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COMPETITION IN THE AGRI-FUOD INDUSTRY

1.0 Introduction and Objectives

This project is undertaken at the request of the Bureau of Competition Policy to assist
it in enhancing competrtion in the agri-food sector. The request is particularly timely given that
major changes in policy have recently occurred, specifically-the-GATT and NAFTA accords,
the initiation of regulatory reform in Agriculture Canada and other relevant departments and
the possiblhty of rather substantial changes in institutional relationships in theé grain markets.
The specific objectives are:

e (1) To establish a conceptual-model or benchmark study to identify and evaluate

opportunities for pro-competmon policy and re regulatory advocacy; and

<

(2) To identify potential areas of concem for enforcement of the Competition Act.

In approaching these objectives, we have taken the tack of asking, what changes in policy

. are required to enhance the efﬁcrenoy_of_the-agn-food sector? We perceive that enhancing

competition is a worthy goal, but it is especially worthy as a means of lowering costs and/or of
enhancmg the quality and value of products. Enhancing competition and polrcres to do so must
be viewed in a systemic framework as part of the whole. Competition is well defined in the
economic literature and refers_to the structure of an industry, the de; degree of homogenelty of

products ‘the charactenstrcjof/en’try and exit, and the nature of nvalry among firms.

It may be well to note that the agricultural policy agenda has turned in recent years
toward issues of competmveness, and that competition and competitiveness have sometimes been
considered to be in conflict. We subscribe to the definition of firm or mdustry competitiveness
that was put forward by the Task Force and Council on Competitiveness in the Agn—Food
Sector:

"Competitiveness is the sustained ability to profitably gain or maintain market
share in the domestic and export markets”. .

This definition describes a firm or an industry in Canada that operates at a level of cost and/or
provides a level of value in its products or services that convince domestic or export customers
-to purchase the product or service in sufficient quantity that Canada’s market share is enhanced

and at sufficient price to make an acceptable proﬁt _

We do not regard competition and competmveness to be in conflict. Those who believe
they are in conflict seem to subscribe to the view that competmveness is only achieved through
being the low cost producer. From this it is inferred that being the low cost producer is
achieved mamly through high volume with economies of size. The final part of the logic is that
economies of size are achieved with high concentrauon and, therefore, w1th a drmmuuon of
competmon — " S




In our v1ew, the foregoing reflects an over simplified 1960’s way of thinking. We prefer
the thinking of Edward Debono who, in teaching creativity, observes that when firms get big,
*lean, mean and efficient® no one has competitive advantage left by cutnng cost, and that most

firms have cut out the very s sources of creativity that would have given them competitive
advantage -

Our view is that, for the most part, enhancement of competition generally enhances

competm\zeness As the review of policies will endeavour to make clear, a fundamental point
is that competmveness has been limited by public policies that either protect firms (including
farms) or prevent at them from the feed for and consequences of competition.

Similarly, while we are proponents of collaboration and strategic alliances, these are
concepts that are meant to enhance competmon All of our work has placed the major emphasis
of collaboration on vertical Systems and has been clear that we regard vertical alliances as
substitutes for vertical integration and, therefore, has beﬁx_@anmnMUOnmm

e e

The study is presented in three stages. First, the evolution of policy is briefly described
for each major mdustry (poultry, dairy, grains and oilseeds, and red meat). We begin with
poultry, dairy and grains and oilseeds because we perceive that they have been among the most
protected and have had the lowest levels of competition. Inferences are drawn about the
consequences for competitiveness and competition. In addition, at this stage we dxscuss the
po\sil’b’le/lmpacts of the recent pohcy changes mentioned above.

Third, alternanves are presented for changes in policy and opportumues are explored for
changmg it. Side by side with the economic framework used in this study, it is important to
have a political framework. Throughout the discussion, we focus on the ways policy and the
policy making framework have evolved. Tlns is done in order to contribute to the final
objective.

.\" .
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2.0  Agricultural Industries

In this section we examine four major agri-food industries to develop a provisional
descriptive/analytic model for each. The poultry and dairy industries are the most controversial,
and they are first on the agenda. We then examine the grains and oilseeds, and red meat
industries.

2.1  The Poultry Industries

The poultry industries operate under supply management. While the operations of each
is idiosyncratic (see below), all three of turkeys, eggs and broiler chickens have national
marketing agencies which were formed under the National Farm Products Marketmg Act of
1972. 1n general terms, this Act allows poultry marketing boards to establish farm level prices
in the domestic market and assign producuon quotas to farmers. It expressly_exempts boards
from the Combines Investigation Act, as follows:

— e

"Nothing in the Combines Investigation Act applies to any contract, agreement or
other arrangement between an agency and any person or persons engaged in the
production or marketing of a regulated product where the agency has authority
under this or any other Act, under a proclamation issued under this Act, or under
an agreement entered into pursuant to section 32 of this Act to enter into such an
arrangement.” :

Source;" An Act to establish the National Farm Products Marketing Council and
to authorize the establishment of national marketing agencies for farm products.
Chapter 65, pp 2060, January 12, 1972.

The circle of protection is completed by the 1mposmon of i n of import quotas which were sancnoned
under Article 11 2(c) 1 of the GATT. —

Initially, the administration of the supply management programs was a completely
horizontal matter; ie. the boards operated rather unilaterally by and for farmers. As the
controversy surrounding their perfw has grown, they have mcr&.smgly been pressured
to allow _more mputfgr\n their customers. Processors and, to a lesser”extent, retailers and
consumers have had a growing 1 role in in decision making. This has. led to some mteresung results
in terms.of performance, as will be shown below.

The controyersy about supply management, as it was operated until 1994, has raged since
before it started, and continues unabated. The general arguments are_outlined below. The
ranonale for supply man ke{egement has several components. It supposedly pro@cts the "farmly

It red:ses market instability by reducing fluctuations in_ supply and, therefore, in pnce :
It ‘can increase farm incomes with a modest reducuon in supply if demand i relauvely price
inelastic. It can provide hlgher farm incomes and market stability at no 1rect cost to the
govemment .

—




It also has negauve consequences. It is a regresswe tax on consumers - pnces are raised
for everyone and therefore affect the poor the most.’ “It’s beneﬁts are capltahzed into quota

market. Fmally, by reducing the level of output it results in reduced 1n!e,st_ment and
employggnt_in processing.

To further set the stage, a synopsis-of 1mportant historical developments in the approach
each of the industries use in market management is presented below.

2.1.1 The Egg Industry ,

Prior to the early 1960’s, there was no regulation of egg marketing in Canada. However,
with the development and adoption of technology (eg. controlled lighting and closed barns)
which penmtted the year round production of eggs, producers became dissatisfied with the level
of competition in the industry as some producers were being squeezed out as others became
larger. Also, provinces encouraged local production that caused political problems as provinces
began to compete for market share. This led to the implementation of markenng boards at the
provincial level durmg the 1960°s. Following a period of depressed egg prices and passage of
the National Farm Products Marketing Act, the Canadian Egg Marketing Agency (CEMA) was
established in 1972 with the objecuve of ensuring that domestic producnon meets domesuc
demand and that producers receive fair returns from production.

CEMA is responsible for determining the na‘uong;ploducnon quota, and for distributing
it to the provinces, where provincial marketing boards then allocate it to individual producers.
CEMA s also responsible for ensuring that producers receive a "fair” return for their labour angd
- investment. To do this, CEMA uses a cost of producuon (COP) formula method. This involves
surveying a random sample of producers across across th ‘the country approximately every three years to
determine what their costs of production are and how they change over time. These costs
include pullets, feed, labour, depreciation and overhead as well as interest and producer returns
such as land, equipment and buildings used in egg production. At best, this gives an average
cost of_p_roducuon To the extent that prices are based on COP, there is a virtual guarantee that
the résulting price is unrelated to either a supply or d or demand relationship in the market.

The provincial marketing boards use the results of CEMA’s cost of production formula
as a guide in determining the price which producers should receive for Grade A Large eggs.
Updates are calculated on a regular basis, either monthly or quarterly, depending on the cost
involved. In regard to the pricing of eggs of other sizes and grades, the provincial boards, in
consultation with CEMA determine the price spmds to be recexvgg_t_)u)_roducers within their
proyince.

CEMA also operates a surplus removal program under which eggs not consumed in the

table market at the price established by the boards are considered an industrial-product. They
are bought from the table market at the markeung board established price and then sold on the

4
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: nearly 400, ;000 worth of quota, ~arid one’ company (associated with the same grower) has nearly ¢ !

"breaker", or piocessing market. At the limit they are sold at the Urner Barry (United States)

~ breaKing-stock pncé“tﬁfr?cessors who boil the eggs or break and pasteurize them for domestic

use. This product is then sold to food manufacturers such as bakeries or pasta companies, or

to food serv1ce operators who use dried, liquid or frozen eggs in place of fresh shell.eggs.
Breaker egg prices are markedly lower than table egg prices. Hence CEMA loses money

on the transaction. To illustrate, if producers have quota for 100 dozen eggs during a given

period, the table egg price is set at $1.00 per dozen, and only 90 dozen are sold, then CEMA

buys the eggs and sells them on the breaker market. If the breaker price is $.50 per. doz., then
CEMA Ioses $.50 on€ach of the 10 surplus dozen. In theory, the loss is financed by aﬂew
charged to producers that is spread across all productron Staying with this example, the loss
would be e $5 and the levy would be $.05 per dozen.” In fact, t, CEMA has had constderable
trouble- over time keeping the surplus removal fund in balance.

o ——=

Some Aspects of Performance_

Part of the reason CEMA exists, at least philosophically, is "to protect the family farm".
There is nothmg inherent in supply management that does this. Rather, by removing price risk
and setting prices at the level of the average producer, it actually invites risk averse, efﬁcrent
industrial -corporations to enter. Protection of the family farm only occurs by limiting “the

-

amount of quota an individual operation can own. Despite this, one operator in Ontario controlsx w‘ ) ‘f

50% of the egg grading_station capacrty of the province. This has occurred by combining a
number of 0perat10ns into one through | the use of several purchasers’ names.

g\a}
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Pricing performance for table eggs. in Canada has been interesting. Figures 2.1 - 2.3

* contain quarterly farm and wholesale prices and price spreads for Canada and the U.S. smc

1989. The following inferences can be drawn about them:

1. Canadian prices are higher and more stable.

———

2. U.S. prices have trended downward while Canadian pnces have been held relatlvely
constant ‘

3. With the exception -of 199 1/1992, wholesale 1o | farm margms have been about the

two countrles is largely attnbutable to hlgher farm | prices in Canada.

e



Figure 2.1:

Figure 2.2:

Comparﬁson. of Egg Farm Price in Canada and the U.S.: 1989 - 1993
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Comparison of Egg Wholesale Price in Canada and the U.S.: 1989 - 1993
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Figure 2.5: Contributioﬁ of Farm Price and Other Costs to Egg Wholesale Price in the U.S.:
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A second way to look at pricing performance is to show the percentage contribution of
each of the farm price and the wholesale margin to the wholesale price. These are in Figures
2.4 and 2.5 for annual data since 1980. Given the absolute price differences already noted, it
is not surprising that farm prices contribute a higher percentage in Canada. What is relatively
surprising is that the percentage is so constant. This suggests that wholesale pricing decisions
in Canada are made by marking up the farm price by a fixed percentage.

Potential Effects of Recent Trade Agreements

NAFTA, in itself, had no implications for the egg industry. However, tariffication as
a result of GATT and, possibly, GATT’s minimum access provisions will affect the industry.
The extent of their effects depends on the extent that tariffs decline. Canada’s interpretation is
that tariffs will decline by only 15% over six years. If this is correct, then the egg industry will
be little affected because Canada’s tariff will be 192%. The data in Figures 2.1 and 2.2 show
that Canada’s wholesale price has not been even 100% higher than U.S. prices since 1988, and
the farm price difference exceeded 100% only briefly in 1992. Thus Canada’s tariff will give

more protection than the import quota it replaces. On the surface, at least, it would appear that
CEMA could continue to operate as it has in the past.

