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The need to consider alternatives to the presant system
of dairy import quotas is discussed. Interrelated programs of
price supports, marke ting orders, and import Jjuotas have been
effective in insuring an adeguate supply of d->mestically
produced milk and in stabilizing prices for dairy products. The
cost of this self-sufficiency and price stability has been
higher prices to the consumer and program costs to the
governegent. Several alternative courses of scticn are available:
(1) continued policy of import quotas for dairy products along
with the price support progras, (2) free trade in d2iry products
in the United States and abroad, and (3) oper U.S. market policy
with no import gquotas or price suapport program.
Findirgs/Conclusions: A system of free trads for agricultural
products would henefit consumers through lover pricas for dairy
products. Under a system in waich the Onited States wouid
unilaterally open its market to imports, an Agricunlture
Department study indicates average consumer savings of abhout
$500 million a year over a 6-year period. Recommendations:
Viable alternatives or modifications to the present prctective
system of dairy import gquotas should be analyzed and defined.
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REPORT TO THE CONGRESS

BY THE COMPTROLLER GENERAL
OF THE UNI. ED STATES

U.S. Import Restrictions:
Alternative: To Present
Dairy Programs

Department of Agriculture
and Other Agencies

The 1).S. is involved in multilateral trade
negotictions authorized by the Trade Act of
1974, As prezcribed by the act, U.S. negotia-
tors are seeking reciprocal trade concessions
leading to the developinen of an open, non-
discriminatory, and fair world economic
system. This report is one of a series on U.S.
import restrict:1s on industrial and agri-
cultural commodities.

A rove toward liberalizing dairy trade could
substantially reduce consumer and t: xpayer
costs of the highly protective dairy programs
and also would be consistent with existing
international agreemen:< and U.S. efforts to
reduce trade barriers. A key consideration in
assessing alternative programs is the effect of
changes on the weifare and viability of the
domestic dairy industry.

In view of possible benefits, the Congress may
want to consider alternatives or modifications
to the present dairy programs.

ID-76-44 : CeC. 32,1978



COMPTROLLER GENERAL OF THE UNITED STATES
WASHINGTON, D.C. 20048 )

B-114824

To the President of the Senate and the
Speaker of the House of Representatives

This report discusses the nced to consider alternatives
to the present system of dairy import grotas. It is one of
a series on U.S. import restrictions on industrial and agri-
cultural commodities. Other reports in the series include:

--Economic and Foreign Policy Effects of Voluntary Re-
straint Agreements on Textiles and Steel, B-17%342,
March 21, 1974.

--Review of U.S. Import Restrictions--Need To Define
Nationsl Sugar Goals, ID-75-80, July 10, 1975,

~--Marketing Order Program—-—-An Assessment of Its Effects
on Selected Commodities, ID-76-26, April 23, 1976,

We made our review pursuant to the Budget and Accounting
Act, 1921 (31 u.s.C. 53), and the Accounting and Auditing Act
of 1950 (31 U.S.C. 67).

We are sending copies c¢f this report to the Director, Of-
fice of Management and Budget; the Secretaries of Agriculture,
State, and the Treasury; the Chairman of the International
Trade Commission; and the Special Representative for Trads

Negotiations, ? !
g:‘&‘b‘d lé?-

Co.ptroller General
of the Urited States



DIGEST
CHAPTER
1

Contents

INTRODUCTION
Dairy indust:y
Dairy programs

EFFECTS OF DAIRY PROGRAMS
Supply effects of price supports
and marketing orders
- Agency comments and our evaluation
Recommendation to the Congress
Supply effect of quo*as and tariffs
Price and cost effects of dairy programs

TRADE CONSIDERATIONS
Trade barriers
U.S. quota restricticns
Countervailing duties

EFFECTS OF PROGRAM CHANGES AND ALTERNATIVES
Agriculture's cnalysis of three alter-
natives
Program alternatives
Conclusio: s and agency comments
Recommendation to the Congress

QUOTA ADMINISTRATION
Licensing system
Agency comments and our evaluation
Recommendation to the Secretary of
Agriculture
Country allocation method
Agency comments and our evaluation
Recommendation to the Secretary of
Agriculture
Pricebreak system
Agency comments
Emergency import gquotac
Agency comments

