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GAO

United States
General Accounting Office
Washington, D.C. 20548

Resources, Community, and
Economic Development Division

B-252971
December 21, 1993
Congressional Requesters

This report responds to your request that we (1) compare and contrast the U.S, dairy industry’s
export activities with those of other major milk-producing nations, (2} examine opportunities to
develop and expand dairy markets, and (3) identify potential obstacles that the U.S. dairy
industry faces in expanding markets. This report contains matters for congressional
consideration for changing federal policies that would increase marketing incentives.

As arranged with your offices, unless you publicly announce its contents earlier, we plan no
further distribution of this report until 7 days after the date of this letter. At that time, we will
send copies to the appropriate House and Senate Committees and Subcommittees; interested
Members of Congress; the Secretary of Agriculture; the Director, Office of Management and
Budget; and other interested parties. We will make copies available to others on request.

This work was performed under the direction of John W. Harman, Director, Food and
Agriculture Issues, who can be reached at (202) 512-5138 if you or your staffs have any
questions. Major contributors to this report are listed in appendix IV.

J. Dexter Peach
Assistant Comptroller General
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The Honorable E (Kika) de la Garza
Chairman

The Honorable Pat Roberts
Ranking Minority Member
Committee on Agriculture

House of Representatives

The Honaorable Harold L. Volkmer
Chairman

The Honorable Steve Gunderson
Ranking Minority Member
Subcommittee on Livestock
Committee on Agriculture

House of Representatives
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Executive Summary

Purpose

Background

Since 1981, the Congress has taken a number of actions that make the
dairy industry less dependent on federal financial support. As a result, the
government’s costs of purchases under the U.S. dairy program have been
reduced from a high of about $2.7 billion in fiscal year 1983 to about

$395 million in fiscal year 1992. In addition, the outcomes of international
trade agreements may create pressures to promote freer trade, causing the
dairy industry to be more responsive to market forces. In light of this
changing environment, the House Committee on Agriculture and its
Subcommittee on Livestock—both of which are interested in ensuring the
fong-term viability of the dairy industry—requested that Gao (1) compare
and contrast the U.S. dairy industry's export activities with those of other
major milk-producing nations, (2) examine opportunities to develop and

expand markets, and (3) identify potential obstacles the industry faces in
expanding markets.

Federal involvement in the dairy industry began in reaction to unstable
domestic market conditions and low milk prices during the Great
Depression. The objectives of federal dairy policies are to support farmers’
prices and ensure an adequate supply of milk and dairy products. The
major program directed at achieving these objectives is the federal price
support program. Under this program, the Department of Agriculture
(uspA) stands ready to buy, at designated prices, bulk cheese, butter, and
nonfat dry milk that are offered to it for sale. Federal outlays for these
purchases depend on the extent to which milk production exceeds
commercial purchases. Generally, high support prices lead to high milk
production, which leads to surpluses and more government purchases,
assuming a relatively stable commercial demand for dairy products.

Another outlet for excess domestic production is export markets. UsDA has
a number of programs and activities that can assist the industry in
developing export markets. For example, the subsidized Dairy Export
Incentive Program (DEIP) was established, in part, to help U.S. dairy
farmers, processors, manufacturers, and exporters gain access to foreign
markets, especially those in which U.S. products are competing with
subsidized dairy products from the European Community (EC). DEIP, which
cost about $140 million in calendar year 1992, focuses primarily on bulk
sales of cheese, butter, and dry milk. uspa’s Foreign Agricultural Service,
which is responsible for facilitating agricultural trade, including dairy
products, has several methods and programs that are available to heip
industry initiatives o expand the U.S. presence in global markets. Usba’s
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Executive Summary

Results in Brief

market development resources include a network of overseas agricultural
attachés and trade offices.

The dairy industry is not taking full advantage of what could be an
expanding international market for dairy products. Although the United
States is the world’s third largest producer of milk, it plays a relatively
small role in most foreign dairy export markets, exporting only about

1 million out of 68 million milk-equivalent! metric tons of the annual
domestic milk output.

By comparison, New Zealand, which provides little or no subsidies to its
farmers, is a major player in international dairy export markets. It has
developed extensive international marketing expertise and, according to
USDA, exports dairy products equating to almost 4 million out of about

8 million milk-equivalent metric tons of annual milk production. In
contrast, the EC exports about 7 million milk-equivalent metric tons out of
an annual production of 114 million metric tons, but it has relied upon
export subsidies as a major tool for penetrating world markets for bulk
commodities,

According to industry market research studies, the U.S. dairy industry has
opportunities to develop and expand markets. Exports to Mexico and
Pacific Rim countries appear to offer the greatest potential for new market
development and expansion because of the growing economies, current
low dairy consumption levels, and changing diets and eating habits.
Although these studies indicate some opportunity for expanding the
domestic market for high-value dairy products, the domestic market is
generally a mature market and offers only modest potential for expansion.

Industry leaders assert that two major interrelated factors have impeded
the industry’s ability to more effectively expand and compete in global
markets. First, federal dairy policies, particularly the price support
program, encourage the production of dairy products that do not always
meet customers’ requirements, and often the result is that U,S. market
prices exceed world prices.? For example, the 1992 U.S. market price for
cheese was $1.19 per pound, while the world price was $0.81 per pound.
Second, these leaders believe the U.S. dairy industry has placed more

1“Milk equivalent,” as used in this report, is the amount of milk used in making various dairy products
and is measured in terms of the total solids in milk.

*The world price for dairy products represents a simple average of the reported range of prices from
major exporting countries.
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Executive Summary

Principal Findings

emphasis on production than on marketing and has not developed a
marketing mind-set that focuses on global consumers’ preferences.
Instead, it has adapted to the existing federal support environment,
including import restrictions, and emphasized domestic commercial sales
and sales to the federal government under the price support program.

The U.S. Participation in
Export Markets

The U.S. dairy industry ranks third in world production volume behind the
12-nation EC and the former Soviet Union. Most of the U.S. industry’s
marketing efforts are focused domestically; about 98 percent of the
nation’s annual dairy production is consumed in domestic markets. The
remaining 2 percent, or about 1 million milk-equivalent metric tons, moves
into world export markets in the form of butter, cheese, or dry milk, most
of which are subsidized under pElr. However, a recent University of
Wisconsin study points out that market development opportunities are
limited under DEIP because the dominant exporters of U.S. dairy products

under the program are EC firtns with U.S.-based operations and not U.S.
firms.

The U.S. industry’s share of many export markets is small compared with
other countries’ or trading blocs’ share. In 1990, for example, U.S. cheese
exports accounted for only about 18 percent of the Mexican cheese import
market and less than 1 percent of the Japanese cheese import market.
Exports of other dairy products, including ice cream, whey, and lactose,
hold a better position in export markets or have shown marked increases
in recent years. Collectively, export sales of whey, lactose, and related
products increased from $90.3 million in 1990 to $248.9 million in 1992.

By contrast, the dairy industries of some countries, such as New Zealand
and Australia, have developed extensive international marketing expertise
and depend heavily on export markets for their sales. From 1990 to 1992,
for example, dairy exports accounted for as much as 48 percent of New
Zealand’s dairy production and averaged 3.9 million milk-equivalent metric
tons annually. The Ec, whose dairy industries are highly subsidized, is also
a major player in world markets and since 1990 has exported an average of
about 7 million milk-equivalent metric tons, or about 6 percent of its
production annually.
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Executive Summary

Opportunities to Expand
Markets

According to industry market research, the greatest potential for market
expansion exists in international markets where economic development
has led to higher incomes and consumers’ changed preferences for
value-added products. For example, Pacific Rim countries, which have
some of the world's fastest growing economies and populations, have been
shifting their diets from traditional home-prepared foods to Western
consumer-ready foods, including cheese, butter, frozen desserts, and
ready-to-eat foods. Furthermore, these countries are dependent on
imports to satisfy their needs for dairy products. In addition, data on per
capita consumption as an indicator show that a potential exists for
expanded markets for major U.S. dairy products in many countries.
Industry studies also indicate that domestic markets could offer some
modest growth for lowfat products and specialty cheeses.

Obstacles to Expanding
Markets

Recent declines in the support price have provided some incentives for the
U.S. dairy industry to be more responsive to commercial market forces
and less dependent on the federal price support program. These
reductions in the support price are consistent with positions taken by cAo
in reports issued since 1980. However, according to many leading dairy
processors and producers GAO spoke with, two interrelated factors have
impeded the industry’s ability to more effectively expand and compete in
global markets. First, while there is some sentiment among producers for
maintaining high support price levels, leaders of both industry sectors
agree that the price support program results in U.S. prices that very often
exceed world market prices. For example, the December 1992 U.S. market
and support prices for bulk cheddar cheese were $1.19 and $1.11 per
pound, respectively, while the estimated world market price was $0.81 per
pound. The 1992 market and support prices for butter and nonfat dry milk
were similarly above the world market prices. Therefore, even if export
opportunities for bulk dairy products exist, U.S. dairy processors would
have little incentive to sell on the world market without export subsidies.
In addition, federal policies do not encourage the production of products
that are always in greatest demand or meet consumers’ preferences, such
as specialty cheeses.

Second, most of the industry leaders stated the need to change the
mind-set of the dairy industry. Acknowledging that changing this mind-set
is primarily the responsibility of the industry, they noted that the industry
needs to (1) move from a production to a marketing orientation and

(2) develop the expertise to expand export markets for both bulk and
value-added products. These leaders said that federal policies have
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Executive Summary

Matters for
Congressional
Consideration

Agency Comments

influenced the industry’s mind-set to center more on production than on
marketing. Most indicated, however, that UspA could facilitate the
industry’s adjustment to a stronger marketing mind-set by working with
the industry to develop appropriate strategies for changing the industry’s

focus from production to identifying global customers and expanding
markets for dairy products,

GAO believes that the Congress, jointly with the executive branch and the
dairy industry, needs to consider initiating efforts to develop a long-range
dairy policy that better recognizes the importance of dairy exports to the
continued viability of the dairy industry. Steps could include conducting
hearings, gathering additional information on alternatives to overcome
impediments to export development, and analyzing the implications of
those alternatives on the current industry structure. Furthermore, the
Congress should consider directing the Secretary of Agriculture to

facilitate discussions with the dairy industry to help increase its attention
to exploring global markets.

Page 7

In commenting on a draft of this report, uspa agreed with the fundamental
premise that the dairy industry will have to shift away from reliance on the
federal Price Support and Milk Marketing Order programs as
income-enhancing mechanisms and toward greater market orientation to
ensure long-term viability. uspa particularly agrees that exports hold the
greatest potential for expanding the market for U.S. dairy products. Uspa’s
comments and GAO’s evaluation of them are discussed at the end of
chapter 4 and in appendix III.

