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The Impact of Imports of Butteroil/Sugar Blends on the Canadian Dairy
Industry - An Economic Analysis using the FARM Model*

Summary

Imports of a49% butteroil / 51% sugar blend have been entering Canada at a low tariff
rate, primarily for use in the processing of ice cream. The Governor in Council directed the
Canadian International Trade Tribunal (CITT) to undertake an inquiry into the importation of
dairy product blends which were outside the coverage of Canada' s tariff rate quotas. As part
of itsinquiry, the CITT requested that Agriculture and Agri-Food Canada (AAFC) provide
quantitative economic analysis of several specific scenarios”. This paper describes the main
findings of thisanaysis.

The analysis has been undertaken with the use of the FARM dairy model, and is based
on anumber of smplifying assumptions®. This model describes in economic terms the
functioning of the Canadian dairy market in the context of its policy instruments. The results
provided should be viewed as indicative of the effects of the alternative scenarios described,
and not precisely in apredictive sense. The results are conditiona on the assumptions used.
Scenarios have been analyzed over the future period 1998 to 2002, relative to a base case
which is consistent with AAFC’s medium term policy baseline. An important feature of this
baselineis that it assumes a no-change policy setting.

Throughout the analysis, imports of the butteroil blend are used only for the production
of ice cream. Inthe model used, policy determined prices affect market demand for products
and hence quotalevels. Butteroil blend imports for ice cream reduce the requirements for
domestic butterfat, and the price of ice cream. This reduction in requirements is compensated
to asmall extent by an increased consumption of ice cream due to its lower price. The results
are consistent with other analyses concerning the magnitude of the effect on milk production
and producer revenue® . The results of this analysis highlight several other important elements:

& The results depend on the maximum market penetration of the import blend. Thislevel
of penetration is uncertain.

! Principal researcher, Rebecca Ewing, Economist, Economic and Policy Analysis Directorate (EPAD),
Agriculture and Agri-Food Canada.

2 etter from R.W. Erdmann of Research Branch at the CITT to Douglas Hedley of Policy Branch at AAFC,
dated February 12, 1998.

% These assumptions are fully delineated in the main text.

* Correspondence from Dairy Farmers of Canada, September 1997.



& How MSQ is established is critical to the results. The basdline includes a‘crossover’
point after which MSQ is set on a solids non-fat basis, instead of butterfat.

& The mix of sales among milk price classes under different scenarios affects average
producer price.

& The scenarios affect levels of surplus SMP or butter, and disposal costs are important.

& Producer revenue estimates do not give full impacts on producers. The average

incremental costs of production are an important consideration.

The baseline assumes imports provide 40% of butterfat requirements for ice cream by
the year 2000. The average farm milk price increases according to trend. Total milk
production is steady to declining, as determined by MSQ and fluid milk production levels set
according to changes in domestic consumption. The baseline projects a‘crossover’ point
where requirements of whole milk on a solids not-fat basis become greater than those on a
butterfat basis. This situation is reached in the year 2000, after which it is assumed that M SQ
isset on asolids not-fat basis. After the crossover, the butter blend imports have little effect
on MSQ, and hence there is less effect on milk producers.

The effects of different sets of assumptions (scenarios) on producers, consumers and
processors of milk and milk products are evaluated relative to the baseline. Table 1 presents
the effects of the scenarios on milk production and farmer and processor revenues. Table 2
presents effects on consumer and producer welfare’.

In the first scenario, butter blend imports are eliminated beginning in dairy year 1998-
99 (scenario 1a). MSQ isincreased accordingly to meet the higher butterfat requirements
(until the base cross-over point in year 2000). When blend imports reach the maximum level in
the year 2000, total milk production is 2.4 mil hl greater than in the base. The solids non-fat
component of this higher MSQ milk production is exported as skim milk powder at world
prices. Total producer revenue from sales of milk increases $84 million from the base in 2000.
Higher milk costs for ice cream processors impact on wholesale and retail ice cream prices.
Consumers face a higher price for ice cream and consume less. Processors produce lessice
cream and more skim milk powder. |ce cream processor revenue over milk costs declines $10
million in 2000 while butter/powder processor margin increases $21 million. Consumer
expenditure on ice cream rises $9 million.

On a net-income basis, if the production costs are evaluated at $32/hl, the producer
impact isagain of about $7 million in 1998-99, increasing to $17 million over the medium
term. Consumer surplusis $18 million lower in 1998-99 and $26 million lower in later years.
Under the assumptions of the model, the overall effect on producers and consumersis
estimated to be negative, with the decline in consumer surplus exceeding the gain in producer
net incomes by $11 million in 1998, but decreasing to $8 million by 2002.

®> Welfare is amore comprehensive measure of the impact on consumers and producers than expenditure and
revenue. For consumersit accounts for the change in price over all consumption, rather than just the change in
expenditure. For producers it accounts for the cost of production associated with any change in production
level. Seesection A2 for adiscussion of the welfare calculations.



In a special case of the first scenario (scenario 1b), imports are frozen at 1997-98
levels, through a trade instrument such as atariff rate quota. This case has similar but smaller
effects on production, revenue and producer gains and consumer |0Sses.

In the second scenario, a special milk classis created for domestic milk ingredients for
ice cream that competes with and eliminates butter blend imports (scenario 2a). Milk costs to
ice cream processors are lower than the baseline because al of the butterfat and the solids non-
fat are now purchased at alower cost. Aswith scenario 1, total milk production increases to
compensate for the drop in imports and the increase is greater (3.1 mil hl in 2000) sinceice
cream consumption is stimulated. However, producers receive the lower special class price for
all ice cream milk ingredients meaning the effect on their revenueis lower than in scenario 1,
and may be negative. In particular, if the specia classis priced at international butterfat and
solids non-fat prices (assumed to be $2.75/kg and $2.79/kg for 1998/99), then producer
revenues fall in this scenario, by $9 million in 1998/99 rising to a $45 million lossin 2002. The
ice cream processor margin over milk costs rises $42 million in 2000 and the butter/powder
processing margin rises $24 million. Consumer expenditure is $34 million lower in 2000.

Producer net incomes (at $32/hl marginal cost), are reduced by $86 million in 1998-99,
rising to aloss of $113 million. Consumers gain $85 million in 1998/99, rising to $120 million.
The estimated net effect on producers and consumersis -$1 million in 1998/99, rising to +$7
million by 2002.

In a sub-scenario (scenario 2b), only butterfat is priced in a special class, while the
solids not-fat components continue to be priced at Class 2. This significantly moderates the
effects of special class pricing. For an increase in milk production of 2.8 mil hl in 2000,
producer revenue increases by $34 million. Processor and consumer effects are similar to
scenario 2a, but smaller. Producer net income falls by $55 million in 2000 while consumer
surplus rises by $44 million for a net loss of about $10 million.

The third scenario analyses the case where imports continue but MSQ is not reduced to
accommodate the increasing supply of imported butterfat, and where the surplus product is
exported as butter and powder. |ce cream processors and consumers are not affected, but
butter/powder processors increase production. Milk production increases 2.5 mil hl in 2000 as
compared to the base and producer revenue increases $53 million. Producer net income falls
about $27 million in 2000 for a net loss to producers and consumers of $27 million.

The main conclusions of the analysis are:

& Relative to a baseline where butter blend imports penetrate 40% of ice cream butterfat
requirements, milk production and producer’ s revenues increase if imports are reduced or
eliminated. Animportant consideration is the cost of increased milk production relative to
world milk product prices. The greater this cost, the lower is the net income gain to
producers of blocking imports. 1n 1998-99 dairy year, producers gain net income by
blocking imports, if the cost of producing that increased production is below $36/h, but if



costs are above this level they lose net income®.

& Restricting imports, rather than pricing milk to compete against imports is more favorable
for producers and less favorable for consumers, other factors held to be equal.

& Processors of milk products may be differentially affected; ice cream processors |ose when
input costs increase and demand decreases, but butter/skim milk powder processors may
gan.

® The estimates reported in the main text assume amarginal cost of $32/hl. The sensitivity analysis presented
in Section C looks at a wide range of marginal cost.



Table 1. Summary of Production and Revenue Effects (change from base scenario)

1998 1999 2000 2001 2002

Scenario 1a: Imports of butteroil blend eliminated

Change in milk production mil hl 1.8 2.2 24 1.8 13
Change in producer revenue mil $ 64.3 78.0 83.6 70.9 59.9
Changein ice cream production 000 tonnes -3.9 -4.8 -5.0 -5.4 -5.2
Change in ice cream processor margin mil $ -7.2 -9.3 -9.8 -10.8 -10.7
Change in skim milk powder production 000 tonnes 16.2 19.6 21.2 17.0 12.8
Change in butter/powder processor margin mil $ 15.3 189 20.8 17.0 13.0
Changein ice cream consumption 000 tonnes -3.9 -4.8 -5.0 -5.4 -5.2
Change in consumer expenditure mil $ 6.6 8.4 8.8 9.7 9.5
Scenario 1b: Imports of butteroil blend frozen at 1997 levels

Change in milk production mil hl 04 0.8 1.0 0.5 0.0
Change in producer revenue mil $ 15.7 294 35.8 24.3 13.8
Changein ice cream production 000 tonnes -1.0 -1.8 -1.9 -2.3 -2.2
Change in ice cream processor margin mil $ -1.8 -3.6 -3.7 -4.6 -4.6
Change in skim milk powder production 000 tonnes 3.9 7.4 9.0 4.8 0.6
Change in butter/powder processor margin mil $ 3.7 7.1 8.9 4.8 0.6
Change in ice cream consumption 000 tonnes -1.0 -1.8 -1.9 -2.3 -2.2
Change in consumer expenditure mil $ 16 3.2 3.3 4.1 4.1
Scenario 2a: Establishing a special milk class to compete with imported butteroil blend

Change in milk production mil hl 24 2.8 31 2.6 21
Change in producer revenue mil $ -9.0 -2.4 -7.3 -28.8 -44.6
Changein ice cream production 000 tonnes 18.2 18.8 21.3 22.7 23.6
Change in ice cream processor margin mil $ 33.9 36.1 41.7 45.6 48.5
Change in skim milk powder production 000 tonnes 19.1 22.8 24.8 20.8 16.7
Change in butter/powder processor margin mil $ 18.1 219 24.3 20.8 16.9
Changein ice cream consumption 000 tonnes 18.2 18.8 21.3 22.7 23.6
Change in consumer expenditure mil $ -28.6 -30.1 -34.4 -37.3 -39.5
Scenario 2b: Establishing a special milk class for butterfat component only

Change in milk production mil hl 2.2 2.6 2.8 2.2 1.7
Change in producer revenue mil $ 19.1 30.8 335 19.6 9.5
Changein ice cream production 000 tonnes 9.6 8.8 9.2 8.8 84
Change in ice cream processor margin mil $ 17.8 16.9 18.0 17.6 17.3
Change in skim milk powder production 000 tonnes 18.0 215 23.2 19.0 14.6
Change in butter/powder processor margin mil $ 17.0 20.6 22.7 189 14.9
Changein ice cream consumption 000 tonnes 9.6 8.8 9.2 8.8 84
Change in consumer expenditure mil $ -15.5 -14.6 -15.5 -15.1 -14.8
Scenario 3: Maintain MSQ, export surplus butter