- aGE a-E’




The U.S. argues on the other hand that, because of NAFTA Canadian tariffs_must be
phased to zero. If the U.S. is_correct, there will most assuredly be an effect on the egg:

mdustry Tt would eventually need to abandon its pricing structure and, perhaps any; their/
current type of quantrty control A

Thus the benefits of using a marketing board would have to result from a shift in its
operations to be consistent with more ‘open competition. It is not clear what these operations
would be for the table portton of the market. Given the nature of the table egg market, there
is little scope for product or market dlfferentratlon Hence the range ofT)p§atlons may be

limited to prov1s10n of marketing or pncmg facilities that would assist-in producing operatlonal

product. This could be done thr(o’ugh research and development and by 1dent1ty preservmg

"designer" eggs with preferred characteristics.  Were this to occur, then Boards could have
add1t10na1 functlons for table eggs similar to those suggested below for processed eggs

The market for processing eggs is somewhat different. It already has, and will continue
to offer, considerable scqpe for differentiation. This occurs in the processed product, its

packagmg and other servxce charactenstlcs and could be based on the charactenstrcs of the egg.

involvement. They range from ﬁnancmg the research ai and development required for producing
differentiated product, through negotiation of contractual terms between producers and
Processors rs for particular categories of eggs. )

Our assessment has been and continues to be that Canada’s interpretation in the NAFTA-
GAW&ment is correct. NAFTA identified separate relattonshlps between each pair of
the three countries on supply managed and other protected industries, and made direct reference
to the possrbrhty of new instruments of protection from the GATT round. Moreover, the U.S.
accepted Canada’s tariff schedule-at Marakkesh at the end of the GATT negotiations with no
objectlons We expect this will be taken as evidence by a NAFTA panel that elimination of
tariffS does not apply to these commodities. Th& current situation with high tariffs result in a
particular analytic structure with which to analyze this market. It is s1m11ar to the one that will
be developed for chicken : and turkey. Hence, we wrll describe them first.

2.1.2 The Broiler Chicken Industry

The Canadian Chicken Marketing Agency (CCMA) was established in 1978 to bring
stability and order to the Canadian domestic chicken market. The CCMA sets the national
chicken production level and allocates quota to the provinces, where the provincial marketing
boards distribute it to producers, regulate producer prices and control mterprovrncml movement
of quota

The CCMA does not set national prices as provincial boards have been granted p{irc_e
setting power. However, the CCMA determines cost of producnon on a regional basis. At'its
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beginning, the CCMA used the cost of production (COP) formula developed by the Ontario
Chicken Producers’ Marketing Board (OCPMB) which included allowances for direct costs such
as feed, chicks, hired labour, energy, repaurs maintenance, allowance for management, use of
capital, etc. It substituted regional input prices to determine regional COP estimates. Later,
the CCMA introduced regional cost of production surveys to increase the accuracy of the COP
estimates. In 1990, the CCMA decided to adopt a model farm approach to identify the fixed
costs and a survey of producers across Canada to identify variable costs for each province. Two
enhancements have since been made to the determination of production costs. - First, industry
stakeholders were added to CCMA’s corp Committee. Second, a factor to account for
efficiency in chicken production Was added to the COP formula. This efficiency factor is simply
the removal of the 10% highest cost producers so that the COP is established based on the least
cost producers in the industry. There has been some talk of removing 20-30% of the mghest

cost producers. CCMA and the provincial boards update these COP estimates on a monthly
basis. '

The provincial producer marketing boards use COP estimates as guidelines in their price
negotiations with processors. Other factors are also considered such as production and stocks
locally, and in the U.S. and other provinces, as well as prices of competing commodities. So
prices can be set above or below the COP estimate. Negotiations can take place on a weekly
basis in most provinces, or at least the framework exists for negotiations to be requested by any
party desiring a change, on a weekly basis. Negotlatlons are done differently in different
provmces with some having final offer arbitration when agreement cannot be reached.

As with the egg market, operatlons of the Boards were largely horizontal* and unilateral
in their early years. Boards made decisions and processors either accepted them, lobbied to
change them, or challenged them in the courts or to supervisory boards. In more recent years,
- an edge of verticality moved into the operations, as processor, retailer and consumer
representatives were appointed to the national board and, perhaps more importantly, to the
committee that set the level of global quota.

The major organization representing processors is the Canadian Egg and Poultry
Processors’ Council (CEPPC). Further processors are represented by the Further Processors

Association of Canada (FPAC). Further processors are in a vulnerable position because they

rely on primary processors, who are usually also involved in further processing, for their raw
material. Since their suppliers are also competitors, and the competitors have a say in the

industry’s aggregate output level, further processors have had concerns about the way output
decisions are made.

Cracks in the Structure

Since chicken has a market with strong demand, there has been constant growth in
national quota and constant conflict over who gets it. The national agency has tended to allocate
quota on the basis of historic production patterns. Provinces with high densities of human
population, including Ontario, B.C. and Quebec, have argued that it should be based on demand

10
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Having quota i is valuabie, both because it glves the holder the opportunity to_make some of the
hlghest profitsin n agriculture, and because it'is a source of wealth. Hence there is no obvrous
win-win solution to the conflict. This led first to B.C. leavmg the national agency, then to
On‘t’:fno and finally, Quebec producmg over. thelr shares of natronal allocation.

B.C. has cq/aback into the national program and there is a cease fire in the hostilities

among the other provinces at present. These developments will be more fully addressed in our
update report.

Pricing Performance

As with eggs, we present recent price comparisons at the farm and wholesale levels for
Canada and the U.S. These prices are for whole chickens, which in reality are seldom traded
any more because ise trade tends to be i in cuts. There _may be more representatrve pnces at the
calculated. Also it should be pomted out that, wrth widespread contract production and,
therefore, w1despread use of transfer pncmg in the U.S., the "farm price" data are questionable.
U.S.D.A. farm prices are "constructed" - ie. they are estrmates of what farm prices "should be"

based on actual wholesale prices. However, we feel they are suitably representative to be used
as we do here. -

Furthermore, we have included a labour cost component in the sources of coninbutron
to wholisale prices which is calculated from-Statistics Canada and U.S. Commerce data. It is
a rough esf.lmate of the cost of Tabour per kg. of chicken processed.

The data on farm and wholesale prices and price spreads are presented in figures 2.6 -

- 2.8. The following observations can be made.

1. Farm prices are more stable in Canada than the U.S. Stablhty is less different at the
wholesale level. —

2. Prices are conslderably higher at both the farm and wholesale levels in Canada. (Per
capita productron in Canada is roughly two th thirds of U.S. per capita production).

3. The wholesale to farm price spread (margin) is higher in Canada Thus wholesale
prices are hlgher m Canada because of hrgher farm prices and because of higher
processor margins,!

It is interesting to investigate the contribution of farm prices; labour costs and other

"It should be noted that in some provinces and in some periods of time, the reported farm price understated
what farmers actually received. This is due to so-called "premiums” that were paid over the agreed prices set by
marketing boards on some occasions. When they occurred, this means that farm prices were higher and processor
margins were lower than is indicated in the figures.

B




processor charges to the wholesale prices of each couvatry. These are presented in Figures 2.9
and 2.10. Note ihat the labour component is part of the wholesale margin. The remainder goes
to pay other costs and profits.

Examination of the two figures leads to the following observations.

1. Labour costs are higher in Canada. This is likely due to higher wage rates and/or .

to the fact that labour productivity is low because of smaller, less mechanized plants,

2. Margins have made up a dechnmg proportion of the wholesale price in the U.S. and

a shghtly increasing proportion in Canada. This implies a relatively competitive

processing industry in the U.S. that is reducing its costs and sharing cost reductions
with consumers and/or producers.

3. Margins are more stable on a percentage basis in Canada. As with eggs, this implies
that pricing tends to be done on a percentage markup basis.

Restrictions on the supply of broilers in Canada that resulted in production being one
third lower than in the U.S. on a per capita basis by 1993 may have had several consequences,
Obv1ously, 1t has a]lowed producers to keep their farm pnces well above price levels in the U.S.

have made them cost competmve > with the U.S. Furthermore, the comb1nat1on of domestic and
1mport restr1ct10ns appears to have isolated processors and retailers from market pressures to the
extent that their pncmg behav1our can be done on nearly a constant percentage markup basis.

12
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Figure 2.6:

Figure 2.7:
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Comparison. of Chicken Farm Price in Canada and the U.S.: 1989 - 1993
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Figure 2.10: Contribution of Farm Price, Labour and Other Costs to Chicken Wholesale Price
in the U.S.: 1980 - 1991
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Effects of Trade Agreements

The situation for the chicken industry is similar to that explained for the egg industry
above. Canada’s initial tariffs will be over 200% for chicken products. A glance at Figures 2.6
and 2.7 reveals that differences in prices with the U.S. have rarely exceeded 100%. Hence if
the Canadian position in the dispute with the U.S. is honoured, it is not likely that the
functioning of the Canadian marketing boards will be threatened.

2.1.3 The Turkey Industry

The Canadian Turkey Marketing Agency (CTMA) emerged in 1973 following several
years of concern on the part of producers that increased vertical and horizontal integration in the
processing industry would reduce their bargaining power. The purpose of the national supply
management system is to ensure that Canadian production is in line with domestic requirements
and to provide producers with a fair price for their production.

Responsibilities of the provincial boards include the regulation of production and the
marketing of turkey in each province, the negotiation of producer price, the collection of levies
for operating expenses, the gathering of information, and the promotion of turkey products
within the province.
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The CTMA has developed a cost of production (COP) formula that is used by the
provincial boards in their price negotiations. This formula includes all on-farm costs such as
feed, live haul where applicable, poults, repair and maintenance, labour, financing, other
vanable costs, ‘energy, administration, property taxes, depreciation, and levies. The COP
formula indicates what a reasonable return from production should be. To ensure its accuracy,
the formula is reviewed every two years. In July 1989, the CTMA modified the COP formula
to include a new method of calculatmg fixed costs. In 1992 the CTMA modified the COP
formula so as to reflect expenditures incurred by an effi01ent segment of the industry, instead
of the average cost of the industry. This is simply a process whereby the 10% highest cost
producers are removed from the sample. Another change is that processors and representatives
from the Consumer’s Association are now included on the COP Committee. In September 1993,
producers across the country were surveyed to determine new productivity coefficients (eg. days
on feed, mortality rates, etc) for the industry. The CTMA will then apply these coefficients to
the 1991 COP survey results. These new productivity coefficients are expccted to be reflected
in the COP estimates by April 1994.

The CTMA determines a COP value each week. This value is passed on to the
provmc1a1 boards, except Quebec which uses an arbitration plan, so that it can be used as a
guide in price negotlatlons between processors and producers Other factors considered in price
negotiations include market supply and demand, storage stocks and price of competmg
commodities. In recent years, more weight has been placed on market conditions in price
deliberations than on the COP value. These negotiations are held on a regular basis,
approximately monthly.

As with chicken, the relevant processor group with which the CTMA works is the
CEPPC. The two organizations have recently agreed to a Memorandum of Understanding that
they will work together to move the industry toward international competltlveness Among the
supply managed commodities, the turkey organization has s~been the most progresswe in
developing contract pricing.

Some Aspects of Performance

Despite their roots in attempting to stop vertical and horizontal integration, the turkey
industry is highly concentrated. It is said that six firms. control about 80% of the market in
Ontario. It is deﬁmtely true that two have more than 50%. When firms are large, they are
integrated, sometimes from hatchmg eggs through processing. They own quota and contract
with farmers for grow out, ie. for finishing birds to market weight. In this industry, producers
and processors are often the same people. N

As with the other commodities, pricing patterns in the U.S. and Canada are shown in
Figures 2.11-2.13. The following observations can be made. '

1. Farm prices are more stable in Canada.
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2. Both farm and wholesale prices are higher in Canada taan in the U.S. The gap
seems to have narrowed during the past two years.

