rural Development

New Zedland High Commission

Office of the United States Trade Representative

Pascobel Inc.

SUBMISSIONS BY PARTIES NOT PARTICIPATING IN THE FINAL HEARING

British Columbia Milk Marketing Board

Canadian Restaurant and Foodservices Association
Saskatchewan Ministry of Agriculture and Food
Hershey Canada Inc.

Kraft Canada Inc.

Reid s Dairy Products

QUESTIONNAIRE RESPONSES

292806 Ontario Ltd., Beler Holdings Inc.
o/aBright Cheese House Bond Foods Ltd.
655537 Ontario Limited, Braxco Ltd., Scotsburn Co-operative
o/aThe Candy Factory Services Limited and Brookfield
Abbott Laboratories Limited Dairy Group
ADM Cocoa Ltd. Brum’s Dairy Ltd.
Agropur Burns Philip Food Limited
Aliments Ultimainc. Burt Lewis Inc.
AM Ingredients Corp. Cadbury Beverages Canada, Inc.
Amalgamated Dairies Limited Calico Cottage, Inc.
Andrew Janssens Enterprises Ltd., Canada Safeway Limited
o/a Andea Chocolate & Supplies Central Smith Creamery
Arthur Roger & Assoc. Inc. Chocolat Chocolat Inc.
Ashley-Koffman Foods Chocolate Masters Inc.
Barry Callebaut Canada Inc. Dalimpex Ltd.
Baskin Robbins Canada Dedlers Dairy Canada Ltd.
Batory Industries Ltd. Dorsey Marketing Inc.
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Effem Foods Limited

European Union Delegation of the
European Commission in Canada

Federated Co-operatives Ltd.

Ferrero Canada Ltd.

Foothills Creamery Ltd.

Fromagerie Bergeron

G. Van Kam Trading Company Ltd.

Gay Lea Foods Co-Operative Limited

General MillsInc.

Gourmet Qzina International Inc.,
o/a Qzina Specialty Foods Inc.

Hershey Canada Inc.

Hung Gay Enterprises Ltd.

Hunt-Wesson Canada

J.M. Smucker (Canada), Inc.

Jennings & Associates Sales and
Marketing Company Ltd.

K.M.L. Food & Confectionery

Kouri Foods Inc.

Kozy Schack, Inc.

Kraft Canadalnc.

LaiteriedelabaieLtée

Laurentian View Dairy Ltd.

Les Desserts Congelés Ltée

Lindt & Sprungli (Canada) Inc.

MacKay’s Cochrane Ice Cream Ltd.

Major Smith, Inc.

Malcolm Ingredient Innovations, Inc.

McCormick Canada Inc.

Morris National Inc.

Nabisco Ltd.

National Importers Ltd.

Neilson Dairy

New Zedland Dairy Board

New Zeadand High Commission

Pillsbury Canada Limited

Preisco Foods Ltd.

Principal Marques

Priority Brands, A Division of
Nasmark Inc.

Purdy’s Chocolate Ltd.

Redl Fresh, Inc.

Robin Marketing Corporation

Roger’s Chocolates Ltd.

Russdll Stover Candies

S& F Food Importers

Schwan’s Canada, Ltd.

Soluble Products Co., L.P.

Splendid Chocolates Ltd.

Tootsie Roll of Canada, Ltd.

Trebor Allan Inc.

Triple C Inc.

United States Department of Agriculture

Vacationland Dairy Co-op Ltd.

Walter E. Jacques & Sons Ltd.

Western Grocers, Division of
Westfair Foods Ltd.

William M. Dunne & Associates Ltd.

World's Finest Chocolate Canada L td.
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1 LEGAL SERVICES
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Butter:

Butteroil (clarified
butter):

Cheddar Cheese:

Dairy Year:
Fluid Milk:

Fluid Milk
Market:

Ice Cream Mix:

Ice Cream:

APPENDIX V

GLOSSARY

creamy fat food product obtained from the churning of cream from
milk. It contains not less than 80 percent milk fat and may contain milk
solids, bacterid cultures, sat and permitted food colour.

product prepared from butter or cream and resulting from the remova
of most of the water and solids non-fat which contains not less than
99.3 percent milk fat and not more than 0.5 percent water.

product made by coagulating milk, milk products or a combination
thereof with the aid of bacteriato form a curd and subjecting the curd to
the cheddar process or any other process other than the cheddar process
that produces a cheese having the same physicd, chemicd and
organoleptic properties as those of cheese produced by the cheddar
process. It contains not more than 39 percent moisture and not less than
31 percent milk fat and may contain sdlt, bacteria culturesto ad in the
further ripening, colour and other permitted agents. Cheddar is the
principa cheese used to make processed cheese.