GAO/RCED-94-19 Dairy Marketing



Contents

Executive Summary 3
Chapter 1 , , 12
Introducti Federal Milk Marketing Order Program 12
ntroauction Federal Milk Price Support Program 13
USDA’s Market Development Activities 15
International Trade Agreements 16
Objectives, Scope, and Methodology 17
Chapter 2 , . o 19
United S I United States Is a Major Milk-Producing Nation 19
nl_te tates Is a U.S. Dairy Industry Has Predominant Share of Domestic Market 21
MEIJ or United States Has Small Share of Many International Dairy 23
Dairy-Producing Markets
Nation but Has Small
Share of Many Export
Markets
Chapter3 International Market Potential gg
. nternational Market Poten
Markets for U.S. Dalry Domestic Market Offers Modest Growth 39
Products Could Be
Expanded
Chapter 4 o _ 42
Ob tacles t Federal Dairy Policies Create Obstacles to Market Expansion 42
stac 'eS O . Industry Needs to Change Its Mind-Set to Global Markets 46
Expanding U.S. Dairy  Conclusions 49
Matters for Congressional Consideration 51
Markets Agency Comments and Our Evaluation 51
Appendixes Appendix I: Legislated and Inflation-Adjusted Milk Price Support 54
Level Per Hundredweight, 1949-33
Appendix II: Federal Dairy Price Support Program Purchases and 56
Dairy Export Incentive Program Bonuses, Fiscal Years 1975-92
Appendix III: Comments From the Department of Agriculture 57
Appendix IV; Major Contributors to This Report 65

Page 8 GAO/RCED-94-19 Dairy Marketing



Contents

Related GAO Products 68
Tables Table 2.1: U.S. Share of Cheese Import Market for Selected 25
Countries, 1990
Table 2.2: U.S. Share of Ice Cream Import Market for Selected 30
Countries, 1990
Table 3.1: Projected Real Gross Domestic Product for Selected 33
Countries
Table 3.2: Estimates of U.S, Market for Selected Domestic 40
Specialty Cheeses, 1992
Figures Figure 1.1: Government’s Net Market Removals, 197592, in Milk 14
Equivalents
Figure 2.1: Milk Production for Selected Countries, 1990-92 20
Figure 2.2: Dairy Exports as a Percentage of Domestic Milk 21
Production for Selected Trading Blocs, 1990-92
Figure 2.3: U.S. Cheese Imports and Exports, 1987-92 23
Figure 2.4: World Cheese Exports for Selected Trading Blocs, 24
1990-92
Figure 2.5: Share of Pacific Rim Cheese Import Market for 26
Selected Countries, 1990
Figure 2.6: Nonfat Dry Milk Exports for Selected Trading Blocs, 28
1990-92
Figure 2.7: Butter Exports for Selected Trading Blocs, 1990-92 29
Figure 3.1: Per Capita Cheese Consumption for Selected 34
Countries, 1990
Figure 3.2: Per Capita Frozen Dairy Dessert Consumption for 35
Selected Countries, 1990
Figure 3.3: Per Capita Nonfat Dry Milk Consumption for Selected 37
Countries, 1990
Figure 3.4: Per Capita Butter Consumption for Selected 38
Countries, 1990
Figure 4.1: U.S. and World Market Prices and U.S. Support Price 44
for Bulk Cheddar Cheese, 1987-92
Figure 4.2: U.S. and World Market Prices and U.S. Support Price 45
for Butter, 1987-92
Figure 4.3: U.S. and World Market Prices and U.S. Support Price 46

for Nonfat Dry Milk, 1987-92

Page 9 GAO/RCED-%4-19 Dairy Marketing



Contents

Abbreviations

CCC
cwt
DEIP
EC
FAS
GAO
GATT
LATS
USDA

Page 10

Commodity Credit Corporation
hundredweight

Dairy Export Incentive Program
European Community

Foreign Agricultural Service

General Accounting Office

General Agreement on Tariffs and Trade
Long-Term Agriculture Trade Strategy
Department of Agriculture

GAO/RCED-94-19 Dairy Marketing



Page 11

GAO/RCED-94-19 Dairy Marketing



Chapter 1

Introduction

Federal Milk
Marketing Order
Program

According to the Department of Agriculture (USDA), dairy products
account for about 13 percent of total cash receipts from all farm
commodities. In 1991, cash receipts from dairy products totaled
$18.1 billion, ranking second only to cattle and calves at $39.6 billion.

Federal involvement in the dairy industry began in reaction to unstable
marketing conditions and low milk prices before and during the Great
Depression. Before the Depression, farmers relied on cooperatives to
secure an acceptable price for their milk. However, during the Depression,
consumers purchased fewer dairy products, and milk production began to
exceed consumption. This situation resulted in lower milk prices for
farmers and contributed to unstable market condifions.

In response to these conditions, the Congress initiated actions intended to
ensure an adequate supply of quality milk, stabilize milk prices, and
improve farmers’ income, More specifically, it created two interrelated
programs—the federal Milk Marketing Order and the Price Support
programs, both of which are administered by uspa. While the Congress has
adjusted these programs periodically, they have remained the
government’s principal means of stabilizing the dairy industry. The
Congress has also implemented import controls to help protect the
domestic market,

UsDA administers a variety of programs and activities to help facilitate
agriculture-related industries, including the dairy industry, to develop
commercial markets both domestically and abroad. These methods and
resources are generally focused on further educating industries on how to
identify and develop markets.

The federal Milk Marketing Order Program, created in 1937 largely in
response to disorderly market conditions, sets acceptable marketing
practices, terms and conditions of milk sales, and milk prices. Marketing
orders apply to grade A milk, which is the only milk eligible for fluid use.
Each order fixes the minimum prices that must be paid by regulated plants
that purchase milk and specifies how these payments are to be distributed
among farmers. Federal orders are administered in areas where dairy
farmers have voted for their adoption. As of May 1993, there were 40
marketing orders representing more than 80 percent of the grade A milk
marketed in the United States.
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Federal Milk Price
Support Program

Chapter 1
Introduction

During World War I, the federal government encouraged farmers to
increase production to ensure an adequate supply of milk. After the war,
demand decreased and prices to farmers dropped. In 1949, the Congress
permanently adopted the price support program it had created during the
war, hoping that this program could preserve the higher milk prices and
farm purchasing power. (Milk price support levels since 1849 are shown in
app. L.)

The Milk Price Support program helps ensure dairy farmers a minimum
price for the milk they produce. Under the program, UsDA, through its
Commodity Credit Corporation (ccc), purchases, at specified prices, all
quantities of nonperishable milk products (butter, cheese, and nonfat dry
milk)! that are offered and that meet USDA’s specifications. Such purchases
reduce excess supplies of dairy products on the commercial market and
help maintain the minimum price received for milk by farmers. In general,
the program’s costs depend on the degree to which milk production
exceeds commercial use. The larger the surplus, the more dairy products
that the federal government purchases. Most of these purchases end up as

an expense, since the government disposes of the inventory mostly
through donations.

In response to relatively high price support levels, farmers began to
produce milk at unprecedented levels in the late 1970s and early 1980s,
increasing production by 26 percent between 1975 and 1988, Because the
market was unable to absorb the additional dairy products, ccc purchases
under the price support program were at all-time highs. During the 1982-83
marketing year, ccc purchased $2.7 billion of dairy products, equivalent to
about 19.2 billion pounds of milk. Figure 1.1 shows the government’s net
market removals of butter, cheese, nonfat dry milk, and evaporated milk
during the marketing years from 1975 through 1992,

'For purposes of this report, we consider butter, cheese, and nonfat dry milk purchased by the CCC to
be bulk dairy commaodities.
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Chapter 1
Introduction

Figure 1.1: Government’'s Net Market Removals, 1975-92, in Milk Equivalents
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Note: "Milk equivalent” is the amount of milk used in making various dairy products measured in

terms of the total solids in milk.

Source: GAO's presentation of USDA's data.

Because of the high production and increasing inventories of
government-owned surplus dairy products, the Congress took actions to
control production and reduce surpluses. These actions included

(1) reducing support prices; (2) paying farmers to reduce their milk sales
under the Milk Diversion Program, which operated from January 1, 1984,
to March 15, 1985; and (3) paying farmers to slaughter or export their
herds and leave dairying for a period of 5 years under the Dairy
Termination Program, which was authorized under the Food Security Act
of 1985. Also, the ongoing Dairy Promotion Program was initiated to
increase consumption of dairy products. The cost of purchases under the
price support program in 1992 was $395 million. (See app. II for historical

program costs.)

In 1980 and again in 1985, we reported that consistent increases in support
prices during the 1970s created incentives for farmers to increase milk
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Chapter 1
Introduction

USDA's Market
Development
Activities

production despite accumulating surpluses. Similarly, in 1988, we reported
that milk marketing orders created incentives for excessive production
because the minimum fluid milk prices under certain orders were high in
relation to the cost of producing milk or of obtaining supplies from
alternative sources. We further reported that these prices also created
regional pricing inequities because they guaranteed producers in some
areas of the country higher prices than producers in other areas, even
though production costs might be the same or less.

In our reports issued in 1985% and 1988,> we concluded that the dairy
diversion and termination efforts to control surpluses were not permanent
solutions. The Milk Diversion Program operated from January 1, 1984, to
March 15, 1985, and was intended to reduce surplus milk supplies and to
help stabilize the supply and demand for dairy products. The Dairy
Termination Program, authorized under the Food Security Act of 1985,
paid farmers participating in the program to slaughter or export their
herds and leave dairying for a period of 5 years. Also, in a 1990 report, we
concluded that a more market-oriented federal dairy policy would provide
a more permanent solution to periodic surpluses and resulting federal
government purchases.

USDA is responsible for carrying out programs designed to help
agriculture-related industries (including the dairy industry) identify and
develop markets for agricultural products. USDA agencies, including the
Agricultural Marketing Service, Extension Service, Agricultural Research
Service, Agricultural Cooperative Service, Economic Research Service,
Foreign Agricultural Service (FAs), and Cooperative State Research
Service, are available to help the private sector achieve its goals.

Of these agencies, FAS has been given the primary responsibility to lead
efforts to facilitate agricultural trade. As a part of these efforts, FAS
developed, with the cooperation of the above agencies and others, USDA's
Long-Term Agriculture Trade Strategy (LATS). The LATS discusses several
methods and programs that are available to facilitate industry initiatives to

expand global markets. The LATS methods for expanding global markets
include the following:

2Pffects and Administration of the 1984 Milk Diversion Program (GAO/RCED-85-126, July 7, 1985).

3Dairy Termination Program: An Estimate of Its Impact and Cost-Effectiveness (GAO/RCED-89-96,
July 6, 1988).
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Introduction

International Trade
Agreements

Encouraging industry cooperators to emphasize priority markets.
Cooperators need to use their limited resources in the most cost-effective
way, especially since these resources are often public funds.

Focusing U.S. policies on both price and nonprice trade barriers. Public
discussions of agricultural trade strategy often dwell almost exclusively on
price-based policies. The problem is real enough, especially for bulk
commuodities, but according to Fas, not enough attention has been given to
other obstacles, such as food safety scares in Asian markets. These issues
pose a particular problem for high-value and consumer-oriented products.
Encouraging a competitive work force. Competitive products are
necessary but not sufficient conditions of prosperity. Competitive people
are essential as well. USDA can seek ways to encourage the development of
an internationally oriented, competitive work force for the 21st Century.
While budget resources will limit how much can be done, USDA can
encourage the development of university curricula and courses centered
on agricultural trade within existing land grant institutions.

Helping exporters acquire and improve competitive skills. USDA can
provide information and training to current and prospective exporters to
help them understand international market needs and compete effectively.
Educating customers to use U.S. products and programs. usba can help
overseas buyers understand the U.S. marketing system and export
programs. Qutreach to customers is especially important in dealing with
developing countries.

The LATs discusses several programs designed to promote trade. They
include the Foreign Market Development Program and the Market
Promotion Program. These programs provide funding for industry efforts
intended to encourage the development, maintenance, and expansion of
commercial export markets for agricultural products. Activities financed
by the programs include market research, consumer promotions, technical
assistance, and trade servicing activities. The FAS network of overseas
trade offices and agricultural attachés is used to carry out these programs.
However, UspA told us that these offices only carry out limited activities in
these areas.