SCOPE OF REVIEW

10

10
14
14
15
15

18
18
19
23

25
27

39
42

43
43
46

46
46
48

49
49
50
50
53

54



APPENDIX

I

11

III

v

GAD

GATT

Letter dated June 14, 1976, from the Deputy
Assistant Secretary for International Af-
fairs and Commodity Programs, Department
of Agriculture

Letter dated March 15, 1976, from the Deputy
Assistant Secretary for Budget and Finance,
Department of State

Letter dated March 16, 1976, from the Acting
Director of the Office of Tariff Affairs,
Department of the Treasury

Letter dated April 22, 1976, from the Chair-
man of the International Trade Commission:

Principal officials responsible for activi-
ties discussed in this report

ABBREVI\TIONS

General Accounting Office

Ceneral Agreement on Tariffs and Trade

Page

55

64

66

68

71



COMPTROLLER GENERAL'S U.S. IMPORT RESTRICTIONS:
REPORT TO THE CONGRESS ALTERNATIVES TO PRESENT
DAIRY PROGRAMS
Department of Agriculture
and other agencies

DIGEST

The Trade Act of 1974 authorizes the President
to negotiate trade agreements providing for
reducing or eliminating nontariff barriers

and other distortions of international trade.
The act urges the Prevident to obtain equiva-
lent reduction of barriers within the entire
agricultural sector.

The U.S. is presertly involved in multilateral
trade negotiations. U.S. negotiators are seek-
ing to promote the development of an open, ncn-
discriminatory, and fair world economic system
and to stimulate fair and free competition be-
tween the U.S. and other trading nations. This
report is one of a series on U.S. import re-
strictions involving industrial and agricul-
tural commodities.

The dairy industry, a significant element of
U.S. agriculture, is vital to the American
economy and produces one of its most essen-
tial foods. The industry has been highly
protected from foreign competition, assuring
consumers a supply of domestically produced
milk and dairy products, while providing
producers with acdequate and more stable
prices.

The cost of this self-sufficizncy and the
U.S. industry's stability has been borne by
consumers and taxpayers in higher prices
and governmental program costs.

The Agriculture and Consumer Protection Act
cf 1973 required the Secretary of Agricul-
ture to conduct a study to determine the
effect that increased levels of dairy im-
ports would have on domestic producers,

handlers, processors, and consumers. The
p

I_ﬁ!.ﬁé]ﬂ‘ﬂ. Upon removal, r:he report
cover date st:ould be noted hereon. i ID-76-44



Department of Agriculture analyzed chree trade
alternatives for the period 1975-80: a con-
tinued policy of U.S. import quotas, free trade
by all countries, and an open U.S. market.

Continuing the present system of price support
and a high level of import quotas, Agriculture
estimated that consumer prices would range
from 16 to 26 percent higher in 1980 than in
1974, Agriculture projected that under tuis
option 181,600 dairy farms would discontinue
production as single units by 1980, following
a general trend in agriculture toward consoli-
dation into larger, more efficient production
entities,

Under a free trade system, Agriculture esti-
mated that annual consumer savings would
steadily increase, reaching about $800 mil-
lion during 1980, with a corresponding reduc-
tion in farm-level dairy prices. Adgriculture
projected that under this option 185,000
dairy farms would discontinue production as
single anits by 1980, or 4,200 more than if
guotas were continued.

Under a system where the U.S. would unilat-
erally open its market to imports, the Agri-~
culture study anticipated average consumer
savings over a 6-year period of about $550
million a year, with an initial substantial
adverse effect on the domestic dairy indus-
try. Agriculture projected that under this
option 198,900 farms would discontinue pro-
duction as single units by 1980, or 17,300
more than if quotas were continued.

The severe udverse producer impact of the
open market alternative was attribnuted to
an expected surge of surplus and subsidized
dairy imports that would cause farm-lievel
milk prices to drop about 22 percent.

The study did not consider the price ef-
fects of a gradual increase in quotas,
with countervailing duties or other mea-
sures available to protect the U.3. market
and producers against the importation of
subsidized surpluses.
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GAO therefore believes that alternatives or
modifications to the present dairy program
should be explored to insure a balance among
the interests of the consumer, producer, tax-
payer, and U.S, trade objectives.