August 1 to duly 3linclusve.

milk used for the production of liquid dairy products such as skim milk,
2 percent milk, 1 percent milk, homogenized milk (3.25 percent fat) and
long-life ultra high temperature milk, as well as products such as table
cream and whipping cream.

milk that will be sold as fluid milk (see above definition).

unfrozen pasteurized combination of cream, milk or other products,
sweetened with permitted sweetening agents and does not contain less
than 36 percent total solids, of which 8 percent is milk fat.

food made from the whipping and freezing of ice cream mix. The
product contains not less than 36 percent solids, of which 10 percent is
milk fa or, where cocoa or chocolate syrup, fruits, nuts or
confectionery items have been added, 8 percent milk fat. Ice cream
contains at least 180 grams of solids per litre, of which amount not less
than 50 grams is milk fat or, where cocoa or chocolate syrup, fruits,
nuts or confectionery items have been added, 180 grams of solids
per litre, of which amount not less than 40 gramsis milk fat.
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Import Control
List:

Industrial Milk:

Industrial Milk
Market:

Market Sharing
Quota (MSQ):

Milk Classification
System:

Milk Entitlement
Quota:

Overrun:

Pooling:

Processed Cheese:

Raw Milk:

Single-Purpose Ice
Cream Plant:

The Export and Import Permits Act provided authority for the
establishment of controls on imports of designated goods, such as
certain supply-managed agricultural products, by the addition of items
to the Import Control List. Goods on the Import Control List could
only be imported under authority of individua import permits, which
were obtainable through the Department of Foreign Affars and
Internationad Trade. Over-quota imports were freely imported under a
genera import permit.

milk used for the production of milk dairy products such as cheese,
butter and ice cream.

milk that will be sold asindustrid milk (see above definition).

quota that is held by a dairy farmer that is part of the totd Canadian
industrid milk quota. The MSQ gives dairy farmers the right to produce
a certain volume of milk every year. Milk produced under this quota is
used for processed dairy products.

milk produced in Canada is sold to processors through a common
classfication system for the manufacture of products according to
clases 1 to 5 Dary famers recave different prices for milk
components depending on the end use of the products. They receive the
highest return per hectolitre for milk produced for the domestic market
alocated to classes 1 to 4.

means the dlocation of milk supply to a single-purpose ice cream plant
by the Dairy Farmers of Ontario.

while the ice cream is being frozen, blades in the freezer, or “dashers”
whip and aerate the mix. This aerdtion is caled “overrun.” Generdly,
“overrun” may be between two to three times the tota solids of the mix.
A usud overrun for packaged ice cream is 80 percent; for soft ice
cream, it is from 40 to 80 percent; and for bulk ice cream, the overrun
could go from 80 to 100 percent, and it may even reach 150 percent. If,
for example, there is 100 percent overrun, one galon of ice cream mix
makes about two galons of finished ice cream.

pooling in the context of dairy policy refers to pooling of producers
revenues.

processed cheese or processed cheese spreads are made by grinding,
mixing, melting and emulsifying, with the aid of heat and emulsifying
agents, of one or more varieties of cheese with a selection of ingredients
or additives.

milk that is shipped from the farm to the processing plant.

plant that, during the immediately preceding calendar year, produced
frozen dairy products exclusively.
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Skim-Off (fluid
skim-off):

Table Cream:

Tariff-Rate Quota
(TRQ):

Whole Milk:

milk fat (butterfat) that remains after the production of milk destined for
the fluid milk market (i.e. homogenized, 2 percent, 1 percent, skim milk
and cream). Skim-off is used to produce dairy products, mainly ice
cream and buitter.

usudly refersto cream that has a butterfat content of 18 percent.

limitation placed on the quantity of imported goods entitled to a specific
rate of duty. Under a TRQ, imports up to a certain quantity are, for a
specified period of time, admitted duty-free or at arelatively low rate of
duty. Imports above the in-quota quantity are subject to a higher rate of
duty. In the Uruguay Round, the most recent round of multilatera trade
negotiations under GATT, Canada and dl other contracting parties
agreed to convert various non-tariff barriers applicable to agricultural
products, such as quotas, into TRQs.

homogenized milk which contains 3.25 percent milk fat (butterfat).
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