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PREFACE

Two issues underlay khe commission by I.C.I. Fertilizer Marketihg
Department of the forecasts upon which this repért is based. The first was
the growing conviction that certain changes in the British diet may be having,
perhaps substantial, impliéations for the pattern of demand for food products
in the UK. Second was the realisation that agricultural policy is unlikely to
continue to underwrite the steady increase in aéricultural production
experienced in this country over the past 30 years. Although the initial
approach concentrated on demand forecasting, further discussions led to the
conclusion that the most helpful forecast would be one of production. Thus,
the evolution of demand is considered only as a factor influencing the level
of production. It was further agreed that ﬁhe work should be restricted to

the grassland fed livestock products.

Our starting point was to construct schematic models of the marketing
system for each of the three livestock sectors. Our final versions of these

appear as fiqures 1.2, 2.1 and 3.2.

Figure 1.1, however, illustrates the range of factors which, at the onset,’

we hypothesised might influence the production of milk, beef and sheepmeat in

the UK. To some extent this represents a 'traditional' view of the
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Figure 1.1 UK Marketing Flow-chart - Milk, Beef and Sheepmeat




interaction between the market and the production of agricultural products;

price is the key signal which 'translates' changes in market factors into a

~simple question of how much is produced of the particular product.

Discussion of these models led to an important conclusion: that the
dominant influence on the level of production was likely to be policy
decisions. For this reason, we concluded that a conventional commodity market
analysis, in which a forecast of underlying forces influencing supply and
demand are brought together, by price, in market equilibrium, would not be

appropriate.

A second consequence of the view that policy decisions would be the
dominant influence was to alter the role (and reduce the importance of) the
demand forecast. Rather than influencing production through the market
mechanism (implicit in our initial discussions), demand is likely to affect
production predominantly by its effect on policy decisions. This in turn
implies that, in the main, it is demand at an EEC, rather than UK, level which

will be critical.

Although we make specific forecasts, we believe that the major value of our
work should be in the argument which identifies those factors which will
significantly influence the develoment of UK livestock production over the

next decade.




SUMMARY OF FORECASTS

0.1 MILK PRODUCTION

1..

The imposition of EEC milk quotas has, in one sense, simplified the
task of forecasting milk supplies in that, arguably, the task becomes
"simply" one of forecasting the quota. Certainly, both available
evidence and logic suggest that, if the quota system is properly

applied at the farm level, national production will approximate to the

national quota. However, this involves the necessity of forecasting

political decisions. Apart from the intrinsic difficulty of (and, one
might add, lack of established methodology.for) doing thig, there is
the added complication that alternative policy decisions may lead to
divergent paths; thus, whereas with conventional commoditf forecasts
it is usually possible to establish a range of outcomes surounding a
most likely value, this is not appropriate with policy forecasting.
For this reason we have chosen to apply a probability tree approach to
the milk forecast.

Three basic alternatives are allowed for: a) the retention of the

quota system, as originally designed, with quotas implemented at farm




level; b) replacement of the quota system by an EEC alternative; c) a
breakdown in the CAP for milk products and its replacement by a
national policy. For 1990, we have assigned a probability of 0.7 to
a), 0.25 to b) and 0.05 to c).

Under a), three alternatives are alowed for: i) an increase in the
quota by 1% per annum; 1i) a constant quota, and iii) a reduction in
the quota (of 1% per annum). We think that it is most likely that the
quota will remain constant to 1990.

Under b), we have allowed two alternatives: i) the imposition of a
"prudent" price policy, (leading to a level of production a little
higher than expected if quotas are retained, to take into account the
higher level of éonsumption associated with lower prices), and ii) a
breakdown of the quota system at farm level (perhaps prompted by some
member states choosing to pay super levy payments out of national
budgets), but an agreement that quotas would be retained at national
level. Under this outcome (which we believe to be a real possibility)

we assume that the UK would choose to raise the super levy by a flat

rate (co-responsibility) levy on milk production. On this basis it is

possible to predict the level at which the finance faised from the
flat rate levy equals the finance required to pay the super levy on
over-national-quota production.

The national policy forecast assumes that the UK would aim for
self-sufficiency in milk and milk products (but retaining butter
impq;ts from New Zealand) by price policy. The outcome is lower than
one might intuitively expect because of.a pessimistic view of the

trend in UK demand.




The forecast for 1995 followé a similar approach. The probability of
the retention of farm level quotas is reduced only slightly. This is
because we believe that, if the quota system survives to 1990, there
will be strong forces for its retention, not withstanding the fact
that the system is due for review after the first five years of its

application. However, if retained, we believe that the level of

quotas would be further reduced. Thus a higher probability is now

given to the reduced quota option, set at 104% EEC self-sufficiency.
There is no signifiéant change in the érobability ascribed to the flat
rate levy option between 1990 and 1995. This is because we believe
this outcome would emerge in an unplanned manner following the
breakdown in the farm level quota system, and that if this happens, it
is likely to do so before 1990.

The national policy outcome for 1995 is much the same as that for
199Q. The reason for this is that, under this scenario, we forecast a
growth in the underlying production trend which would force market
prices down, so that lower retail prices would offset the negative
impact on consumption of the underlying downwafd trend-in demand
between 1990 and 1995. |

The proﬁability analysis leads to an expected UK level of milk
production of 15,560 thousand tonnes in 1990, and 15,340 in 1995. The
most likely outcomes, to which a total probability of 56% is ascribed
in 1990 and 42% in 1995, is for production of 15,327 in 1990 (a

constant quota) and 14,342 in 1995.




0.2 BEEF PRODUCTION

1.
Three sources of the supply of beef may be distinguished: a) fattened
calves from the dairy herd; b) cow beéf from the dairy herd; and c)
beef from the suckler herd.
The critical assumption in the beef forecast concerns the development
of milk yields. In the past these have been translated into rising
'production; in the future they are likely to be reflected by smaller
dairy herds. For many years, yields have been increasing at about 2%
per annum. Dairy specialists take the view that, in the absence of
quotas, the annual increase in yields would have probably gone above
2%. Farmers have reacted to quotas, in the short run, by a
combination of reduced concentrate use and the culling of cows. In
the longer term, when pressed, agriculturalists take the view that the
instinct among dairy farmers to go for improved yield is so strongly
established, and the management advantages of dealing with fewer cows
so attractive, that the predominant response will be one of reducing
the size of the dairy herd, rather than reducing yields. Thé
forecast, therefore, is given under the alternative of 1% or 2% growth
in yields; in our view, the outcome is likely to be nearer to two than
to one per cent.
In order to predict the size of the dairy herd we have taken the
expected value of milk production in 1990 and 1995 from our milk

forecasts. (The beef forecast is more sensitive to a change in

assumed yield than it is to estimated milk production, so the




alternative of choosing the "most likely" rather than "expected" milk
production reduces the beef forecast by a relatively small amount).
Predicted beef numbers are then obtained by applying appropriate
coefficients. These are based on recent data, but have been amended a
little, for reasons aiscussed in the main text.

The suckler herd has been declining for some years. The evidence

suggests that specialist beef production of this kind is not

profitable relative to most other agricultural enterprises, and is
largely dependent on special EEC subsidies. Some dairy "outgoers" may
opt for specialist beef production, but at best we can see only a
leveiling out in the suckler herd.

We forecast a continuing fall in the underlying demand for beef, and
thus do not expect ﬁhe fall in supplies from the dairy herd to
strengthen the market sufficiently to increase the relative
profitability of suckler beef. Similarly, the substantial EEC beef
surplus suggests that any decline in EEC beef production will not be
sufficient to take pressure off beef suppor£ prices. We expect the UK
variable premium to be phased out; on balan;e we think this will
reduce tﬁe level of returns to beef producers a little, thouéh it will
be accompaniéd by a rise in intervention support.

The outcome is a forecast of a decline in beef‘production of 12% by

| 1990 and 18% by 1995, under the assumption of milk yields continuing
to rise at 2% per annum. If the increase in yields falls to 1% per
annum, beef production is forecast to be 7% less by 1990, and 11% less

by 1995.




0.3 SHEEPMEAT PRODUCTION

1.

Sheepmeat production displayed a gentle increase during the 1970's
which accelerated following the imposition of the EEC sheepmeat
regime, which has made sheepmeat a much more profitable enterprise.
Both lamb production and numbers vary somewhat from year to year, and
the best guide to the longer term level of production is the size of
the breeding herd. This rose at almost 1% per annum between 1970 and
1978 and 2% per annum from 1978 to 1984. Recently there is some
evidence that the rapid growth of recent years is beginning to level
off.

Three factors are likely to influence the future trend in sheepmeat
production over the next ten years. These are a) the level of support
provided by the EEC regime; b) technological developments; and c) any
'push' factors associated with limits to milk (and conceivably,
cereal) production.