3. Canadian wholesale margins are considerably higher in Canada.

The contributions of farm prices, and processors’ margins, including the estimated cost
of labour in processing is shown in Figures 2.13 and 2.14. Two factors stand out. First, as
with chicken, labour cost is far higher in Canada. Second, while the absolute level of processor
margin is hlgher in Canada, in percen(tage ‘terms it is similar in the two countries and slightly
more volatile in Canada. It would appear that there is evidence of percentage e markup behaviour

in both countries. The U.S. turkey industry can probably do this more easﬂy than the other two

because the turkey mdustry is substantlally more concentrated and because turkey i§ sull a -
seasonal item.

Effects of Trade Agreements

The general issues for turkey are the same as were described for eggs and chicken.
Canada’s GATT tariffs will begin at 182% and ‘decline by 15% during the Six year phase-in
period. The data in Figures 2.13 - 2.15 show that price différences with the U.S., have not
approached even 100% since 1988. Hence if the Canadian position is accepted, tanfﬁcatlon
should not be a threat to the continued operation of the supply management program.

———

Figure 2.11  Comparison of Turkey Farm Price in Canada and the U.S.: 1989 - 1993
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Figure 2.12: Comparison of Turkey Wholesale Price in Canada and the U.S.: 1989 - 1993
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Figure 2.13: Comparnson of the Spread between Wholesale and Farm Prices of Turkey in Canada
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2.1.4. Some Structural Issues

A fundamental issue, especmlly for chlcken and turkey, regardmg the final outcome of

secondary processors can display a high degree ¢ of compeunveness "The questmn is espemally
about cosmnveness relative to the usTTTTTT i A

o

At the extreme, this question has several dimensions. First, one could ask, if all border
measures dlsappeared over night, would the industry in Canada be able to compete immediately? - ro
Following this is the question, if not what adjustments are needed GVEF time to become -yl
comggt_gtlye" The final quesuon is, can we € be col competmve under any cucumstances" X et

e S 3
[ESS— )

The answer to the first question is likely no, at least for pnmary producers and
processors. The costs that are built into the system, espec1ally those associated with quota and.
collection, would make it very difficult for poultry farmers and primary processors to compete
in a world that suddenly had open borders. There is a need for all the assets in the system,
including quota, to be revalued, either through write offs or through sale.
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Contribution of Farm Price, Labour and Other Costs to Turkey Wholesale Price in

the U.S.: 1980 - 1991

Figure 2.14:
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Canada: 1980 - 1991

Figure 2.15:

///// NNN

//////

N

o

s VR e WL W e S

SSSWNZAX

-

////////a\\\uxxwwxxxxxxxxwA

4??"7//17 hh‘l““““kx

N7z

/. 1 -\

"""‘. -~ (‘i‘,O‘P‘D‘D‘D‘P‘P‘D‘D‘P‘b‘b

‘////A‘\ PO X

0000000?000000»

o o> “-“‘-“.‘.‘,‘.‘.‘,/

-

NN

o0000000000000000000000000000.

/////////4\

CeiEsEttete

NOILNBILINOD

1987 1088 1089 1990 1901

1985 1986

1984

1980 1981 1982 1983

YEAR

FZ OTHER COSTS

R FARMPRICE [N LABOUR COST

20




The answers to the other two questions are more complex. It is our perception, based
largely on anecdotal information, that Canada ou;g compete after a period of adjustment that
allowed for a movement to@ a more cost effective structure. Weoutling the observations and
logic for this statement ‘below.  Before be beginning, however, our perception is that several

.Canadian further processors would have no trouble competing.” Secondary processing is largely

a high. cost operation whose success rests on creatmty, quality control, and good marketing,
The Canadian companies involved in this part of the market, such as Elmira Poultry and Janes
Fine Foods, appear to have the_l'@_quSlte Their only maJor limitation has been the cost of of raw
matenal Hence, we will focus on primary producers : and primary processors.

A second caveat before beginning the more ‘general discussion is that we percelve the
turkey industry to have a higher degree of competitiveness than the chicken industry: This
results in part from con nfidential information we have available. It also is based on the work
done by the Centre in 1993 for Agriculture Canada on business linkages in the poultry
industries. What Canada does in the turkey industry is already much more closely attuned to
what is going on in the United States. The degree of integration is high. Costs are relat1ve1y
well controlled. The turkey industry has long had a superior customer orientation. In fact,
Some processors are exporting regularly to the United States.-For the table egg industry, costs
of "processmg" are relat1Vely small. They consist largely of éandlm?and washing, and represent
much less of a facfor in gettmg product to consumers than do farm productxon costs,
Furthermore, as we have already shown, wholesale margins in the egg industry are comparable
with the U.S. Hence, most of the dlscussmn to follow is most relevant to the chicken mdustry

‘We begin by addressing primary producers. Their costs are higher today than are those
of primary chicken producers in the United States. Part of the reason for-this is that Canada has
a higher percentage of small operations, including what can only be regarded as part-timg

’ 0perat10us Grow out operations of ten or twenty thousand birds per cycle, with mechanized

feeding, can only be regarded as part-tlme These may be relatively high cost at the margin.
A second reason Canada’s industry is high cost is that grow out facilities are scattered, making
the cost of collection and schedulmg of birds into plants quite high. The third, and most
important reason for Canada’s cost being higher is, ,of course, quota cost

However, from a structural perspective, these costs (except quota costs) need not
preclude Canada from being cost competitive Most broiler operations in the United States are
comg_sed of a collection of forty to sixty thousand birds per cycle operations. Hence,

economies of size are not a associated with the st size of operation as much as with management,
feed costs, and collection on and dehvery By having cen central ral management of a number of grow out
facilities, the cost \of\overhead is considerably lower, requiring fewer incomes to be paid from
the revenues of a grow out operatmn Secondly, feed costs can be reduced by either having
centralized on-farm feed mixing or by having substantial bargaining power with independent feed
mlllers Fmally, the issue of collection and schedulmg cost was addressed above.

The point is that there is not likely a major ad_]ustment required among growers to
establish a cost. competmve structure in Canada. ~Rather, what is required is a change in the
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nature of vemcal coordination and control in order to achieve many of the economies that are
associated with size in the United States.

Beyond the issue of structure, there are three-others that affect costs in Canada relative
to the United States. The first is the cost of feed. Most of the U.S. mdustry has sprung up in
the south eastern part of the United States.” The south east is feed i grain deficit and imports its

feed grains from the corn belt. In fact, the eastern seaboard last™ year imported corn from -

Ontario. Thus the south eastern part of the United States is a hlgh cost feed area. Conversely,
during most of the past decade, Eastern Canada has been a low cost feed area because it is a
surplus producing area.? Western Canada has always been a low cost feed area. During most
of the past decade, the price of corn in Southern Ontario was roughly the same as in Iowa.
There have been some exceptions, and thegg lead to. -uncertainty _for_ livestock producers.
However, in general, all of Canada has a feed cost advantage over the south eastern part of the
United States.

The second issue is climate. Many in Canada argue that Canada’s climate increases
Canada’s relative buﬂdmg costs. However, any cost estimates we have seen suggest that
building costs are not a major portion of total cost when they are extended over the life of a
building. Moreover, the Southeastern U.S. has extreme heat and humidity. There are times
when the effects on poultry mortality are so great that they make the international news. This
means that, as a result of heat and humidity, the south east has higher mortality rates than
Canada and, one would expect “higher stress rates. Therefore, one would expect Canada to have
an advantag,e in terms/gﬁ feed conversion.

The third element is the environment. Canada, especially Eastern Canada, is rapidly
running into environmental problems associated with the expansion of animal agriculture, mainly
due to manure. Canada’s more stnngent regulations are regarded as a constraint to
compeht1vem=ss, relative to regulations in the south east. Currently, we would concur that
Canada has a disadvantage in this area. However, over the longer term we expect that the south
east will inevitably develop s1m11ar or more stringent regulations.

Two additional relative cost factors should be apparent. First, with the exception of the
so-called DELMARVA Peninsula (Delaware, Maryland and Virginia), Canadian production
operations are closer ‘to most U.S._markets than are U.S. productlon operations. Therefore, at

There is often discussion about the effect of the Western Grain Transportation subsidy on feed costs. In
our view, WGTA has little effect on Eastern Canada because the East grows corn, competes with corn on
a North American market, and is usually a surplus producing area. The effect of the West on the Eastern
feed market is essentially through the supply of low quality wheat when, as in some recent years, there are
large amounts of it in the West that cannot be used for human consumption. It then moves into feed

- consumption and affects the local basis for corn. . In the West, WGTA probably increases grain prices to
livestock producers because the major beneficiary of the subsidy is the export market. This would certainly
be the case if there was no restriction on the supply of transportation services. The fact that there is
means that the magnitude of the price effect of WGTA is hkely indeterminate, and that it adds considerable
uncertainty to the market.
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the very worst, Canada should not have a transportation cost disadvantage. Second, the

exchange rate dunnglec_e_m_nmes has been extremely favourable to any industry that is cost
competxtwe ve and export oriented.

Putting all of this together, we beheve that if a concerted effort was made to move the
Canadian industry toward an open market with the United States over a protracted period, with

fu11 | knowledge on the part of the Canadian mdustry that this was- takmg place, then the

addition, “there are potentlal benefits in the Canadian 1 system that could help diffes dlfferenuate the
product. One is a meat _inspection system that, apparently, results in fewer problems with
transmittable diseases. Second, this is likely enhanced by the cooler climate in Canada which

helps to reduce infections in the first place. " These factors could be used as a soﬁrce of

dlﬁmtlon This differentiation could be built upon by the type of process used in France
for the s so called Label Rouge quality control system that has been developed there.?

Now we turn to primary processmg While we have very little direct evidence, our
perceptlon is that the primary processmg part of the industry is the least cost competitive. This
starts With the issue mentioned above, ie. that collection and scheduling costs are very high.
There appears to be, with a few exceptions, very little coordination of delivery into plants-and
very little control over sizes of birds. This makes automation extremely difficult. The major
exception is for KFC product. Our own observation is that when KFC product is coming in,
it comes in at a consistent size and nearly all of the operations from slaughter to packaging are
automated. The remainder of the processing activity has a great deal of inconsistency in size
which makes automation very difficult. One merely needs to walk through a processmg plant
to surmise the effect this has on the plant’s costs.

In addition, we perceive that poultry processing plants in Canada are far smaller than
their U.S. counterparts. Table 2.1 contains some inferences about size of plant based on
Statistics Canada and U.S. Commerce Department data for the 1980s. These data represent an
average plant in the two countries for the average of the decade from 1981 through 1991.

Whether one v1ews size from the perspective of sales per plant or production workers per
plant, U.S. plants were at Ieast’ twice as large as Canadian plants. Moreover, at least st partially
as a result of the differences in size, the number of adm1n1strat1ve/management workers was
consxderably higher in Canada than in the United States. The ratio suggests that -one
administrative/management worker supported about 6,2 production workers in Canada and about
8.3 production workers in the United States. These data suggest that overhead costs in Canada
per unit of output were substantially higher in Canada than in the United States.

e

e

3 Alternative Business Linkages: The Case of the Poultry Industry. Working paper by the George Morris
Centre, Guelph, Ontario, June, 1993.
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Table 2.1: Characteristics of Poultry Processing Plants in Canada and the U.S. 1980-1991
(All Monetary Units are Canadian Dollars) '

Canada U.S.
Number of Plants 98 494
Production Workers/Plant 96.2 240.3
Admin, and Mgt Workers/Plant 15 6 ' 29.1
Sales/Plant ($Mil.) 20.1 ' 40.1 R
Value Added/Plant ($Mil.) - 4.7 - 10.4

Source: Developed from George Morris Centre, Profile of Canada’s Food Processmg Industry, Guelph,
May 1993.

All of this would suggest plants have higher costs in Canada than in the United States,
even if [ wage rates were the same. In fact, wage rates were about the same during the 1980s but
were mcreasmg in Canada relative to the United States toward the end of the.80s. Finally, in
addition to the 1mphc1t _higher costs, the final entry in the table, ie. value added per plant,.

suggests that plants in Canada were relatively_less effective in makmg contributions toward
profits than thexr American counterparts.