Change in milk production mil hl 19 23 25 2.0 15
Change in producer revenue mil $ 42.1 50.9 534 40.7 29.7
Changein ice cream production 000 tonnes 0.0 0.0 0.0 0.0 0.0
Change in ice cream processor margin mil $ 0.0 0.0 0.0 0.0 0.0
Change in skim milk powder production 000 tonnes 15.6 18.9 20.5 16.3 121
Change in butter/powder processor margin mil $ 14.7 18.2 201 16.3 12.2
Change in ice cream consumption 000 tonnes 0.0 0.0 0.0 0.0 0.0
Change in consumer expenditure mil $ 0.0 0.0 0.0 0.0 0.0




Table2: Summary of Welfare Effects
Effects are expressed as change from the base scenario
assume milk cost = 32 $/hl

1998 1999 2000 2001 2002
Scenario 1a: Imports of butteroil blend eliminated
consumer surplus mil $ -17.85 -22.66 -23.85 -26.18 -25.74
producer surplus mil $ 6.74 8.24 8.03 11.91 17.37
Net change mil $ -11.12 -14.42 -15.81 -14.26 -8.37
Scenario 1b: Imports of butteroil blend frozen at 1997 levels
consumer surplus mil $ -4.45 -8.67 -9.07 -11.25 -11.12
producer surplus mil $ 1.64 311 3.56 8.67 14.65
Net change mil $ -2.81 -5.56 -5.51 -2.59 3.54
Scenario 2a: Establishing a special milk class to compete with imported butteroil blend
consumer surplus mil $ 85.25 89.76  103.65 113.00 120.00
producer surplus mil $ -86.16 -93.18 -106.32 -112.85 -112.67
Net change mil $ -0.91 -3.42 -2.67 0.15 7.33
Scenario 2b: Establishing a special milk class for butterfat component only
consumer surplus mil $ 44.43 41.75 44.44 43.17 42.28
producer surplus mil $ -50.38 -51.06 -54.71 -52.00 -45.17
Net change mil $ -5.95 -9.31 -10.27 -8.83 -2.88
Scenario 3: Maintain MSQ, export surplus butter
consumer surplus mil $ 0.00 0.00 0.00 0.00 0.00
producer surplus mil $ -18.90 -23.19 -26.63 -23.11 -17.42
Net change mil $ -18.90 -23.19 -26.63 -23.11 -17.42
Notes:

Changesin producer surplus are equivalent to changes in producer net income.

Changesin processor and retailer welfare have not been calculated, but are likely in the same

direction as consumer welfare changes.

Vi



The Impact of Imports of Butteroil/Sugar Blends on the Canadian Dairy
Industry - An Economic Analysis using the FARM Model

Table of Contents

Summary

A. Background

Request for Analysis
Overview of FARM model
Scenario descriptions

Major Assumptions
Description of Base Scenario

agrwNhpE

B. Scenario Results
Scenario l1a
Scenario 1b
Scenario 2a
Scenario 2b
Scenario 3

agrwhpE

C. Sengtivity Anayss

To base blend import level

To milk production costs

To pass through of milk cost savings
To value of butterfat in the blend
Possibilities for further study

agrwNpE

D. Conclusions

References

Appendix 1: Selected FARM model dairy component documentation
Appendix 2: Caculation of maximum blend imports and value of blend
Appendix 3: Welfare Calculations

Vi



List of Tables

Summary of Production and Revenue Effects
Summary of Welfare Effects

Summary of Base Scenario

“Simple Method” calculation of results for Scenario 1a
Scenario la detailed revenue effects

“Simple Method” calculation of results for Scenario 2a
Scenario 2a detailed revenue effects

Scenario 2b detailed revenue effects

Results: Scenario laversus Base

0. Results: Scenario 1b versus base

11. Results. Scenario 2aversus base

12. Results. Scenario 2b versus base

13. Results. Scenario 3 versus base

14. Sensitivity to assumed level of blend imports

15. Sensitivity to assumed milk production costs

16. Sensitivity to pass through of cost savings

17. Sensitivity to higher value of butterfat in the blend

HBOoo~NoO,rwWDE

A1l. Blend import volume and value
A2. Detalled calculations for value of butteroil blend

List of Figures

Comparison of milk prices

Comparison of milk component prices
Domestic requirements Scenario 1a versus base
Domestic requirements Scenario 1b versus base
Domestic requirements Scenario 2a versus base

agrwNhpE

Al. Flow chart representation of FARM dairy component

A2. FARM estimate of butterfat requirements compared to actual requirements
A3. Wholesade and retail price datafor ice cream in FARM

A4. lllustration of welfare calculations

viii



A. BACKGROUND

1. Request for Analysis

On December 17, 1997, the Canadian International Trade Tribunal (CITT) was
directed by the Governor in Council to undertake an inquiry into the importation of dairy
product blends outside the coverage of Canada stariff rate quotas. The CITT has been asked
to report to the Government by July 1, 1998.

On February 12, 1998, the CITT requested that Policy Branch at AAFC provide some
simulation analysis of the issue using existing economic models. This request continues a
practice that the CITT has found useful in other agricultural related investigations. This paper
reports the results of analysis of three main scenarios requested by the CITT.

The first few sections of the paper outline the basic modeling method used, the major
assumptions pertinent to the study, a description of the scenarios to be examined and the base
scenario. Since the results are sometimes complicated to understand, the initial sections are
quite detailed to help give the reader a sound understanding of the issues.

2. Overview of FARM model

FARM is an econometric model used for policy analysisat AAFC. It consists of
model components for grains and oilseeds, red meats, dairy and poultry. The model simulates
production, consumption and trade for major agricultural commodities, and is used to establish
a baseline and alternative scenarios over a future 5-10 year period.

The dairy component of the FARM model has been modified to look at thisissue.
Essentialy the model sums up consumption of dairy products at policy determined prices to
determine milk production quotas. Exports and imports of most dairy products are a policy
choice in the model and affect the production quota level. Surplus production is exported as
butter and skim milk powder. A more complete overview of the dairy model is provided in
Appendix 1.

3. Scenario Descriptions

Base Scenario:

B Butteroil/sugar blends are imported, at 10% tariff, up to alevel constituting 40% of ice
cream butterfat requirements.

B Market sharing quota (MSQ) is determined taking into account the blend imports.

B Target, support and component prices are not affected by the imports, however the mix of
production within price classes affects the overall producer price.

Scenario 1: Restrict imports of the blend. Two options are examined:
(1@ No imports beginning in dairy year 1998/99
(1b) Current (1997) import levels are “grandfathered”, but no further growth



Scenario 2: Price milk inputs to ice cream manufacturers competitively with the dairy
component of import blends using a*“specia class price’, assuming border protection for ice
cream remains. Two variations have been run:

(28) Buitterfat and solids non-fat for ice cream are moved into “ Class 5i”

(2b) Butterfat ispriced at “Class 5i”, solids non-fat is priced at Class 2.

Scenario 3: Maintain M SQ without reductions for imports of butteroil/sugar blends and export
surplus production (equivalent to the dairy component of import blends) at world prices.

4. Main Assumptions

Assumptions key to the results of this analysis are:

Maximum level of blend imports. The base scenario assumes that imports rise gradually to
40% of ice cream butterfat requirements by 2000, as assumed in earlier analyses’. However, it
is possible that imports could be much higher, up to 80% or more of ice cream butterfat
requirements as discussed in Appendix 2. Another issue is the level of ice cream butterfat
requirements. In FARM, ice cream production is defined as the sum of four series (ice cream
mix, milkshake mix, sherbert and ice milk mix) and is assumed to contain 10% butterfat
(Appendix 1). Thisleadsto total ice cream butterfat requirements of about 22,000 tonnes
which is higher than if only ice cream mix were counted. Together, the ice cream production
figure and the assumed maximum percentage which would be supplied by imports determine
blend imports. Sensitivity of the resultsto the level of blend importsis reported in Section C.

Value of Blend Imports. The analysis assumes the blend is priced according to world sugar
prices and the FOB N. Europe price for butter. It also assumes the low cost supplier, New
Zealand, will continue to provide most of the imports at a blend price of about $2.00/kg. Since
thereislittle border protection in sugar, the Canadian price is equivaent to the landed price.
The world price of refined sugar was C$0.50/kg FOB London in 1996, while the estimated
Canadian sugar price was $0.59/kg. The FOB N. Europe butter price was C$2.37/kg in 1996.
If the butterfat portion of the blend is priced similar to thisworld price, then it is worth about
$2.90/kg in 1996, meaning processor savings were about $2.60/kg on the butterfat they
purchased in the blend. Appendix 2 provides details of these calculations.

Milk prices. Severa milk and milk component prices are used in the analysis. Figure 1
compares the target price, the average milk price received by farmers’, international prices for
milk and the over-quota milk price (Class 5e). Note that domestic prices are above
international prices while the over-quota price is below international prices. In Scenario 2a,

" Correspondence from Dairy Farmers of Canada, September 1997.

8 The average price received by milk producers is calculated as farm cash receipts to dairy from Statistics
Canada plus the direct payment, divided by total milk production at 3.6% butterfat.



where domestic ingredients for ice cream are priced to compete with imports, a new special
classis created, priced at international prices.

$/hi

$/kg

Figure 2 compares domestic prices for butter and skim milk powder with international
and Class 5e prices. Of note here is the stable Canadian butter price and increasing solids non-
fat price, the fact that butter and skim milk powder are expected to be about the same pricein
international markets and again, the fact that the over-quota milk is priced lower than world
prices.
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Figure 1: Milk price comparison
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Domestic milk requirements: assume that domestic milk requirements are calculated both in

butterfat and solids non-fat terms and MSQ is set to the greater of the two. Domestic
requirements equal domestic consumption, minus imports, plus small “planned exports’ (e.g.

cheddar cheese to United Kingdom).



Ice cream price effect: the analysis assumes changes in milk costs are completely passed
through to wholesale and retail prices. Thisleads to the maximum effect on consumption. It
also means that processor and retailer unit margins above milk costs are assumed fixed.
Sengitivity of the analysis to this assumption is provided in Section C.

Welfare calculations. Since changes in revenue and expenditure do not capture the full effects
of these scenarios on producers and consumers, net income or “welfare” calculations are made.
For producer welfare this requires an assumption about the marginal cost of milk production
(which is difficult to determine because of the production quotas). $32/hl is assumed for the
main anaysis; Appendix 3 discusses the issue in more detail while Section C looks at the
impacts of assuming other values.

5. Base Scenario: Imports continue up to maximum level

Table 3 summarizes the main variables in the base scenario relevant to this study:

B Target price increases over the base at about 1.5-2% per year, following a cost of
production index.