In commenting on the GAQO report, the Depart-
ment of Agriculture stated that aeither the
free trade nor open market options were re-
alistic alternatives. Agriculture said that
free trade is not attainable within the fore-
seeable future and the legislative history

of the dairy price support program indicates
that favorable consideration by the Congress
of an open U.S. market is extremely unlikely.

Agriculture defended the present :o0y: im by
stating it is the most workable of any alter-
native, It stated that the milk price sup-
port program is mandatory and is likely to
remain so; the import gquotas, for which no
satisfactory alternative has been found,

are necessary to protect the proygram's via-
bility.

Agriculture observed that all leading trad-
ing nations control their agricultural

trade to some degree and that tne U.S. is
one of the most liberal. Dairy products
are particularly subject to government con-
trols; every major producing country con-
trols imports and many also control exports.

Agriculture suggested that, in such a trad-
ing environment, complete elimination by
the U.S. of its dairy import controls would
result in unacceptable costs to the Ameri-
can economy and to the Federal budget., If
liberalization is to be achieved, it must
be in a multilateral context with necessary
safeguards.

In contrast to the Department of Agricul-
ture's views, the Department of State said
it would be particularly interested in
further studies on possible gradual ap--
proaches to reducing or eliminating import
quotas., State agreed that eliminating all
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barriers tc trade in dairy products is un-
likely and that the unilateral elimination
of American restrictions would be disrup-
tive; however, the U.S. may be able to de-
vise a first step which, without harm to
American producers, could be instrumental
in beginning to reduce barriers interna-
tionally. State suggested that the U.S.
might consider quotas geared to a certain
percentage of annual consumption as an al-
ternative to the present system which sets
gquotas in fixed amounts.

GAO believes that State's suggestion is a
censtructive and positive move toward
identifying viable nodifications or alter-
natives to the present dairy programs.

GAO agrees that ccmplete and sudden elimina-
tion of all barriers to dairy trade would

be disruptive, and could result in unrea-
sonable adverse impact on producers.,

In view of the possible benefits, the Con-
gress should instruct the Secretary of
Adriculture, in conjunction with other
agencies, to analyze and define viable
alternatives or modifications to the pres-
ent protective system of dairy import
quotas and related modifications to the
domestic dairv program and have such al-
ternatives or modifications submitted for
consideration and possible legislative
action,

An important element in assessing alter-
natives to present U.S. policies and pro-
grams is the effect of changes on tae
domestic dairy industry, which consists

of 385,000 producers and has annual retail
sales of about $19 billion., Dislocation of
or disruption to the producers and the
dairy-processing industry and its employ-
ees could have an adverse economic impact.

Any future studies on the open market
alternative should consider a gradual
versus sudden change in import policy with
strict U.S. enforcement of its statutes on
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countervailing duties, antidumping penal-
ties, and unfair competition.

Future studies should also define the cost
of price support to the U.S. Government com-
pared with the possible cost to the Govern-
ment of programs designed to assist communi-
ties, industries, and workers to adjust to
adverse economic impact attributable to in-
creased imports,

If, after assessing the various policy and
program alternatives, the Congress decides
to continue the present programs, GAO recon-
mends that the Congress revise the leqgisla-
tive re- .irement for price support so that
the . .cretary .f Agriculture can base sup~

-+« prices o. projected market conditions.
The present leyislative guidelines require
support prices be set between 75 and 90
vercent of parity. Since the formula for
computing parity dces not consider many
relevant economic factors, the legislative
requirement represeats mcre of a constra.iut
than a constructive gquide for determining
price-support levels and its application
may have encouraged surplus production in
some years.

The report also contains *w. recommenda-
tions to the Secretary of Agriculture
aimed at providing equity for allocating
quotas among countries and licenses to
importers. The Department of Agriculture
believes the recowmendation on country
allocations is not feasible and the recom-
mendation for allocating import licenses
is not desirable.



CHAPTER 1
INTRODUCTION

Because domestic milk prices tend to fluctuate dramati-
cally with seasonal production changes, U.S. milk producers
have attempted to increase their control over milk prices
since the early 1900s. First, they formed cooperatives to
enhance their bargaining power with milk dealers and proces-
sors. The cooperatives were relatively successful when eco-
romic conditions were favorable, but in eccncmically unfavor-
able times they failed to maintain satisfactory prices,
Therefore, producers have recurrently sought Govarnment aid
to support and stabilize milk prices.