While we feel some confidence in forecasting that over a five to ten year phase in period,
primary producers in Canada could become cost competitive, it is not so easy to be confident
at the primary processing level. It is nice to suggest that processors could make whatever
adjustments are required in order to be compete on a North American basis. However, to do
so would be to compete with the likes of Tyson and Conagra. We have no evidence to either
suggest or deny that current Canadian management is in the same category as those two
companies. So we cannot forecast. On the other hand, it may be that a movement to a North
American market would invite the Tysons and Conagras of the world to invest in Canada.

2.1.5. The Analytic Model for the Poultry Industries

The foregoing describes, for all three industries, a disequilibrium market situation as
shown in Figure 2.16. The lower portion of the diagram refers to the primary producer level
of the market. We show a domestic demand function D.. The segment called export floor (EF)
represents Canadian prices at U. S. price minus transfer cost. If Canadian prices ever fell this

low, we would export to the U.S. The floor is drawn flat on the assumption that Canadian
exports would have no effect on U.S. prices.

We have also drawn in an import céiling (IC). This begins on the domestic demand
function (ID) at a price equal to the U.S. plus transfer cost. If the market were able to arbitrage,
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at this point, imports would enter. Again we have drawn the ceiling flat on the assumption that
the Canadian market will not affect U.S. prices.

Of course the market cannot arbitrage because of import quotas. Moreover, the domestic
supply n management program is such that it is 1mposs1b1e to know where on the dlagram the true
arbltrary We havewrepresented it as Ql the aggregate supply in the market. For simplicity,
this includes both domestic production and the amount available through import quotas.

One aspect of the disequilibrium nature of the market is shown by the fact that, at the
farm level, we have two alternative prices, P1 and P2. Since price is not related to demand,
but rather to cost of production, there is no guarantee that price lies on a demand function.

In the case of the egg industry, we saw that it rarely does. The pricing procedure yields
a price like P2 which is higher than the price required to clear the market of the quantity
offered. In the case of the egg industry, there is a formal surplus removal program that removes
the quantity Q1 minus Q2 from the table market and sells it at a lower price on the breaker
market.

It is also possible that this pricing procedure could yield a price below the demand
function such as P1. Apparently this is not happening in the case of the egg industry. However,
previous work by Elahi and Farrow suggests that it does happen in the case of turkeys and
chickens. There seems to be evidence to suggest that, because processors have access to a
limited supply of product, they buy whatever is offered at whatever price is determined. They
may complain and protest, but they compete with each other for market share. This is

particularly so when processors are tied to growers through contractual relationships.

To get at the adjustment mechanism in the chicken and turkey industries, we need to go
to the upper right diagram. This is simply, on the demand side, the same diagram as is shown
below, except it represents wholesale level demand. Again, we show two prices P1 and P2.
We have done so on the ground that at least the chicken industry appears to follow a fairly
standard markup policy. As a result of dlsequmbnum at the farm level market, this can result

in disequilibrium at the' wholesale level. If farm price is too high (at P2) and the markup has . .

the effect of causing the wholesale price to increase to P2, then too much is supplied for the
price. Our hypothesis and observation from the previous work is that, when this happens, stocks
of frozen broilers and turkeys build up. Conversely, if the price level at the farm is below the
demand relationship and is translated through the markup procedure to a price below the demand
at the wholesale level, then too little is offered for the price. The adjustment mechanism is that
frozen broilers and. turkeys are taken out of storage and put into the market. We form this
hypothesis because the previous analyses have shown that the pattern of stock holding for these
two commodities in Canada is far more volatile than in the United States.
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Figure 2.16: Price Determination at Farm and Wholesale Levets under Supply Management
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To complete the model, the upper left hand segment refers to a specific processor. The V

description of the turkey and broiler industry indicated that there are substantially higher unit
costs of labour and other components of the processor margin. There are potentially several -

reasons that this could occur. They are as follows:

1.

Wage rates in processing could be higher in Canada. In fact, our previous research
indicates that they are for the poultry industry. Moreover, wage rates in the poultry

(and dairy) processing industry are relatively the highest of any in the agri-food
sector.

There may be insufficient scale. If as a result of restricted output and other
regulatory activifies, processing firms are not able to adjust to the optimum size, then
labour productlvxty in the Canadlan plants may be lower than in U.S. plants.
There may be an incorrect labour/capital ratio. This may be associated with the
scaleLargument above and/or may be a separate argument depending upon the nature
of capital available. However, if less advanced technology, less automation or other
advanced capital is for some reason not used in Canadian plants as a result-of
restricted supply of raw materials, then again the productivity of labour will appear

to be lower in Canada. It-is entirely poss1b1e that either or both of the two forgomg .

arguments could occur in Canada because the Testrictions on. supply and hlgher prices
preclude a serious involvement in export markets. “Because of the size of the
Canadian market, scale or automation equipment may not be justifiable. The size
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of the markei 1§ to/g small. To justify these investments often requires access to an
export market. B

4. Organizational Slack. If firms have access to-economic rents, they sometimes do not
opt1m1ze their costs. They buﬂd in unnecessary costs.

5. The final alternative is that the nature of supply restriction, import restriction and
pnce behav1our provides economic rents to processors.

Any or all of the five alternatives can be- ﬁtted into the processor component of F1gure
lower ‘than an the level that minimizes long run average costs and/or if the wrong labour/capltal '
ratio” 1s used, then a firm may be operatmg at SRAC on the graph, ie. the attendant short run
average cost curve. If there is organizational slack or if wage rates are high, then a firm may
be above SRAC at some point such as X. Finally, if prices such as P2 and P1 are reflected
from the wholesale market to the md1v1dual processor and they are well above the cost structure,
then economic rents occur. -

This sir@_e_inodel has characteristics similar to those observed in_the poultry. markets.
It can be used as a starting point for thinking about the effects of ghanges on the market place.
One change is the level of tariffs under a programrof tariffication. In viewing either the "farm"
or "wholesale” markets, a tariff can be added rather quickly. All the tariff does is raise the
location of the import celhng If a tariff were relatively low, then the import ceiling would
increase margmally, and pricing would not be able to occur at the non-equilibrium level that we
discussed before. On the other hand, extremely high tariffs would move the import ceiling to
a level above P1 or P2. In this case, a tariff would not necessarily have an effect on the poultry

: markets

2.2  The Dairy Industries

The dairy industries consist of fluid and industrial milk. It is easiest to think about fluid
as the milk you drink and industrial as the milk you eat: ie. cheese, ice cream, butter, etc.
Supply management in dairy started during the 1960’s under provincial enabling legislation for
fluid milk and a federal act that established the Canadian Dairy Commission as a Crown
Corporation in 1966. Thus the system is set up with the CDC having responsibility for the
industrial milk market and provincial milk marketing boards having responsibility for the fluid
market. In addition, industrial milk producers benefit from a "consumer" subsidy paid by the
federal government to farmers. Of course, there are also import quotas for milk and dairy
products. These are negotiated and administered by the Department of External Affairs.

A summary of the major events that led to the development of the current system and its
major components is presented below.
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2.2.1 Fluid Milk Industry

Prior to 1933, the prices paid to producers for milk supplied for fluid consumption
generally were negotiated between producers and distributors. However, during the Depression,
prices paid for milk used in manufacturing declined and farmers who supplied milk for this
purpose tried to secure a higher price by offering milk to the fluid trade at prices lower than
those specified in the voluntarily negotiated agreements between the regular fluid producers and
distributors. The result was that fluid milk prices fell drastically and the voluntary agreements
on price became unenforceable. In these circumstances, the producers appealed to their
provincial governments to set prices to producers and consumers, to control the number of
distributors, and to exercise general supervisory powers.

Over time this led to the development of marketing boards for fluid milk in each
province. The boards establish prices to first buyers. They use production costs in establishing
prices. The production cost base is one that has been developed by the CDC, and is discussed
in the next subsection. Increasingly during the past few years, production costs have been used
mainly as a reference: the dairy industry has not taken full advantage of its monopoly powers
in pricing. Our perception is that they do not believe the market would allow them to do so.

The provincial boards also regulate most aspects of the day to day operations of the
industry. Importantly, these aspects include allocation of milk to plants (the provincial boards
administer plant supply quota on behalf of the CDC for industrial milk, as well as for fluid).
They also administer and regulate transportation of milk from farms to the plants.

2.2.2 Industrial Milk Industry

As indicated above, the CDC was formed as a Crown Corporation in 1966 to be
responsible for the marketing of industrial milk nationally. This followed nearly two decades
of attempting to use price supports and other policy instruments to bring stability to the industry.

The CDC administers market share quota (MSQ) in conjunction with the provincial
marketing boards to manage the supply of industrial milk. It also establishes the price of
industrial milk, based on production costs. The cost of producing milk is calculated from data
collected by surveys of approximately 350 farms in Ontario, Quebec, New Brunswick, and
Manitoba. Thirty percent of the sample, made up of producers with the highest per-hectolitre
costs, is eliminated for the purposes of calculating the target price. The provincial sample is
used by the provincial boards.

The COP is used as an input into the "returns adjustment formula” which is then used
to set prices. The formula incorporates changes in consumer prices, input costs and a judgement
factor to determine the "target return” for industrial milk. Given this desired rate of return, the
government uses the formula as the first of two tools to attain the desired price.

The second tool is the offer to purchase program. After using the returns adjustment

formula to estimate support prices for butter and skim milk powder, the CDC then offers to
purchase surplus products at that level, effectively establishing minimum market prices. Surplus
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products are exported at "world prices" and the losses are pooled and shared among industrial
milk producers, in a manner similar to the egg industry as described above.

Until recently, industrial milk prices included premiums and discounts that were based
solely on butterfat. However, in a world that is demanding less fat, this has caused problems
in the system that will be described below. As a result, the industry has moved to multiple
component pricing, which includes factors for variables such as solids that are not fat,

A final important aspect of the pricing system for dairy is that processors face a number
of different prices for milk depending upon its end use. It needs to be understood that there are
not measured differences in the characteristics of the milk that goes to different end uses, the
distinction is only in the end use. Clearly, this follows from the fact that there are Separate
prices for industrial and fluid milk, However, within industrial milk, there are differences for
cheese, butter, etc. These differences have been a matter of considerable evolution in the dairy
industry and will likely continue to be in the future, as is explained in the next two subsections.

2.2.3 Domestic Issues Facing the Dairy Industries

I Even before the potential effects of trade agreements the dairy industry has been facing
l several major. adJustment problems Demand for dairy products has been static or dechnmg for -
| have been quite statrc, at least with the rather rigid pricing and allocatron structure that existed
in the past. At the same time, dairy farmers and dairy cows have become much more efficient.
l The result has been many fewer cows and farms producing a fairly constant supply of milk.
- This has meant that considerable quota, for both fluid and industrial milk, has been purchased
l by those remaining in business from those who left.

One major problem is the emphasis that has been placed on butter fat in pricing formulas.
-Prices rewarded fat. Fat was used for butter, among other end uses. Demand for butter is -

declrmng “This led to surpluses of butter that had to be exported with self-imposed farmer
subsidies. In order to reduce the surpluses, the Canadian Darry Commission reduced the amount
of MSQ each farmer had available. Reducing MSQ increases costs to da1ry farmers: for
example, if a barn was set up for fifty cows and MSQ is.cut by ten percent, then the farm’s per
unit overhead costs increase because the number of cows had to be reduced. Farmers then
increased their demand for MSQ and for fluid milk quota, causing the price of quota to increase.
This worked into a quite vicious circle. Many people in the industry talk about having to buy
their quota several times as quota cuts cause them to buy used quota from other farmers in order
to replace what was eroded from therr ongmal base

In 1992/93 the Dairy Farmers of Canada (DFC) and the National Dairy Council (NDC)
appomted a joint committee to find solutions to this and other problems. From the committee’s
deliberations came a set of rather substantial recommendations that were introduced in early
1993, Some of the recommendations were and are being implemented, such as more reliance
on multiple component pricing methods for the calculation of individual farmers’ payment, and
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movement toward a single poul of milk in each province . The latter would end the distinction
in end use between fluid and industrial milk, and would reduce the pressures of MSQ cuts on
quota prices. However, there has been industry and, especially, provincial government
resistance to many of the recommendations and, according to the DFC and NDC, there has been
interference from the Federal Government’s two processes. One was an attempt to develop a

government led process on improving supply management by an Associate Deputy Minister of

Agriculture in 1993. Industry resistance to this process was so great, it failed and the Associate
Deputy Minister’s position no longer exists. The second is the Van Clief Committee which has
been at work since mid-1994. More will be said about this in the update report.