B Butter support price is constant, while the skim milk powder price increases to cover
increases in the target price as well as decreases in the direct payment..

B Tota milk production dropsin 1998, then remains around 75-76 mil hl. A small increase in
fluid production offsets a small declinein MSQ. Over quota production is assumed to
remain constant.

B Solids non-fat requirements exceed butterfat requirements beginning in 2000.

B Butter exports decline to the year 2000 and then begin to increase after the crossover.
Skim milk powder exports decline rapidly.

B Per capita consumption of ice cream declines slowly over the period.

B Cost of milk ingredients for ice cream is about 91-94 cents per kg. Thisisablend of
domestic and imported butterfat and domestic solids non-fat.

B Butteroil blend imports reach maximum levelsin 2000 and remain there.

B Class 2 component prices follow butter and SMP support prices

B Class 5a-e component prices follow international prices (US and FOB N. Europe)

Crossover Point

Historically, domestic requirements for butterfat were greater than those for solids non-
fat, MSQ was based on butterfat requirements, and the excess solids non-fat was exported as
skim milk powder. However, butterfat requirements have been falling while solids non-fat
requirements have grown. The crossover point is defined as the point when solids non-fat
requirements exceed butterfat requirements. Policy changes since the early 1990’ s (freezing of
the butter support price, price rebates and special (lower priced) classes for some further
processors) have delayed the crossover by stimulating demand for butterfat. 1n the base, the
crossover is projected to occur around the year 2000. At this point, the blend imports begin to
result, not in lower MSQ levels, but in increased butter exports.



Table 3: Summary of Base Scenario

1996 1997 1998 1999 2000 2001 2002
Target Price $/hl 5435 5435 5513 5615 57.00 57.79 5893
Butter support price $/kg 5.32 5.35 5.35 5.35 5.35 5.35 5.35
SMP support price $kg 4.18 4.27 4.39 4.62 4.82 5.03 5.22
Direct payment $/hl 3.80 342 2.66 1.88 1.19 0.38 -
Total milk mil hl 78.2 77.3 76.0 75.7 75.7 76.2 76.8
Fluid milk mil hl 31.7 31.8 320 323 325 32.8 33.0
MSQ mil hl 43.9 42.9 414 40.9 40.5 40.8 41.2
Estimated butterfat requirements mil hl 40.5 41.7 41.4 40.9 40.5 40.3 40.1
Estimated solids non-fat req. mil hl 39.0 39.7 40.0 40.2 40.5 40.8 41.2
Over-quota milk mil hl 2.6 2.6 2.6 2.6 2.6 2.6 2.6
Butter exports 000 t 15.6 20.3 15.6 11.2 114 13.7 16.0
Skim milk powder net exports 000t 28.1 48.6 23.2 17.0 11.2 11.0 10.7
ICE CREAM - Supply & Disposition
Production 000 t 21477 2246 2233 2235 2258 2271 2277
Consumption 000 t 2109 2205 2189 2189 2209 2219 2224
Per capita consumption kg 7.0 7.3 7.2 7.1 7.1 7.0 7.0
Exports 000 t 6.0 6.4 6.8 7.2 7.6 8.0 8.4
Imports 000 t 21 23 24 2.6 2.7 2.8 3.0
Cost of milk ingredients $/kg 0.95 0.92 091 0.93 0.93 0.94 0.96
Wholesale price $/kg 277 274 2.78 2.85 2.89 2.95 3.02
Consumer price $/kg 2.78 2.84 2.94 3.01 3.05 311 3.18
Processor margin ($/kg ice cream) $/kg 1.82 1.82 1.86 1.92 1.96 2.01 2.06
Retail margin $/kg 0.02 0.10 0.16 0.16 0.16 0.16 0.16
Ice cream butterfat requirements 000 t 215 225 22.3 224 22.6 22.7 22.8
Butteroil/sugar blend imports 000t 6.6 10.6 14.0 17.0 184 185 18.6
Bf in blend as % of ice cream requirements 15% 23% 31% 37% 40% 40% 40%
Cost of butterfat in blend $/kg 292 281 2.75 2.63 2.48 243 2.49
Component prices, selected classes, Ontario
Class 2:  butterfat $/kg 5.49 5.49 5.49 5.49 5.49 5.49 5.49
solids non-fat $/kg 4.15 4.15 4.27 4.49 4.69 4.89 5.08
Milk equivalent 5512 5512 5615 5804 5969 6140 63.03
Class 5b: butterfat $/kg 3.65 3.67 3.69 3.56 341 3.29 3.39
solids non-fat $/kg 3.03 2.73 2.76 2.78 271 2.57 251
Milk equivalent 3898 3647 3677 3648 3538 3376 3357
Class 5e: butterfat $/kg 161 154 155 1.49 1.43 1.38 142
solids non-fat $/kg 1.96 1.92 1.93 1.95 1.90 1.80 1.76
Milk equivalent 2253 218 2204 2197 2135 2034 2010
Farm Cash Receipts 3532 3503 3564 3705 3820 3952 4,002
Total Direct Payment 167 147 110 77 48 16 -
Average Milk Price (incl. subsidy) 4729 4723 4836 4993 5112 5205 53.26




B. SCENARIO RESULTS

This section presents results for the five alternative scenarios. All changes reported are
change from the base scenario where imports continue up to a maximum level.. The discussion
refers to the summary Tables 1 and 2 presented above as well asto Tables 9-13 at the end of
this section which give more detailed results for each scenario. Where the impacts do not
change much between different years, the text describes average impacts and where impacts
vary considerably between years, arange of impact is reported.

1. Scenario la: Imports are reduced to zero

In Scenario 1a, blend imports are blocked beginning in dairy year 1998/99. Domestic
butterfat requirements increase accordingly, while solids non-fat requirements are dightly
reduced due to the consumption effect. The crossover point is delayed as shown in Figure 3.

Figure 3: Domestic requirements for butterfat and
solids non-fat: Base versus Scenario la
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MSQ increases by about 2 mil hl or 5-6% which means total milk production increases
by 2-3%. Tota revenuesincrease by $64 mil in the first year, rising to $84 mil in 1999, then
faling to $60 in 2002. Table 3 shows that these estimates are comparable to those cal culated
using a simple method presented by the Dairy Farmers of Canadain an analysis sent to AAFC.
In the simple method, gains to producers from blocking the imports® are calculated as the
butterfat in the imports valued at the Class 2 price for butterfat plus the solids non-fat
associated with the increased milk production valued at the Class 5e export price for solids
non-fat. The FARM mode revenue result is dightly lower than the smple method in initia

® The DFC analysis was in terms of |osses to producers due to the imports while here we are talking gains to
producers from blocking the imports. The results are identical when the same data is used, except for the sign.



years because it includes the consumption effect and it is considerably lower in later years
because of the crossover point.

Table 4: "Simple Method" calculation of gains from blocking imports versus FARM results
imports rise to 40% of ice cream requirements in 2000

1996 1997 1998 1999 2000 2001 2002
Dairy year blend imports 000 t 66 106 140 170 184 185 186
Butterfat equivalent (49%) 000 t 3.2 5.2 6.9 8.3 9.0 9.1 9.1
""Simple method" calculations
Milk equivalent of imports mil hl 0.9 14 19 2.3 25 25 25
butterfat 000 t 3.2 5.2 6.9 8.3 9.0 9.1 9.1
solids non-fat 000 t 77 123 162 197 214 215 216
Class 2 price for butterfat $kg 549 549 549 549 549 549 549
Class 5e price for solids non-fat $/kg 1.96 1.92 1.93 1.95 1.90 1.80 1.76
Estimated revenue gain mil $ 328 520 691 842 903 886 879
FARM calculations
Estimated revenue gain mil $ 643 791 836 708 59.8
Milk production increase mil hl 1.8 2.2 24 1.8 13
Change in total milk to ice cream mil hl -0.1 -0.1 -0.1 -0.2 -0.1

Producer revenue increases are higher before the base period crossover point (2000),
but lower after because there was surplus butterfat after 2000 in the base. When blend imports
are blocked, the change in MSQ islower than it would be if base MSQ were in butterfat.

The average milk price falls by about 1%. Depending on the underlying cost, the
change in producer surplus can be positive or negative. With margina cost of $36/hl or lower,
producer surplusis increased by the scenario. Marginal cost of over $36/hl leadsto adropin
producer surplus. Appendix 3 describes the issues in more detail and Section C provides some
sensitivity analysis related to this assumption

The reduction in average price and potentially negative change in producer surplusis,
at first, surprising. It occurs because the mix of sales between milk classes changes due to the
scenario. Table 5 describes the change in revenue by milk class. The increasein MSQ (1.9 mil
hl in 1998) results in increased butterfat (6.9 kt) sold at class 2 price and additional solids non-
fat (16.2 kt) which is exported and receives the low class 5e price.



Table 5: Changein producer revenue by class: scenario 1a-base

1998 1998 1998 1998 2002 2002 2002 2002
quantity of bf revenue quantity of snf revenue quantity of bf revenue quantity of snf revenue
bf (kt) (mil $) snf (kt) (mil $) bf (kt) (mil $) snf (kt) (mil $)

Class 1A 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class 1B 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class 2 6.86 37.66 0.00 0.00 8.59 47.16 -0.54 -2.77
Class 3A 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class 3B 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class4A 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class 4B 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class 5A 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class 5B 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class5C 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class 5D 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class 5E 0.05 0.08 16.24 31.39 -3.82 -5.43 11.87 20.87
Class 5l 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Changein total quantity 1.9 mil h 1.3 mil hl
Change in total revenue 69 mil $ 60 mil $
Average revenue 36 $/hl 45 $/hl

|ce Cream Processors

|ce cream production declines 2%. Milk ingredient costs increase $0.08 in the first
year rising to $0.12 or about 12% of base milk ingredient costs as the cheaper imports are
replaced by domestic butterfat priced at Class 2. Since the increased milk costs are assumed to
be passed on to consumers, the unit margin remains constant and wholesale prices increase.
The tota revenue over milk cost (the ‘margin’) declines 2% ($7-11 mil) in line with the fall in

production.

Change in revenue over milk costsis given as an indicator of overall change in the
processing sector, but is not a measure of the welfare change to processors. The current
structure of the FARM model, by assuming fixed margin over milk costs, implicitly implies that
the processor (and retailer) welfare change of these scenariosis zero. However, it is expected
that the scenarios will have some impact on processor welfare, and that the change will bein
the same direction as the margin changes, but significantly smaller. A similar result holds for
retailersin this anaysis, however the changes in margins for this sector are not presented.

If changesin milk costs are not fully passed through to consumers, the impacts on
production and processor welfare would be different. Section C looks at a smple sensitivity
test on this. The question of the welfare impact of these scenarios on processors and retailers
is an area where further analysis could be done; if FARM were used it would require some
significant respecification of the model.