During recent negotiations on the North American Free Trade Agreement
and the General Agreement on Tariffs and Trade (GATT), participants from
nearly all of the major agricultural trading nations expressed a broad
measure of consensus that agricultural policies should be more responsive
to international market signals. Further, there was a broad consensus that
support and protection should be progressively reduced and provided in a
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Objectives, Scope,
and Methodology

less trade-distorting manner. Concerns were focused not just on the trade
barriers (tariffs, duties, safety and health standards, etc.) that countries
use to control trade, but also on the appropriateness of the domestic
policies that underlie their trade measures. Domestic policies have
become increasingly vulnerable to criticism because of their contribution
to budgetary expenditures by taxpayers and costs to consumers.

The Chairman and Ranking Minority Member of the House Committee on
Agriculture, and the Chairman and Ranking Minority Member of the
Subcommittee on Livestock, House Committee on Agriculture, requested
that we identify the issues impeding the development of domestic and
international markets for dairy products. The requesters stated that,
because of budget pressures, a challenge for the 1990s will be to avoid the
temptation of using the dairy price support and federal milk marketing
orders as the sole industry income-enhancing mechanisms and to search
for other viable alternatives, such as expanded markets.

In light of this changing environment and Congress’s interest in assuring
the long-term viability of the dairy industry, we were asked to (1) compare
and contrast the U.S. dairy industry’s milk export activities with those of
other major milk-producing nations, (2) examine opportunities to develop
and expand markets, and (3) identify potential obstacles the industry faces
in expanding markets.

To accomplish our first two objectives, we analyzed market data and
industry studies indicating the performance of the U.S. industry in both
domestic markets and selected international markets. The market data
were obtained from UsDA and industry sources. We reviewed documents
and reports from USDA, various universities, and state government
agencies. In addition, we met with several major U.S. companies that are

currently exporting dairy products to foreign countries to get their views
on the potential for market expansion.

To accomplish our third objective, we interviewed over 40 industry leaders
knowledgeable about dairy product-marketing activities and issues. These
individuals were associated with the dairy industry or were considered by
dairy industry leaders as experts on the dairy industry and the marketing
of dairy products, They were associated with major dairy cooperatives,
colleges and universities, dairy-processing firms, trade associations, and
state governments. They also included officials from such Uspa agencies as
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the Economic Research Service, ras, Agricultural Cooperative Service, and
Agricultural Marketing Service.

To validate the industry’s views, we compared U.S. dairy commodity
market and support prices with world prices. We also obtained
information from USDA on industry participation in export assistance
programs.

We limited our work to identifying obstacles that could be removed or
substantially reduced by dairy policymakers and industry leaders. The
scope of our study did not include an evaluation of other countries’ import
and export policies or other issues affecting U.S. competitiveness, such as
environmental regulatory impacts or labor wage rates.

We were assisted in this study by Dr. Ronald D. Knutson, professor and
extension economist at Texas A&M University, and formerly
Administrator of the Farmer Cooperative Service and Chairperson of the
1972 uspa Milk Pricing Advisory Committee. Dr. Knutson has extensive
experience with dairy marketing and policy matters and has consulted us
on several previous reviews dealing with dairy programs. We also had our
report reviewed by Dr. William Dobson, professor of agricultural
economics at the University of Wisconsin. Dr. Dobson has conducted
substantial research on dairy-marketing issues and the potential for
expanding markets.

We conducted our review between November 1991 and February 1993 in
accordance with generally accepted government auditing standards. We
obtained written agency comments on a draft of this report. A summary of
USDA’s general comments and our evaluation of them are at the end of
chapter 4. A complete set of UsDA’s comments and our evaluation of their
specific comments appear in appendix III.
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Chapter 2

United States Is a Major Dairy-Producing

Nation but Has Small Share of Many Export
Markets

The U.S. dairy industry is the world’s third largest milk producer, ranking
behind only the 12-nation European Community (£C) and the former
Soviet Union. Most of the U.S. industry’'s marketing efforts are focused on
the domestic market. According to USDA’s data, since 1990, about

98 percent of U.S. annual dairy production has been consumed
domestically. The remaining 2 percent, or 1,06 million milk-equivalent
metric tons, moved into world export markets in the form of butter,
cheese, and dry milk.

The U.S. industry’s share of many export markets is small compared with
other countries’. In 1990, for example, U.S. cheese exports accounted for
about 18 percent of the Mexican cheese import market and less than

1 percent of the Japanese cheese import market. Exports of other dairy
products, including ice cream, whey, and lactose, hold a better position in
export markets or have shown marked increases in recent years.

The dairy industries of some countries, such as New Zealand and
Australia, have developed extensive international marketing expertise and
depend heavily on world export markets for their sales. From 1990 to
1992, for example, dairy exports accounted for at least 48 percent of New
Zealand's dairy production and averaged about 3.9 million milk-equivalent
metric tons annually. The Ec, whose dairy industries are highly subsidized,
is also a major player in world markets, exporting an average of 7.2 million

milk-equivalent metric tons of manufactured dairy products per year since
1990.

United Stat esls a Figure 2.1 shows that, from 1990 to 1992, U.S. milk production averaged

. i . about 68 million metric tons annually compared with the Ec’s 114 miilion
Major Milk-Producing  metric tons and the former Soviet Union’s 99 million metric tons.
Nation
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Chapter 2

United States Is a Major Dairy-Producing
Nation but Has Small Share of Many Export
Markets

|
Figure 2.1: Milk Production for Selected Countries, 1990-92

Metric tons in thousands
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2.Data for 1392 are preliminary.

Source: GAQO's analysis of USDA'’s data.

Figure 2.1 also shows that U.S. milk production far surpasses the milk
output of either New Zealand or Australia—two large exporters on the
international dairy scene.
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U.S. Dairy Industry
Has Predominant

Share of Domestic
Market

Nearly all U.S. domestic dairy consurption is supplied by the U.S. dairy
industry in the form of various processed and manufactured products. In
part, this occurs because of restrictions on imported dairy products.
Because U.S. milk production is consumed domestically, little milk
production moves into export markets. Figure 2.2 shows that, on a
milk-equivalent basis, exports of butter, cheese, nonfat dry milk, and other
dairy products accounted for about 2 percent annually—or 1.06 million
milk-equivalent metric tons—of U.S. milk output from 1990 to 1992.

Figure 2.2: Dairy Exports as a
Percentage of Domestic Milk
Production for Selected Trading Blocs,
1990-92
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2.For presentation purposes, Western Europe comprises the non-EC countries of Austria, Finland,

Norway, Sweden, and Switzerland.

Source: GAQ's analysis of USDA's data.
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As figure 2.2 shows, during the same period, New Zealand and Australia
exported large amounts of their domestic dairy production. According to
data from Fas, from 1990 to 1992, New Zealand annually exported an
average of about 3.9 million milk-equivalent metric tons of dairy products,
or 48 percent of its total milk production. However, researchers and
industry studies indicate that New Zealand's exports may be significantly
higher—as much as 75 percent or more of production. Similarly,
Australia’s dairy exports averaged 24 percent of annual milk production,
or 1.6 million milk-equivalent metric tons. EC exports have averaged

6 percent of annual milk production, or 7.2 million milk-equivalent metric
tons, between 1990 and 1992.

Since 1990, U.S. milk production has provided 98 percent of the nation's
dairy needs; fluid milk consumption has comprised about 40 percent of
total use. Imports accounted for the remaining 2 percent of domestic
needs. Cheese imports, particularly high-value specialty cheeses, made up
a large share of this unmet need. Specialty cheeses comprise about

75 percent of U.S. cheese imports. Figure 2.3 shows that, since 1987,
cheese imports have moved in a narrow range of about 115,000 to 135,000
actual product metric tons annually (instead of milk equivalent}, reflective
of section 22 import quotas.!

1Section 22 of the Agricultural Adjustment Act of 1933, as amended (7 U.S.C. 624), provides for the
imposition of fees or quantitative restrictions (quotas) on imports to prevent interference with USDA’s
domestic commodity programs, such as the federal dairy price support program. These quotas cover
most manufactured dairy products.
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Figure 2.3: U.S. Cheese imports and
Exports, 1987-92
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Source: GAQ's analysis of USDA's data.

The Ec is the largest foreign supplier of dairy products, including cheese,
to the United States. Many of these cheeses are specialty cheeses not
produced in the United States or produced in limited quantities.

The United States’ presence in world export markets for cheese, nonfat
dry milk, and butter products is small, and exports of ice cream are only
slightly better. Similarly, exports of dairy by-products, such as whey and
lactose, are small but have shown some increase in recent years.

Cheese

Figure 2.4 shows that the United States moves small amounts of cheese
abroad compared with New Zealand, Australia, and the European
Community. From 1990 to 1992, U.S. exports of cheese averaged about
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10,000 metric tons annually, while New Zealand, Australia, and EC cheese
exports averaged about 97,000, 60,000, and 460,000 metric tons,
respectively. During the same years, exports from the Western Europe,
non-Ec countries of Austria, Finland, Norway, Sweden, and Switzerland
collectively averaged 142,000 metric tons.

Figure 2.4: World Cheese Exports for
Selected Trading Blocs, 1990-92
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2 For presentation purposes, Western Europe comprises the non-EC countries of Austria, Finland,
Norway, Sweden, and Switzerland.

Source: GAC's analysis of USDA's data.

According to industry studies, much of the difference in cheese export
volume between the United States and its European counterparts is
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attributed to the foreign markets’ perception of the high quality of
European cheeses. Table 2.1 shows that Mexico and Japan were among
the largest importers of U.S. cheese in 1990. More importantly, however,
table 2.1 shows that the U.S. share of the cheese import market of many
countries is small. In 1990, for example, the United States accounted for
about 18 percent of the total cheese imports entering neighboring Mexico
and less than 1 percent of the cheese imports entering Japan's

108,000-metric-ton market.

Table 2.1: U.S. Share of Cheese import
Market for Selected Countries, 1990

Metric tons

Percentage of
Country Imports from U.S. Total imports U.S. share
Hong Keng 115 4,002 29
Indonesia 284 2,286 12.4
Japan 890 107,890 0.8
Malaysia 3 1,192 0.3
Mexico 1,827 10,357 178
Philippines 80 8,609 09
Singapore 266 3,327 8.0
South Korea 103 123 83.7
Taiwan 55 1,934 2.8
Thailand 1 878 0.1

Source: National Dairy Board.

Figure 2.5 shows that Australia and New Zealand have a dominant share of
the Pacific Rim cheese import market. In 1990, Australia and New Zealand
controlled 54 percent and 25 percent, respectively, of the Pacific Rim
cheese market, while the United States had only 4 percent.
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Figure 2.5: Share of Pacific Rim
Cheese Import Market for Selected
Countries, 1990

Europe and Other Countries
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United States
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Notes:

1.For presentation purposes, the Pacific Rim includes Brunei, Hong Kong, Indonesia, Malaysia,
Republic of the Philippines, Singapore, South Korea, Taiwan, and Thailand.

2.Includes 1987 or 1983 cheese imports for some Pacific Rim countries for which 1990 data were
not available.

Source: National Dairy Board.

A number of factors help Australia and New Zealand compete well in
Pacific Rim dairy markets. Both countries enjoy low-cost, pasture-based ,
dairy industries; both incur relatively low transportation costs because of x
their close proximity to Pacific Rim countries; and neither provides its '
dairy farmers with significant subsidies, thereby allowing them to compete
rather effectively in world markets. Australian and New Zealand cheese
suppliers also have developed an understanding of the Pacific Rim market
and have accomplished considerable education of consumers about their
products’ attributes and characteristics. !