The problems of the pricing system were exacerbated by the Canada/U.S..Trade
Agreement (CUSTA). With CUSTA, considerable border protection was lost for some indusirial
products. Chief among them was pizza (mozzarella) cheese, although others were also affected.
Because cheese on pizza and some manufactured products fall under a different tariff category,
imports of such products from the U.S. were not controlled by import quotas and the relanvely
high tariffs on them began to decline after CUSTA was negotiated. Since mozzarella is a major
ingredient in pizza and other further processed products, and since industrial milk is considerably
less expensive in the U.S., this put Canadian further processors at a considerable disadvantage.

Moreover, a number of multi-national corporations argued that they could be export
competitive in several products, some of which included pizza cheese, if pizza cheese and/or
industrial milk used in manufactured products were made available in Canada at competitive
prices. Finally, in order to combat the decline in demand for butter and the high cost of
exporting butter surpluses, the Canadian Dairy Commission was pressured to reduce prices for
surplus butter if it was used by the domestic baking industry. As a result of these pressures, a
number of forces have been at work o cause more and greater price differences for milk used
in different end uses. The CDC has done this by giving price rebates on milk used in particular
end uses to the processors. These rebates are reductions to the net prices paid to farmers.

As an interesting aside, reducing the price of butter used in bakery worked so well in part

of 1993 that Canada actually had to import butter because too little MSQ had been allocated to
service the entire demand.

A final problem stemming from CUSTA is the issue of ice cream and yogurt. - Unlike

other products, ice cream and-yogurt were not protected by GATT Article 11.2.C1 import
quotas. Rather, they were protected only by rather high tariffs. When CUSTA was signed,
Canada moved these products from the tariff protected list to the quantitative restricted list
because of the potential problems associated with domestic milk pricing if tariffs for these
products went to zero under CUSTA. The U.S. objected and filed a dispute with GATT. The
U.S. won, but GATT dispute decisions were not binding. Canada decided it would not abide
by this decision at least until completion of the current round of GATT, at which time Canada
would re-examine this decision. That brings us to the effects of GATT and NAFTA which are
discussed in the next subsection.
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Before going to that subsection, our recent ¢xperience is that problems of declining MSQ,
some of the recent pricing decisions, and, in particular, a perceived lack of appropriate
leadership. on behalf of the Canadian industry by the marketing boards and the Dairy Farmers
of Canada during the GATT negotiations has caused considerable unrest among many producers.
There is a chasm among them that did not exist in the past.

2.2.4 Potential Effects of Recent Trade Agreements

The potentlal effects of GATT and NAFTA are similar for dairy as we explained above
for poultry. The leyels of tariff calculated by Canada are very h hlgh and provide considerably
morip_r’qt,e,cuon than has been taken from import quotas. For example, industrial milk_prices
are about $60.00/hl in Canada and U.S. milk can likely be imported for about $50.00/af. Thus
a tariff of twenty percent would give an equal outcome. Canada’s tariff will be two hundred and
eighty percent. "

If the tariffs are at these levels, this round of GATT will have little effect on the system.

- However, in the case of dairy, the conflict with the U.S. about ice cream and yogurt may have

substantial consequences. There appears to be no legmmate argument that Canada’s-import
quotas for ice cream and yogurt should be tariffied: since there were no quotas when CUSTA
was signed, it is difficult to argue they were Atrticle 11.2.C1. quotas. Moreover, GATT has
already said they are not legitimate. Hence, there is a strong likelihood that, in a political
decision, rather large m1% for these products will be reduced to zero or close to zero
rather rapidly. This will mean even further adjustments in domesgc_grggg g for industrial milk
used for these purposes. At somEf»'o—ﬁE—as more and more w111_d_u/stnal milk is priced at U.S.
competitive levels, it will be more and more difficult to contain the system.

— T,
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A second issue regarding GATT is the producer fund used to subsidize exports of surplus
products It apparently will be subject to the expendlture cap on export subsidies. If this
occurs, then more product will be forced back into the domegtic market, MSQ will be reduced,
or the industry will need to find ways to mcrease domestlc demand presumably by lowering
prices.

The final part of the policy pantheon for dairy affected by GATT is the > cap on domestic
subsidies. They must be lowered to 80% of the base expenditure. This will_not llkely be a
restraining factor in the case of Canada’s s dairy subsidies. With the continuing downtrend in the
amount of MSQ, dairy subsidies are hkely already below the cap and if not, will get there

vqulckly

2.2.5 Some Structural Issues

The same questions can be asked about the dairy industries as were asked about the
poultry industries, if Canada were to operate with open borders. There is considerable evidence
that Canada can compete. Farms are, on average, almost the same size as in the United States.
The exceptions are hyper farms in Arizona and California. However, these farms do not appear
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to be catching hold in the Northern states and, given the problem of shipping milk, it is not
likely that the hyper farms will provide much direct competition to Canada. Moreover, with the
exception of quota prices and the fact that Canada has a higher percentage of smaller farms,
Canadian farmers are generally cost competitive with their U.S. counterparts. Moreover, there

is little opportunity cost for the land on which much of Canada’s dairy industry is located, which
is essentially east of Toronto.

At the processing level, the same structural differences do not appear to exist as exist in

the poultry industry. Tables 2.2 and 2.3 show average plants in Canada and the U.S. for fluid
and industrial milk production during the 1980s. The tables show that Canadian plants were
only a little smaller when measured on sales, slightly larger when measured on the nurnber of
production workers, and had slightly more administrative and management workers.” Value
added, like sales, was marginally smaller in Canada. *

Table 2.2: Characteristics of Fluid Milk Plants in Canada and the U.S. 1980 - 91 (AH
Monetary Units are Canadian Dollars)

Source: Developed from George Morris Centre, Profile of Canada’s Food Processing Industry, Guelph,
May 1993.

Table 2.3: Characteristics of Industrial Milk Plants in Canada and the U.S. 1980 - 91 (All
Monetary Units are Canadian Dollars)

Canada , U.S.
Number of Plants - 21 1,431
Production Workers/Plant 37.8 33.9
Admin. and Mgt. Workers/Plant 17.8 12.5
Sales/Plant (3Mil.) 21.5 23.4
Value Added/Plant ($Mil.) - 5.0 5.8

Source: Developed from George Morris Centre, Profile of Canada’s Food Processing Industry, Guelph,
May 1993.
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Canada U.S.
Number of Plants 159 964
Production Workers/Plant 39.3 ) 37.3
Admin. and Mgt. Workers/Plant 44.4 38.1
Sales/Plant ($Mil.) 24,7 29.9 _
Value Added/Plant ($Mil.) 5.6 7.6 g
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This confirms what a number of studies have suggested, which is that Canada’s plants
are close to being cost competitive. In addition to issues around cost, a number of Canadian
companies have focussed substantially on becoming higg\quality intematigws_e makers.
It is our observation that they face little competition in the United States. So it is quite possible
that at least some Canadian cheese processors could compete on cost and on quahty quite mcely
against their U.S. competitors. This could be a particulary positive situation since GATT gives
a substantial minimum access to the U.S. market, and assuming it is administered in a manner
that makes it truly accessible.

2.2.6 Some Evidence on Performance

We have not been able to make direct comparisons for all dairy products. However, in
Figures 2.17 to 2.19 we present evidence on relative pricing in the industrial milk aspect of the
market. The figures contain quarterly farm prices for industrial milk, wholesale prices for butter
and price spreads for butter in Canada and the U.S. The followmg inferences are drawn from
the figures. Wt

1. Canadian prices and wholesale to farm margins are higher and more stable.

2. Farm prices in both countries have trended upwards since 1991. Prior to that, U.S.
prices trended downwards while Canadian prices remained stable.

3. Wholesale butter prices have been stable at about $6.0/kg in Canada but have
trended downwards in the U.S.

4. Canadian wholesale to farm margins were more stable prior to 1992. However, the
trend is downwards in both countries.

2.2.7 The Analytic Model for the Dairy Industries

The analytic model for the dairy industries is very similar to the one for the poultry
industries. The complicating factor for the dairy industries is the existence of two or more final
product markets and the fact that surplus products from industrial milk is sold into the world
market with farmer financed subsidies. At this point there seems to be little to gain by
extending the dlagrams presented in Section 2.1.5 for the poultry industries.
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Figure 2.17;

Comparison- of Industrial Milk Furm Price in Canada and the U.S.: 1989 - 1993
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Figure 2.18:  Comparison

of Butter Wholesale Price in Canada and the U.S.: 1989 - 1993
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Figure 2.19: Comparison-of Spread Between Whol.sale Butter Price and Equivalent Industrial
: Milk Price in Canada and the U.S.: 1989 - 1993
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Some Issues Common to All the Supply Managed Industries

There are several issues of more or less general interest to all of the supply managed
industries. These will be discussed briefly in this section. o

The first issue has to do with jurisdiction. In part, because of the number of processes
that government has introduced in the past several years to try to make supply management more
market responsive, the industries themselves are somewhat upset about-who has regulatory
responsibility for them. In the case of the poultry industries, the National Farm Products
Marketmg Council is supposed to have mgjgr jurisdiction. However, the NFPMC was not given
power to enforce any decgons and it is not clear in whose interest the Council is supposed to .
regulate. Thus, its major impact has been through moral suasion. Agnculture Canada,
par'ucularly in the form of the former Associate Deputy Minister referred to earlier, has become
involved in the administration of dairy policy on several occasions. Not surprisingly, the
producers in particular have been somewhat less than enthusiastic about having more than one
set of masters. They would like someone to show who is in charge if someone is supposed to
be in charge.

A similar argument can be made in the case of the dairy industry where the Canadian
Dairy Commission has responsibility for industrial milk, no Federal agency has responsibility
for fluid milk and the Department of Agnculture has introduced a number of processes for
moving toward a more flexible, responsive system.
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This leads to a second part of the problem. It is with respect to who should initiate
changes in the system. The current process chaired by Parliamentary Assistant Van Clief clearly
demonstrates that government is willing to take a leadership position. The industries, especially
the dairy and turkey industries, argue that it is the industries themselv‘e\s who should take a
.leadershlp position. Their argument when the van Clief exercise began was that either they
should be left alone to finish what they started in the processes referred to above, or that food
service, retailing, and consumer interests should only be brought in after producers and
processors have decided what proposals to make to change the nature of commercial
relationships in the industries. Some are making this a major issue. It is our perspective,
however, that the process defined by the Van Clief committee is not in conflict with the desire
for the industries to make changes. There is no obvious reason that producers and processors
could not offer alternative commercial relationships to their customers within the confings of the
Van Clief process. At most, it would appear that the Van Clief process merely puts additional
pressure on to hurry the outcome.

On a very different note, a common issue that the industries must be concerned about if
they propose to ‘use the levels of tariffs that were conferred in the GATT process as the basis
for pricing, is smuggling. Recent experience with tobacco and with cross border shopping
indicates that Canadians are price sensitive, at least at somelevel. As Canadian society becomes

more comfortable with not being boy scouts, the risk of and the propensity for smuggling
increases.

2.3  The Grains and Oilseeds Industries

The grains and oilseeds industries have been highly reg‘ulated in Western Canada by the
Canadian Wheat Board, the Canadian Grain Commission (CGC) and the Grain Transportation
Authority (GTA). The Eastern grain industry has been considerably less regulated although it

is affected by CGC regulations. Most regulation in the East is associated with the Ontario
Winter Wheat Marketing Board.