Butter/Powder Processors




Skim milk powder production increases substantialy (30-50%) as the industry is once
more in astate of significant skim milk powder surplus. Total revenue over milk cost for
butter/powder processorsis projected to increase a corresponding 30-50% ($20 mil). Aswith
ice cream, unit margins are assumed to remain constant.

|ce Cream Consumers

Asin the processing sector, it is assumed that changes in wholesale prices are
completely passed through by the retail sector to consumers. In this scenario, thisleadsto a
retail ice cream price increase of 3-4%. Consumption falls 2% and total consumer expenditure
on ice cream increases $7-10 mil. Consumers are paying higher prices and consuming lessice
cream and consumer surplusis estimated to fall by $18 mil in the first year, rising to a $26 mil
loss in 2002.

2. Scenario 1b: Imports are fixed at 1996/97 levels

In this scenario, imports are kept at the 1997 level, rather than increasing as in the
base. Theresults are similar in direction to Scenario 1a but substantially smaller in magnitude.
Blend imports are till fairly high, representing 20% of ice cream butterfat requirements.
Figure 4 shows domestic requirements in this case.

Figure 4: Domestic requirements for butterfat and
solids non-fat: Base versus Scenario 1b
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Milk Producers

Total milk production increases 0.5-1 mil hl or 1%. Total producer revenues increase
1% ($30 mil). Average price fallslessthan 1%. Changein producer surplusissmall ininitia
years, rising to +$14 mil in later years.



|ce Cream Processors
Production declines 1%. Total revenue over milk cost declines 1% (-$4 mil).

Butter/Powder Processors
Butter/powder production increases about 17%. Total revenue over milk cost increases
$7 mil.

|ce Cream Consumers
Retail price increases 1-2% . Consumption falls 1%. Total expenditure increases $1-4
mil. Change in consumer surplusisinitialy -$4 mil, rising to -$11 mil in 2002.

3. Scenario 2a: Butterfat and solids non-fat for ice cream are priced at Class 5i

In this scenario, al ice cream milk ingredients are priced at the class 5i price. The
lower priced domestic production is assumed to replace all imports. The price effects at both
the producer and consumer level are fairly large because now al of the solids non-fat and
butterfat going to ice cream are priced at the lower class 5i price (as opposed to 40% of
butterfat requirements being priced at lower pricesin the base). The effect on milk production
is larger than in Scenario 1a due to positive consumption effects. 1ce cream production and
consumption increase in this scenario. Figure 5 shows domestic requirements under scenario
2a.

Figure 5: Domestic requirements for butterfat and
solids non-fat: Base versus Scenario 2a
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Milk Producers

Milk production increases by up to 3.1 mil hl or 3-4%. Total revenues are lower than
in the base by about $9 million in early years, rising to a $45 million loss in later years.
Average price fals 3-4%. Change in producer surplusis roughly -$100 mil.

10



As with scenario 1a, amore direct method of calculating the change in producer

revenue is compared with the FARM results. Table 6 shows that the smple method yields
revenue losses smilar to those from FARM. Again, the main reason for the differencesis that
FARM includes consumption and crossover effects.

Table 6: "Simple Method" calculation of Scenario 2aversus FARM results

1996 1997 1998 1999 2000 2001 2002
Dairy year blend imports 000t a 66 106 140 170 184 185 186
butterfat equiv. 000t b 3.2 5.2 6.9 8.3 9.0 9.1 9.1
as % of ice cream c 15% 23% 31% 37% 40% 40% @ 40%
Simple calculations
Milk equivalent of imports d 0.9 14 19 23 25 25 25
Total butterfat requirementsforicecream 000t e 215 225 22.2 224 226 22.7 22.8
Total solids non-fat " 000t f 225 236 233 235 237 238 239
Lose class 2 price for butterfat on 60% $kg g 5.49 5.49 5.49 549 549 5.49 5.49
Lose class 2 price for solids non-fat $kg h 415 415 427 450 470 490 5.09
Get class 5i price for butterfat on 100% $kg i 291 280 275 263 248 243 249
Get class 5i price for solids non-fat 100%  $/kg | 2.73 2.77 2.79 275 258 243 2.36
Sell excess smp at class 5e k 196 192 193 195 190 180 176
Estimated revenue change mil$ m -14.2 -7.8 -1.3 -19 -119 -244 -309
FARM calculations
Estimate of revenue change mil $ -7.8 -1.3 -74 -289 -446
Milk production change mil hl 24 29 31 2.6 21
Change in total milk to ice cream mil hl 1.0 1.0 1.2 1.3 1.3

Note: "simple method" of estimating change is: m=(1-c)* e* (-g)+c*i+f* (j-h)+(e* 8.52/3.6-f)* k

Table 7 shows that scenario 2aleads to decreased sales of butterfat and solids non-fat
in Class 2, increased sales of butterfat in Class 5i, and increased sales of skim milk powder in

both class 5i and 5e. The change in revenue associated with these increased salesis negative.

Sengitivity analysisin Section C shows that there would be positive revenue on these increased

salesif Class 5i were priced higher.
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Table 7: Change in producer revenue by class: scenario 2a-base

1998 1998 1998 1998 2002 2002 2002 2002
quantity of bf revenue quantity of snf revenue quantity of bf revenue quantity of snf revenue
bf (kt) (mil $) snf (kt) (mil $ bf (kt) (mil $) snf (kt) (mil $

Class 1A 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class 1B 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class 2 -14.70 -80.69 -22.64 -96.67 -12.83 -70.43 -23.03 -116.97
Class 3A 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class 3B 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class4A 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class 4B 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class 5A 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class 5B 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class5C 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class 5D 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class 5E 0.06 0.09 18.76 36.27 -3.82 -5.43 15.66 27.53
Class 5l 23.47 64.50 24.65 68.71 24.30 60.52 2551 60.15
Changein total quantity 2.5 mil hl 2.1 mil hi
Change in total revenue -8 mil $ -45 mil $
Average revenue -3 $/hl -21 $/hl

|ce Cream Processors

Production increases 8-10%. Total revenue over milk cost increases about $40 mil.

Butter/Powder Processors

Again, butter powder processors increase production in this scenario as solids non-fat
is surplus and exported as skim milk powder.

|ce Cream Consumexs

Retail price declines 13% . Consumption rises 10%. Total expenditure declines (30-40
mil). Increase in consumer surplus rises from $85 mil in theinitia year to $120 mil in 2002.

4. Scenario 2b: Butterfat for ice cream priced at Class 5i, solids non-fat priced class 2

In this scenario, all butterfat for ice cream production is priced at class 5i while solids
non-fat is priced at class 2. Again, the lower priced domestic production is assumed to replace
all imports. As expected, the price drop to producersis larger than in Scenario 1a, but less
than 2a. The effect on milk production is similar to 1a, however ice cream production and
consumption both increase in this scenario where they decrease in la.

Milk Producers

Production increases by up to 2.8 mil hl or 3-4%. Tota revenues increase 1% ($30
mil). Average pricefals 2%. Change in producer surplusis roughly -$50 mil.
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Table 8: Change in producer revenue by class: scenario 2b-base

1998 1998 1998 1998 2002 2002 2002 2002
gbf bfrev gsnf snf rev gbf bf rev gsnf snf rev
Class 1A 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class 1B 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class 2 -14.70 -80.69 1.10 4.72 -12.83 -70.43 0.88 4.48
Class 3A 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class 3B 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class4A 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class 4B 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class 5A 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class 5B 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class5C 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class 5D 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Class 5E 0.05 0.08 17.62 34.07 -3.82 -5.43 13.66 24.02
Class 5l 22,61 62.12 0.00 0.00 22.78 56.74 0.00 0.00
Changein total quantity 2.2 mil hl 1.7 mil hi
Change in total revenue 20 mil $ 9 mil $
Average revenue 9 $/hl 6 $/hl

|ce Cream Processors
Production increases 4%. Revenue over milk cost increases $17 mil.

Butter/Powder processors
Production increases 30-50%. Total revenue over milk cost increases $20 mil.

|ce Cream Consumers
Retail price declines 6% . Consumption rises 4%. Tota expenditure declines ($15 mil).
The increase in consumer surplusis roughly $40 mil.

5. Scenario 3: Maintain MSQ, export surplus butter

In scenario 3, imports are maintained, but MSQ is not reduced accordingly. Surplus
milk is processed into butter and powder and exports of both increase substantially.

Milk Producers
Production increases 2 mil hl or 3%. Total revenuesincrease 1% (50 mil). Average
price falls 2%. Change in producer surplusis roughly -$25 mil.

|ce Cream Processors & Consumers: no impact

Butter/Powder processors
Increased production by 40%, total revenue over milk cost increases $18 mil.
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Table9: Results Scenario 1a: Imports of butteroil blend eliminated beginning in 1998/99

1996 1997 1998 1999 2000 2001 2002
Blend imports 000 t bf 3.23 5.19 0.00 0.00 0.00 0.00 0.00
Domestic requirements
butterfat mil hl 40.5 4.7 432 431 429 427 425
solids non-fat mil hl 39.0 39.7 39.9 40.2 40.5 40.8 411
Farm Revenue
Total revenue mil $ 3,532 3,503 3,628 3,785 3,904 4,023 4,152
Direct payment mil $ 167 147 115 81 51 16 -
Total milk production mil hl 78.2 77.3 77.8 78.0 78.0 78.1 78.2
Average price (incl. pmt) $/hl 47.3 47.2 48.1 49.6 50.7 51.7 53.1
Surplus Production
butter exports 000t 15.6 20.3 15.6 111 11.3 11.3 11.3
powder exports 000t 28.1 48.6 394 36.8 324 28.0 235
Processor Returns
Ice cream milk cost $/kg 0.95 0.92 1.00 1.02 1.04 1.06 1.08
Ice cream production 000 t 214.7 224.6 219.4 219.6 220.8 221.7 2225
Ice cream margin mil $ 390.7 409.1 408.9 4215 432.6 444.7 458.2
Skim milk powder productior 000 t 61.9 71.8 70.4 67.9 63.8 59.5 55.3
Butter/powder margin mil $ 58.2 67.6 66.6 65.3 62.5 59.4 56.1
Consumer Expenditure on Ice cream
Ice cream consumption 000t 2109 220.5 2151 215.0 2159 216.5 217.2
Retail price $/kg 2.78 2.84 3.02 3.10 3.16 3.23 3.30
Total expenditure mil $ 587.1 626.5 649.7 666.5 682.4 699.1 716.9
Change from base
1996 1997 1998 1999 2000 2001 2002
Blend imports 000 t bf 0.00 0.00 -6.86 -8.33 -9.03 -9.08 -9.11
0% 0% -100% -100% -100% -100%  -100%
Domestic requirements
butterfat mil hl 0.0 0.0 18 2.2 24 24 24
0% 0% 4.3% 5.3% 5.8% 5.9% 5.9%
solids non-fat mil hl 0.0 0.0 0.0 -0.1 -0.1 -0.1 -0.1
0% 0% 0% 0% 0% 0% 0%
Farm Revenue
Total revenue mil $ - - 64 78 84 71 60
0% 0% 2% 2% 2% 2% 1%
Total milk production mil hl 0.0 0.0 1.8 22 24 1.8 13
0% 0% 2% 3% 3% 2% 2%
Average price (incl. pmt) $/hl 0.00 0.00 -0.23 -0.34 -0.44 -0.31 -0.14
0% 0% 0% -1% -1% -1% 0%
Surplus Production
butter exports 000t 0.00 0.00 0.00 -0.06 -0.10 -2.33 -4.67
0% 0% 0% -1% -1% -17% -29%
powder exports 000t 0.00 0.00 16.16 19.61 21.24 17.04 12.80
0% 0% 70% 114% 190% 155% 119%
Processor Returns
Ice cream milk cost $/kg 0.00 0.00 0.08 0.11 0.11 0.12 0.12
0% 0% 9% 12% 12% 13% 12%
Ice cream production 000 t 0.00 0.00 -3.89 -4.85 -5.01 -5.40 -5.19
0% 0% -2% -2% -2% -2% -2%
Ice cream margin mil $ 0.00 0.00 -7.25 -9.31 -9.82 -10.84 -10.68
0% 0% -2% -2% -2% -2% -2%
Skim milk powder productior 000 t - - 16.2 19.6 21.2 17.0 12.8
0% 0% 30% 41% 50% 40% 30%
Butter/powder margin mil $ 0.00 0.00 15.28 18.85 20.81 16.99 13.00
0% 0% 30% 41% 50% 40% 30%
Consumer Expenditure on Ice cream
Ice cream consumption 000t 0.00 0.00 -3.89 -4.85 -5.01 -5.40 -5.19
0% 0% -2% -2% -2% -2% -2%
Retail price $/kg 0.00 0.00 0.08 0.11 0.11 0.12 0.12
0% 0% 3% 4% 4% 4% 4%
Total expenditure mil $ 0.00 0.00 6.59 8.40 8.84 9.72 9.54