The move to a higher level of profitability associated with the
imposition of the EEC regime is now complete, and the best that sheep

farmeérs can expect is that this level of profitability wil be

sustained. Most sheepmeat production in the EEC comes from relatively

deprived areas; the EEC is not yet self-sufficient in the commodity;
and sheepmeat does not account for a substantial amount of FEOGA
spending. These considerations lead us to the view that this sector
is less likely than many others to suffer from price or output

reduciné policy measures, though the contrary argument has been put to




6.

us - that because of a) the special interest to the UK and b) the fact
that sheep producers are political lightweights in farming circles,
this sector is more likely than many others to suffer in future years.
The main threat comes from the strong underlying adverse trend in
demand in the UK which has meant that consumption has only been
sustained by declin%ng réal consumer pfices. We expect this demand
trend to continue, so that eithef consumption must soon begin to fall
again, or UK 1amb'prices must continue to fall in real terms. If the
latter, the cost of the variable premium in the UK will continue to
rise (and there are already objections from France concerning the
extent of this UK subsidy). Howeyer, the only alternatives are a
substantial reduction in the level of support for the sector, which
seems unlikely for the reasons given above, or the imposition of an
intervention sysiem in the UK. Unless New Zealand could be eliminated
from the market, the latter would lead to substantial quantities of
lamb going into intervention. Thus, at the end of the day, we foresee
the retention of a (perhaps limited) variable premium system, and a
level of support, perhaps falling a little in real terms, but
nevertheless not threatened as much as most other EEC sectors.

On the supply side, no major output increasing technological

L4

developments are expected and the future growth in production may be

somewhat constrained by the fact that most of the "easy" expansion in

the upland areas has now taken place. There is likely to be some
increase in lowland production as a consequence of land released from
dairy production.

Thus, in this sector we see a return to the modest expansion




experienced before the'imposition of the EEC regime, of about 1% per

annum up to 1990, leading to a forecast of 318,000 tonnes, and 0.5%

per annum thereafter, resulting in 326,000 tonnes of sheepmeat

prdduced in 1995.
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'CHAPTER ONE

MILK PRODUCTION

1.1 INTRODUCTION

As far as milk is concerned, few attempts have been made to forecast
production beyond annual forecasts from one marketing year to the next.

This is largely due to the dominant role of policy factors in the dairy

sector and the general acceptance that decisions made within a political

framework (in particular the annual CAP price review) cannot be predicted

accurately beyond a lead time of twelve months.

However, the European Commission produces an annual report on the
Community's agricultural‘sector which includes projections of market
developments up to five years ahead. In its most recent report*,
following last year's decision to introduce quotas in the dairy sector,
the Commission takes the view that milk production in the Community will
be at or about the quota quantity (98.2 million tonnes) at least until
1990, wheén the system is to be reviewed. Average yields are expected to
fall in the short term as producers reduce the use of concentrate feed,
but are expected to pick up thereafter, with a parallel decline in'the~

size of the Community's dairy herd, at an annual rate of around 1.5%.

*'The Agricultural Situation in the Community, 1984 Report', Commission,
Brussels, 1984 '




A more detailed set of supply and demand forecasts for the dairy
industry over the next four years are provided in a N.E.D.OQ. report
published in April 1984*. Unfortunately, the report was completed before
the agreement on quotas, which renders much of the work redundant.
Nevertheless, the identification of some of the key factors (price
effects, profitability, yield improvements, herd structure and dairy
incomes) is of relevance to this study, and the projection of milk sales
off farms in 1988/89 of 17,840 million litres does at least. provide some
indication of potential UK milk production in the absence of quantitative

controls.

Fig.l.2 is a reduced form of fig.l.l, with certain factors omitted énd
the direction of others changed. The market price is no longer the major
'signal’ to producers, but changes in market circumstances (particularly
the difference between consumption and production) are communicated tov
producers via the various policy mechanisms, with quotas being the

dominant instrument. Management and technology remain directly

significant but are clearly influenced by policy decisions (with a ceiling

on preduction, the incentive for increasing yields may be reduced) and so

in turn become policy influenced.

Thus, the 'traditional' market orientated approach to forecasting
supply and demand is exchanged for a more direct policy orientated

approach, which necessafily requires the forecasting of political

*'The Dairy Industry: Supply and Demand to 1988', by Professor Michael Haines,
University of Aberystwith, 1984
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decisions, hitherto avoided in most agricultural forecasting.

The task of\forecasting milk production over the next five to ten years
may appear, at first sight, to have been greatly facilitated by the

decision taken by EEC farm ministers, in March 1984, to introduce a direct

method of controlling milk supplies. However, a closer examination of the

potential reactions to this 'new' policy instrument reveals a range of
possible outcomes, with significant implications for milk production in

the longer term.

On the face of it, once the system has been implemented and the level
of quota agreed for each member state , then one can argue logically that
the level of milk production in each member state is likely to approximate
to the size of the quota.* However, this conclusion simply raises the
complicating issue of forecasting the size of the quota itself. This
involves three issues :

1. First there is the question of whether the quota system will survive
after:(or indéed until) the end of the five year 'trial' period;
Second, if the system does survive, it will be necessary to consider
how €and under what pressures) it might evolve over the next ten
years;

And finally, on the assumption that the quota system will not prevail,
it is necessary to consider with what measures the agricultural

*Some producers will find it profitable to exceed their quota, following the
agreement (March 85) to base super-levy payments on the amount by which
production exceeds the national'quota, just as some farmers operating under
formula B (dairy quota) did during 1984. But over-production is likely to be
offset by other producers falling short of their quota.

.
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ministers of the EEC might replace it.

It is with these questions in mind that our projections for milk

production in the UK over the next five to ten years are based.

1.2 WILL THE QUOTA~SYSTEM SURVIVE ?

When looking for reasons why the quota system might not 'stay the
course', it is necessary to look at the factors which led to its
introduction: if one or more of these were to change significantly in the
near future, the pressure for maintaining the system could change

accordingly.

There were two main factors which finally necessitated the introduction

of Milk quotas in April 1984 :
1. The chronic market imbalance, and

2. The overriding budgetary pressure.

The evolution of supply and demand of milk and milk products in the
Community is illustrated in Fig.l.3. It is clear that the EEC has had a
dairy surplus problem from the mid-seventies; while consumption was almost
static during the seventies, production increased at an annual rate of
2.5-3.0% and, with little change in the size of the Community herd up to
1983, virtually all this increased output was the result of improvements

in yields. Moreover, there were no signs‘of the situation improving,

- 5 -
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Figure 1.3 EEC Milk Production and Consumption(*)

(*)Source - adapted from E.C., 'Agricultural Situation in the Community',
Brussels, 1981 and Haines, Op Cit, 1984.




despite earlier forecasts by the Commission of production increasing at a

slower annual rate (1.0-1.5%) and demand increaslng by 0.5% per annum.

However, the Council had taken little effective action to discourage
production and/or stimulate consumption (co-responsibility levies on
over-production and subsidies on butter consumption proving largely

ineffective) and it was only when the threat of imminent bankrupcy was

finally acknowledged that the Council was forced into 'crisis action'.

In 1971 support spending on the milk sector represented 25.4% of total
Community expenditure on aériculture. By 1977 this proportion had
increased to over 50% and support spending in the dairy sector currently
represents over one third of total FEOGA guarantee expenditure (Table
1.1). This may not be of surprise when one considers that milk makes the
largest contribution to final agricultural production in the Community and
that it involves the greatest number of farmers. But when making
economies, attention is naturally drawn to the most expensive items in the
budget. Thus it was that, in spite of increasing surpluses in qther
commodity sectors, milk was the first to feel the affect of financial

stringency.

It seems unlikely that any of the factors influencing the market
imbalance or budgetary pressure will change sufficiently (in the direction
or to the extent necessary) to remove the need to control milk production,
reduce the surplus and thus reduce expenditure on support in the dairy

sector. VAT contributions to 'own resources' are to be increased from 1%




Table 1.1 CAP Support Expenditure in the Dairy Sector*

Year | (l)Dairy Sector |(2)Total (Guarantee) |(1) as % of (2)

1971 573.7 2258.2 25.4
72 1497.0 3410.0 43.9
73 1221.0 2619.4 46.6
74 1149.0 3906.1 29.4
75 2051.5 4705.4 43.6
76 2545.0 5118.1 49.7
717 2924.1 5640.0 51.8
78 4014.7 7765.2 51.7
79 4527.5 9732.0 46.5
80 4752.0 110l6.4 43.1
8l 3342.7 10902.8 30.7
82 ©3327.7 12092.5 27.5
83 4396.1 15431.1 28.5
84 5811.0 17990.9 32.3

*1971-78= million UCA's, 1979-84= millions ecu's. Source: Agricultural
Situation in the Community, Op Cit, Brussels, several years.

to 1.4% in 1986, but these additional resources are likely to be used up
before they even become available. Chronic surpluses in other sectors
mean the Commission will not wish to lose its grip on milk supplies,
Vespecially with the accession of Spain and Portugal and the financial

pressures that is likely to bring. Consumption and export oportunities

are unlikely to improve while prices remain uncoﬁpetitive and world

markets saturated. Furthermore, consumption on a European scale may
eventually be affected by concern over the relationship between dairy fat
and health. Finally, milk yields will continue to rise and the overall
quality of dairy herds continue to improve as inferior animals are culled,

thus increasing the threat of rapid increases in milk production if

restrictions are removed.




Under the CAP, farm incomes, fooé sﬁpplies and food consumption are
directly influenced by the level of price support: high prices are
'necessary' to support farm incomes, but in turn encourage increased
production and inhibit the growth of consumption. The Commission
estimated that a reduction in support prices of 12% would be necessary to
prevent further growth iﬂ expenditure on the dairy sector. Moreover a
price-cut would also help stimulate consumption and reduce the cost of
surplus disposal on world markets*. But it would also have a éharp impact
on the incomes of dairy farmers. At the end of.the day, faced with a
choice between quotas or a price-cut, EEC farm ministers chose a system
which would 'contain' milk éroduction at levels still far in excess of

consumption , to be reviewed after five years.