2.3.1 The Praivies

The CWB is responsible for the marketing of wheat and barley produced in the Canadian
Wheat Board designated (the Prairie provinces and the Peace River area of British Columbia)
to the domestic food market and the export market. Grain producers in the west have "permit
books" which provide the basis for delivery quotas which may be imposed by the CWB.
Delivery quotas are used to control the flow of grain into the elevator system. They are based
on acreage registered in the permit books. A delivery quota for a given period may be 0.5
tonnes per hectare.. So a grower can deliver half a tonne into the system during that period of
time for each hectare registered in the permit book. Because the CWB regulates delivery,
growers hold a greater amount of on-farm storage than would otherwise be the case. Elevators’
merchandising activities for board gr’uns are essentially restncted to being paid handlmg and
storage fees by the CWB.

—
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Hopper cars are in"chronic short supply since Canada’s freight rates for grains for both
suppliers and users of are highly regulated by the Grain Transportation Authority. This is one
of the reasons the CWB controls supply into the elevator system. In the past, delivery quotas
have also applied to non-Board grains and oilseeds even when the Canadian Wheat Board had
no marketing authority. This effectively took control from the actual merchandisers and gave
considerable power to the Canadian Wheat Board. The same has been the case for Board grains
that are delivered -to the off-Board market. This is apparently not happening now, but the -
Canadian Wheat Board retains the power to re-establish delivery quotas for non-Board and off-
Board commodities if it deems it appropriate.

There have been times when deliveries to the domestic feed market have been deducted

from CWB delivery quotas, thereby penalizing the grower for dehvermg into the feed rharkets,
which is usually the lower priced market.

Another aspect of the CWB operation is price pooling. With it, growers receive an initial
payment when they deliver to the elevator, an interim payment may be made if world prices are
well above the initial price, and a final payment is made after the crop year is finished. The
CWB markets the crop and its costs are deducted from a revenue pool before the final payment
is made. This occurs well after the end of the crop year. ThlS pooling operation has several
effects: A

1. It provides equity to all producers.
2. It spreads price risk among all producers.

3. Itallows farmers to specmhze in production without being particularly involved in most
aspects of marketing.

4. It penalises those with good mérketing skills.
5. It makes it difficult for farmers to anticipate what their returns will be.

6. It blurs market signals. It reduces the possibility of end use pricing, limits the ability
of farmers to differentiate their products and it makes it difficult to pursue new
product markets.

Producers’ Subsidies

In addition to the pricing and marketing system of the CWB, Western gram producers have
been the recipients of large sums of government subsxdxes over the past few years. TheTationale
for these payments was:

A. That Western farmers are being injured by U.S. and EU export subsidies.
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B. That real grain prices have been historically low, are forcing farmers off the land, and
ruining rural communities in the West, particulary Saskatchewan,

In recent years, subsidies have been paid out through the Gross Revenue Insurance Program
(GRIP) and the Net Income Stabilization Account (NISA). The former bases payment on the
gross revenue in the current crop year relative to an historical period for an individual
‘commodity., NISA triggers paymenis based on net income from a set of commodities relative
to an historical period. Payments have also been made to growers under the so-called third line
of defence, which were basically judgment calls made by the Federal Government.

The WGTA

The WGTA, which provides transportation subsidies on grain shipments from Western
Canada to Thunder Bay and Vancouver, has a number of consequences for international
competition. The consequences are as follows:

1. It Subsidises grain from the Prairie provinces to export destinations.
2. Therefore, WGTA is counted as an export subsidy in GATT. -

3. It has resulted in subsidies to offset the original subsidies. Over time, arguments have
been made and accepted that there should be offsetting subsidies for primary processed
products from Western Canada to the export point. In the mid 1980s, it was also
argued that the WGTA is an unfair disadvantage to livestock producers in Western
Canada because it gives an advantage to importers in other countries. As a result, two
Prairie provinces entered into the so called "Crow Offset" subsidies which gave a
subsidy to livestock producers in those provinces using local transportation.

Pricing to End Users

The CWB also has a great deal of influence on end-user prices. In the case of the export
market, the CWB apparently follows a range of pricing options:

A. Prices are set on a spot basis related to U.S. futures prices.
B. Prices may be negotiated on long-tei'm contracts.

C. Prices may be established under some combination of A and B when importers tender
to alternate exporters.

In the domestic market, the CWB had a monopoly on pricing powers for human
consumption until the Canada/U.S. Trade Agreement (CUSTA). Before CUSTA, the CWB
practised a two price system for wheat that put the domestic price at a premium to world price
if the world price was below the minimum level in a price band, and put the domestic price
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below the world price when the world price was above the top of the price band. The band was
defined such that the world price was generally below the bottom of the band most of the time.
So domestic end users normally paid a considerably higher price than export users. Prices were
usually set for six months and not changed except, perhaps, to cover carrying costs.

The two,price system was enforced because Canada was protected by import licences. In
principle, the CWB granted licenses for the importation of wheat, oats and barley when there
was insufficient supply in the domestic market. In practice, they never granted licenses.

CUSTA exempted the U.S. from export licenses, under a set of conditions that have
essentially been met. This has had several repercussions in the domestic market:

-

1. It ended the two price system for wheat.

2. It removed oats from the Canadian Wheat Board. As a result, considerable creativity
has occurred in new investments in the manufacturing of oat products for end users.

3. It meant end user pricing had to change.

The changes in pricing are drastic. Prices now vary daily as in the rest of the world. The
CWB essentially lets the U.S. market set prices and the CWB sets the basis, eg. the CWB
determines how much more or less than U.S. prices a domestic company will pay for grain at
Thunder Bay. Again the market says what grain is worth in Indianapolis or Chicago. Domestic
users cannot negotiate and they can use no domestic futures or options markets to hedge. They
must use the U.S. market. In the case of Durum wheat there is no futures market anywhere.

- Other Regulatory Structures

In addition to CWB and WGTA regulations, many other aspects of economic life in the
grain industry have been regulated mainly by the Canadian Grain Commission (CGC).
Regulations range from maximum handhng fees for elevators, to very stringent grades and
standards, to government licensing of ng of the seed varieties that can be marketed. ~Most of these
regulations were developed from a producer perspective. Maximum handling fees, for example,
seem to have arisen from the perspective that there is too little competition among elevators and
that farmers need to be protected from them. Policies and regulatwns on grades and variety
licensing. arose from the perspective that Canada should be the world leader in "high quahty
wheat and that vxsual genetic purity should be maintained in the varieties.

In our view, many of these regulatlons limit Canada’s ability to be competitive and limit
competition in the grain industry. Some reasons are as follows:

1. Most of these regulations are production based, not demand based. For example,
maximum elevator charges are baséd on costs and are set in a public utility
framework. - In contrast, U.S., and to a large e degree Eastern Canadlan elevator |

[y
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handling margins are market determined. The maxima in Westesn Canada have
tended to be the rates, not just maxima. They have tended to reduce competition,
especially given the remainder of the regulatory environment in which elevators
operate. For example, if the Canadian Wheat Board regulates deliveries to and
movement out of the elevator system, there is little incentive to reduce costs and
reduce handling fees below the maxima. Moreover, the philosophical argument for
protecting farmers from elevators seems unjustified since a major part of the elevator
network in Western Canada is run by farmer-owned cooperatives.

Many of these regulatory structures have parallels in the east. For example, the
CGC sets maximum tariffs for transfer elevators on the St. Lawrence system. As
with Western Canadian country elevators, the maximum tariffs are basco i costs.
In a study we performed for the Ontario Corn Producers’ Association in the 1980s,
it was found that elevator handling charges on the Great Lakes were three to four
times higher than the charges of unregulated elevators on the U.S. side of the border.
This is one of the several factors that have pncid the St. Lawrence system out of the

market -

2. To our knowledge, there is no demonstrated argument that any single classification
system, especially one based on visual characteristics, can possibly represent all the
characteristics that are 1mportant to the w1de array of end users of grains and
oxlseeds

These, plus the issues discussed in the previous sections have led to less competition in
these industries. There has been little incentive for the grain handling system to try new ideas.
It is our perception that when new ideas have been tried or suggested, they are often resisted.
In addition, the emphasis of the system on bread quality wheat, centralized control, centralized

regulauon and the export markets has dlscouraged domesttc investment in - value-adding
processing activities.

Oilseeds

With the exceptions of the restrictions imposed by the grain industry and transportation - -

that were discussed above, the oilseeds industry operates in a market that is relatively open.
Research to reduce erucic acid in rapeseed that has resulted in renammg it canola, has caused

major payoffs to the industry, especially in Western Canada. This is in part because of the

quality of the lipids in the product. The Canadian industry lobbied the U.S. to allow Canadian |

canola to be used for human consumption, which was previously banned because of erucic acid.
The success of this effort at a time when many Americans are conscious of fat in their diets has
been a considerable boon to the Canadian industry. This year, for the first time in history,
seeded acreage of canola will exceed 4.5 million hectares and will exceed the acreage of barley.

Much of the investment in oilseed processing facilities has occurred in Western Canada.
At least two addmonal factors have contributed to its location there The ﬁrst is the introduction
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of transportation subsidies on oil and meal to offset the subsidies on canola. The second is
considerable provincial and federal govemment investment and other financial assistance in
plants. «

.2.3.2 The East

In the East there are provincial marketing boards only for winter wheat and soybeans (in
Ontario). The Ontario Winter Wheat Producers’ Marketing Board has operated in ways similar
to the Canadlan Wheat Board in that it 1s du'ectly respon51b1e for marketmg the crop, prowdes

e — TN ——

and does negotiate a rmmmum pncmg fOI'lThna. vbased on Chicago futures prices. Our 1mpressmn
is that it has little intervention effect in the market and has tended to operate more like an
association than a board during the past few years.

For soybeans and corn, country elevators merchandise the products in the market place
(by buying, storing, selling and hedging). They also store grain for farmers for a fee. In their
merchandising activities, they compete with cash brokers, end users (feed companies, starch and
cereal manufacturers, and oilseed crushers). They also, to some extent compete with farmers
who have on-farm storage space and who can deliver directly to some end users.

2.3.3 Structural Issues

The structural issues among end users of grains are quite different-than the commodities
discussed to date. Tables 2.4 - 2.9 contain the structural coefficients from the 1980s. Note that
there is no table for the oil crushmg 1ndustry because of a lack of comparability between

" Canadian and U.S. data. -

As can be seen, the structures are very different from those that rely on supply managed
commodities. The industries fall into two groups. The first is the breg@gnjiew d_industries.
For these industries, Canadian plants are smaller in terms of the number of productxon workers,
sales arid value added per plant. In addition, value.added per dollar of sales is lower. The
small size of plants likely has two reasons. In the case of the feed industry, it is most likely a
reflection of smaller livestock operations and a slower trend toward centralization of feed plants.
In the case of bakeries, it is our perception that Canada’s bakeries have, in general, provided
a higher degree of ethnic products from small specialized bakeries. The trend toward large

‘central bread baking plants has been much slower in developing in Canada than in the United

States. Hence it is not surprising to see these results. The value added per dollar of sales
relationship probably occurs for the same reason as will be explained below for the second
group.

The second group has a remarkable consmtency All four Canadian industries (biscuits,

breakfast cereal, flour, and pasta) have larger plants in terms of the number of production
workers per plant and sales per plant. In all cases, the relationship between
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management/administrative workers and productiun workers is higher in Canada than in the
United States. At the same time, value added per plant in Canada is lower than or equal to the
United States. Therefore, value added per dollar of sales is lower in Canada.

Table 2.4: Characteristics of Bread Plants in Canada and the U.S. 1980 - 91 (All Monetary

Units are Canadian Dollars)

Canada U.S.
Number of Plants 748 1,883
Production Workers/Plant 21.1 46.4 .
Admin. and Mgt. Workers/Plant 10.4 40.8
Sales/Plant ($Mil.) 2.9 11.2
Value Added/Plant ($Mil.) 1.6 7.0

Source: Developed from George Morris Centre, Profile of Canada’s Food Processing Industry, Guelph,

May 1993.