The New Zealand Dairy Board has helped its milk producers and
cooperatively owned dairy-product manufacturing companies to compete
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in world markets. The Board, New Zealand’s single exporting arm, is a
multinational dairy product and food-marketing firm with subsidiary and
associated companies in as many as 256 countries, including the United
States. This direct access to markets provides smooth export channels and

allows New Zealand to partially overcome dairy import quotas and tariffs
of other countries.

Nonfat Dry Milk and Butter

Similar to cheese exports, U.S. shipments of nonfat dry milk and butter are
small compared with those of other countries. Figure 2.6 shows that New
Zealand, Australia, and the Ec are the major exporters of nonfat dry milk.

Figure 2.7 shows that New Zealand and the EC are major exporters of
butter.
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Figure 2.6: Nonfat Dry Milk Exports for
Selected Trading Blocs, 1990-92
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Source: GAQ's analysis of USDA’s data.

Page 28

Australia

European Western Europe
Community

GAO/RCED-84-19 Dairy Marketing



Chapter 2
United States Is a Major Dairy-Producing

Nation but Has Small Share of Many Export
Markets

Figure 2.7: Butter Exports for Selected
Trading Blocs, 1990-92
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Source: GAQ's analysis of USDA's data.

The EC’s high level of butter and nonfat dry milk exports has been largely
driven by the need to dispose of government-accumulated stocks, and
most of its bulk commodity nonfat dry milk and butter exports over the
past decade have been highly subsidized. To combat the EC's trade
practices of highly subsidizing its exports, in recent years, USDA has offered
bonuses to U.S. exporters of nonfat dry milk, butter, and other dairy
products under the Dairy Export Incentive Program (DEIP). By paying cash
bonuses to exporters, our products are more competitive in foreign
markets because foreign countries are able to purchase U.S. dairy
products for less than they could in the absence of these bonuses. DEIP
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subsidies have helped propel the increase in nonfat dry milk and butter
exports that occurred from 1990 to 1992. In calendar year 1992, 73 percent
of all U.S. dairy exports were subsidized under DEIP, and DEIP subsidies
totaled $140 million in that year. However, a University of Wisconsin study
concludes that market development opportunities are being missed under
DEIP because the dominant exporters of U.S. dairy products under DEIP are
EC firms and not U.S. firms,

According to UsDA and some industry experts, DEIP cannot be expected to
build permanent, long-term markets for dairy products. As long as U.S.
dairy product prices are supported above world market prices, these
leaders pointed out that DEIP export subsidies, or their equivalent, will be a
necessary condition for exports in order for U.S. dairy products to be price
competitive,

Ice Cream

The U.S position in foreign ice cream markets is better than the U.S.
position in cheese, nonfat dry milk, and butter markets. U.S. ice cream has
a very high taste appeal, which is believed to contribute to its better
performance in the international market. Table 2.2 shows that the United
States is a dominant player in ice cream import markets among the
industrialized countries of Taiwan, Japan, and Mexico. In other countries,
such as Malaysia and Singapore, the United States has only a minimal
presence.

Table 2.2: U.S. Share of lce Cream
Import Market for Selected Countries,
1990

Tons are in metric tons

Percentage of

Country Imports from U.S, Total imports U.S. share
Hong Kong 882 2,459 359
Japan 1,515 2,975 50.9
Malaysia 24 1,821 1.3
Mexico 1,561 3,535 44.2
Singapore 194 2,137 9.1
Taiwan 242 387 625

Source: Nationa!l Dairy Board.

Other Products

The United States also exports whey, lactose, and various other dairy
products. Although some are by-products of primary products and do not
represent large exports, they have recently shown increases. Collectively,
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export sales of whey, lactose, and related products amounted to
$90.3 million in 1990, $186.8 million in 1991, and $248.9 million in 1992.
These are products that the United States does not purchase under the

price support program and apparently are price competitive in world
markets.
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International Market
Potential

According to industry research studies, the potential exists for expanding
markets for U.S, dairy products. The best opportunity for the U.S. dairy
industry appears to be in international markets. In many export markets,
including those of Pacific Rim countries, economic growth, low dairy
consumption levels, and consumers’ increased preferences for
Western-style, consumer-ready foods have led to expanded value-added
markets. In value-added markets, consumers’ preferences tend to be more
important relative to price than to bulk commodity markets. Bulk
commoadities are large units of a product, such as 600-pound blocks of
cheese, Value-added products are more differentiated and more consumer
ready. These studies used projected economic growth and data on per
capita consumption as indicators for determining if dairy markets could be
expanded in particular countries.

Although industry research studies indicate some opportunity for
expanding domestic markets, the domestic market is generally a mature
dairy market and probably offers only modest potential for expansion.
Lowfat dairy products, specialty cheeses, processed foods, and other
value-added dairy products seem to offer the best potential to expand
domestic markets.

The greatest potential for market expansion of U.S. dairy products exists
on the international market. Projections of economic growth, changes
toward Western-style diets, and data on per capita consumption suggest
opportunities for market expansion in many foreign countries and
particularly in Mexico and the Pacific Rim countries. Both value-added
and bulk dairy products have potential for expansion in these markets.

Growing Economies
Abroad Signal
Opportunities for
Expanding U.S. Dairy
Exports

Projected economic growth data indicate potential dairy market
expansion opportunities in Brazil, Mexico, Eastern Europe, and the Pacific
Rim countries, including Japan, South Korea, and Taiwan, as shown in
table 3.1,
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Table 3.1: Projected Real Gross . |

Domestic Product for Selected Percentage increase {decrease) from previous year

Countries 1997-2001
Country 1993 1994 1995 1996 average
Australia 25 2.8 2.1 2.2 2.0
Brazil 4.1 55 5.5 46 46
Canada 4.7 4.2 4.2 34 34
Eastern Europe 1.9 30 3.3 36 3.4
EC-12 29 26 2.5 22 2.1
Mexico 52 6.3 54 58 4.4
Former USSR (1.1) 3.2 2.4 41 38
United States 3.2 341 35 3.4 28
China 6.8 6.4 6.4 6.4 6.4
india 55 53 53 5.2 52
Indonesia 7.2 7.4 7.4 75 7.5
Japan 46 48 49 4.6 4.2
South Korea 8.2 8.7 8.8 7.3 7.9
Taiwan 7.4 7.4 7.2 6.2 6.6
Thailand 8.0 8.0 8.0 8.1 8.0

Source: 1992 World Agricultural Qutlook, Food and Agricultural Policy Research institute, Staff
Report No. 2-92, June 1992,

With incomes increasing throughout developed and developing countries
of the world, and with a higher proportion of women working outside of
the home, market research data indicate that the best opportunity for
exports perhaps exists in differentiated, value-added exports in which
dairy products are a significant component of prepared foods.

Consumption Data Also
Signal Opportunities for
Expanding U.S. Dairy
Markets

Cheese Per capita consumption data indicate that potential for expanding cheese
markets exists in countries such as Japan, Mexico, and Taiwan.
Traditionally, these markets have been dominated by the Ec, New Zealand,
and Australia, but the U.S. dairy industry could possibly increase its share
in these markets because they have expanding economies and consumers’
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preferences are shifting from traditional foods to more consumer-ready
Western foods, including cheese. Figure 3.1 shows per capita consumption
data for Brazil, Mexico, and a few Pacific Rim countries compared with
some major cheese markets (United States, Finland, and France).

Figure 3.1: Per Capita Cheese
Consumption for Selected Countries,
1890

Pounds

’ U
United  Brazil Finland France Japan Mexico Scouth Taiwan
States Korea

Source: GAQO's analysis of data from USDA and the National Dairy Board.

As shown previously in figure 2.5, the United States provided only

4 percent of the cheese imported into the Pacific Rim in 1990, and the
National Dairy Board and the Wisconsin Milk Marketing Board consider
this area of the world as a potential market for domestic cheese. As shown
previously in table 2.1, Hong Kong imported only about 3 percent of its
cheese from the United States in 1990. According to National Dairy Board
data, Hong Kong may be attractive because its open port status eliminates
tariffs and reduces other administrative barriers to imports. Furthermore,
Hong Kong is receptive to Western foods and is considered a trendsetter
among some Asian nations,
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Frozen Dairy Desserts

Although Japanese consumers view European cheese as high quality
cheese, they are not always aware of the attributes of U.S. cheese and at
times do not perceive it as high quality cheese. According to industry
documents, U.S. manufacturers have an opportunity through trade shows
and consuiner education to sell cheese in Japan. This is particularly true,
since the Japanese have an increasing interest in American ready-to-eat
foods and have the ability to pay for these products.

U.S. cheesemakers enjoy a greater market share in South Korea, where
they supplied about 84 percent of South Korea's imported cheese in 1990.
Some potential may exist in South Korea for additional consumption of
cheeses if that country’s gross domestic product continues to increase.

As shown in figure 3.2, opportunities may exist for increased U.S. exports
of ice cream in some markets.

Figure 3.2: Per Capita Frozen Dairy
Dessert Consumption for Selected
Countries, 1990
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Note: includes 1987 or 1989 frozen dairy dessert consumption for some countries for which 1990
data were not available.

Source: GAQ's presentation of the National Bairy Board's data.
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Nonfat Dry Milk

Frozen desserts are value-added products; therefore, consumers’
preferences tend to be more important than they normally are with bulk
commodities, and the price of these products tends to play a lesser role.
U.S.-made ice cream, unlike other U.S. dairy products, has a strong image
in the international marketplace, and several domestic ice cream makers
export premjum ice cream to France and Japan. This strong image is
believed to exist because U.S. ice cream is made from butterfat, which has
had positive taste appeal.

According to industry market research studies, consumption of ice cream
has a positive correlation with income levels. Consequenitly, Pacific Rim
countries, including Japan, South Korea, and Taiwan, may be attractive
markets for U.S. ice cream makers because of their expanding economies
and consumers’ changing preferences for Western foods.

As the economies of Mexico, Japan, and Brazil continue to grow, it is
likely that their per capita consumption of nonfat dairy milk will continue
to grow, thus offering an opportunity for the U.S. dairy industry to supply
that demand. Consumption of U.S,-produced nonfat dry milk could also be
encouraged through additional exports of processed foods containing
nonfat dry milk, according to market research. Figure 3.3 shows the per
capita consumption of nonfat dry milk in eight countries in 1990.
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Figure 3.3: Per Capita Nonfat Dry Milk |
Consumption for Selected Countries, 20 Pounds
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Source: GAD's analysis of USDA's data.
Butter

Butter is a bulk commodity; therefore, price plays a significant partin a
country's purchasing decision to buy butter. Because of federal dairy price
supports, U.S. bulk butter is generally priced above world prices.
Therefore, bulk butter may have little potential for growth in international
markets without pricing policy changes. This pricing competitiveness
issue is discussed further in chapter 4. Figure 3.4 compares the per capita
consurmption of butter for eight countries in 1990.
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Figure 3.4: Per Capita Butter
Consumption for Selected Countries,
1990
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Source: GAO's analysis of USDA’s data.

Butter is largely used for cooking and must compete with oils made from a
variety of plants and animals throughout the world. These oils are
generally less expensive than butter manufactured in the United States.
Butter, unlike other cooking oils, needs refrigeration, which in many areas
of the world is in short supply. Some countries have increased their butter
exports by processing their butter into butter oil, which survives for some
time without refrigeration. U.S. domestic manufacturers produce relatively
little butter oil and therefore may not have taken advantage of potential
butterfat markets.