Thus, it seems likely that quotas will be with us at least until 1990,
but beyond then it is less clear. During the past twelve months many
difficulties have been experienced with regard to the implementation of
the quota system, which do raise doubts over its long-term future. Italy

has yet fully to establish the system at all (largely for administrative

reasons); some member states (notably France) have assumed the financial

burden of paying the super levy on above-quota production, thus defeating
the basic objective of control at the farm level; the Irish, in addition
to concessions already received, have been given a further 58,000 tonnes
of quota; and EEC farm ministers have agreed effectively to increase the
scope for producers to maximize production within the quota by adding
those for direct sales to the original wholesale dairy quotas. In

*see Ritson and Hubbard, 'Farm Business', Jan.1984.
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addition, while farm incomes in general rose by 4% in 1984, dairy farmers
have experienced a fall in income throughout the Community, which will
increase the pressure on farm ministers to agree compensation at the price

review, in the form of price increases for dairy products*.

Nevertheless, despite these complications, given the continued
underlying capacity of the EEC dairy sector to produce an unsaleable
surplus, and the unpalatable consequences for farm incomes of containing
production by price policy, there are strong grounds for believing that

the quota system will survive to 1995.

PRODUCTION WITH QUQTAS

As far as forecasting UK milk production is concerned, if one accepts
that dairy quotas are here to stay and that producers/dairies will respond
accordingly (ie not exceed quota levels), then the task 'simply' remains
to forecast what the UK milk quota will be over the next ten years. In
1984/85 the U.K. quota, including a Community reserve of 65 thousand
tonnes, was 15,552 thousand tonnes, which represents a reduction of 6.2%

on deliveries in 1983 (see Table 1.2). This falls to 15,327 thousand

tonnes in 1985/86 and should remain at that level until 1989/90.

*The Council eventualy agreed an increase of 1.5% in the milk target price for
1985/86




Table 1.2 UK and EEC(10) Reference Quantities 1984/85-1989/90*

UK EEC(10)

Actual Deliveries 103,720
(1983)

Guaranteed Quantity 99,024
(1984/85)

Community Reserve | 335
(1984/85)

Total Quantity 99,359
(1984/85)

Total Quantity(84/5)
¢ Actual Deliveries
(1983) (%)

Guaranteed Quantity
(1985/86-1989/90)

of which :

Direct Sales Quota
(1985/86-1989/90)

*Thousand Tonnes of milk and milk Equivalent. Source: adapted from 'Milk -
the quota system', Green Europe Newsletter, No.203, August 1984.

It seems unlikely that there will be very much scope for changing the
agreed reference quantities over the next five years. If dairy producers'
incomes continue to fall, they will be much more likely to gain
compensation via increases in milk support prices and, perhaps,'reductions
in cereal/feed prices, than through any increase in the quota. This in
turn will have longer-term consequences for dairy policy through the
adverse affect on consumption and the'unit cost of surplus disposal;

further attempts by member states to assume the burden of super levy

payments (in the case of over-production) will be resisted by the

Commission, although it has already conceded on the issue of levy payments

- 11 -
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being made annually, and not until the nationai quota has been exceeded.*
For the period beyond 1990, a number of interesting possibilities may

arise. The first (and perhaps most significant) of these has already been

alluded to by the Agricultural Commissioner, Frans Andriessen, regarding

the extent to which quotas may be made tradeable, not only within but also

between member states. As a result of the introduction of quotas, some

dairy farmers are leaving the industry and a decision will have to be made
with regard to the way in which this 'floating' quota should be
re-allocated. Andriesen recently suggested that the Commission might at
some stage in the future agree to tﬁe establishment of a market for dairy
quotas, such that the Commission could either retain 'unused' quota, thus
gaining a tighter grip on milk production, or re-allocate them in areas
where production was most efficient. The idea of tradeable quotas has
many favourable aspects from an economic viewpoint, but carries a host of
difficult problems in a political context. While the likelihood of quotas
becoming tradeéble is relatively high (particularly as some thought 1is
already being given to the idea), the extent to which this outcome would
affect UK milk supplies is probably limited. One would expect iittle
change in overall production (at least in the short term), but a
significant change in the structure of the dairy sector, with fewer,
larger, producers, an even higher degree of efficiency and further
increases in milk yields. Marketability (if established) would almost

certainly be confined to trading within member countries, as

*It was originally agreed that super-levy payments would be made on a
quarterly basis, collected from those farmers (formula A) or dairies (formula
B) who were, in turn, exceeding their quotas.
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intra-Community exchanges would probably be politically unacceptable.
Thus, the introduction of marketable quotas is unlikely to result in a
significant change in overall UK milk production, as a result:of transfers
between member states, but could imply a reduction if the Commission were
to "buy up" and liquidate quota.

A further important factor which will affect the quota system beyond
1990 is the level of prices, both within the EEC and on the world markets.
If the prices of dairy products in the EEC can be restrained and those on
the world markets rise, then it is feasible that by 1990, with production
levels under control, the excess of supply over demand and the financial
burden of the dairy sector may have fallen sufficiently to allow some

increase in the global quota (or indeed the removal of system). However,

the more likely outcome is that EEC support prices for dairy products will

increase (relative to other product prices) and that world price levels

will not rise, maintaining the need for direct control of milk supplies.

With milk yields continuing to increase rapidly and with many producers
still in the process of technical development and expansion, the political
pressure’for increasing the overall quota will be intense. Nevertheless,
it seems extremely unligely that any substantial increases in the ove;all
guaranteed quantities will be possible, given the overriding financial

constraints.

Over the past sixteen months it appears- that British producers have

responded as anticipated, following the implementation of the quota system

_13_




- initially herds were reduced as some farmers over-reacted by culling,

but later in the marketing year the tendency was to reduce concentrate
feeding and accept a fall in yields. The situation was cogélicated by the
‘drought last summer which itself had a substantial impact on milk
supplies. Nevertheless, perhaps the most significant’feature has been
that UK milk supplies over the first year were below the guaranteed
quantity and thus no super levy payments have been necessary. Indeed, at
the Community level, deliveries between April 84 and March 85 ammounted to
99.05 million tonnes or 0.4% less than the global quota. It is of course
too early to predict that this response will continue, especially as the
drought must have had a considerable effect on yields in 84/85. But there
has been a similar reaction by producers in the rest of the Community
where the quota system has been implemented (with the exception of West
Germany, whose producers were required to make super-levy payments). It
seems reasonable to assume, therefore, that producers will adhere to the

production limits which have been set.

Although a further restriction on production would be difficult to
negotiate, it is unlikely that the Community will tolerate the annual
disposal:costs of some twelve million tonnes of surplus dairy produce
indefinitely. Moreover, given that the dairy sector is now under more
direct control, it is unlikely that such an opportunity to restore the EEC
dairy market towards 'equilibrium' will be passed up easily. The
introdﬁctioh of quotas has made the fact that it is a "policy ;nduced"

surplus explicit and "proved" that production can be controlled.




To conclude, therefore, on the assumption that dairy quotas remain
until 1990, and that producers react as they have done over the past
twelve months, it seems highly unlikely that the UK's rgference quantity
will differ very much from its current level and thus we expect UK milk
production to remain between 15,000 and 15,500 thousand tonnes. However,
beyond 1990, if the quota system remains, it seems to us likely that the
pressure to reduce the ovefall guaranteed quantity (given the 14% surplus
built into the current global quota and the possibility of the Commission
being able to freeze part of the quota) will lead to a reduction in the

overall guaranteed quantity and thus a reduction in the UK's dairy quota.

If near EEC self-sufficiency becomes the 'target' for the revised quota

level, then a reduction of around 10% in EEC milk production would be
required (assuming only a modest growth in consumption of between 0.5 and
0.25% per annum). This would mean a reduced UK quota of around 14,500

thousand tonnes.

PRODUCTION WITHOUT QUOTAS

In order to hypotﬁesise what might replace quotas, it is necessary to
consider-the circumstances under which the current system might end. If
it is simply a question of 'modification' within the CAP (for the sort of
po;;ticai reasons outlined above), then the only feasible alternative to
quotas would be an 'extremely prudent' price policy (of the type which has
already proved politically unacceptable) with the likely accompaniment of
co-responsibility levies. Alternatively, if change is induced as a result

of the effective collapse of the system - for example member states, in

- 15 -




practice, failing to apply the system; fraudulent monitoring of actual
supplies delivered to dairies or sold direct to the public; or
straightforward rejection of the system as a result qﬁ political pressure
from farmers - then it is possible that, rather than a solution being
éought at Community level, the overall support of the Community's dairy
sector (or at least the cost of it) could be ’‘re-nafionalised’, with
member states finding their own solutions and financial resources
according to their needs. Such a move would clearly be a last resort, for
it would threaten the Community's unity and common organisation of
égritultural markets. Nevertheless, as an alternative outcome in the

absence of quotas, such a possibility has to be considered.

Estimating the effect of a restrictive price policy at Community level
requires looking at wider factors in the domestic market (consumption,
technological change etc) and more specifically at the responsiveness of

milk production to reductions in price.