0%

0%

1%

1%

1%

1%

1%
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Table 10: Results Scenario 1b: Imports of butteroil blend frozen at 1997 levels beginning in 199

1996 1997 1998 1999 2000 2001 2002
Blend imports 000t bf 3.23 5.19 5.19 5.19 5.19 5.19 5.19
Domestic requirements
butterfat mil hl 40.5 417 41.8 417 415 41.3 41.2
solids non-fat mil hl 39.0 39.7 40.0 40.2 40.5 40.8 41.2
Farm Revenue
Total revenue mil $ 3,632 3,503 3,580 3,736 3,856 3,977 4,106
Direct payment mil $ 167 147 111 78 49 16 -
Total milk production mil hl 78.2 77.3 76.4 76.6 76.7 76.7 76.8
Average price (incl. pmt) $/hl 47.3 47.2 48.3 49.8 50.9 52.0 53.5
Surplus Production
butter exports 000 t 15.6 20.3 15.6 11.2 11.3 11.3 11.3
powder exports 000t 28.1 48.6 27.1 24.6 20.2 15.8 11.3
Processor Returns
Ice cream milk cost $/'kg 0.95 0.92 0.93 0.95 0.97 0.99 1.01
Ice cream production 000 t 214.7 224.6 2223 222.6 223.9 224.7 2255
Ice cream margin mil $ 390.7 409.1 414.4 427.3 438.7 450.9 464.3
Skim milk powder productior 000 t 61.9 71.8 58.2 55.7 51.6 47.3 431
Butter/powder margin mil $ 58.2 67.6 55.0 535 50.5 47.2 437
Consumer Expenditure on Ice cream
Ice cream consumption 000t 2109 220.5 218.0 218.0 219.0 219.6 220.1
Retail price $/'kg 2.78 2.84 2.96 3.03 3.09 3.16 3.23
Total expenditure mil $ 587.1 626.5 644.7 661.3 676.8 693.5 711.4
Change from base
1996 1997 1998 1999 2000 2001 2002
Blend imports 000 t bf 0.00 0.00 -1.67 -3.14 -3.84 -3.90 -3.92
0% 0% -24% -38% -43% -43% -43%
Domestic requirements
butterfat mil hl 0.0 0.0 0.4 0.8 1.0 1.0 1.0
0% 0% 1% 2% 3% 3% 3%
solids non-fat mil hl 0.0 0.0 0.0 0.0 0.0 0.0 0.0
0% 0% 0% 0% 0% 0% 0%
Farm Revenue
Total revenue mil $ - - 16 29 36 24 14
0% 0% 0% 1% 1% 1% 0%
Total milk production mil hl 0.0 0.0 0.4 0.8 1.0 0.5 0.0
0% 0% 0.6% 1.1% 1.3% 0.6% 0.0%
Average price (incl. pmt) $/hl 0.00 0.00 -0.06 -0.13 -0.19 -0.01 0.20
0% 00% -01% -03% -0.4% 0.0% 0.4%
Surplus Production
butter exports 000t 0.00 0.00 0.00 -0.01 -0.06 -2.29 -4.61
0% 0% 0% 0% 0% -17% -29%
powder exports 000t 0.00 0.00 3.94 7.40 9.04 4.83 0.60
0% 0% 17% 43% 81% 44% 6%
Processor Returns
Ice cream milk cost $/'kg 0.00 0.00 0.02 0.04 0.04 0.05 0.05
0% 0% 2% 4% 4% 5% 5%
Ice cream production 000 t 0.00 0.00 -0.97 -1.85 -1.90 -2.32 -2.23
0% 0% 0% -1% -1% -1% -1%
Ice cream margin mil $ 0.00 0.00 -1.80 -3.55 -3.72 -4.65 -4.60
0% 0% 0% -1% -1% -1% -1%
Skim milk powder productior 000 t 39 7.4 9.0 4.8 0.6
O% O% 7% 15% 21% 11% 1%
Butter/powder margin mil $ 0.00 0.00 3.72 7.11 8.86 4.82 0.61
0% 0% 7% 15% 21% 11% 1%
Consumer Expenditure on Ice cream
Ice cream consumption 000t 0.00 0.00 -0.97 -1.85 -1.90 -2.32 -2.23
0% 0% 0% -1% -1% -1% -1%
Retail price $/'kg 0.00 0.00 0.02 0.04 0.04 0.05 0.05
0% 0% 1% 1% 1% 2% 2%
Total expenditure mil $ 0.00 0.00 1.62 3.17 3.32 412 4,07
0% 0.0% 0.3% 0.5% 0.5% 0.6% 0.6%
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Table 11: Results Scenario 2a: Establishing a special milk class to compete with imported blend

1996 1997 1998 1999 2000 2001 2002
Blend imports 000 t bf 3.23 5.19 0.00 0.00 0.00 0.00 0.00
Domestic requirements
butterfat mil hl 40.5 417 43.8 43.7 43.6 43.5 43.3
solids non-fat mil hl 39.0 39.7 40.2 404 40.8 411 415
Farm Revenue
Total revenue mil $ 3,532 3,503 3,555 3,704 3,813 3,924 4,048
Direct payment mil $ 167 147 116 82 52 17 -
Total milk production mil hl 78.2 77.3 78.4 78.6 78.8 78.9 79.0
Average price (incl. pmt) $/hl 47.3 47.2 46.8 48.2 49.1 50.0 51.3
Surplus Production
butter exports 000t 15.6 20.3 15.6 111 11.3 11.3 11.3
powder exports 000t 28.1 48.6 42.3 40.0 36.0 318 274
Processor Returns
Ice cream milk cost $/kg 0.95 0.92 0.57 0.55 0.52 0.50 0.50
Ice cream production 000 t 214.7 224.6 2415 243.2 247.0 249.8 251.3
Ice cream margin mil $ 390.7 409.1 450.1 466.9 484.1 501.2 517.4
Skim milk powder productior 000 t 61.9 71.8 734 71.1 67.3 63.4 59.2
Butter/powder margin mil $ 58.2 67.6 69.4 68.4 65.9 63.2 60.1
Consumer Expenditure on Ice cream
Ice cream consumption 000t 2109 220.5 237.1 238.6 242.2 2447 245.9
Retail price $/kg 2.78 2.84 2.59 2.63 2.64 2.66 2.72
Total expenditure mil $ 587.1 626.5 614.5 628.0 639.1 652.0 667.9
Change from base
1996 1997 1998 1999 2000 2001 2002
Blend imports 000 t bf 0.00 0.00 -6.86 -8.33 -9.03 -9.08 -9.11
0% 0% -100% -100% -100% -100%  -100%
Domestic requirements
butterfat mil hl 0.0 0.0 24 2.8 31 32 32
0% 0% 6% 7% 8% 8% 8%
solids non-fat mil hl 0.0 0.0 0.2 0.2 0.3 0.3 0.3
0% 0% 1% 1% 1% 1% 1%
Farm Revenue
Total revenue mil $ - - 9) 2 (@) (29) (45)
0% 0% 0% 0% 0% -1% -1%
Total milk production mil hl 0.0 0.0 24 2.8 31 2.6 21
0% 0% 3% 4% 4% 3% 3%
Average price (incl. pmt) $/hl 0.00 0.00 -1.52 -1.76 -2.05 -2.09 -2.00
0% 0% -3% -4% -4% -4% -4%
Surplus Production
butter exports 000t 0.00 0.00 0.00 -0.07 -0.11 -2.35 -4.68
0% 0% 0% -1% -1% -17% -29%
powder exports 000t 0.00 0.00 19.15 2281 24.80 20.85 16.70
0% 0% 83% 133% 222% 190% 155%
Processor Returns
Ice cream milk cost $/kg 0.00 0.00 -0.35 -0.36 -0.41 -0.44 -0.47
0% 0% -38% -40% -44% -47% -48%
Ice cream production 000 t 0.00 0.00 18.20 18.79 21.28 22.75 23.58
0% 0% 8% 8% 9% 10% 10%
Ice cream margin mil $ 0.00 0.00 33.91 36.08 41.69 45.64 48.54
0% 0% 8% 8% 9% 10% 10%
Skim milk powder productior 000 t - - 19.1 22.8 24.8 20.8 16.7
0% 0% 35% 47% 58% 49% 39%
Butter/powder margin mil $ 0.00 0.00 18.10 21.93 24.29 20.79 16.95
0% 0% 35% 47% 58% 49% 39%
Consumer Expenditure on Ice cream
Ice cream consumption 000t 0.00 0.00 18.20 18.79 21.28 22.75 23.58
0% 0% 8% 9% 10% 10% 11%
Retail price $/kg 0.00 0.00 -0.35 -0.36 -0.41 -0.44 -0.47
0% 0% -12% -12% -13% -14% -15%
Total expenditure mil $ 0.00 0.00 -2865 -30.09 -3442 -37.32 -39.50

0%

0%

-4%

-5%

-5%

-5%

-6%
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Table 12: Results Scenario 2b: Establishing a special milk class for butterfat component only