The perishability of fluid milk naturally leads to its use in manufactured
dairy products that spoil less quickly than milk itself. However, industry
research shows that the U.S. dairy industry is also beginning to realize the
potential for expanded exports of {fluid milk to Mexico. Exports of fluid
milk to Mexico are occurring in both bulk raw-—tankers filled with milk
directly from the farm—and finished bottle form. The potential benefits to
the dairy industry from freer trade with Mexico were the subject of
considerable speculation when the North American Free Trade Agreement
was being debated.
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Domestic Market
Offers Modest Growth

Industry market research studies indicate that only modest growth of dairy
products is likely in domestic markets because the domestic dairy market
generally has been saturated, as indicated by the amount of government
purchases over the years. Consumption data indicate that the demand for
lowfat and specialty cheeses has increased but consumption of these
products may be causing some of the decrease in the consumption of
other, higher fat content cheeses. Processed foods may offer opportunities
for milk fat, nonfat dry milk, and other milk components.

Market Expansion
Opportunities Exist for
Some Types of Cheeses

Although domestic cheesemakers manufacture several varieties of
cheeses, domestic consumers have been heavily dependent on the Ec for
specialty cheeses generally not produced in this country. Specialty
cheeses are perceived to be high in quality, which is generally reflected in
prices consumers pay for such products. Traditionally, domestic
cheesemakers have concentrated on a few higher-volume cheese types,
including cheddar, American, and Italian-type cheeses, which are
frequently added to other foods such as pizza and lasagna. Specialty
cheeses are usually consumed by themselves or with other foods in which
they do not lose their identity.

But the domestic market for many “niche” specialty cheeses is growing
rapidly and provides an opportunity for the U.S. dairy industry to increase
sales. For example, as shown in table 3.2, growth in domestic market
demand for Hispanic, Romano, Feta, Havarti, and Gorgonzola cheeses is
estimated to be in excess of 10 percent per year. Larger markets for
Parmesan and string cheese also show above-average growth potential.
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Table 3.2: Estimates of U.S. Market for
Selected Domestic Specialty Cheeses,
1992

|
Market size in thousands of pounds

Percentage of yearly

Domestic variety Market size growth rate
Parmesan 102,000 8
String 70,000 6
Specialty jack 34,000 5
Hispanic 33,000 14
Aged provolone 30,600 5
Romano 28,000 14
Feta 28,000 12
Brie/fCamembert 5,000 10
Havarti 3,000 11
Gorgonzola 500 12
Specialty ricotta 212 7

Source: University of Wisconsin Dairy Pipeline, Vol. 4, No. 4, Dec. 1992,

The University of Wisconsin, working with the Wisconsin Milk Marketing
Board, developed Havarti cheese, which had been largely imported from
Denmark. Wisconsin Havarti has been attractive to some cheesemakers
because its manufacturing process is similar to that of cheddar and other
hard cheeses traditionally produced in this country. Several Wisconsin
cheesemakers have produced and marketed Havarti with some success,
generating some interest in producing additional specialty cheeses.

American consumers concerned about the amount of fat in their diets have
shown interest in purchasing lowfat cheeses, but while cheesemakers have
been successful in removing milk fat from cheese, they have not been as
successful in preserving taste, which is somewhat dependent on the
amount of milk fat. According to a University of Wisconsin researcher,
cheese sales could be improved if tasty lowfat cheeses could be developed
and marketed. Some cheesemakers are attempting to replace fat with
processed whey in their cheeses in an attempt to satisfy market demands
for taste and lowfat products.

Milk Components in
Processed Foods Offer the
Potential for Increased
Domestic Demand

Additional milk components could be used in processed foods. Raw milk
contains several types of fats, proteins, and sugars that are extracted from
milk and used in a variety of processed products. Traditionally, cheese,
nonfat dry milk, and butter have been used in a variety of processed foods.
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Cheese is used in pizza and other Italian-type prepared foods, and nonfat
dry milk is used in a variety of baked goods, candies, and flavored drinks;
other milk components are also beginning to appear in processed foods.

Lactose, or milk sugar, is used in baby formula, a variety of candies, and
flavored drinks. Whey, a byproduct of cheesemaking, is used in processed
food and health beverages. Other milk components are promising.
According to industry researchers, milk fat can be broken into fractions
that are attractive to processed food manufacturers who need fats that
exhibit specific behaviors when heated or cooled. For example, using
butter fractions, the industry can manufacture cold spreadable butter.
Researchers believe that milk fat components will satisfy these needs and
are proceeding to develop the manufacturing technology to extract fat
components from milk and utilize them in processed foods.
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Opportunities exist to expand U.S. dairy markets, according to industry
marketing research studies. However, according to many dairy processor
and producer leaders we spoke with, two interrelated obstacles impede
the industry’s ability to expand and compete more effectively in global
markets. First, while there is some sentiment among producers for
maintaining high federal price support levels, leaders of both industry
sectors agree that the price support program results in U.S. market prices
that very often exceed world market prices. Second, federal dairy policies
have helped contribute to the U.S. industry’s mind-set, which is primarily
focused on domestic production rather than on global markets and
marketing. Furthermore, because of the production mind-set, the U.S.
industry is not always producing to satisfy consumers’ preferences.

. . Since 1981, the Congress has gradually reduced the federal financial

Federal Dalry POhCleS support provided the U.S. dairy industry by reducing the price support

Create Obstacles to level for milk. Federal purchases of surplus dairy products have gone from

Market Expansion a high of $2.7 billion in 1983 to about $395 million in 1992. The price
support reductions are consistent with positions that we have taken in a
series of reports issued since 1980. As the support price has declined
toward world prices, the dairy industry has had more incentives to
become more responsive to market forces. However, the federal dairy
price support program remains an impediment to market development
because U.S. market prices still exceed world prices for bulk commodities.

Support Program Reduces Despite a 48-percent real reduction in the milk price support level

Price Competitiveness of between 1981 and 1990, the supported manufactured products—butter,

U.Ss. Dairy Products cheese, and nonfat dry milk—are still not price competitive in the world
export markets. The combination of relatively high support prices and
import quotas increases U.S. dairy prices to levels that make it difficult for
U.S. products to be price competitive in global markets. This is
particularly true with bulk commodities (nonfat dry milk, cheese, and
butter), for which price is the primary factor in customers’ purchasing
decisions. Even though price is less of a factor, it still is a factor for
high-value dairy products in a customer’s purchasing decision.

Import controls protect the U.S. industry from foreign competition in the
domestic market. In addition, UsDA, through its Commodity Credit
Corporation, purchases, at specified prices, all quantities of domestic
butter, cheese, and nonfat dry milk that are offered and meet Uspa's

IThe percentage of decline is stated in terms of 1990 dollars.
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specifications. Such purchases reduce excess supplies of dairy products
on the commercial market and help maintain the minimum price received
for milk by farmers.

As shown earlier in figure 1.1, the government has purchased large
quantities of manufactured dairy products under this program. In the
mid-1980s, these stocks became so large and burdensome that the
Congress authorized temporary programs designed to curb production.
Concurrently, the milk price support level was lowered from $13.49 per
hundredweight (cwt) of milk in 19812 to $10.10 in 1990—a 48-percent
decrease in terms of 1990 dollars.

Despite this 48-percent reduction in the real price support level, neither
bulk cheddar cheese, nonfat dry milk, nor butter became price competitive
in the world market. This condition can be seen in figures 4.1, 4.2, and 4.3,
which plot the U.S. market price, the federal support price, and the world
price for bulk cheddar cheese, butter, and nonfat dry milk, respectively,
from January 1987 through July 1992,

As figure 4.1 indicates, in recent years, the world price for bulk cheddar
cheese has remained well below the U.S. market price as well as below the
support price. The milk price support level, which is a floor on the U.S.
cheese price, combined with section 22 import quotas, did not allow the
U.8. bulk cheddar cheese price to approach the world price.

This peak of $13.49 was only in effect for a 20-day period in 1981. The support price during the
remainder of the year was $13.10. (Sce app. L)

Page 43 GAO/RCED-94-19 Dairy Marketing



Chapter 4
Obstacles to Expanding U.S. Dairy Markets

- |
Figure 4.1; U.S. and World Market Prices and U.S. Support Price for Bulk Cheddar Cheese, 1987-92
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Figure 4.2 indicates a more abrupt drop in the price support level for
butter compared with the price support for bulk cheddar cheese, from
nearly $1.40 per pound in 1987 to only $0.76 per pound in 1992—a
reduction of over 45 percent. The U.S. market price for butter fell
correspondingly, seldom deviating substantially from the support price.
The lowering of the price support for butter has narrowed the gap
between the domestic U.S. market price and the world market price.
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'Figure 4.2: U.S. and World Market Prices and U.S. Support Price for Butter, 1987-92
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Actions that USDA took to lower the butter price since January 1, 1990,
meant that USDA had to raise the nonfat dry milk price in order to satisfy
the requirement that the average support price for the two products must
achieve the current price support objective of $10.10 per cwt for milk. In
our opinion, the effect of higher nonfat dry milk prices is to discourage its
use as a food ingredient by increasing the cost of foods containing nonfat

dry milk.
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|
Figure 4.3: U.S. and World Market Prices and U.S. Support Price for Nonfat Dry Milk, 1987-92
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The joint product trade-off between the price support level for nonfat dry
milk and for butter presents a dilemma for USDA policymakers, With the
overall milk price support fixed at $10.10 per cwt, lowering the price
support for butter to make it competitive in the world market causes the
nonfat dry milk support price to be raised, making it less competitive. As a
consequence, we believe that, for both butter and nonfat dry milk to be
price competitive in global markets, a reduction in the price support level
below $10,10 would have to occur.

According to many industry leaders, the U.S. dairy industry needs to
Industry Needs to develop a global marketing mind-set in order for the industry to take
Chaﬂge Its Mind-Set advantage of opportunities to expand export markets. The needed
to Global Markets mind-set changes are interrelated with the federal policy obstacles
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discussed above, because federal policies have a significant influence on
the behavior of the industry. These industry leaders believe that federal
policies have influenced the industry’s mind-set to be more focused on
production than on marketing. They acknowledge that the resolution of
this mind-set issue is primarily the responsibility of the industry. However,
the government will have to also play a role in helping to bring about the
needed mind-set changes because (1) current federal policies influence
both the price and type of dairy products produced and (2) dairy policy
changes may cause conflict within the industry because changes made to
improve U.S. competitiveness in world markets may benefit one region of
the country or one sector of the industry over another.

The Dairy Industry’s
Mind-Set Traditionally Has
Been on Production and
Domestic Markets

According to officials within the dairy-processing industry, the
government’s willingness to buy surplus production at the milk support
price adversely affected market development activity in the processing
sector in two basic ways. First, a tendency exists to produce high-volume
cheeses and other bulk products rather than high-value and differentiated
products because the government provides a safety net by purchasing bulk
cheese, butter, and nonfat dry milk. Second, with world market prices
much lower than domestic prices, the processing sector has little incentive
to develop export markets; as aresult, the industry lacks extensive
know-how in selling dairy foods abroad.

These leaders also told us that dairy cooperatives have very little
experience in developing export markets because sales of manufactured
products to CcC are frequently a major market outlet. Therefore,
commercial and international product-marketing expertise is lacking in
some dairy cooperatives.