Table 2.5: Characteristics of Feed Plants in Canada and the U.S. 1980 - 91 (All Monetary

Units are Canadian Dollars)

Canada U.S.
Number of Plants 552 2,064
Production Workers/Plant 10.8 15.3
Admin. and Mgt. Workers/Plant 6.3 9.2
Sales/Plant ($Mil.) 6.3 11.9
Value Added/Plant ($Mil.) 1.1 3.8 |

Source: Developed from George Morris Centre, Profile of Canada’s Food Processing Industry, Guelph,

May 1993.
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Table 2.6: Characteristics of Biscuit Plants in Canada and the U.S. 1980 - 91 (All
Monetary Units are Canadian Dollars)

‘ Canada ﬁ_;
Number of Plants & 32 - 388
Production Workers/Plant 140.0 | 90.6
Admin, and Mgt. Workers/Plant 58.5 32.8
Sales/Plant ($Mil.) 29.0 214
Value Added/Plant ($Mil.). 9.0 12.4 A

Source: Developed from George Morris Centre, Profile of Canada’s Food Processing Industry, Guelph,
May 1993.

Table 2.7: Characteristics of Breakfast Cereal Plants in Canada and the U.S. 1980 - 91 (All
Monetary Units are Canadian Dollars)

‘ , Canada U.S.
Number of Plants _ 20 - 119
Production WorkerS/Plant | 92.1 50.9 '
Admin. and Mgt. Workers/Plant 56.4 22,7
Sales/Plant (Mil.$) 38.1 24.9
Sales/Plant ($Mil.) . 17.2 16.0

Source: Developed frdm George Morris Centre, Profile of Canada’s Food Processing Industry, Guelph,
May 1993. ‘
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Table 2.8: _haracteristics of Flour Plants in Canada and the U.S. 1980 - 91 (All Monetary
Units are Canadian Dollars)

Canada U.S.
Number of Plants 44 336
Production Workers/Plant 54 311
Admin. and Mgt. Workers/Plant 30.5 10.9
Sales/Plant ($Mil.) 30.4 : 22.9 .
Value Added/Plant ($Mil.) | 4.8 3.7 ]

Source: Developed from George Morris Centre, Profile of Canada’s Food Processing Industry, Guelph,
May 1993.

Table 2.9: Characteristics of Pasta Plants in Canada and the U.S. 1980 - 91 (All Monetary
Units are Canadian Dollars)

Canada U.S.
Number of Plants 36 ' 343
Production Workers/Plant 26.3 14.9
Admin, and Mgt. Workers 21 5.6
Sales/Plant ($Mil.) 8.4 4.7
Value Added/Plant ($Mil.) 2.3 3.1

Source: Developed from George Morris Centre, Profile of Canada’s Food Processing Industty, Guelph,
May 1993. )
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This rather surprising structure for the average plant may be based on the followmg
before the Canada U.S. Trade e Agreement. We believe that tariffs for these industries were
minimutn 10% % ranging up to almost 20%. Hence, there was a tendency to build plants in
Canada to Serve the Canadian markets, pet perhaps with enough scale to serve the entire Canadian
market. This tendency was likely abetted by transportation subsidies for Western grains to
Eastern Canada. The tendency therefore was to put plants in Eastern Canada with sufficient
capacity to serve the entire country in terms of products.

Finally, most of the industries rely to some extent on wheat. During the 1980s, Canada
had a two price wheat system which resulted in, generally, higher prices for wheat in Canada
than in the United States. Thus, while Canadian tariffs likely gave companies the ability to
charge higher prices for finished goods in Canada, two-price wheat likely increased the cost of
raw materials. This combination of factors would explain higher sales and lower value added
per plant in Canada - ie; the effect of two-price wheat offset the effect of tariffs during this
period.

'What is interesting and difficult to explain is the extremely high ratio for these industries
between management/administrative workers and production workers. They are all considerably
higher. It is not clear why these occurred. One possible explanation is that the protection
afforded to them on both the product and raw material sides of the busmess may have

. encouraged a degree of organizational slack.

2.3.4 Effects of Trade Agreements

The grain and oilseeds industry has been substantially affected by the Canada/U.S. Trade

. Agreement. The agreement removed import licenses for wheat, oats and barley. Moreover,

almost simultaneously, oats was removed from the control of the Canadian Wheat Board.
Removing import licenses meant that two priced wheat could no longer be sustained. It was
removed almost immediately upon signing the agreement. On the product side of the processing
industries, tariffs are being removed. Hence, the Canadian market is no longer isolated from
the rest of the world. This clearly has implications for imports and for the potential movement
of plants from Canada to the U.S., especially those that were old and high cost. At the same.
time, removal of two priced wheat provides the possibility for developing export markets for
products manufactured from it. It is our impression that this has occurred during the 1990s for
biscuits and, to a limited extent, for bread. In addition, manufactured oat products for use in
breakfast cereals and other products that was, before the removal of oats from the Canadian
Wheat Board, produced in the United States, are now being produced in Canada. In some cases,
Canada has become an exporter of those products

NAFTA does not hkely pose any addmonal considerations for the Canadian industry from

the import perspective. However, removal of Mexican import heenses and the decline in
Mexican tariffs provides opportunities for grain based products in that country. It is not likely
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that Mexico will ever be self sufficient in grain production, especially for feed and wheat based
products. Therefore, NAFTA probably provides opportunities for exports.

The GATT agreement has additional implications for these industries. First, import
licenses for wheat, oats and barley that continued to be applied to non-NAFTA countries are
‘being replaced by tariffs. The tariff levels are relatively high, but protection will likely decline
over the implementation period. Second, and more importantly, GATT essentially puts
restrictions on the use of WGTA for export subsidies. The amount of the portion of the WGTA

applied to export grain must be reduced during the phase-m period. In addition, all of Canada’s

safety net programs, such as GRIP, NISA, and crop insurance are subject to the caps on
domestic subsidies, and, in particular, are likely to be regarded as amber for the purposes of
trade disputes. These programs do not meet the criterion of general availability. Thys, while
the expenditure caps in GATT are likely to be met by the safety net programs, they are clearly

countervailable. Therefore, the safety net programs are likely to be considerably redesigned '

over the next several years.

In order for safety nets to be considered green under GATT, the two most important
characteristics seem to be that government support should not be triggered by events in a single
commodity market, but rather by a farmer’s whole farm income experience, and that the trigger

point should be no greater than 70% of some historical period. Neither GRIP nor NISA meet
these criteria.

2.3.5 Analytic Model for the Grain and Oilseeds Industries

To an extent, the grain and oilseeds industries can now be characterized, with respect to

international trade, as an open market. The removal of transportation subsidy without the

. introduction of any trade barriers puts it in that general position. Diagrammatically, it can Be
represented as in Figure 2.20. The lower two panels are the export and domestic markets for
bulk grain/oilseeds. The upper panel provides the link between domestic farm production and
domestic processing. The base price and production scenarios in the figure assume that a
transportation subsidy (e.g. the WGTA) is in place and the alternative scenario assumes that it
is removed. In the base scenario, excess supply is represented by psy while in the alternative
scenario, it is represented by ES. The domestic pnce and quantity demanded and supplied in
the base scenario are Py, Q4 and Q,,. Upon removmg the transportation subsidy, the domestic
price will be the same as the world market price, P, and the respective quantity demanded and
supplied are Q, and Q,.

By this model, which assumes all other things remaining unchanged, the removal of the
transportation subsidy would shift the excess supply function to the left by the amount of the
subsidy. The impact of this shift is that production of grains/oilseeds in Canada decreases by
(Q.. - Q) while demand for grains/oilseeds by processors increase by (Q - Qo). Thus, the
removal of the subsidy results in an increase in domestic consumption and a decrease m
productlon and exports of grains and oilseeds.
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From the top panel of Figure 2. 20, it is observed that the removal of the transportation
subs1dy leads to a reduction in the price of processed grain/oilseed products in-the-domestic

" market and an increase in the supply of such products. The changes in the domestic commodity

market and the domestic processing market shows that both domestic processors and domestic
consumers benefit from the removal of the transportation subsxdy by an increased consumer and
producer surpluses. 4

The same figure may be used to analyze the impact of changes in regulations. Depending
upon “their nature, regulations, such as seed certification or pesticide licensing may distort the
farm level supply function, or the relationship between the farm level and processed markets.
Regulatxons may increase supply at the farm level. If this is the case, then the derived supply
function for processed products would be shifted: upward and the derived demand function at the .
farm level would be shifted downward correspondingly. The effects are quite clear. Similarly,
regulations that mcrea/&_thg_cgs_t of transformation of raw products into final products would
change the derived supply function and the derived demand function in the dlagram

Figure 2.20:  Impact of Removing TranSportntlon Subsidy on Domestic Production of Grains and Grain
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The producer and consumer surpluses are measured in the top panel of Figure 2.20.
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2.4 The Red Meat Industries

The red meat industries produce beef and pork in fresh, frozen and further processed
form. Products are sold through the domestic retail grocery industry, domestic food service,
and exported throughout the world.

The pork component of the industry is a net exporter. Depending upon the year, from
25% to 33% of domestic production is exported. The beef industry has two general product
components: high quality (generally, from grain fed young cattle), and manufacturing quality

(generally, from older cattle or grass fed cattle). Most of Canada’s production of manufacturing -

quality beef comes from cows culled from either the dairy herd or from the beef breedmg herd.

The major source of competition for this beef is Australia and New Zealand, which is produced
from grass fed cattle.

Canada is a small net importer of both qualities of beef. Manufacturing quality product

comes mainly from Oceania and, sometimes, Nicaragua. High quality beef or cattle are

exported to the US and Asia from Western Canada, and high quality beef is
imported into Eastern Canada.

The trade situation described above, along with the fact that there is little tariff or non-
tariff protection for these industries means that they face competition from other countries.
These are the least regulated of the industries examined in this project. There are no national
marketing boards or commissions. There are no provincial boards for beef cattle. Provincial
marketing boards for hogs have focused over time on matters that are designed to enhance the
efficiency of the marketing system.

The major direct policy issues that affect these industries are technical regulations
(inspection and grading) and safety net policies.

2.4.1 Structural Aspects of The Industries

The industries have evolved quite considerably over the past few years. At the primary
production level, the structure is quite atomistic. There is very little concentration and farms
are generally not large. If there is an exception, it is in the beef feeding component of the
mdustry in Alberta. Much of the feedlot capacity has migrated to Alberta, where some of it is
in quite large operations. There is also a degree of vertical coordination in the hog industry,
especially in Quebec where feed companies and others often control rather large farrowing
capacity and contract with farmers to feed out pigs to market weight.

The packing industry is another matter. 1In the first place, there is a clear distinction
between the activities involved in primary and secondary processing. Primary processing
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involves slaughter and breaking the carcass into primal cuts. 1t is extremely difficult to
differentiate this set of activities, so competition is based primarily on cost efficiency.?

~ Secondary processing runs a gamut from trimming and packaging through cooking.
‘Success in this area can result from product differentiation to service and the creation of value.
While most primary processors are involved in secondary processing, there are only a few
relatively large primary processors and many secondary processors. Primary processors are few
and large because there are significant economies of size and scope in primary processing, thus
contributing to cost efficiency. However, they are not as large as their counterparts in the U.S.
as is illustrated by the structural coefficients in Table 2.10. Canadian plants employs fewer
production workers per plant, have lower sales and value added per plant.
Table 2.10; Characteristics of the Red Meat Industry in Canada and the U.S. 1980 91
(All Monetary Units are Canadian Dollars)

— —— ]

, Canada ' U.S.
Number of Plants 524 / - 1638
Production Workers/Plant - 48.9 62.5
Admin. and Mgt. Workers/Plant 14.6 14.7
Sales/Plant (Mil.$) 20.2 : - 40.1
Sales/Plant (SMil.) .33 49

Source: Developed from George Morris Centre, Proﬁle of Canada s Food Processmg Industry, Guelph .

. May 1993.