The response of UK milk supplies to a change in price will be the same
whether support is at national or Community level. However, the degree of
price cut necessary will be different, as market imbalance is greater at

the Community level than it is at the UK national level (see table 1.3).

Much research has been carried out into the response of milk supply to

price and a consensus has by no means been reached, particularly with
regard to the difference betwen short and long run relationships.

However, it is generally agreed that it takes a few years for a
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Table 1.3 UK and EEC Self-Sufficiency in Dairy Produce (%)

Butterfat SNF Butter

UK EEC UK EEC |UK EEC UK

1977 69 109 | 111 {32 106 | 66
1978 74 113 110 |41 117 | 67
1979 77 114 112 | 43 116 | 67
1980 82 113 120 |48 121 | 71
1981 8l 118 123 |53 125 | 70
1982 86 120 126 |72 126 | 70
1983 90 127 123 [ 80 145 | 70

Source - EEC Dairy Facts and Figures, MMB, 1980-84.

'permanent' change in price to have any substantial effect but that
eventually (after five or six years) a change in price will be reflected
in an approximately similar proportionate change in production*. Thus, a
price cut of 12% (as proposed by the Commission), would have eventually
led to a reduction in the UK's milk supplies to a level 12% less (than the
level of production which would have applied at constant real prices) i
while the UK's current reference quantity actually represents a reduction
of 'only' 6.2% on 1983 production. The Commission was faced with an
'immediate' problem and thus had to propose a price cut which would have

an immediate impact similar to that of direct supply control (a short run

elasticity of 0.5 yielding a 6% cut in production).

‘A second alternative to quotas, at the Community level, whiéh would

represent a 'compromise'' between Community and national interests (and as

*see G.Jones in 'Relationship between milk production and price variations in
the EEC' Commission Study P.214. Of course, by the time the long run price
effect has taken place there may have been an offsetting growth in production
due to autonomous technological change.
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such has political appeal) is the nationalisation of super-levy payments:
the quota would be agreed at the Community level but administered and
financed at the national level. Member state ggvernments could therefore
decide for themselves the extent to which supplies could exceed demand
and, similarly, could choose their own method of financing the levy

payments on over-quota production.

Some member states (notably France) have already proposed such a
development, and while it would probably lead to a further growth in
overall milk production in the Community, it would lessen the:.financial

burden on the Community and would render the current system more flexible

and thus, perhaps, politically more acceptable in the longer term.

As far as the UK is concerned, it is unlikely that the present
government would be disposed to giving subsidies to dairy farmers via the
payment of super levies on surplus production. A more likely outcome, in
our view, would be the financing of over-quota production through the
application of a flat rate levy payable by all dairy producers Qsee
Appendix A). This would result in an increase in overall produétion, as
the average levy would be substantially less than the corresponding
(marginal) super-levy applied to over-quota production thus making it
profitable for many producers to exceed their current individual quota

levels.

Such a development of the the present system would certainly appear

more acceptable (politically) than a restrictive price policy, and while
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it does represent the partial nationalisation of the CAP (which the
Commission have taken pains to avoid in the past) it does, at least, leave

the Community in control of EEC expenditure on the dairy sector.

Having considered the alternatives which could arise from within the
CAP, it now remains to consider what action”the British Government would

take if dairy policy was completely re-nationalised.

The present government has provided little évidence to suggest that it
would take a stance towards the milk‘surplus problem very different to
that of the>Commission, The British have been conscious of the budgetary
pressures and striving for financial stringency for the past five years

and were in favour of introducing some form of restriction on milk

production when the quota system was agreed (though favouring restricting

production by price policy). Moreover, the government does not appear to
haQe the will to provide the sort of budgetary support currently
undertaken at Community level. Thus it is reasonable to suppose that a
national price policy would be adopted, with UK self-sufficiency. rather

than that of the Community as the 'target' level of production.

Cdnsumption and productidn in the UK have moved in opposite directions
(see figs.l.4, 1.5). Liquid milk consumption has fallen from around 2.7
litres per week per head in 1970 to just over 2.4 lifres in 1983,
reflecting factors such as the cessation of subsidised school milk, the
growth in unemployment aﬁd the rise in retail prices. Average annual milk

vields have increased rapidly, from just over 3800 litres per cow to
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almost 5000 litres, over the same pericd, illustréting the continued
technological advances being made within the national dairy herd. The
extent of market imbalance at present i§ by no means as great in the UK as
in the Community as a whole (see Table_l.3) which suggests, on the face of
it, that less stringentbmeasures wéuld need to be taken by the'British
Government than’had to be adopted by the Community. However, as we shall
see below, the level of production associated with UK self-sufficiency
declines over the ten year forecast because of our view that the adverse

underlying trend in demand will continue.

DEMAND PROSPECTS

We have already noted that policy decisions, rather than price signals
generated by the market, are likely to determine the future behaviour of
dairy producers. That is not to say that consumption patterns are not
important. It is necessary, though, to distinguish between consumption,
exhibited in the market place, and the underlying demand for a product.

This is particularly so when considering markets in which there is

intervention. Stating the case more explicitly, consumers will respond to

the prices in the market and decide to purchase or not depending upon the
price of the good and related goods, (ie there is a movement up and down
the demand curve); and, in a market in which there is government price
intervention, taxes or subéidies will be implicit ih the market price.
Over time, however, the position of the demand curve may change. This méy
be brought about through a number of economic, social or structural

factors. Such shifts in demand have important implications for the
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policy-maker. If, for example, the underlying trend in demand is
downwards, the level of consumption may be maintained at declining real
prices, but at the cost to the po%icy—maker of increasing the subsidy.
Pressure on policy formation may, therefore, come about not through any
obvious change in consumption, but through the implicit costs incurred in
maintaining that consumption. Alternatively, the policy may maintain
constant real prices, in which case consumption will fall as demand
declines (and the pressure on the policy takes the form of an increased

surplus).

Analysis'of the liquid milk and dairy products markets in the UK shows
falling consumption for all the major products except cheese. Figure 1.6
shows the residual trends in demand for liquid milk and butter, after the
effects of the change in prices and real incomes have been removed.

Although, for the reasons already explained, we do not believe that the
trend in the UK demand for milk and dairy products will be a major

determinant of UK milk production over the next decade, we have

nevertheless made explicit forecasts of UK consumption at constant real

prices. ,These are shown in table 1l.4.

These forecasts are based on current estimates of the underlying trend
in demand, modified a little to take account of thevgrowing concern over
the level of fat in the diet, which is discussed more fully in Appendix B.
The outcome is a forecast of total consumption, at constant real prices,

of 15,179 thousand tonnes in 1990 and 14,633 thousand tonnes in 1995.
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Product % change to 1990 | % change to 1995

Butter -20.0 -30.0
Cheese © 45.0 +8.0
Cream ‘ +5.0

Milk _ -10.0

(Base = 1983)

Table 1.4 Predicted change in UK consumption of

Milk and Dairy products at constant real prices

As far as the rest of the Community is concerned, the consumption of

milk and dairy products shows no clear trend. In the ten year period to
1982, fresh milk products showed a very slight increase, buttér
consumption was static and cheese consumption rose by approximately 1.5%
per annum. Commission estimates of consumption suggest that in total,
movements in different markets will balance each other and only a slight

increase in total consumption is expected over the 5 year period to 1990*.

Our forecasts are based on the Commission’s estimate of total EEC
Consumption of 87 million tonnes by 1990. Thereafter, we allow for only a

slight increase in overall EEC consumption (of 0.25% per annum).

* Op Cit, E.C., 1984.
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* Demand shifts on a per capita basis after the effects of own price and
real disposable income have been removed. In the case of butter, the
cross price effects of soft margarine have also been removed. Average
1976-83 = 100.




1.6

THE MILK FORECASTS

The previous discussiog will have made clear our view that milk
production in the UK over the next decade is likely to be largely
determined by politicél decision. Apart from the intrinsic difficulty of
forecasting policy decisions, there is the added complication that
alternative policy decisions may lead to divergent paths; thus, whereas
with a conventional commodity forecast it is usually possible to establish
a range of outcomes surrounding a most likely value, this is not so
appropriate with policy forecasting. For this reason we have chosen to

apply a probability tree approach to the milk forecast.

Three basic scenarios are allowed for. These are
1. the retention of the quota system;

2. 1its replacement by an EEC alternative, and.

3. the introduction of a national UK milk policy.

-The scenarios, associated probabilities and alternative production
levels are illustrated in the probability trees, Fig.l.7 (1990) and

Fig.1.8 (1995).

By combining the alternative production estimates with the
probabilities attached to the various scenarios, it is possible to
calculate the 'expected' production under the three possible outcomes and
an overall expected value for production in the two time periods

considered. There are two basic advantages of using such a technique.
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First, it is simple in terms of both understanding and computational

requirements; and second, it allows for regular updating and revision in

the light of new developments (of a technical or political nature), which

might lead to an amendment of the subjective probabilities or the
individual production forecasts. (For example, our forecast was amended
slightly in the light of the outcome of the 1985/86 EEC annual price

review).