1996 1997 1998 1999 2000 2001 2002

Blend imports 000 t bf 3.23 5.19 0.00 0.00 0.00 0.00 0.00
Domestic requirements

butterfat mil hl 40.5 4.7 435 435 433 431 429
solids non-fat mil hl 39.0 39.7 40.1 40.3 40.7 41.0 41.3
Farm Revenue

Total revenue mil $ 3,632 3,503 3,583 3,737 3,854 3,972 4,102
Direct payment mil $ 167 147 116 82 52 16 -
Total milk production mil hl 78.2 77.3 78.1 78.3 78.4 78.5 78.5
Average price (incl. pmt) $/hl 47.3 47.2 47.3 48.8 49.8 50.8 52.2
Surplus Production

butter exports 000 t 15.6 20.3 15.6 111 11.3 11.3 11.3
powder exports 000 t 28.1 48.6 41.2 38.6 34.4 30.0 254
Processor Returns

Ice cream milk cost $/'kg 0.95 0.92 0.72 0.73 0.74 0.76 0.78
Ice cream production 000 t 214.7 224.6 232.9 233.2 235.0 235.8 236.1
Ice cream margin mil $ 390.7 409.1 434.0 447.8 460.4 473.2 486.2
Skim milk powder productior 000 t 61.9 71.8 722 69.8 65.7 61.5 57.2
Butter/powder margin mil $ 58.2 67.6 68.3 67.1 64.3 61.3 58.0
Consumer Expenditure on Ice cream

Ice cream consumption 000 t 2109 220.5 228.5 228.6 230.1 230.7 230.8
Retail price $/'kg 2.78 2.84 2.75 281 2.86 2.92 3.00
Total expenditure mil $ 587.1 626.5 627.7 643.5 658.0 674.3 692.6

Change from base

1996 1997 1998 1999 2000 2001 2002

Blend imports 000 t bf 0.00 0.00 -6.86 -8.33 -9.03 -9.08 -9.11
0% 0% -100% -100% -100% -100%  -100%
Domestic requirements
butterfat mil hl 0.0 0.0 22 26 28 238 238
0% 0% 5% 6% 7% 7% 7%
solids non-fat mil hl 0.0 0.0 0.1 0.1 0.1 0.1 0.1
0% 0% 0% 0% 0% 0% 0%
Farm Revenue
Total revenue mil $ - - 19 31 34 20 9
0% 0% 1% 1% 1% 0% 0%
Total milk production mil hl 0.0 0.0 2.2 2.6 2.8 2.2 17
0% 0% 3% 3% 4% 3% 2%
Average price (incl. pmt) $/hl 0.00 0.00 -1.03 -1.18 -1.33 -1.22 -1.04
0% 0% -2% -2% -3% -2% -2%
Surplus Production
butter exports 000 t 0.00 0.00 0.00 -0.07 -0.11 -2.34 -4.67
0% 0% 0% -1% -1% -17% -29%
powder exports 000t 0.00 0.00 17.98 21.46 23.17 18.96 14.65
0% 0% 78%  125%  207% 172% 136%
Processor Returns
Ice cream milk cost $/kg 0.00 0.00 -0.19 -0.18 -0.19 -0.18 -0.18
0% 0% -21% -20% -20% -20% -19%
Ice cream production 000 t 0.00 0.00 9.55 8.81 9.21 8.79 8.41
0% 0% 4% 4% 4% 4% 4%
Ice cream margin mil $ 0.00 0.00 17.80 16.92 18.05 17.63 17.31
0% 0% 4% 4% 4% 4% 4%
Skim milk powder productior 000 t - - 18.0 215 232 19.0 14.6
0% 0% 33% 44% 54% 45% 34%
Butter/powder margin mil $ 0.00 0.00 16.99 20.63 22.69 18.90 14.86
0% 0% 33% 44% 54% 45% 34%
Consumer Expenditure on Ice cream
Ice cream consumption 000 t 0.00 0.00 9.55 8.81 9.21 8.79 8.41
0% 0% 4% 4% 4% 4% 4%
Retail price $'kg 0.00 0.00 -0.19 -0.18 -0.19 -0.18 -0.18
0% 0% -6% -6% -6% -6% -6%
Total expenditure mil $ 0.00 0.00 -1546 -1458 -1549 -1507 -14.78
0% 0% -2% -2% -2% -2% -2%
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Table 13: Results Scenario 3: Maintain MSQ, export surplus butter

1996 1997 1998 1999 2000 2001 2002
Blend imports 000 t bf 3.23 5.19 6.86 8.33 9.03 9.08 9.11
Domestic requirements
butterfat mil hl 40.5 417 43.3 43.2 43.0 42.8 42.7
solids non-fat mil hl 39.0 39.7 40.0 40.2 40.5 40.8 41.2
Farm Revenue
Total revenue mil $ 3,632 3,503 3,606 3,757 3,874 3,993 4,122
Direct payment mil $ 167 147 115 81 51 16 -
Total milk production mil hl 78.2 77.3 77.9 78.1 78.2 78.2 78.3
Average price (incl. pmt) $/hl 47.3 47.2 47.8 49.2 50.2 51.3 52.6
Surplus Production
butter exports 000t 15.6 20.3 24.0 21.3 22.3 225 225
powder exports 000t 28.1 48.6 38.8 36.1 317 27.3 22.8
Processor Returns
Ice cream milk cost $/'kg 0.95 0.92 0.91 0.91 0.93 0.94 0.96
Ice cream production 000 t 214.7 224.6 2233 224.4 225.8 227.1 227.7
Ice cream margin mil $ 390.7 409.1 416.2 430.8 442.4 455.5 468.9
Skim milk powder productior 000 t 61.9 71.8 69.8 67.2 63.0 58.8 54.6
Butter/powder margin mil $ 58.2 67.6 66.0 64.6 61.7 58.7 55.4
Consumer Expenditure on Ice cream
Ice cream consumption 000t 2109 220.5 2189 219.8 2209 2219 222.4
Retail price $/'kg 2.78 2.84 294 2.99 3.05 311 3.18
Total expenditure mil $ 587.1 626.5 643.1 658.1 673.5 689.3 707.4
Change from base
1996 1997 1998 1999 2000 2001 2002
Blend imports 000 t bf 0.00 0.00 0.00 0.00 0.00 0.00 0.00
0% 0% 0% 0% 0% 0% 0%
Domestic requirements
butterfat mil hl 0.0 0.0 1.9 23 25 25 25
0% 0% 5% 6% 6% 6% 6%
solids non-fat mil hl 0.0 0.0 0.0 0.0 0.0 0.0 0.0
0% 0% 0% 0% 0% 0% 0%
Farm Revenue
Total revenue mil $ - - 42 51 53 41 30
0% 0% 1% 1% 1% 1% 1%
Total milk production mil hl 0.0 0.0 19 2.3 25 2.0 15
0% 0% 3% 3% 3% 3% 2%
Average price (incl. pmt) $/hl 0.00 0.00 -0.58 -0.77 -0.91 -0.80 -0.62
0% 0% -1% -2% -2% -2% -1%
Surplus Production
butter exports 000t 0.00 0.00 8.41 10.15 10.97 8.87 6.56
0% 0% 54% 91% 96% 65% 41%
powder exports 000t 0.00 0.00 15.60 18.95 20.49 16.32 12.05
0% 0% 67% 110% 183% 148% 112%
Processor Returns
Ice cream milk cost $/'kg 0.00 0.00 0.00 0.00 0.00 0.00 0.00
0% 0% 0% 0% 0% 0% 0%
Ice cream production 000 t 0.00 0.00 0.00 0.00 0.00 0.00 0.00
0% 0% 0% 0% 0% 0% 0%
Ice cream margin mil $ 0.00 0.00 0.00 0.00 0.00 0.00 0.00
0% 0% 0% 0% 0% 0% 0%
Skim milk powder productior 000 t 15.6 18.9 20.5 16.3 12.1
O% O% 29% 39% 48% 38% 28%
Butter/powder margin mil $ 0.00 0.00 14.74 18.21 20.07 16.27 12.23
0% 0% 29% 39% 48% 38% 28%
Consumer Expenditure on Ice cream
Ice cream consumption 000t 0.00 0.00 0.00 0.00 0.00 0.00 0.00
0% 0% 0% 0% 0% 0% 0%
Retail price $/'kg 0.00 0.00 0.00 0.00 0.00 0.00 0.00
0% 0% 0% 0% 0% 0% 0%
Total expenditure mil $ 0.00 0.00 0.00 0.00 0.00 0.00 0.00

0%

0%

0%

0%

0%

0%

0%
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C. SENSITIVITY ANALYSIS

This section looks at the impacts of varying some of the key assumptions relating to:
Base blend import level
Milk production costs
Pass through of milk cost savings
Value of butterfat in the blend

1. Sensitivity of Scenarios 1a and 2ato maximum level of blend imports

In this sensitivity analysis, the base case where imports flow in was adjusted to reflect
higher levels of imports. Then Scenarios 1a and 2a were rerun to see the impacts on
producers, processors and consumers when base imports are more than the 40% level. Table
14 presents the results. In scenario 1a, the effects of blocking the increased imports are
generally as expected. The higher the level of imports, the more gain there is to producers
from blocking them (at $32/hl marginal cost) and the more loss to consumers.

In scenario 2a, the sengitivity analysisimplies that putting milk for ice cream in a special
classisless harmful to producer revenue the higher the potential level of imports. That is, the
welfare losses to producers of the special class option are lower if imports are going to rise to
60 or 80% of ice cream requirements than if they rise to only 40%. For consumers, the gain
from moving to specia classice cream islower the higher the potentia level of imports.
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Table 14: Scenario 1a sengitivity with respect to maximum blend
Figures are change from base due to scenario 1a, under assumption that blends
account for 40%, 60%, and 80% of ice cream butterfat ice cream requirements

1998 1999 2000 2001 2002
Blend Share Butterfat equivalent of blend imports (‘000 tonnes)
40% 6.9 8.3 9.0 9.1 9.1
60% 8.8 11.8 13.7 13.8 13.8
80% 9.8 13.7 18.3 18.6 18.7

Change in milk production (mil hl)

40% 18 22 24 18 13
60% 2.3 2.8 2.3 18 13
80% 2.6 2.8 2.3 18 13

Change in Producer revenue (mil $)

40% 64 78 84 71 60
60% 83 105 101 88 76
80% 92 112 118 104 93

Change in Producer surplus (mil $)

40% 7 8 8 12 17
60% 9 14 26 30 35
80% 10 21 44 48 53

Change in Consumer surplus (mil $)

40% -18 -23 -24 -26 -26
60% -23 -32 -33 -39 -38
80% -26 -37 -38 -52 -51

Change in Ice cream processor revenue (mil $)

40% -7 -9 -10 -11 -11
60% -9 -13 -14 -17 -16
80% -11 -15 -16 -22 -22

Change in butter/powder processor revenue (mil $)
40% 15 19 21 17 13
60% 20 25 21 18 14
80% 22 25 22 18 14