In the past, many meat packers had multi-species plants. However, technology has been
created that give major cost advantages to specialized equipment and, thus, there are no
remaining multi-species plants in Canada. For the beef industry, the move toward Alberta in
feedlot capacity was accompanied by considerable new investment in primary processing
capacity. In addition to Lakeside/Mitsubishi and Excel, Cargill built a world scale plant in
Alberta in 1989. IBP recently purchased Lakeside, and both IBP and Cargill are investing in
quite significant capacity expansion that will be on-stream in 1996. No other province has
facilities that rival those in Alberta in size, and none have more than one or two large plants.

For example, Ontario has just one. On the surface, this suggests a highly concentrated industry.

However, both cattle and beef are easily traded across provincial or international boundaries.
Hence the level of competition is relatively high.

. The major exception to this generalization is small localized packers who often sell directly to
consumers and, therefore, can use quality and service as components of their strategies.
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Similarly, pork primary processing is in relatively few hands in all regions. In» Quebec,
there are multiple plants, but nearly all are controlled’by Coop Federée. There are three majors
in Ontario, and no other province has more than two. The structure at this level of the market

will continue to evolve as it has throughout history because the industries face continuous cost
competition, especially from the U.S.

* The regulatory environment affects these industries directly through their implications for .

costs. Until the present, the public paid for grading (quality assurance) and inspection (food
safety). It is clear that the industries will be expected to take on the entire cost of grading and
a substantial amount of the cost of inspection. Those costs, as they are incurred by Agriculture
and Agri-FFood Canada, are in the range of $100 million annually. Obviously, they will affect

cost structures. It is an ironic aspect of Canadian public policy that, while GATT made'gradmg :

and inspection ' green ' and, therefore, policy instruments on which a country can legally spend

money, Canada is reducing its expendltures on them witﬁdrawmg from these areas.

Changes in the regulatory environment will also likely have secondary effects on the
industries. As the cost of and responsibility for quality assurance and food safety shift from the
public to the private sector, they will become candidates to be sources of differentiation by food
companies. Thus the second irony of the emerging system is that, while the private sector must
take on an additional burden of cost, it may also result in an additional source of revenue.

Safety net pohcy hkely has an effect on the level and location of production. For years,
when the National Tripartite Stabilization Program (NTSP) was in place, livestock producers
found it relevant to try to ﬁgure out what the program payout would be and make production
decisions based on it. This is a case of confusing a safety net with a hammock. The NTSP
program has been phased out, so farmers now need to make their decisions on the basis of
market expectations. This may change again in future as the federal ministry is expecting to

introduce a subsidized commuodity option contract for beef cattle in mid- 1995 It may become
a substitute for a government prograrm.

—_—

2.4.2 Effects of Trade Agreements

meat 1mport acts and implied that meat mspectmn rules would be harmomzed Our perceptxon
is that this contributed to the decision by Carglll to mvest in Canada.

\

GATT w111 sxgmﬂcantly reduce the barriers to entry | into markets around the world
the Canadian industries. A number of people who are closer to the industries than we are
believe that Canada, espemally Alberta, have a competitive advantage in Asian markets with the
GATT access, and that it is the reason ‘that IBP has decided to invest in Alberta.

—

50




---------_-a-ﬂ

3.0 Alternatives for the Bureau to Pro-actively Promote Competition Policy

In this section, we summarize some of the pertinent observations from the previous
section about competition issues in the agri-food sector, identify some additional ones for the
various commodities, and discuss alternative means by which the Bureau could affect them.

3.1 Summary of Issues in Supply Management

Several issues arise from the discussion of issues about supply managed commodities in
section 2.0:

1. Although not mentioned explicitly, the existence of quotas represents a siéniﬁcant
barrier to entry in these markets. It is the case nLonly for farmers, but also for
processors. Not having access to raw product or havmg the perception that access
is or can be limited, likely prevents people or compames from entenng or, especially,
from develognﬁg::lew markets. An example is a current case in British Columbia in
which a dairy er perceives a significant market for organic milk. To develop it,
there will be additional (to normal) costs of identity preservation, (likely) feed,
distribution, and market development. The farmer has requested a new allocation of
milk quota on an experimental basis, on the ground that the high and unknown costs
of developing the new market likely will not make it feasible to use newly purchased
quota for the traditional fluid market: the cost of quota and market development
makes it a risky venture. The farmer is wxllmg to work with the provincial board to
determine the appropriate method to allocate or transfer quota if the experiment is
successful. For over two years the board has refused toeven answer the request.
We have documented several other cases of foregone opportunities in which inability
to obtain quota was the barrier to entry.

2. As the contractor has said on several occasions, there is a need to think clearly about
how to reform supply management. A starting point might be to go back and
examine the official objectives of the national agencies. The National Farm Products
Markering Act is rather clear on the reasons for allowing the establishment of national
agencies. Section 21 of the Act says:

"The objects of an agency are
(a) to promote a strong, eﬁc‘fgr_u and compég‘g’v,eﬂuction and
marketing industry for the regulated product or products in relation to
which it may exercise its powers; and

(b) to have due regard to the interests of producers a and consumers of
the regulated product or products"
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Efficiency, competitiveness and the interests of producers and consumers are all
matters for which tests or standards can be developed against which to measure the
performance of the agencies, The literature abounds with analyses that indicate that
performance of the agencies is lackmg on these variables. Yet little has been done
to correct the problems. If there is a serious jus commitment to the “objects of an

agency", then government needs to investigate ways of achieving them.

3.3 Issues in the Grain and Qilseeds Industry

The policy situation in grains and oilseeds seems to us to favour raw products over

domestic value adding activity, and to increase the cost or risk of entry into new ventures and
new markets. The issues of particular note are:

-

(2) Transportation subsidies. These still tend to favour the movement of raw products
out of the West. '

(b) Canadian Wheat Board. This institution tends to focus on the export market in its
activities to the expense of the domestic market. This attitude becomes remarkably
apparent if one works at all closely with the CWB. They simply ignore the domestic
market and are capable of arbitrarily making decisions that may help their export efforts
but impede development of the domestic market. Imposing delivery quotas for off-board
and non-board grains, as they have done in the past, are cases in point. Many question
the need for them to administer the basis for wheat in the domestic market instead of
letting the market discover the basis. The livestock industry has complained bitterly that
it has been impeded by the CWB’s focus on the export market for feed grains. All of

these increase the risk of any firm which tries to develop a domestlc value adding
capability.

(c) The almost paternalistic regulatory environment. The regulatory environment tends
to substitute regulation for trust and competition. It also tends to force most product, and
the nature of most transactions toward arbitrarily set standards. This in turn discourages
the search for market opportunities, or the provision of market services, that differ from
the standard, exactly where one normally finds value adding opportunities.

(d) The inability of the Canadian market to arbitrage. Because of the monopoly position
of the CWB and the importance placed on price poolmg, the Canadian spot market is
unable to take advantage of short term opportumnes in the U.S. In fact, in a sense it is
difficult to even define what an opportunity is since Canadian producers receive an initial
price from the CWB and the off-board market only represents a portion of demand. This
limits entry because entrepreneurs cannot take advantage of market opportunities.

() Safety nets. These tend to be built around the existing six major grains and oilseeds.
Because they absorb considerable market risk, they provide a disincentive for firms to
develop markets for new commodities.
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Given this definition of the issues, it follows fhat improved performance would result

- more focus by the CWB on the domestic market

- an end to transportation subsidies

- reduction of the amount of regulation that limits product quality, product development
- and the range of services that can be offered by firms in the industry

- the ability for firms to arbitrage the Canadian market

- a safety net program that bases financial support on all sources of Canadian farm
income. -

Based on this, there are several areas where the Bureau could have an 1mpact The most
obvious is in the current process to determine the method of payment for the grain transportation

subsidy. Second, there may be further process regarding the CWB’s role in the North American |

barley market if the lawsuit on the constitutionality of the CWB Act is successful.

A third opportunity is in the on-going process to review agri-food regulations. While the
formal process is over, Agriculture and Agri-Food Canada have an advisory committee to the
department and two to Food Production and Inspection and the Grains and Oilseeds group on
implementation. There is a fairly widespread perception that the Regulatory Review promised
more than it delivered. The process has had people observing from a number of interested
departments. Perhaps an appearance by the Bureau with expressions of concern about the
implications of regulations on competition would have an impact. In our view, altematlves that
would have a posmve impact include the following: :

- a grading policy that uses govemment to assure the buyer that the ﬁroduct delivered
is as described, instead of assuring it meets an arbitrary standard

- much less regulation of seed varieties. The system in Canada is tied up in huge
amounts of red tape, extremely long delays in getting products tested, and centralized
influence by the CWB. An alternative is to simply ensure that companies clearly
identify their products and ensure that their products meet the claims that are made.

There is nothing more likely to damage a brand name than to have its products be - -

proven different than claimed Otherwise the market will evaluate brand qﬂality

- end cost based pricing of services in the grain handling system and end all maximum
handling or storage charges

A fourth opportunity will likely occur during the next two or three years. As a result
of GATT, the safety net system will need to be reinvented. A process will be defined soon.
The Bureau could easily be part of it, arguing for a broad based system that will encourage new
products instead of discouraging them.
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The Bureau’s most likely allies in these efforts are: The Western Canadian Wheat
Growers Association; the Western Barley Growers Association; The Alberta Barley Commission;
and United Grain Growers. The Canadian National Millers Association might also be possible
allies. There is also a new group of pasta manufacturers who could be strong allies.

3.4  Tssues in the Red Meat Industry

The major policy issue that affects the red meat industry is technical regulation
(inspection and grading). The most important question is who pays for technical regulation?

There are two competitiveness aspects: \
(1) If you raise prdductioh costs relative to other competitors (eg. the U.S.), this could have
a negative effect on the competitiveness of Canada’s red meat industry.

(2)  However, there is also a positive aspect. The privatization of the inspection and grading
of red meat provides processors with another mechanism to differentiate their product,
both from domestic competitors and international ones.

The issue about costs is made more complex by the fact that there are different potential
benefactors of grading and inspection (eg. consumers and processors) and it is not clear what
the distribution of the benefits are and how they could effect how the costs are paid. This isan
area that needs further examination.

34




I G Bn S BN I U I S ) BN S BN A G G BN EE. S

Agriculture and Agri-Food Canada, Poultry Market Review.

Canadian Chxcken Marketing Agency, Canadzan Chicken Marketing Agency Annual Report,
various issues.

-Canadian Chicken Marketing Agency, Data Handbook 1992
Canadian Dairy Commission, Canadian Dairy Commission Annual Report, various issugs.

-,

Canadlan Egg Marketing Agency, Canadian Egg Marketing Agency Annual Repart various
issues.

Canadian Turkey Marketing Agency, Canadian Turkey Marketmg Agency Annual Report, various
issues.

Canadian Turkey Marketing Agency, Marketing Turkey in Canada, August 1991.

George Morris Centre, Alternative Business Linkages: The Case of the Poultry Industry, June
1993.

George Morris Centre, Profile of Canada’s Food Processing Industry, May 1993.

George Morris Centre, Exporting Supply Managed Products Under the Uruguay Round of GATT,

- July 29, 1994,

National Farm Produéts Marketing Council, National Farm Products Act, 1985,

National Farm Products Marketing Council, Annual Report of the National Farm Products
Marketing Council 1992-93, January 1993.

Regulations and Competitiveness, Seventeenth Report of the Standing Committee on Finance and
First Report of the Sub-committee on Regulations and Competitiveness,.January 1993.

United States Department of Agriéulture, Dairy Situation and Outloak Report, various issues.

United States Department of Agnculture, Livestock and Poultry Situation and Outlook Report,

_ various issues.

- 55




B ) ) - . ‘ . ) ' /l . )
S I D = B e e e E N =N R B B B R N e
. ’ N

’ INDTlsliﬂv i:lAIiADMNDusi'iulE c;lxiwm
182585

LKC
HD 9014 .C22 M33 1994

Martin, Larry ]
Competition in the agri-food industry a

report [1994]

| DATE DUE |
— 1 ]
I

I

|

L

}L |

L

|

CARR MCLEAN 38-255