This lack of interest in marketing is indicated in a recent analysis of DEIp
done by the University of Wisconsin. For example, this analysis points out
that gC firms operating in the United States have been the dominant
exporters of U.S. dairy products under DEIP, which suggests that market
development opportunities are being missed. It says that many U.S. dairy
firms either have been underbid by EC exporters or have chosen not to
participate in DEIP. As a result, U.S. firms have not used DEIP extensively to
gain exporting experience that would be advantageous for developing
commercial foreign markets for dairy products. Although this program is
primarily focused on exporting bulk dairy products, experience and

knowledge of how to develop markets is being missed by the U.S. dairy
industry.
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However, the university's analysis also noted that (1) DEIP has helped to
develop, expand, or maintain markets for U.S. dairy products; (2) trade
sources indicate that expansion of dairy exports under DEIP has identified
the United States as a reliable source of quality bulk dairy products;

(3) U.S. dairy processors have been alerted to the need to produce cheeses
and other dairy products to the specifications of foreign markets; and (4) a
few U.S. firms have gained exporting experience under DEIP.

This analysis also points out that U.S, dairy processors are not always
producing what foreign customers want. The Chief Executive Officer of a
major dairy firm is quoted as saying “The U.S, stands out in splendid
isolation with its 50-pound milk powder bags, its 40-pound cheese blocks,
and its 68-pound butter boxes. Those packaging sizes are very reluctantly
accepted by a few (foreign) buyers and downright refused by many.”
These packages, however, are the standard sizes sold to the federal
government under the price support program. Recently, USDA took a step
in the right direction by changing its purchases to metric measures.

The lack of extensive participation in USDA’s market development
programs is another indication of a production mind-set. Until 1991, the
dairy industry had not made use of Fas' Foreign Market Development
programs, FAS officials told us that they had no active agreements with a
dairy-related organization until the National Dairy Board signed an
agreement in 1991 to participate—S8 years after the Board was authorized.
These officials attributed this lack of interest to high support prices and
the dairy industry’s satisfaction with the domestic market. As a result,
USDA and the U.S. dairy industry have not had much experience in
developing international markets for dairy products, Dairy industry
leaders acknowledged that changing this production mind-set to one more
focused on marketing is primarily the responsibility of the industry. They
noted that the industry needs to develop the expertise to expand export
markets and reduce production costs to become more competitive. Many

leaders believe that USDA could play an important facilitating role in this
effort.

The industry has recognized this production mind-set problem and has
begun to show interest in developing markets, particularly export markets.
According to industry leaders, a few dairy companies have in the last
several years taken steps to develop markets in Europe, Mexico, and
countries of the Pacific Rim. For example, frozen desserts and cheese
have been marketed in those areas. Also, some U.S. companies are
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developing fluid markets in Mexico. However, the U.S, industry as a whole
has not taken full advantage of the programs available to it.

Federal Involvement Is
Needed to Help Industry
Overcome Market
Development Obstacles

Strong opposing views exist with respect to dairy policy changes needed
to ensure the future viability of the dairy industry. The production sector
tends to demand higher government subsidies in the form of increased
price supports for milk. The processing sector tends to favor more
market-oriented policies, including reductions in price supports. As
illustrated during 1990 national hearings on federal milk orders, some
leaders wanted to continue current pricing policies that benefit producers,
while others wanted to change or eliminate those policies, Also, our
interviews with industry leaders disclosed a range of views on the level of
price support believed to be necessary.

Industry leaders acknowledged that some of these disagreements are
inherent in any industry. However, they told us that compromises will
need to be reached and acceptable strategies developed if the U.S. dairy
industry is to enhance its position in global dairy markets. Some leaders
also acknowledged that Usba could play an important facilitating role by
working with the industry in developing appropriate strategies.

The Congress could also play an important role in joint cooperation with
UspA and the industry in developing more longer-term dairy strategies and
policies that better recognize the importance of dairy exports to the
continued vitality of the U.S. dairy industry. An example of such an
approach recently occurred on June 21, 1993, when the Chairman of the
Senate Committee on Agriculture, Nutrition, and Forestry held the first
ever National Dairy Summit in cooperation with the Secretary of
Agriculture. All of the various sectors of the U.S. dairy industry, uspa
officials, academia, state representatives, and others were invited to
discuss and recommend dairy policies. Among the topics of discussion
were supply management proposals and the development of export
markets. Because of the complexity of the problem and the diversity of the
interests involved, we believe that events like this are a step in the right
direction in bringing the industry together to help resolve those obstacles
facing this industry in expanding its export potential and markets.

Conclusions

Dairy policy has remained basically unchanged since the 1930s, yet much
has changed affecting that policy. The domestic dairy industry is
characterized by (1) excess production capacity, (2) a slow-growing
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domestic market, and (3) continued budgetary pressures to reduce direct

federal support. If the dairy industry is to maintain its long-term viability at

its current capacity, it must begin to develop additional export markets.

As industry experts point out, however, current features of the U.S. dairy
program are effectively limiting the industry’s incentive to pursue these
market opportunities. Thus, the future growth of the U.S. dairy industry
will likely depend on (1) the nature and extent of alterations to existing
dairy policies and programs and (2) the industry’s ability to change its
mind-set from a production to a market orientation.

Industry market studies suggest that a potential exists for the U.S. dairy
industry to increase sales of dairy products in international markets and,
at least to some extent, in domestic ones. But to do so, the industry must
be more competitive and must satisfy consumers’ preferences. The
Congress has taken steps to make the federal dairy program more
responsive to market forces, particularly by reducing the support price.
These actions have been consistent with positions taken in our reports
issued since 1980. Industry representatives point out, however, that by
maintaining the prices the government pays for dairy products above
prices that U.S. processors can receive abroad, the price support program
still represents a major impediment to developing long-term export
markets and encourages a production rather than a market orientation.

In the event that current dairy programs remain unchanged, the excess
production that currently characterizes the industry is likely to persist for
many years, and with it, related government program expenditures are
likely to continue at or near current levels. Unless a slow-growing
domestic market and the threat of reduced direct federal support cause a
change in the industry’s production orientation, industry adjustments
would be minimal under the current program, and existing opportunities
for expanding into new markets would largely be missed.

Additional government subsidies or export incentives could encourage
producers to pursue additional international market opportunities, but
only at added cost to the government. Furthermore, market share gains
achieved through subsidies may be tenuous in that those gains might be
maintained only as long as the subsidies were available.

Page 50 GAO/RCED-94-19 Dairy Marketing



Matters for
Congressional
Consideration

Agency Comments
and Our Evaluation

Chapter 4
Obstacles to Expanding U.S. Dairy Markets

We believe that the Congress, jointly with the executive branch and the
dairy industry, needs to consider initiating efforts to develop a long-range
dairy policy that better recognizes the importance of dairy exports to the
continued viability of the industry, Steps could include conducting
hearings, gathering information on alternatives to overcome impediments
to export development, and analyzing the implications of those
alternatives on the industry’s current structure. Furthermore, the Congress
should consider directing the Secretary of Agriculture to facilitate
discussions with the dairy industry to help increase its attention to
exploring global markets.

In commenting on a draft of this report, Uspa concurred with the
fundamental premise that the dairy industry will have to shift away from
reliance on the federal price support and milk marketing order programs
as income-enhancing mechanisms and move toward greater market
orientation to ensure long-term industry viability. UsDA particularly agreed
that exports hold the greatest potential for expanding the market for U.S.
dairy products. USDA comments indicated minor differences with some
elements of the report. However, usba pointed out that these differences

should not be interpreted as implying anything less than a highly favorable
opinion of the report.

UsDA agreed that the federal price support program has tended to orient
the U.S. dairy industry toward production, to the detriment of both
domestic and international marketing, while largely pricing most bulk U.S.
products out of the export market. It also stated that U.S. dairy policy in
this regard is hardly unique, however, with the exception that, unlike many
other dairy-producing nations, the United States did not consistently look
to exports to dispose of surplus dairy products until the adoption of DEIP.

We agree that, with the adoption of DEIP, dairy exports significantly
increased. However, as USDA points out in its comments, DEIP was
instituted as a transitory measure to allow U.S. dairy product exporters to
compete against subsidized exports. Consequently, it should not be

expected to form the basis for permanent, long-term dairy product
exports.

UsDA said that it has been estimated that the price for manufacturing grade
milk in the United States would have to fall to approximately $6.50 per cwt
to achieve significant exports of bulk dairy products in what would remain
a highly distorted international trade environment absent a Uruguay
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Round agreement. UsDA believes that such a drastic reduction in the price
support level would be too high a price to pay to achieve increased
exports of bulk U.S. dairy products. Consequently, UsDA believes it to be
critically important for our report to link more clearly and decisively any
substantial reduction in support prices for milk to the expanded
opportunities for U.S. dairy product exports made possible through an
acceptable Uruguay Round resolution.

We agree that, in the current trade environment, little potential exists for
expanding markets for U.S. bulk commodities without significant
additional reductions in price supports or subsidized export programs
such as perp. However, as our report also points out, considerable
potential may exist for developing and expanding markets for value-added
dairy products. In value-added markets, consumers’ preferences tend to be
more important relative to price than in bulk commeodity markets.

Usha provided information that elaborates on the U.S. objective in the
Uruguay Round negotiations. Specifically, Usba said that the U.S. basic
objective in the Urugnay Round negotiations was to reduce substantially
the internal supports, export subsidies, and import barriers that have
profoundly distorted international trade in all agricultural commodities.
However, uspA pointed out that the U.S. position in the negotiations was
not to unilaterally disarm the U.S. agricultural commodities, but rather to
encourage all GATT signatory nations to simultaneously adopt the
disciplines necessary for freer trade. It also pointed out that perhaps no
other sector of international agriculture has been more marked by market
distortions of all kinds than has dairy. Therefore, DEIP was instituted as a
transitory measure to increase dairy exports while ultimately encouraging
U.S. trading partners to the Uruguay Round negotiations to reduce all
export subsidies and other unfair trade practices. Finally, usba said that
recent dairy support price reductions have already achieved the internal
reforms necessary for current Uruguay Round negotiations.

UsDA's information on the Uruguay Round negotiations sheds light on the
current trade environment that the dairy industry must operate within, It
also highlights the complexities involved in substantial reductions to dairy
subsidies. However, it is increasingly important for the dairy industry to
develop the marketing mind-set and culture changes needed to expand
and effectively compete in global markets.

UsDa said that our report is fundamentally correct in observing that
significant export activity began only recently. It discussed some of the
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activities of the National Dairy Promotion and Research Board in assisting
the industry to expand export markets. UsDaA points out that the Board's
principal focus in export markets has been on market research in the
Pacific Rim countries and in Mexico, with emphasis on higher value-added
dairy products like cheese, ice cream, and frozen yogurt. Finally, it said
that, although the Board allocated $700,000 in fiscal year 1993 (the largest
allocation thus far) for export-related activities, this only accounts for less
than 1 percent of the Board's total budget of over $74 million and is
therefore indicative of the still relatively limited importance that the U.S.
dairy industry places on exports. We concur with these observations.

Finally, uspa said that the Foreign Agricultural Service and others in the
Department have, through the years, also taken advantage of opportunities
to alert and guide the U.S. dairy industry to the potential for expanding
exports. UsDa said it recognizes, however, that it can be difficult to redirect
the dairy industry to focus more on marketing exports because the
industry finds about 98 percent of its market domestically. We agree that a
redirection will be a difficult effort; however, unless this industry adopts a
greater market orientation, opportunities for expanding into new markets
may largely be missed. Furthermore, it may be in the best interest of the
industry to be proactive in developing a marketing mind-set to take

advantage of potential opportunities resulting from the recently signed
international trade agreements.

UsDhA indicated that we did not make any specific recommendations. While
it is true that we did not make any direct recommendations to UsDa, we did
present some matters for consideration to the Congress. Should the
Congress decide to act on these matters, it would more than likely require
UspA’s involvement. USDA may be required to assist in gathering
information on alternatives to overcome impediments to export
development, analyzing the implications of those alternatives, and
facilitating the industry’s adjustment to a stronger marketing mind-set by
working with the industry to develop appropriate strategies.