Table 14 (cont): Scenario 2a sensitivity with respect to maximum blend imports
Figures are change from base due to scenario 2a, under assumption that blends
account for 40%, 60%, and 80% of ice cream butterfat ice cream requirements

1998 1999 2000 2001 2002
Blend Share Butterfat equivalent of blend imports (‘000 tonnes)
40% 6.9 8.3 9.0 9.1 9.1
60% 8.8 11.8 13.7 13.8 13.8
80% 9.8 13.7 18.3 18.6 18.7

Change in milk production (mil hl)

40% 24 2.8 31 2.6 21
60% 29 35 31 2.6 21
80% 32 35 31 2.6 21

Change in Producer revenue (mil $)

40% -9 -2 -7 -29 -45
60% 9 25 10 -12 -28
80% 18 31 27 5 -11

Change in Producer surplus (mil $)

40% -86 -93 -106 -113 -113
60% -84 -87 -89 -95 -95
80% -83 -80 -70 =77 =77

Change in Consumer surplus (mil $)

40% 85 90 104 113 120
60% 79 79 92 97 104
80% 76 73 85 81 88

Change in Ice cream processor revenue (mil $)

40% 19 23 25 21 17
60% 32 32 38 40 43
80% 31 30 35 34 37

Change in butter/powder processor revenue (mil $)
40% 18 22 24 21 17
60% 22 28 25 22 18
80% 25 28 26 22 18




2. Senditivity of Scenarios to producer cost assumption in welfare calculations

As discussed, the underlying cost of milk production used in the welfare analyses
affects the producer surplus results. This sensitivity analysis presents producer welfare
calculations under three alternative cost assumptions: $22/hl (the Class 5e price), $32/hl and
$42/hl. The wide range of these assumptions illustrates the uncertainty regarding this variable.
Table 15 presents the results.

Table 15: Scenario 1a and 2a sensitivity with respect to margina cost of milk
Welfare Calculations, Producer Marginal cost = $22/hl

1998 1999 2000 2001 2002
Scenario 1a
consumer surplus -17.85 -22.66 -23.85 -26.18 -25.74
producer surplus 24.71 30.03 31.66 30.36 30.66
Net change 6.86 7.37 7.81 4.18 4.92
Scenario 2a
consumer surplus 85.25 89.76 103.65 113.00 120.00
producer surplus -62.05 -64.82 -75.39 -86.59 -91.38
Net change 23.20 24.94 28.26 26.41 28.61

Welfare Calculations, Producer Marginal cost = $32/hl

1998 1999 2000 2001 2002
Scenario 1a
consumer surplus -17.85 -22.66 -23.85 -26.18 -25.74
producer surplus 6.74 8.24 8.03 11.91 17.37
Net change -11.12 -14.42 -15.81 -14.26 -8.37
Scenario 2a
consumer surplus 85.25 89.76 103.65 113.00 120.00
producer surplus -86.16 -93.18 -106.32 -112.85 -112.67
Net change -0.91 -3.42 -2.67 0.15 7.33

Welfare Calculations, Producer Marginal cost = $42/hl

1998 1999 2000 2001 2002
Scenario 1a
consumer surplus -17.85 -22.66 -23.85 -26.18 -25.74
producer surplus -11.24 -13.55 -15.59 -6.53 4.08
Net change -29.09 -36.21 -39.44 -32.71 -21.67
Scenario 2a
consumer surplus 85.25 89.76 103.65 113.00 120.00
producer surplus -110.27 -121.54 -137.25 -139.12 -133.95
Net change -25.02 -31.78 -33.60 -26.12 -13.96

For both Scenarios 1a and 2a, higher cost of milk production implies lower producer
surplus. Or, in other words, the lower are producer costs of production , the higher are the
gains from blocking imports and the lower are the losses from putting milk for ice cream into a
specid class.
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3. Senditivity of the analysis to the pass through of milk cost changes

Scenario lainvolves an increase in milk costs to processors, while scenario 2ainvolves
adecrease. Some may argue that processors and/or retailers would be more likely to pass on a
milk cost increase than amilk cost decrease. This sensitivity analysis looks at the effects on
scenario 2aif only haf of the milk cost savings gets passed on to consumers. Welfare
calculations are presented in table 16.

Since the retail price does not drop as much as if savings were passed completely
through, consumption does not increase as much. This leadsto asmaller increase in MSQ than
in scenario 2a. Consumer welfare gains are about 50% lower than if costs are passed
completely through and producer welfare losses are dightly higher. This table does not show
processor or retailer welfare, but the gains there would be similar to the change in consumer
surplus between this scenario and scenario 2a (i.e. about $50 mil), but lower because of the
lower production levels. 1.e. inthis case, the gains from the scenario are shared between
consumers and retailers and/or processors.

Table 16: Welfare impacts of Scenario 2awhen only 50% of cost savings are passed on to
consumers

1998 1999 2000 2001 2002

consumer surplus mil $ 40.14 4220 4836 5250 55.62
producer surplus mil $ -85.52 -92.39 -104.98 -111.00 -110.64
Total mil $ -4538 -50.19 -56.62 -5850 -55.03

4. Sensitivity of Scenario 2ato value of butterfat in the blend

As discussed, another method for determining the value of butterfat in the blend
importsis to take the blend import price and subtract the international sugar price. Thisyields
avalue of butterfat of about $3.40/kg instead of $2.90/kg as used in the above analysis. Table
17 presents the impacts of Scenario 2a and 2b, using the higher blend value in the base and for
determining Class 5i prices. While the impact of these scenarios on producer net income is still
negative, the higher 5i price reduces the negative impact considerably.
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Table 17: Sensditivity to higher value of butterfat in blend

Results are change from base when blend butterfat is valued at $3.40 instead of $2.90

1998 1999 2000 2001 2002
Scenario 2a
Change in producer revenue mil $ 79 14.6 85 -13.0 -28.2
consumer surplus mil $ 68.83 75.01 89.07 99.07 105.63
producer surplus mil $ -66.03 -73.32 -87.08 -93.70 -93.03
Net change mil $ 2.80 1.69 1.99 5.37 12.61
Scenario 2b
Change in producer revenue mil $ 35.0 46.7 48.0 33.9 24.1
consumer surplus mil $ 29.88 29.00 32.18 31.81 30.77
producer surplus mil $ -31.64 -32.79 -37.30 -34.93 -27.83
Net change mil $ -1.76 -3.79 -5.12 -3.11 2.94

5. Possihilities for further analysis

Asrequested by the CITT, this paper has examined three main scenarios covering

possible government and/or industry reaction to the increased blend imports. In the course of
the analysis, other possible industry reactions have been identified including:

increasing the skim-off requirement for ice cream processors

general reduction in the target price to increase consumption of all dairy products
increasing the class prices for other commodities to offset losses in ice cream returns when
ice cream is placed in a special class.

moving milk for ice cream to a specia class and removing import protection on ice cream,
thereby allowing Canadian ice cream processors the possibility of being competitive in
world markets and possibly exporting the product.

These scenarios have not been examined in this study. Other areas where this analysis

could be improved are in the modeling and measurement of impacts at the processor and retail
levels, including estimates of historical pass through rates.
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D.

CONCLUSIONS

First general conclusions given the basic assumptions of the analysis are given. Then some of
the conclusions falling out of sengitivity analysis are presented.

The following general conclusions follow from the results presented above:

Scenario laisthe best of those examined from a producer perspective. Scenario 2aleads
to the largest loss in producer surplus.

From an ice cream processor perspective, scenario 2ais preferred since it expandsice
cream production the most.

Butter/powder processors increase production under all scenarios, Scenario 2ais dightly
preferred.

From a consumer perspective, scenario 2ais aso preferred as it increases consumer surplus
the most.

Overall, Scenario 2a appears to have the largest net positive effect (smallest net negative
effect) when all stakeholders are taken into account.

Additiona conclusions arising from sengitivity analysis.

It seems possible that butteroil imports would rise to more than 40% of ice cream butterfat
requirements. Higher potential imports increases the positive effects on milk production if
imports were replaced, but do not necessarily have the same impact on producer net
revenues. Higher potential imports increases the negative effect on consumers and
processors if the imports are blocked. 1n scenarios where a special classfor ice creamis
created, the higher base imports mean the loss to producersis not as great from creating
the special class.

It is difficult to determine the underlying costs of production for a supply managed industry
since they are not observed in the market. Sensitivity analysis on this point shows that the
lower milk producer’s margina costs are, the higher the benefits to them from blocking
imports. Higher marginal costs can lead to scenario 1a having a negative effect on
producer welfare. If milk for ice cream is placed in alower priced specia class, again the
lower the marginal cost of milk production, the higher the benefits (lower the loss) to
producers.

After the industry is past the MSQ crossover, total producer revenue increase from
blocking importsis lower, but the net revenue effect is greater.

Effects on consumption and ice cream processors would be different if milk cost changes
are not passed fully on to consumers. Scenarios 1a and 1b involve an increase in milk costs
to processors while Scenarios 2a and 2b involve a milk cost decrease. If milk cost savings
were not completely passed on in Scenario 2a, consumer welfare increase would be less
while processor or retailer welfare would increase. The overall welfare increase from
scenario 2awould be lowered.
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Appendix 1: FARM model dairy component

This appendix is divided into three components
A. FARM dairy component overview

B. Selected modd validation

C. Selected data series documentation

A. FARM dairy component overview

Figure A1 presents aflow chart for the FARM dairy component. Changes in the target
price for milk are determined using a cost of production formula. Thisin turn determines
changes in the support prices for butter and skim milk powder and in the various class
component prices for milk. Wholesale prices run off milk prices and a margin related to wages
and other variables. Retail prices run off wholesale prices.

Per capita consumption of various dairy products are a function of retail prices and
income. Total consumption is per capita consumption multiplied by population. Total MSQ
and fluid milk production levels are set to equal total consumption, adjusted for skim off and
exports and imports. Production of each dairy product except for butter and powder is set
egual to consumption, adjusted for trade. Butter and powder production and exports are
determined residually by taking total butterfat and solids non-fat supplied and subtracting the
use in al other dairy products.

B. Selected model validation: estimates of butterfat and solids non-fat requirements

Because dairy policy has been changing, it is difficult to provide comprehensive
validation of the latest model structure. This section discusses the model’ s ability to account
for the supply and disposition of milk, and to estimate domestic requirements. The model
estimates Canadian milk requirements by taking total consumption lessimports, multiplied by
average product composition. Prior to 1995/96 dairy year, a4% “export sleeve’ was also
added in. From 1995/96 on, the export sleeve isincorporated in Class 5d.

Figure A2 compares the model estimate of butterfat requirements with the actua level
of requirements as estimated by the CDC for that period. It shows that the model’ s method of
summing up the component demands closely matches the CDC estimate of actua
requirements. MSQ is estimated in advance of the period and so may over or underestimate
true requirements.
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Figure Al: OVERVIEW OF THE DAIRY MODEL
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Figure A2: Domestic requirements for butterfat (mil hl)
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The model also sums up solids non-fat requirements for Canada. Since no historical
series of actual solids non-fat requirements is published, we cannot validate this part. Model
estimates show that solids non-fat requirements are increasing whereas butterfat requirements
have fallen. It isexpected that under current pricing systems, and with continuing blend
imports, solids non-fat requirements will overtake butterfat within the next five years.