For 1990, we have ascribed a high probability (0.7) that the quota
system will be retained, and we also think it most probable that the UK
quota will remain at its present level. Given that the EEC quota still
involves a substantial, and expensive, milk surplus, we have included the
possibility that there will be a modest reduction in the quota to 1990,
set at 1% per annum (following the precedent of the 1% reduction between
1984/85 and 1985/86). Another kind of precedent suggests that, should
conditions on world dairy markets become unexpectedly favourable towards
the end of the decade, the Council of Ministers might choose to increase
milk quotas. Thus, the expected prcduction for 1990 under thé present
quota system becomes :

15,327(.8) + 15,791(.05) + 14,871(.15) = 15,283 (000 tonnes)
Two alternatives to the quota system under the CAP are considefed. The
first is the introduction of a production restricting price policy. Our
production estimate under this policy is based on the calculation of the
price cut necessary at EEC level to acheive an overall level of EEC
self-sufficiency equal to that applying with the current quota. The lower

market prices involved induce an increase in consumption and thus allow
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UK Milk Production - 1990

Production (000's tonnes)

Current(.8) - 15,327

EEC Quota(.7) Increased(.05) 15,791 (current quota plus
1% per annum for 3
years)

Reduced(.15) (current quota less
1% per annum for 3
years)

Price policy(.3) (price cut necessary
to restrict surplus
to current level)

EEC Alternative(.25)

C/R levy(.7) (as in Appendix A)

No CAP(.05) Price policy (UK Self-Sufficiency
by price policy)

for a higher level of production under this alternative compared with the

current quota. In this (as in other cases where price policy is applied

in these forecasts) it is assumed that, in acheiving specified degrees of
self-suficiency, the production response is double the consumption

response to any given price change.

However, rather than the application of price policy, we believe the
more likely outcome to be the one discussed in section 1.4 above, in which
the payment on over quota production becomes a national responsibility and

the UK government finances the levy by the imposition of a flat rate tax
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on UK milk production. Details of the calculation implied are given in
Appendix A. Under the EEC based alternative scenario, expected milk
production is thu§ given by :

16,257(.3) + 16,276(.7) = 16,270 (000 tonnes)
Third, in the unlikely event that the entire CAP regime breaks down
completely, the ‘expected production is :

15,884 (000 tonnes)

This is obtained by allowing price policy to induce a UK level of 100%

self-sufficiency, against the background of the underlying decline in

demand suggested in section 1.5, and an underlying growth in production
(above pre-quota levels) of 1% per annum to 1990. The New Zealand butter
quota is assumed to remain as, under this scenario, the political pressure

for its removal would be reduced.

For a single forecast of production in 1990, the probabilities attached
to the individual scenarios are combined with the expected levels of
production calculated above. This gives us an overall expected level of
UK milk production in 1990 of:

15,283(.7) + 16,270(.25) + 15,884(.05) = 15,560 (000 tonns)

which is'a little above the current quota level.

"Turning to 1995, thg question of the survival of the quota system
clearly becomes more debateable. However, for reasons discussed above,
our view is that, at the end of the day, it is more likely than not that
the quota system will be extended to 1995. However, in view of the

in-built surplus with the quota at its current level, the probability that
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UK Milk Production - 1995

Production (000's tonnes)

Current(.2) 15,327 (as Fig.l.7)

EEC Quota(.6) Increased(.l) 15,713 (0.5% per annum
from 1990 to 1995)

[Reduced(.7) 14,342 (104% EEC
Self-Sufficiency)

Price policy(.4) 16,230 (104% EEC
Self-Sufficiency by
price policy)

EEC Alternative(.3)

C/R levy(.6) 16,531 (as in Appendix A)

No CAP(.1l) Price policy 16,120 (as Fig.l1l.7)

consumption in the EEC will rise oniy very slightly, and the increasing
scope that might develop for the Commission to buy up and freeze part of
the quota, we take the view that a reduction in the quota is likely, with
overall EEC self-sufficiency of 104% a realistic target. The implied
reductiop of the EEC quota is applied pro-rata to the UK quota to obtain

the 1995 production forecast with reduced quota of 14,305 thousand tonnes.

Thus, the expected production if quotas are retained to 1995 becomes :
15,327(.2) + 15,713(.1) + 14,342(.7) = 14,675 (000 tonnes)

The estimates for the non-quota alternatives for 1995 are estimated in a

similar way to those for 1990. In the case of EEC price policy) however,




we have used the most likely (reduced) quota rather than the current quota
for the self-sufficiency target, and the underlying trend in production is

assumed to return to its pre-quota rate of 2% per annum.

There is no significant change in the probability ascribed to the flat
rate levy Bption,between 1990 and 1995. This is because we believe this
outcome would emerge in an unplanned manner following the breakdown in the
farm level quota system, and that if this happens, it is likely to do so

before 1990.

The national policy outcome for 1995 is much the same as that for 1990.

The reason for this is that, under this scenario, we forecast a growth in

the underlying production trend which would force market prices down, so

that lower retail prices would offset the negative impact on consumptioh

of the underlying downward trend.in demand between 1990 and 1995.

Thus, for 1995, the CAP alternative expected production is :
16,231(.4) + 16,531(.6) = 16,411 (000'tonnes)
and, under the assumption that a national milk policy applies in the UK,

production is expected to be :

16,120 (000 tonnes)
Combining the revised probabilities with the production estimates yields
the following forecast of expected production of milk in the UK in 1995 :
14,675(.6) + 16,411(.3) + 16,120(.1) = 15,340 (000 tonnes)
This is some 220 thousand tonnes less than 1990 and represents a fall of

8.6% on 1983/84 deliveries.




The production forecasts for 1990 and 1995 are illustrated in Figure

1.9
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CHAPTER TWO

BEEF PRODUCTION

INTRODUCTION

Decision- making within the beef sector, both at farm and policy level,

is inextricably linked to developments in the dairy sector. Given that

‘approximately 75% of beef supplies originate from dairy farms, it is not

surprising that beef production is very sensitive to changes in the size
and structure of the dairy herd. Moreover, radical changes in dairy
policy have a direct impact on the beef market (through induced changes in
supplies) and on beef pélicy itself (as market developments necessitate
changes in the type of support given). Similarly, for the specialist beef
producer, a relatively high degree of substitutability exists between beef
and sheep production (especially in marginal areas) and (to a small but
growing extent) between beef and cereal production, with grass pastures

being replaced by fields of wheat or barley.

Fig. 2.1 illustrates the complexity of the supply side of the beef
market and in turn shows the extent to which policy is the dominant
underlying factor. Beef policy under the CAP has a direct influence on
production, via support prices and additional aids/premiums; it also has
an indirect impact on retail prices and thus on consumption, which has

implications for' surplus and budgetary considerations; relative

profitability will be affected by decisions taken in Brussels, not only
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for beef but for milk and sheepmeat; and the introduction of the dairy
quota system has had (and will continue to have) a considerable impact on

beef supplies, in terms of quantity, quality and source.

2.2 BEEF SUPPLIES AND THE REACTION TO QUOTAS - LITERATURE REVIEW

Since the introduction of the dairy super-levy system, a number of
reports have been published which cover the impact on the beef sector of
farmers' reactions to quotas. A general consensus appears to have been
reached with regard to the need for a distinction between short and long
term responses. The short term response to éuotas was a considerable
increase in cullings - in the first quarter of the 1984/85 marketing year,
cullings were up 31.4% on 1983/84 levels and over the first nine months of
the year, cow slaughterings increased by 140,000*.The rate of

slaughterings declined, however, towards the end of the year, with cow and

bull slaughterings up 18.4% in the last quarter on 1983/84, steer and

heifer slughterings up 6.7% and total slaughterings for 1984/85 365,000
tonnes up on the previous twelve months. Revell** concludes that the
longer term response will almost certainly consist of a slowing down in
the present slaughtering rate (which has already peaked) over the next
twelve to eighteen . months, as the size of the 'new' dairy herd stabilizes.
Quotas will encourage greater selectivity in cow retention and replacement
and , with milk yields continuing to rise, the number of dairy cows will

continue to fall. This reduction is unlikely to be compensated by

*See 'The Outlook for Agricultural Commodities in 1985', ESCA, Nov.l984
**see B.Revell, 'The Outlook for Meat', paper presented at 'The Outlook for
Agriculture in the UK (1985 and beyond)' Conference, Aberdeen, October 1984.
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increases in the suckler herd, as depressed beef prices and the likely
reduction or removal of the variable beef premium, will continue to

restrict the profitability of specialist beef production.

Thus, while the current picture in the UK beef sector is one of
increased supplies of poorer‘quality cow beef, the longer term view
suggests a steady decline in beef supplies from a smaller (and declining)
herd. The Meat aéd Livestock Commission (MLC) are a little more
optimistic. With cow slaughterings in the first quarter of 1985 down 4%
on 1984 levels, they forecast beef and veal production to be 1,060
thousand tonnes in 1985 (compared to 1,046 thousand tonnes in 1983) and
1,080 thousand tonnes in 1990, with the expected longer term decline being
offset by an increase in beef retained on the domestic market (as a result

of reduced positive MCA's and the introduction of- export clawback) and a

higher proportian of home-produced beef consumed*.

At The European level, the European Commission, in its latest annual
report on Agriculture** takes a viewpoint not too dissimilar from the one
outlined above: an increase in slaughterings in 1984 and 1985 with a
reduction in-the dairy herd of around 1.5% per year, which is expected to
be accompanied by a limited increase in the beef breeding herd, as some
farmers switch from dairy to beef production. Thus, beef production is

expected to increase between 1985 and 1987 (due to the temporary increase

in total slaughterings of adult animals) but by 1990 the total breeding

*see 'UK Market Review', MLC, August 1985.
**Qp Cit, E.C., 1984
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herd will be reduced to 30 million head (from just over 31 million in
1984) producing around 7.2 million tonnes, with beef demand expected to be

approximately 7 million tonnes.