In addition to its general comments, Uspa provided eight additional
specific comments. Appendix III provides a complete set of uspa’s
comments, along with our responses to the eight specific comments.
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Legislated and Inflation-Adjusted Milk Price
Support Level Per Hundredweight, 1949-93

Base year 1990

Inflation-adjusted support

Effective date Legislated support price price
Feb. 8, 1949 $3.14 $17.03
Jan. 1, 1950 307 16.65
Apr. 1, 1951 3.60 18.10
Apr. 1, 1952 3.85 18.99
Apr. 1, 1953 3.74 18.31
Apr. 1, 1854 3.15 15.31
Apr. 18, 1956 3.25 15.62
Apr. 1, 1858 3.06 13.84
Sept. 17, 1960 3.22 14.22
Mar. 10, 1961 3.40 14.86
Apr. 1, 1962 3.11 13.46
Apr. 1, 1963 3.14 13.41
Apr. 1, 1964 3.15 13.28
Apr. 1, 1965 3.24 13.44
Apr. 1, 1966 3.50 1412
June 30, 1966 4.00 16.14
Apr. 1, 1968 4.28 16.07
Apr. 1, 1970 466 15.70
Apr. 1, 1971 4.93 15.91
Mar. 15, 1973 5.29 15.57
Aug. 10, 1973 5.61 16.51
Apr. 1, 1974 6.57 17.42
Jan. 5, 1975 7.24 17.58
Oct. 2, 1975 7.71 18.73
Apr. 1, 1976 8.13 18.67
Oct. 1, 1976 8.28 18.97
Apr. 1,1977 9.00 19.41
Apr. 1, 1978 9.43 18.80
QOct. 1, 1978 9.87 19.79
Apr. 1, 1679 10.76 19.37
Oct. 1, 1979 11.48 20.62
Apr. 1, 1980 12.36 19.60
Oct. 1, 1980 13.10 20.78
Oct. 1, 1981 13.49 19.40
Oct. 21, 1981 13.10 18.84
Dec. 1, 1983 12.60 16.53

(continued)
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Base year 1990

Inflation-adjusted support

Effective date Legisiated support price price
Apr. 1, 19852 12.10 14.70
July 1, 1985 11.60 14.09
Jan. 1, 1987 11.35 13.06
Qct. 1, 1987 11.10 12.77
Jan. 1, 1988 10.60 11.71
Apr. 1, 1989 11.10 11.70
July 1, 1989 10.80 11.17
Jan. 1, 1990 10.10° 10.10

2Beginning in 1984, the federal government required dairy farmers to pay assessments for

various purposes, such as promation and supply contral programs. The support prices shown in

this appendix do not reflect those assessments.

®The legislated support price has not changed since 1990.
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Federal Dairy Price Support Program
Purchases and Dairy Export Incentive
Program Bonuses, Fiscal Years 1975-92

Dollars in millions

Price support program
purchases

Inflation Dairy Export Incentive
Fiscal year Actual adjusted Program bonuses
1975 $475.8 $1,155.9 $0.0
1976 115.3 264.8 0.0
1977 720.8 1,554.6 0.0
1978 445.0 892.0 0.0
1979 248.7 4441 0.0
1980 1,262.4 2,002.4 0.0
1881 1,980.7 2,862.3 0.0
1982 22824 3,001.3 0.0
1983 2,716.0 3.564.1 0.0
1984 1,983.2 2,494.7 0.0
1985 1,819.8 2,210.5 0.0
1986 2,205.1 2,629.6 0.0
1987 1,205.0 1,386.4 0.3
1988 1,180.2 1,303.9 8.0
1989 611.1 6441 0.0
1990 397.8 397.6 9.2
1991 756.8 728.2 39.3
1892 394.5 367.G 76.0

Notes:

1. Base year 1990.
2. Dairy export incentive bonuses include payments in kind.

Sources: Department of Agriculture's Agricultural Stabilization and Conservation Service and

Foreign Agricultural Service.
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Comments From the Department of

Agriculture

Note: GAO comments
supptemeanting those in the

report text appear at the
end of this appendix.

DEPARTMENT QF ASRICULTURE
OFFICE OF THE SECRETARY
WASHINGTON, D.C. 20280

0T 08 ©M

Mr. John W. Harman
Director

Food and Agriculture Issues

Resources, Comaunity, and Economic Developgent Division
General Accounting Office
Washington, [.C. 20548

Dear Mr. Harman:

Enclosed 15 our response, on behalf of USDA, to the Draft GAO Report, “Dairy

Inqustry: Potential for and Barriers to Market Development®. Incorporated are

vieus provided by the Agricultural Stabilizatlon and Copservatlon Service and
the Agricultural Marketing Service as well those of tne Dairy, Livestock and
Poultry Oivision, Forelgn Agricultural Service.

Sincerely,

C@’;’ééc/ /L( ',

Eugene Moos

Under Secretary
International Affairs and
Commodity Programs

Enclasure

AN EQUAL OPPORTUN:ITY EMPLOYER
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COMMENTS TQ OFFICIAL DRAFT REPORT
GAO DRAFT REPORT RCED-93-150, DATED AUGUST 17, 1993, ENTITLED
"DAIRY INDUSTRY: POTENTIAL ¥OR AND BARRIERS TO MARKET DEVELOPMENT"

General Comments

The Department of Agriculture {USDA} concurs with the fundamental premise of
the GAQ report; that Increasing budgetary pressures have and will continue to
require the U.S. dalry sector to shift away from reliance on the federal price
support and milk marketing order programs as income-enhancing mechanlsms and
toward greater market orientation to ensure long-terd industiy viability. WHe
particularly agree that exports hold the greatest potential f£or expanding the
market for U.S. dalcy products. He further concur With comments dy dairy
industry leaders cited In the report that subsidized exports under the Dairy
Export Incentive Progras (DEIP) cannot and should not be expected to fora the
basis £or permanent, long-term dalry product exports. Although our subsequent
comaents will indicate minor differences with the emphasis of several of the
elements of this report, this should not be interpreted as implying anythling
less than a highly favorable oplnion for an outstanding report.

As highlighted by the report, the federal prlce support proegram has tended te
orient the U.S. dalry industry toward production, to the detriment hoth of
domestic and international marketing, while largely pricing most bulk U.5.
dafry products out of the export market. U.S. dairy pollcy In this regard is
hardly unique, however, with the exceptlon that unlike many other dalcy
preducing nations, the United States di{d not consistently look to exports te
dlspose of surplus dairy products unti{l the adoption of the DEIP.

As a consequence of widespread manipulation of the global marketplace by many
dairy product trading natlons, petrhaps ho other sector of International
agriculture has deen more marked by market distortions of all kinds than has
dairy. A basic objective of the Unlted States in the Uruguay Round
neqotlations 1s to reduce substantially the internal supports, export
subsiales, and import barrlets that have profoundly distorted fnternaticnal
trade in all agricultural commodities. 1In this regard, the DEIP was ilnstituted
as a transltory measure to allow U.5. dairy product exporters to compete
against subsidized exports, particularly those of the European Community, while
ultimately encouraglng U.S. trading partners to agree to the reduction of all
export subsidles and other unfalr trade practices in the Uruguay Round
negotlations. The DEIP has clearly succeeded In its £irst objective of
increasing U.S. dalry product exports. Whether it will be equally effective In
prodding competing natlions to accept greater market orlentatfon in
international trade awaits the outcome of the Uruguay Round negotlations.

While strongly advocating the phasing-out of agrlcultural trade distortions,
the United States has made it c¢lear, through the aggressive use of the DEIP and
other simllar programs, that It will not ‘unilaterally dlsaram’; that Uruguay
Round disciplines must be adopted simultaneously Dy &ll GATT signatory natlons.
Due to reductions In the support price for mllk that have heen implemented Iin
recent years, the United States has already achleved the reforms in internal
supports for dalry that would be required by curtent Uruguay Round
negotlations. However, it has been estimated that the price for manufacturing
grade milk In the Unlted States would have to £3l1 to approximately $6.50 per
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hundredwelght to achleve significant exports of bulk U.S. dalry products in
what would remaln a highly distorted internatlonal trade environment absent an
Uruguay Round agreement. In addition to being clearly unacceptable to the U.S.
dalry sector, such a drastic reduction In the price of ailk would viclate the
‘no unilateral alsarmament’ pledge the United States has consistently adhered
to throughout the Uruguay Round negotiations.

While we look forward to the day when a U.S. dalry Industry as innovative in
marketing as it currently is in productlen can participate without subsidies in
the international marketplace, we bellieve the elimination or a further sharp
reduction in federal price supports that would be necessary for this to happen,
in the absence of a GATT agreement, would be too high a price to pay to achleve
thls end, Consequently, we belleve It to De critlcally Leportant for the GAQ
report to link more clearly and decisively any substantlal reduction in support
prices for ailk to the expanded opportunitles for U.S. daliry product exports
made possible through an acceptable Uruguay Round resolution.

In addition to underlining the pollcy environment that has acted as a
disincentive Eor greater lnvolvement by the U.S. dairy Industry in the
internatlonal marketplace, the report recognizes the recent increase In
interest and activity by the U.S. dalry indaustry in pursuing experts. Although
the Forelgn Agricultural Service (FAS) and U.S. dairy organizatlons have
engaged In some export promotional activitles as far back as the 1950°s, the
report 1s fundamentally correct in observing that signiflcant export activity
began only recently. In 1990, the Natlonal Dairy Promotion and Research Board
[HDB) established an Export InhancCement Committee, charged with exploring and
evaluating export opportunities for U.S. dairy products. A Dalry Industry
Export Advisory Committee was also established to provide communication between
the Board and the dalry industry to help in the develophent of export markets.
In 1991, NDB formally entered into a cooperator arrangement with FAS under the
Forefgn Market Development Program (FMD).

Using check-off funds collected from U.S. dairy farmers, NDB allocated to
export activities $225,000 in FY9L, $475,000 {n FY32, and $700,000 in FY93.
Under the FMD Program, FAS contributed $1990,000 in FYS! and $400,000 in both
FY92 and FY93 to help expand dairy product exports. Also in FY¥93, an
additional 4$280,000 ln Karket Promotlon Program (MPP) funds were provided to
{ncrease dairy product exports, Wnhile representing a considerable and growing
expenditure of funds, it nevertheless relaing true that the $700,000 allocated
in FY93 for export related activities accounts for less than L percent of NDB's
total budget of over 474 million, and {s therefore indicative of the still
relatively limited importance the U.5. dairy indystry attributes to exports.

As noted in the report, the higher costs imposed on bulk dalry products by the
federal price support program have encouraged NDB and other dalry interests to
concentrate on exports of higher value dalry products, ¥NDB activities have
focused on the more affluent and accessible markets for dalry product exports
in Pacific Rlm countries and in Mexlco as a nelghboring, dairy-deficit nation.
Emphasis has been placed on cheese, ice cream, and frozen yogurt through
activities such as trade brochures and nevsletters and In seminats. To date,
market research has been a pripcipal focus of NDB actlvity In export markets,
both to deternlne the awareness of and interest In U.S. dairy products in
overseas markets, and to educate the U.$. dairy industry of export
oppoertunities. These studies have been Influential in helping te define NDB
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Now on pp. 4, B, 24, 32,
36, and 42.
See comment 1.

Now on p. 5.
Now on p. 47.

See comment 2.