C. Selected data documentation

Much of the data in the model has been documented in Cozzarin (1991) and Ewing
(1994). This section describes some of the data pertinent to thisanalysis. All dataison adairy
year basis.

| ce cream production

The FARM model definition of ice cream sums up production of ice cream mix,
milkshake mix, sherbert and ice milk mix (Statistics Canada CANSIM database numbers
D231259, D231311, D231312, and D231314, respectively). Ice cream mix accounts for over
80% of this aggregate. The four components are converted to kg from litresusing 1.1 kg/l,
1.1kg/l, 0.8kg/l and 0.7 kg/I respectively. Theice cream aggregate is assumed to contain 10%
butterfat and 10.5% solids non-fat by weight.

Ice cream: Cost of milk ingredients, wholesale and retail prices and margins

The Competitiveness Analysis Centre Inc., in a 1995 study, 1ce Cream Benchmarking
Study, found that the cost of milk ingredients in Canada ranged from $0.73 to $1.28 per kg of
ice cream, with an average of $0.93 per kg. In FARM, milk ingredients to ice cream are




estimated to cost a bit more: $0.97 in 1996 using a 10% butterfat, 10% solids non-fat formula
and Class 2 milk ingredient prices

Where no direct source of time series data on wholesale prices is available, FARM
computes wholesale prices by taking per unit value of shipments from the Census of
Manufacturer’s data and applying it to a Industrial Product Price Index for the product. For
ice cream, this leads to a wholesale price of $2.77/kg in 1996. The Ice Cream Benchmarking
Study found that the total cost of ice cream processing averaged about $1.84/kg in 1992 which
is much lower than the FARM value of $2.47/kg for that year.

Retail pricesin FARM are calculated in a similar manner to wholesale prices: time
series are constructed using unit values from the Family Food Expenditure Survey and the
consumer price index series for the product in question. For ice cream this leads to aretall
price of $2.78/kg ($4.98/litre) in 1996.

Figure A3 shows the wholesale and retail prices for FARM over time. The data
suggests that the retail margin has shrunk considerably in the last five years. It aso suggests
that there may be some problem in the data series (in particular, given the evidence from the
benchmarking study cited above, it appears that the wholesale price for ice cream may be too
high).

Figure A3: Wholesale and retail ice cream prices in FARM ($/kg)
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This problem should not affect the analysis of the blend issue much, aslong as the
consumer priceis at an appropriate level, since al milk ingredient cost changes are passed
completely through and the only consumption impact is at the consumer level.

Class prices
Specid class prices and volumes are available beginning in 1995/96. Class 1 to 4 prices

are available for Ontario beginning in 1996/97. Ontario prices are used as a proxy for average
Canadian price.
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The FARM dairy variables have been priced using the different class prices of milk as follows:

~P o0 TR

Class 1A - whole milk, low-fat milk

Class 1B - fluid creams

Class 2 - ice cream & yogurt minus exports

Class 3A - speciaty cheese, cottage cheese minus exports minus class 5a
Class 3B - cheddar cheese minus exports

Class 4A - butter, skim milk powder, other dairy products (whey butter, buttermilk
powder, whole milk powder) minus exports minus class 5b minus class 5¢
Class 4B - evaporated milks minus exports

Class 5A - held constant at recent observed levels; subtracted from class 3A
Class 5B - held constant at recent observed levels; subtracted from class 4A
Class 5C - held constant at recent observed levels; subtracted from class 4A
Class 5D - cheese, evaporated milk and other dairy product exports

Class 5E - butter and skim milk powder exports
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Appendix 2: Calculation of maximum volume of butterfat/sugar blend imports and of
unit value for the imports

A. Maximum Volume of Blend Imports

Table Al reports the historical data available on the blend imports. Volumes have
increased and the source of imports switched from the US and EU to New Zealand and
Mexico between 1996 and 1997.

Table A1: Imports of Butteroil/Sugar Blends

year volume (kg) value ($) $/kg

1995 1,348,691 2.33
3,136,236

1996 3,794,293 2.35
8,898,206

1997 8,603,599 2.18
18,762,854

Source of 1996 imports

volume (kg) value ($) $/kg

us 3,129,695 2.36
7,392,769

EU 529,937 2.21
1,171,443

Mexico 115,160 2.57
295,393

NZ 19,500 1.98
38,600

Source of 1997 imports

volume (kg) value ($) $/kg

NZ 4,025,800 2.04
8,223,069

Mexico 2,786,517 2.29
6,393,997

EU 1,376,210 2.26
3,115,008

us 418,073 2.29
956,129

Dairy scientist Professor Doug Goff from University of Guelph suggests that, from a
technical and food quality point of view, blend imports could be used to supply 100% of ice
cream butterfat requirements. However, Ontario has arule requiring that 50% of ice cream
butterfat requirements come from skim-off cream. Since Ontario accounts for about 40% of
the ice cream produced in Canada, this rule means 20% of the butterfat requirements would
not be imported. In addition, most experts indicate that the “super premium brands’ would
not use the blend as an input. These brands accounted for only about 1.1% of the market in
1994 according to Nielsen data purchased by AAFC in 1995, although that share had grown



from 0.5% in 1989. Another factor to consider is that producer owned processing
cooperatives may not purchase the blend; it has been suggested that some cooperatives have
rules explicitly forbidding the use of the blend.

Thus, to alarge extent, the future use of blends depends on the skim-off rule and the
use of blends by cooperatives. There may be pressure from ice cream processors affected by
these rules to allow further use of the blend since they must compete with processors who are
using it. Or, ice cream manufacturing may move to areas or companies not affected by the
rules to gain the cost advantage of the blends. If thiswere true, it implies that, over time, the
magjority of ice cream would be produced using the butterfat sugar blend.

As a starting point, this analysistook existing estimates that blend imports could supply
up to 40% of the butterfat in ice cream. However, since it seems possible that imports could
be significantly higher than this amount, sensitivity analysis examined the implications for
resultsif blend imports were 60% or 80%.

B. Unit cost of the blend and the value of butterfat in the blend

Table A1 above shows that the source of imports switched from the US and EU to
New Zealand and Mexico between 1996 and 1997. The table aso shows that the per unit
value of blends imported from New Zealand is about 20% cheaper than the other sources with
aunit import value of C$2.00 per kg instead of C$2.50. |Ice cream processors have indicated
they are saving $1/kg on the butterfat they buy in the blend.

It is assumed that the value of butterfat in the blend is equivaent to the “world price of
butterfat” (FOB N. Europe butter price, divided by .816), about $2.90/kg in 1997. When the
domestic cost of butterfat is $5.49/kg, this means the savings to processors appear to be about
$2.60/kg butterfat, higher than processorsindicated. This calculation does not allow for
distribution from port to processor which would likely raise the price somewhat. . Note that
using the world prices for sugar and butter lead to an implicit margin on the blend of $0.13/kg
in 1996, rising to $0.27/kg in 1997 and later years. Table A2 details the calculations.

Table A2: Detailed Calculations for value of butteroil blend

1996 1997 1998 1999 2000 2001 2002
Blend import price (from NZ, dairy year) C%/kg 1.98 2.04 2.00 194 1.83 1.79 1.83
World sugar price (FOB London, dairy year) C%/kg 0.50 0.48 0.47 0.49 0.47 0.46 0.45
World butteroil price (FOB N Europe, dairy year) C%/kg 2.92 2.81 2.75 2.63 2.48 2.43 2.49
51% sugar/49% butter blend + 9.5% tariff C%/kg 1.84 1.77 1.74 1.69 1.59 1.56 1.59
implied margin C%/kg 0.13 0.27 0.26 0.25 0.24 0.24 0.24
Savings over class 2 butterfat @ $5.49/kg C$/kg 257 268 274 286 301 306 3.00

Another method for calculating the value of the butterfat in the blend has been
suggested: take the import cost of the blend and subtract the value of the sugar component.
This leads to a higher butterfat value. Using this method, a blend import price of $2.50/kg,
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and aworld sugar price of $0.50/kg implies the value of butterfat in the blend is about
$4.50/kg which is more consistent with the $1/kg savings indicated by processors.

There is some reason to believe that initialy blend suppliers could charge a higher price

for the butterfat, but over time one would expect that international competition to supply the
market would drive down the value to the world butterfat value.
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Appendix 3: Welfare Calculations

Figure A4 presents a simplified economic model of the issues facing the supply
managed industry in thisanalysis. Thisisthe framework used to calculate the consumer and
producer surplus estimates reported in the results.

Figure A4: Simplified model of blend import issue

|ce cream market Other dairy products market
Price Price
Pd A Pd
Pi B
Qd' Qd Qi Quantity Qd  Quantity

In the base case, the main impact of the importsisin the ice cream market where
domestic production is replaced by the imports. Domestic production shifts from Qd to Qd’
while domestic consumption increases from Qd to Qi. Thelevel of importsis Qi-Qd’. The
rest of the dairy sector is not affected in this ssimple case.

The simple case is complicated by a number of factors including:

B imports are of butterfat only

B milk production and the use of milk ingredientsin ice cream is of the joint products,
butterfat and solids non-fat

B components are price differently depending on their use

B Dutterfat and solids non-fat are not used in equally in Canadian dairy - one or the
other isin surplus

B processing and retailing sector are abstracted from in this case

The FARM model analysis provides changesin producer and consumer prices and
guantities due to different scenarios. Using these changes, welfare changes are calculated as
follows:

B The change in consumer welfare due to a scenario is estimated as the change in
price multiplied by the average of the initial and final quantity (Area PdAABPI in
figure A4).

B The changein producer surplusis calculated as the change in total revenue less
marginal cost times change in production ((Qd-Qd’')* Pd -cost* (Qd-Qd') in figure
A4). Where ‘cost’ isthe per unit cost of the additional milk production.
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The cost of additional milk production isa crucia variable in thisanaysis. Under free
market conditions, any additional production would be undertaken only by the lowest-cost
producers if the offered price exceeds their marginal costs of production. There are grounds to
believe that this cost is at or below the over-quota return, since there are some producers who
voluntarily exceed their quotas and produce at that price. However, in the situations examined
here, any additional production is proportionally shared by all producers who hold production
guota. This suggests that the relevant cost is the average marginal cost of all dairy producers.
Thisis certainly higher than the margina costs of the most efficient, but it cannot be directly
observed. The main results reported in table 2 are based on the assumption that this cost is
$32/hl and alternative scenarios with higher and lower costs are reported in Section C.

For processors and retailers, the assumption of complete pass through means that
technically the change in welfare is zero due to different scenarios. However, if cost changes
are not completely passed through, or if margins vary with the level of production or sales,
then processor and/or retailer welfare could be affected by the scenarios.
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