In a more detailed study published by Agra-Europe*, it is noted that
the’increase in cow slaughterings has varied from country to country, with
Germany, France, and the UK experiencing the largest increases, where the‘
effects of reducing the dairy herd were compounded by the introduction of
various out-goers' schemes. In the same report the distinction isAmade
between farms in arable areas, where the reduction in herd size is
estimated at between 9 and 12%, and those in areas suitable only for
grass, where a combination of reduced concentrate feeding and fewer cows
could mean a reduction of only 5% in herd size. Thus, for the UK herd as
a whole the Agra-Europe report suggests that the cut will be about 10% of
the dairy herd, from 3.3 million to 3 million, and assuming thereafter a

rise in milk yields of 1% per year, a further reduction of 300,000 cows

over the next ten years is considered likely.

More important for the international market will be the increasing gap

between the Community's still growing beef production and its static or
declining consumption. Roelof de Kroes** expects EEC self-sufficiency to
move from 107.4% in 1984 to 116.6% in 1990, with the surplus increasing
from 500,000 tonnes to 1,068,000 tonnes in 1990 and the exportable surplus

*'EEC Beef Production and the International Market', Agra-Briefing No.5, Oct.

1984. :
** see 'Outlook for Meat', paper given at the Agra-Europe Outlook 85
Conference, February,,K 1985.




doubling, from 700,000 tonnes to 1.4 million tonnes. However, before
that, the Community will have to cope with the vast amounts of extra meat
this year, including 680,000 tonnes of intervention beef plus a further
240,000 tonnes of cow beef that will have to come out of storage. Thus,
pressure exists, certainly in the short term, for action to be taken to
counteract the growth in beef production and thus reduce the cost of
support. This, he concludes, will almost certainly mean the eventual
elimination of the UK variable premium, probably next year, but certainly
before 1990, which, it is assumed, will reduce expenditure on the beef
sector but discourage consumption. The Commission proposed, and the
Council of Ministers agreed, a freeze for beef support prices this year,
in recognition of the fact that the beef sector has 'suddehly' become a
problem area and it looks likely that greater recourse to intervention
will be required over the next few years. This will sustain market prices

but further discourage consumption.

MARKET PROSPECTS

Fig. 2.2 illustrates how the beef herd has declined over the past ten

years, while the dairy herd has remained more or less constant. This

reflects the overall decline in the_relative profitability of beef
production. Moreover, while the specialist beef herd has declined,
production of beef has increased (Fig.2.3) which confirms the growth in
the proportion of beef coming from the dairy herd. This pattern is likely
to change over the next few years as some dairy farmers look for

alternative enterprises and start to think about the composition of their
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herds, given that they no longer have such an incentive to increase

yields.

Not surprisingly, the 1984 December census showed a reduction of around
4% in dairy cow numbérs as cullings continued throughout the year, but the
same census also showed a slight increase in the beef suckler herd,
suggesting that some farmers had switched from dairy to beef production as
a result of having to reduce milk output. Moreover, the June 1984 census
revealed that the dairy herd had been reduced by a further 4.6%, while
beef cow numbers had fallen by only 0.9%. The ability to switch from one
enterprise to the other has been hampered by the past growth in populari;y
of the Holstein which produces high milk yvields but has poor conformation.
However, there are signs of this trend changing, with beef bull
insemination increasing relative to dairy bull insemination, as farmers
begin to think more about the quélity of calves*. Nevertheless, it would
seem unlikely that the longer term downward trend in beef production will
be offset by these changes at the margin**.So, while specialist production

may stabilize, overall production will continue to fall.

The extent to which overall production will fall over the next five

years depends almost solely on how dairy farmers finally choose to live

with the quota system (assuming it remains), with decisions still being

made on how best to reduce output or consolidate in an alternative.

*Farmers have sometimes simply destroyed calves at birth.

**Qver the past five years cullings have increased by more than these marginal
switches from milk to beef production, with fewer calves being born due to the
reduction in the breeding herd.
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enterprise. Milk yields are almost certain to continue increasing , which
means a reduced dairy herd requirement. From a smaller herd will come
fewer calves, although it seems likely that more calves may be retained

rather than destroyed or exported.

The producer price for beef is likely to fall over the next two or
three years, with the increase in 5eef supplies. However, the decline in
calf supplies, may offset the effect on calf prices of falling beef
prices. Central to this particular development is the effect of the
reduction or subsequent removal of the UK variablé premium on producer

prices and overall profitability.

In the past, the variable premium has acted as a deficiency payment to
beef producers*, and as such has only operated in the UK, where a similar
.method of supéort existed prior to entry into the EEC. In the.other
member states the conventional support measures are adopted and the rest
of the Community has been (and remains) eager to see the implementation of

a support policy common to all member states.

The premium was limited to a ceiling of 8.75 p/kg for the 1984/85

marketing year at last year's annual price review and during the 1983/84
marketing year, when the ceiling was 10.76 p/kg, beef prices averaged
6p/kg below the weekly target price, reflecting the need for the prémium

to boost producer returns. A considerable increase in the amount of poor

*A direct income aid acheived through a subsidy on producer prices equal to
~the difference between the market price and the agreed target price
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quality beef coming on to the market together with the likely further

reduction of the maximum premium, will have a depressing effect on
profitability. The problem is exacerbated following the introduction of
the clawback of the premium on beef exports at the 1984/85 price review,
although the effect of this will be largely limited to third country
exports, as most intra-EEC trade involves cow beef, which is no longer

eligible for the premium and thus not eligible for clawback *.

However, while the picture looks relatively grim for beef profitability
in the absence of the variable premium scheme, one should not ignore the
possibility that by the time the premium is removed (probably by 1987),
beef supplies will have started to fall (with the reduction in cow
numbers) and so market prices will be rising. Clearly, if beef supplies
fall sufficiently to raise market prices above the target level, then the
effect on producer prices and profitability of the removal of the variable
premium will be negated. However, this seems unlikely, given the past
disparity between market and target prices for beef together with the

downward trend in consumption.

At thé UK level, a recent detailed study** concluded from an analysis
of cross-sectional and time-series factors that the demand trend for all
carcase meats, if price effects are excluded, is unlikely to alter
significantly through to the end of the century. When the effects of
income and popdlation growth are taken into account there is little change

*Agra-Briefing, Op Cit, 1984

**Jones.G.T., 'A Review of Factors Affecting the Demand for Meat', IAE,
Oxford, 1982.




expected in overall demand. However, within this there is forecast a
movement away from beef. This conclusion is substantiated further by the

residual demand trend from 1975 onwards, as illustrated in Figure 2.4.

Actual consumbtion of beef and veal in the UK has fluctuated
dramatically since 1970. Both actual and relative price levels of beef
are important iﬂ influencing consumption. Beef is expensive relative to
other carcase meats and chicken, and it is highly price elastic*. Within
the UK, the removal of the variable premium would be expected to increase
the price of beef to consumers by around 4%. It has been estimated that

this would lead to a 8% decrease in Consumption**.

For the Community as a whole, consumption is expected to increase in
the short term as prices fall with the temporary increase in cow beef
supplies. In the longer term, however, we expect that the relative real
prices of poultry and pork will decline as a result of cheaper cereal

feeds, contributing to the downward pressure on beef consumption.

On the international level there is very little prospect of an increase

in the demand for beef, while world production will almost certainly
continue to rise. Although the economic recovery has meant a temporary
halt in the decline of beef demand (which is extremely sensitive to

changes in consumer spending power) a sustained growth in the world

*MAFF, Op Cit, the estimated price elasticity for carcase béef consumption
within the household was -2.09 for the period 1977 to 1982.
**HMSO, 1985, 'Memo the House of Commons Select Committee, January 1985.
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economy is not envisaged beyond 1985/86*. Production of beef is expected
to expand as traditional importing countries (notably Saudi Arabia)
attempt to reduce their reliance on meat imports in general and beef in
particular. Thus, it can be expected that over the next few years there
will be increasing competition on the international beef market which will
tend to depress prices and make the disposal of EEC export quantities

extremely costly.

On the domestic front, it seems equally unlikely that demand will take
an upturn from its current trend, given the high level of unemployment and
perhaps also the growing impact of the health lobby. However, the
increase in supplies over the next year or so will encourage consumption
as prices fall, although the retail price of beef remains fairly high

relative to poultry, pork and lamb.

Thus, the outlook for the beef sector does not look very encouraging.
Domestic and international demand for beef look almost certain to
stagnate: Supplies from the UK and the EEC will face intense competition
for export markets which will further depress prices and reduce

profitability; and the eventual removal of the UK variable premium will

depress producer returns. By 1990 the size of the dairy herd will almost

certainly have declined, which will reduce beef output. To compensate for
this, an increase in the beef herd would be necesssary, which seems

unlikely given the poor market prospects outlined above.