Now on p. 14,
See comment 3.

marketing strategies. 1In addition, this regearch, fogether with an increased
recognition of the role of the DEIP in expanding exports, has led to interest
on the part of some sectors of the U.5. dairy lndustry to place greater
emphasis on the promotlion of bulk dairy commodities. As a result, for the
flrst time in FY94, the NDB will promote £luld milk and other bulk dalry
products. An example of the interaction of USDA, NDB, and the private U.S5.
dalry trade, together with such programs as the DEIP, FMD, and MPP, this
redirection of Interest could serve as a model for fyture U.5. dalry product
export activities of the kind the report advises.

While not easy to quantify, FAS and other USDA staff through the years have
also taken advantage of speaking opportunities to alert the U.S. dairy industry
of the potential for expanded exports. Among these have Deen the apnual
meeting of the American Dalry Products Institute, the Horld Dalry Symposium
{held annually in conjunction with Dalry Expo in Madlson, HWisconsin), and a
number of other trade assoclatlion and reglonal dairy industry meetings.

In concluslon, in the export marketing of dalry products, both the U.S. dairy
industry and FAS have reacted ratlionally to pollcy parameters, particulariy the
federal price support prograr. FAS has attempted to antlcipate changes in
dalry pelicy In recent years by alerting and gquiding the dairy industry toward
greater involvement in potential export opportunitlies. Although it is
difficult to redirect an industry that, as the report polints out, currently
finds 98 percent of {ts market domestically, we agree that the remaining

2 percent that lies In exports nolds the greatest opportunity for a healthy.
self-supperting dairy !ndustry in the future.

GAO Recommendatlon
¥o specific recommendations were cited.
Departmental comments

1. On pages 3, 5, 26, 34, 39, and 46, unidentifled industry market research
studies are cited as the basls for report CoEments or pelicy prescriptlons.
Footnotes or a bibllography ldentifying these studies would be appreciated
to help welgh the validity of their research and policy recompendations.
$imilarly, the recent study cited on page 4 is presumadly the University of
Wisconsin analysis not identifled until page S2.

2. Page 7, last 3 lines: the usefulness of this recommendation Ls questioned
because the dalry industry has held several meetings with the Secretary and
other high-level USDA officlals on the expansion of export markets.

3. Several comments referred to Flgure 1.1 on page 12: the graph Indicates
that Government net market removals of dalry products were equivalent to
over 35 billlon pounds milk equivalent in 1983, however, according to the
text above the graph, purchases uwere equivalent to 14.6 billion pounds of
milk. The discrepancy 1s apparently because fat solids and skim solids
vere added with equal welghts to obtain “total sollds” milk equivalent.
This centains some sense of double counting and overstates removal totals.
The correct approach ls to weight milk equivalent on & fat sollas pasis by
40 percent and skim solfds on a milk equivalent basis by 60 percent to
obtain a measure of total sollds, milk equivalent. (ASCS staff have
contacted GAO staff by phone to clarify this point.)
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Now on p. 16.
See comment 4.

Now on p. 43.
See comment 5.

Now on p. 45,
See comment 6.

Now on p. 48. See
comment 7.

Now on p. 56.
See comment 8.

Page 15, last sentence on page: 1t should be clarified that the FAS
network of trade offices and agricultural attaches carrlies out only limited
programs of market research, consumer promotlicns, technical assistance, and
trade servicing. Thtough the funding of the Forejgn Market Development and
Market Promotlion Programs, FAS assists Y.S. private sector exporters to
carry out the bulk of these activities in overseas markets.

Page 47, second line from the bottom: the $13.49 support price {n 1981 1s
technically correct. However, that price was only in effect for 20 days

while Congress changed the law. A price of $13.10¢ was the peak price other
than for the 20-day perled.

Paragraph at bottom of page 43 and top of page 50: CRhis paragraph ls
tncorrect and totally confuslag pecause among other reasons, soke of the
adjustments which are referred to were not realignments of relative support
prices among products, but the result of mandatory changes In the overall
support level for milk. ASCS staff has contacted GAO staff Dy phone to
clarify the paragraph content.

Paragraph at bottom of page 52 and top of page 53: wWhlle there are a
number of examples of where the U.§, dairy products do not comply with
international standards, the cited example of fallure to convert to
metric-sized packaging for purchases under the price support program is no
longer correct, as indicated on the attached "Notice to Industry*. We are
advised that while government-held lnventories are still largely in
English-measure bags and boxes, suppllers have nearly exhausted their

supplles of these bags and boxes and almost all current purchases are in
25 kilogram packages.

Page 60: It would be helpful Lf the Appendlix table was labeled as £lscal
year to 4lfferentlate from calendar year.

Attachment

September 13, 1993
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4=\ United States Agricuiture) P.O. Box 2418
’\w Dapartment of Stabilization and Washington, D.G.
Agriculture Conservation Service 20013

September 10, 1992

NOTICE TO INDUSTRY

This notice iz to advise you of the United States Department of
Agriculture (USDA), Commodity Credit Corporation’s (CCC) intent to
purchase bulk dairy products--butter, nonfat dry milk (NDH), and
cheese in metric-size packages under the Deiry Price Support
Progranm.

As of September 1, 1992, CCC export sales of dairy products from
inventory in Fiscal Year 1992 totaled 180 million pounds. 1In
addition, 117 million pounds have bean sold under the Dairy Export
Incentive Program (DRIP). In order for CCC and the dairy industry
1o maintain and expand export markets for U.S. produced dairy
products, it is essential that NDM, butter, and cheese are packaged
using internationally accepted veights and measures.

CCC has discussed the proposed conversion to metric veights with
industry associationa and reprasentatives during the last three
months. CCC proposed that effective October 1, 1992, NDM purchases
be converted to metric size and effective January 4, 1993, butter
and cheese purchases ba converted to metric sizes. It vas also
suggested that dimensions of a 25-kilogran corrugsted shipping
container for butter be a "brick-style" to facilitate more stable
stacking of butter containers on 48" x 40" pallaets.

Industry associations and representatives have canvassed their
membership and provided us vith their response. The response from
NDHM manufacturers has been primarily positive, vhile butter
manufacturers stated concern about the proposed changes. Some of
their concerns inciude the length and width dimensions of the
-"brick-style" container and stacking patterns on a standard

48" X 40" pallet, sealing requirements for the 25-kilogram
containers--glue or tape, and vhether contalners require both
metric and Avoirdupois (English) units.

To enhance CSC’s and the dairy industry’s ability to successfully
conpete with other axporting countries on the vorld market vith
U.S. produced dairy products, the decision has been made to adopt
the proposed changes. Effective October 1, 1992, all NDN vill be
purchased in 25-kilogram multivall paper bags. Effective

January 4, 1993, all bulk butter will be purchased in 25-kilogram
corrugated shipping contalners and cheese vill be purchased in
current containers vith the metric veight marked as the prominent.
veight vith the appropriate pounds as a "secondary" weight.

Ve vill continue to work with the butter industry to determine the
most acceptable size "brick-style" container for butter. After
these discussions are concluded, CCC vill notify the industry on
the recommended dimensions of the 25-kilogram butter container.
The preferred closure on butter containers in the worid market is
tape. Ve encourage the butter manufacturers to use tape for
closing containers.
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CCC will grant necessary tima extensions to those butter and NDM
mspufacturers vho have existing 68-pound butter and 5C-pound NDM
container inventories which cannot be used by the deadlines.
Extensions will also be granted for butter packaging equipment
nmodifications vhich cannot be completed by the deadline. Requests
for extension must include existing non-coaplying packaging
inventory and the time required for conversicn. These requests
must be received, at least one vesk prior to offer to CCC, by the
Kansas City Commodity Office, Dairy Division, P.0. Box 419205,
Kansas City, Missourl 64141-6205.

Bffective January 1, 1994, the conversion t¢ the metric systes will
be complete, at vhich tinme all offers, prices, veights, and
documents issued under the Dairy Price Support Program vill be
given in metric units. Until January 1, 1994, dairy product
support purchase prices, offers, grading certificate lot weights,
notices to deliver, payment documents, and reports will be stated
in pounds. To facilitate the domestic use of bulk dairy products,
until Januery 1, 1994, containers must display both wveights--
metric and Engiish.

A nev Announcement regarding implementation of the setric
conversion (DAIRY-5 - Purchase of Bulk Dairy Products) and an

accompanying Notice to the Industry vwill be issued in late
Seprember.

CCC appreciates all of the industry’s responses vhich have asajsted
in making a final determination.

The fallowing table is furnished for conversion to metric system:

Veight

Kilograms Pounds
Butter - Salted 2% 55.115
Butter - Unsalted 25 55.115
NDM ~ Nonfortified 25 55.115
NDM - Portifjied 25 55.115
Cheese - Block 18.144 40
Cheese - Barrel 226.799 500

/7/ M ﬁ Ve f

Indulis Kancitis, Director
Dairy Division
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GAO’s Comments

The following are Ga0’s comments on the Department of Agriculture’s
(uspa) letter dated October 8, 1993.

1.The studies referred to on pages 3, 5, 26, 34, 39, and 46 are numerous
studies and reports, most of which came from UsDa, the National Dairy
Promotion and Research Board, and the Universities of Wisconsin and
Minnesota. Also, we have changed page 4 of the report to indicate that the
study referred to is one prepared by the University of Wisconsin.

2.We believe that the meetings that UspaA referred to are an important step
in the right direction. However, these discussions need to continue on an
ongoing basis, with the goal of developing a long-term strategy to change
the mind-set of the industry toward developing and expanding markets for
value-added products. Furthermore, congressional direction and buy-in is
desirable.

3.We agree with UspA’s comment and have modified figure 1.1 in
consultation with UsDa.

4. We agree with this comment and have added some clarifying language to
the report.

5.We agree with the comment and have added a clarifying footnote.

6.We agree with this comment and have revised the paragraph in
consultation with a UsDA official.

7.The example referred to is not intended to address a metric versus
English-measure type of packaging. Rather, it is an example of not
producing what the foreign customers want. The example is directed at
overall packaging sizes that are not consumer-ready. However, we have
added a statement to the paragraph to indicate that converting to metric is
a step in the right direction.

8.The left-hand column of the table is labeled “fiscal year.” However, in
response to USDA’s comment, we have also added “fiscal year” to the title
of the appendix.
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Resources, Patrick. . Kall, pestouen: Monmgen
Community, and

Economic

Development

Division, Washington,

D.C.

: - Dale A. Wolden, Evaluator-in-Charge
Kansas Clty Reglona‘l James J. Hoffman, Senior Evaluator (Deceased)
Office Sheldon H. Wood, Staff Evaluator
Thomas M. Cook, Staff Evaluator
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High-Value Product Exports: Good Potential Exists for More Trade With
Taiwan, Malaysia, and Indonesia (GA0/GGD-94-52, Nov. 19, 1993).

U.S. Department of Agriculture: Strategic Marketing Needed to Lead
Agribusiness in International Trade {GAO/RCED-91-22, Jan. 22, 1991).

1990 Farm Bill: Opportunities for Change {GAO/RCED-90-142, Apr. 10, 1990).

Federal Dairy Programs: Insights Into Their Past Provide Perspectives on
Their Future (GAO/RCED-90-88, Feb. 28, 1990).

International Trade: Foreign Market Development for High Value
Agricultural Products (GAO/NSIAD-9047, Jan. 17, 1990).

Dairy Termination Program: An Estimate of Its Impact and
Cost-Effectiveness (GAO/RCED-89-96, July 6, 1988).

Milk Marketing Orders: Options for Change (GAO/RCED-88-9, Mar. 21, 1988).
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