* see the latest annual GATT report on the beef market.
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2.4 THE CHANGING STRUCTURE OF UK BEEF PRODUCTION

It has already been noted that around 70% of beef supplies originate
from the dairy sector, in the form of either culled cows, store cattle or
calves. However, this dependence on the dairy sector is expected to fall
,Perhaps by as much as 10%, so that less than two thirds of beef
produétion will eménate from the dairy herd by 1995. At the same time,
the suckler herd is expected to be at or slightly under its current size,
with the long term downward trend being partly offsét by dairy outgoerg
switching to specialist beef production (albeit as a last resort or as a

step towards semi-retirement).

The crucial element in our particular set of beef supply 'equations' is
the estimate of -milk yields over the next decade. Given our expected
levels of milk production (see Chépter 1, section 1.5), an assumption
about milk yields enables us to forecast the size of the dairy herd and
thus the number of calves available for disposal. Although many
commentators* seem to be basing their predictions on an annual increase in
milk yields of 1%, we are attracted by the argument that dairy farmers are
more likely to opt for reduced cow numbérs (and increasing yields) rather
than a constant herd and a reduced level of concentrate feed (with lower

yields), largely because this will be more easily managed and partly

because there remains substantial potential for further increases in milk

yields which farmers are unlikely to ignore. Thus, we believe it to be

* Agra-Europe, Op Cit; B.Revell, Op Cit; R.de Kroes, Op Cit; and T.O'Dwyer,
'EEC Policy developments in the meat and livestock sector', paper presented at
the MLC Meat International conference, April 1985.
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more likely that milk yields will continue to increase at a rate similar
to that over the past ten years, of around 2% per annum. Moreover, while
this may not appear very different to the 1% &ield estimates used
elsewhere, the effect on our estimate of the dairy herd and subsequent

supplies of beef is significant.

As far as the use of calves available on both beef and dairy farms is
concerned, it is assumed that virtually all (95%) calves from the suckler
herd will continue to be fattened for slaughter. Tﬁus, the amount of beef
provided by the suckler herd is directly proportional to the size of the
herd (with a calving rate of 90%) ahd, as outlined above, this is expected
to remain at or just below its current level into the 1990's. However,
there remains some margin for change within the dairy herd where, until
recently, some 4% of calves were killed at birth and between 6 and 10%
were exported live to Italy or France. With 25% of calves retained as
replacements, this has left around 63% of dairy calves available for
fattening, although a proportion of these would be taken as replacements
for the suckler herd. It seems likely that slaughterings at birth will
decline to 1% or 2%, as the continued switch to Fresian/Holstein herds
renders virtually all calves"valuable' and worth retaining for fattening.
Indeed, the recent upward trend in calf retentions on the dairy farm is

likely to continue (with the encouragement of the Milk Marketing Board),

with live exports, although fluctuating, likely to fall as well (given the

decline in the consumption of veal on the continent), leaving as many as
75% of dairy calves available for fattening, either on the dairy farm or

as store cattle on the specialist units.
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A final consideration which has to be taken into account is the likely
change in beef marketing, particularly with regard to the weight and
.composition of carcases and the effect of this on the structure of beef
production. A more detailed study of health factors and the demand for
beef is included in Appendix B, bqt one should be aware of the two ways in
which developments in the concern for a healthy diet may influence beef
production in the future. These are, first, compositional changes,
particularly with regard to the type of fat, (subcutaneous or channel) and
second, the effect of fat and protein considerations on the weight of
carcases at slaughter.

Fat content in caracases is largely a function of the age (and to a
lesser extent the breed) of the cow and the intensity of feeding. As fat
is 'late maturing', the longer an animal is kept for fattening, the
greater will be the amount of fat produced on the carcase. Thus, if
.health factors become more prominent, one would expect steer and heifer

slaughterings to take place at an earlier age, resulting in lighter

carcases. Against this,. however, although not compensating, will be the

increase in the weight of culled cows, as dairy farmers choose not simply
to slaughter cows after four lactations but to fatten them a little first,

in an attempt to maximize returns from cull cows.

An alternative to earlier slaughtering, as a means of avoiding the
build up of fat, is the reduction of feed rations. As far as dairy
farmers are concerned this has the added 'attraction' of fitting in with

the reduced milk output requirement.
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To conclude, it seems inevitable that beef'pfoduction will be falling
(following a temporary increase to 1986-7) by 1990 and that this downward
trend will continue. ‘However, the ovefall decline in beef supplies in the
UK will be accompanied by a number of changes in the structure of
production. A constant or even slightly declining suckler herd will be
combined with a.significantly smaller dairy herd, from which a smaller
proportion of beef supplies will originate; steer and heifer caréase
weights are likely to stabilise, or even fall, as a result of demand
factors, while cull cow weights will increase as dairy fafmers fatten them
up before slaughter. There is also likely to be a continuation of the

upward trend in bull beef, which is leaner.

THE BEEF FORECASTS

As discussed above, the crucial element in estimating the future size
and structure of the dairy herd is the rate of change of milk yields. In
the literature already referred to, the consensus appears to be that milk

yields will increase at an annual rate of about 1%, but, for reasons

explained in the text, we favour a higher rate of nearer 2% per annum. In

the foregasts which follow, estimates are made using both rates of growth
in milk yields. 1In order to predict the size of the dairy herd we have
taken the expected value of milk production in 1990 and 1995 from our éilk
forecasts. (The beef forecast is more sensitive to a change in assumed
yield than it is to estimated milk production, so the alternative of
choosing the "most likely" rather than "expected" milk production reduces

the beef forecast by a relatively small amount.) Predicted beef numbers
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are then obtained by applying appropriate coefficients. These are based
on recent data, but have been amended a little, for reasons discussed

above.

Table 2.1 shows the forecasts for the‘dairy herd. Comparing the
forecasts for 1990 and 1995 with the base year (1984), the significant
points are:

1. The number of calf slaughterings is expected to decrease from 4% to
2%, as a result of increased calf prices and the trend towards better
(beef) quality calves.

Live calf exports, while fluctuating and extremely difficult to .
predict, are expected to fall slightly.
Dairy herd replacements are expected to remain at around 25% of calves
available and 75% of suckler herd replacements are to be found also
from the dairy herd, at an annual replacement rate of 17% (ie 173,000
calves with a constant suckler herd); and
the proportion of calves avaiiable for fattening will thus increase
from 62.5% to some 67%, as a result of the reduced number of
slaughterings and live exports.

Turning to the beef herd, table 2.2 sets out the forecasts for both

the numbers and the nature of disposal. We have taken the view that

the moét likely outcome is for the suckler herd to remain.constant

over thg next decade, with 95% of calves available for fattening.




Yield
(Ltrs/Cow)

Milk
Production
(000 Tonnes)

Dairy Herd
(000's)

Calves (85%)
(000's)

of which :

Slaughtered (4%) 111 (2%) 49 (2%) 42
(000's) 51 47

Exported (8.5%) 236 (6%) 140 (6%) 125
(000's) 152 142

Breeding (25%) 694 . (25%) 583 (25%) 521
(000's) 631 593

Fattening (62.5%) 1,734 (67%) 1,562 (67%) 1,396
(000's) 1,692 1,588

Less Beef (75% of 173 173 173
Replacements suckler
(000's) requirement)

Table 2.1 UK Dairy Herd Forecasts - 1990 and 1995

The task now remains to convert the annual number forecasts to beef
production forecasts, on the basis of the likely developments in
marketing discussed in the previous section, which will affect carcase

weights.

As far as steer and heifer carcase weights are concerned, the trend

over the past decade has been steadily upward, with average'dead
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Suckler Herd
(000's)

Calves (84%)
(000's)

of which :
Slaughterings 0 0
Exports 0 0
Breeding  (5%) 57 57

Fattening (95%) 1,080 1,080
(000's)

Table 2.2 UK Suckler Herd Forecasts - 1990 and 1995

carcase weights increasing from 260 kilogrammes in 1977 to 278
kilogrammes in 1983. However, we expect this trend to 'flatten out'
over the next decade, largely as a result of the demand factors
outlined in Appendix B. Thus, the weight used iﬂ our forecasts below

is 278 kilogrammes.

Some dairy cull cows are expected to be slighltly heavier. Recent

experiments carried out by the MLC indicate that up to 30 kilogrammes

could be added to dairy cull cow carcases as a result of retention for

fattening*. However, it is estimated that only a felatively small
proportion (around 20%) of cull cows will actually be kepf on for such
purposes. A carcase weight of 300 kilogrammes has been used for this

portion of the dairy cull cow beef, compared with the current average

*see 'Beef from Cull Cows', Beef Improvement Services, MLC, 1985.
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Cow/Bull Beef
(000 Tonnes)

of which :
Suckler

Dairy

Steers and
Heifers

of which :
Suckler

Dairy

Calves (Dairy) 3 2
3 2

Total Production ' 914 (2%) 850
(000 Tonnes) 962 (1%) 923

Table 2.3 UK Beef Production Forecasts - 1990 and 1995

of around 270 kilogrammes. Suckler cull cow weights, however, are not
expected to change from their current level of around 280 kilogrammes.
In Table 2.3 the cull cow production estimates include an allowance
for 20% of dairy cows being retained for fattening prior to slaughter.
Finally, the few (and diminishing number of) calves slaughtered within
the dairy herd for veal production, are expected to 'kill out’ ét an

average weight of around 50 kilogrammes.

Thus, beef production is forecast to fall by 12% by 1990 and 18% by

1995, under the assumption of milk yields continuing to increase at 2%
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per annum. If the increase in yields falls to 1% per annum, beef

production is forecast to be 7% less by 1990 and 11% less by 1995.

The beef forecasts for 1990 and 1995 are illustrated in Figure 2.5.
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CHAPTER THREE

SHEEPMEAT PRODUCTION

3.1 INTRODUCTION

Future developments in the sheepmeat sector appear somewhat more
predictable. This is not to say that the sheepmeat sector is less
dependent on agricultural policy (and the associated political
complications) , but that the current market situation is such that the
pressures for change are somewhat less in the sheepmeat sector than in the

'problem' sectors, such as milk, beef and cereals.

Neverthless, while the Community's sheepmeat sector may not appear to
be under threat from the Commission's current quest to curb agricultural
expenditure , continued expansion of sheepmeat production in the UK (the

Community's largest sheepmeat producer) and a continuation of the downward

trend in consumption (see Fig. 3.1l) would lead to a closer examination of

the sheepmeat regime, which could have significant implications for longer
term developments in the Community's sheepmeat sector as a whole and for

UK production in particular.

Fig. 3.2 represents our view of the UK sheepmeat sector and clearly
illustrates, once‘again, the dominant role of agricultural policy in the
production/marketing chain: Not only does the CAP regime for sheepmeat

have a direct impact on production, through the variable premium scheme
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(which has on occasion constituted as much as 50% of some producers'”
returns), but it also has an indirect impact on the sheepmeat market via
the effect of price decisions on consumption and relatige profitability.
Moreover, there is a degree of interaction between policy decisions and
market responses, which has implications not only for the Community's
budget but also for third county trade (via the voluntdry restraint
agreements) and ultimately for domestic production, as market developments

necessitate adaptations to the policy.

At the Community level, the Commission estimates that sheepmeat
supplies will be just over 800,000 tonnes by 1990, with the introduction
of the Common sheepmeat regime providing a stimulus to the gradual
increase in production from the all-time low of 523,000 tonnes in 1969 to
a peak of 720,000 tonnes in 1980. The picture on the demand side is less
clear, with aggregate trends masking differences between member states -
falling consumption in the UK and Ireland but increases in Germany,

France, Italy and the Netherlands. However, the overall picture indicates

a static or slightly declining level of consumption over the next few

years, with per capita consumption at around 3.7 kg/year and total

consumption in 1990 forecast at around 1.0 million tonnes*.
More recently, the Commission has drawn attention to the fact that no
sector within the Community's agricultural industry is -'protected’' from

the ‘general policy of financial stringency, suggesting that the sheepmeat

*Op cit, Commision Report, 1984.
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regime may be in for change sooner than anticipated*. However, a
consensus has not been reached with regard to the market developments
necessary to bring about policy changes.' Indeed, yhile the Commission
takes a rather pessimistic view of long term developments in the
Community's sheepmeat sector (perhaps in anticipation of its desired
policy decisions), other commentators** take a 1éss pessimistic stance
towards consumption, given no further increase in the price of sheepmeat
relative to other meats, and anticipate an upward trend in production.
Clearly, long term developments in the sheepmeat sector hinge on policy

assumptions.

‘Thus, although we are concerned specifically with developments in the
UK sheepmeat sector, given that 40% of sheepmeat consumption in the
Community takes place in Britain and a similar proportion of production
originates from the UK, developments in the UK sheepmeat sector are of .
significance to the overall development of the sheepmeat regime, upon
which British producers rely so heavily. In the discussion which follows,
three specific areas will be considered: First, the effect of the variable
premium scheme operating in Britain, the potential impact of its removal,
and likely alternatives; second, the effect of the sheepmeat regime on
third country trade and possibilities for expanding production at the
expense of third country imports; and third, the effect of alternative

developments in the domestic and international sheepmeat markets on

potential long term production trends.

* T.0'Dwyer, Op Cit.
** B.Revell, Op Cit.




3.2

THE VARIABLE PREMIUM - REDUCTION OR REPLACEMENT ?

Fig. 3.3 illustrates thé extent to which Bripish producers have been
dependent on the support regime to maintain their returns and also
highlights the way bddgetary cost fluctuates with the market price. Thus,
when coﬁsidering the effects of changes to the current system on the

sheepmeat sector, we need to analyse the situation from the producers'

viewpoint and from that of the European Commission.

The imposition of a maximum premium, along with a limit on the
clawback, as currently under consideration by the Commission, would in the
first instance lead to British producer returns falling beneath the guide
price during periods of peaf supplies. This would, in turn, make the
French market attractive to British traders, depressing French and réisinq
British market prices. However, such a development would need to be

accompanied by import controls (ie minimum import prices for third

countries), to prevent the UK market from being flooded with New Zealand

imports .

On the other hand, the Commission may wish to replace the current UK
support system with a Community-wide intervention system (available but as
yet unused in France) in order to establish a more uniform and balanced

support regime for the sheepmeat sector. However, as far as decisions at

the farm level are concerned, the complete replacement of the current

system with intervention arrangements would provide no significant changes

to production incentives.
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Figure 3.3 Variable Premium Payments in GB

Source: 'Future Support prospects for UK Sheep Producers', ESCA, 1985.

The factors influencing developments at the policy level can be broadly

categorised in two ways. First, the arguments raised on the grounds of

overall cost to the Community of the sheepmeat regime, and second, the
factors considered from the view of equity in the level of support

accorded to each member state.




1981

Total FEOGA (Guarantee) 6776

of which: Dairy Produce 2068
Cereals 1188
Beef 889
Sugar 475
Wine 284
Oilseeds 401
Olive 0il- 274
Tobacco 224
Sheepmeat 119
of which UK 116
Pigmeat 96
Poultry, Eggs 52

Table 3.1

EEC Agricultural Support Expenditure (million pounds)*

*Source: ESCA, Op Cit, 1985.

Table 3.1 shows that the cost of the sheepmeat regime is quite low,
relative to other sectors, which would seem to confirm the-belief that
there is little in the way of budgetary pressure to bring about changes to
the current system. However, while the share of expenditure on the
sheeémeat sector is only around 3% of total guarantee expenditure, the
value of output is also small (one tenth of the beef and veal sector,
which absorbs 11% of total guarantee expenditure). Moreover, the
sheepmeat regime, while relatively young, has proved more expensive than
was originally predicted and the Commission is most keen to keep a tight
reign on expenditure, which is still growing, in order to reduce the
number of 'problem' sectors. Although the sheepmeat sector does not
present a surplus problem at present, with overall production trending
upwards and consumption likely to stabilise or even ﬁall,Athe longer term

position is less certain. The introduction of an intervention system, to




v

replace the variable premium scheme in the UK, would immediately réise
market prices and thus further discourage consumption. Without some form
~of minimum import price policy, such a;development would also encourage

third country (ie new Zealand) imports. This would most probably lead to
substantial intervention stocks, necessitating expensive export subsidies
and conceivagly even increasing the overall cost of the sheepmeat regime.
Thus, it seems unlikely, given the import regulations provided under GATT
and the importanée of the UK as a market for New Zealand exports that the

current UK system will be replaced by intervention simply because of the

current cost of the variable premium.

However, if the current sheepmeat regime does not appear threatened on
the basis of budgetary cost, it is certain to become increasingly
threatened on the grounds of the 'juste retour'. During the first five
years of the regime, the UK has received between 90 and 100% of total
annual expenditure ; with annual support increasing from a total of 113
milion ECU in 1981/82 to 405 million ECU in 1984/85. The greatest
opposition to this comes from France, the second principle sheepmeat
market in the Commmunity, where only 0.6 ECU was spent on each french

sheep, compared to 27 ECU per british sheep*.

Not only does concern exist with regard to the proportion of

expenditure in the UK, but there is also concern in France over the

supposed advantage the variable premium scheme allows the UK exporter,

* see 'The EEC sheepmeat regime - a french point of view', paper given by
Sylvain Marty, French Ministry of Agriculture, at the MLC Meat International
Conference, April 1985




despite the clawback on intra-EEC exports. There is clearly a feeling
that the benefits of a deficit product (i.e. potential expansion in
output) should be shared throughout ;he Coﬁmunity and not solely in the
UK. In our view, this concern in France is likely to be reflected in some
adjustments to the present system, in particular financial limits on the

size of the UK premium*, but not a’“radical change to the sheepmeat regime.

INTERNATIONAL TRADE - VOLUNTARY RESTRAINT AND EXPORT POTENTIAL

The UK has always had a significant import requirement, with the bulk
coming from New Zealand. However, as Fig. 3.1 illustrates, over the past
ten years, as domestic production has increased, there has been a gradual
but steady erosion of imports, and a steady increase in the level of
sheepmeat exports. After Britain joined the EEC, imports of sheepmeat
(fresh, chilled or frozen) were subject to a 20% ad valorem duty bound
under GATT, but with no quantity restriction. However, in order to

contain the quantity of imports, the EEC offered importers a reduction in

the duty, to 10%, in return for a Voluntary Restraint Agreement (VRA).

The quantities agreed up to 1 April 1984 are shown in table 3.2, which

also highlights the extent to which New Zealand is the dominant sheepmeat
exporter to the Community. However, in recent years, New Zealand has
consistently failed to fullfill its export 'quota*. This would suggest

that scope remains for further erosion of New Zealand lamb imports.

*The Commission proposed a céiling on the UK variable premium of 85% of the
guide price at the last two annual price reviews, without agreement from the
Council.















































