The Congress has responded through the years by passing
legislation that allows U.S. producers to market milk at
guaranteed minimum prices. To prevent foreign producers from
competing in the domestic market and interfering with the
Government-established minimum price, the United States in
the early 1950s began using quotas to limit dairy product
imporis. The cost of these protective policies has been
borne by the American consumer and taxpayer through higher
milk prices and Government price support expenditures.

While this high degree of protection has continued for
the dairy industry, overall U.S. trade policy has moved
toward removing barriers to trade. For many years, the
United States has worked for liberalized agricultural trade
in its negotiations with many countries, particularly those
in the European Community, and in the Generai Agreement on
Tariffs and Trade (GATT) and other multilateral forums.

As the United States begins new trade negotiztions,
U.S. negotiators will be seeking to promote the development
of an open, nondiscriminatory, and fair world econoiic sys-
tem, as set forth in the purposes of the Trade Act of 1574.
A principal U.S. objective in these negotiations is to
achieve more open trading for agricultural producte,

The U.S. Government, therefore, faces the difficult
task of balancing the (1) interests of the dairy industry,
(2) interests of consumers and taxpayers, and (3) its trade
objective of reducing trade restric*ions.



Costs to Consumoar

and Taxpayer
Liberalized Trade

DAIRY INDUSTRY

The United States ranks third in world milk production
behind the European Community and the Soviet Union. 1In 1973
U.S. consumers purchased milk and dairy pro~ducts having a re-~
tail value of $19 billion. Of this amount 9.7 billion
represented fluid milk and related sales and $9.2 billion
represented manufactured dairy products. The dairy indus-
try, which had about 285,000 dairy farms in 1973, is an im-
portant element of American agriculture. It is also impor-
tant to the industrial sector; for example, in 1973 approxi-
mately 3,000 dairy-processing plants employed about 200,000
people.

The importance of dairy products to the American diet
underlies the need for an assured supply of milk. In 1973
milk and other dairy products supplied 12 percent of the
food energy, 23 percent of the protein, and large percentages
of other vital nutrients in the American diet.



Milk production_and use

The domestic industry has experienced dramatic changes
through the years. Annual milk production per cow has more
than doubled since 1945, primarily because of improved feed-
ing and breeding, thus cffsetting a decline in the number of
dairy farms and cows. Tne trend has been toward fewer but
larger farms and manufacturing plants. Milk production grad-
ually rose to a peak of 127 billion pounds in the mid-1960s
but has since declined to 115.4 billion pounds in 1973 and
1974. More than three-fourths of the Nation's milk is sold
through cooperatives.

Dairying is a nationwide industry. As noted on the map,
seven States produced 55.4 percent of the milk in 1974.
Dur ing the same year 70.5 percent of our manufactured dairy
products were produced by the seven leading dairy product
manufacturing States.

Two grades of milk are produced--grade A is eligible
for fluid use or manufacturing and grade B may be used only
for manufacturing. In Wisconsin and Minnesota, which produce
the largest percentages of manufactured dairy products, 41
and 61 percent, respectively, of the milk sold to plants dur-
ing 1973 was grade B.

Milk is a bulky and highly perishable commodity, subject
to bacterial contamination. It must be produced and handled
under sanitary conditions and marketed quickly. Thus, milk
not consumed in fluid form must be processed to prevent loss.
In recent years, about 45 percent of U.S. milk production has
been used as fluid milk and 55 percent as manufactured dairy
products.

Milk production is seasonal. Production is generally
greatest during spring and early summer and lowest in Novem-
ber. Consumption of fluid milk is relatively constant
throughout the year, but sales vary throughout the week, with
consumer purchases high on Thursday, Friday, and Saturday-
This means that, to supply the demand for flu.d milk, produc-
tion must be adequate to meet demand on days of high sales
cven in fall and winter. Consequently, milk-balancing plants
‘n many areas take the excess production from days of low
«emand and periods of heavy production and manufacture dairy
products.
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DAIRY PROGRAMS

To a3sure adequate supplies of domestically produced
milk, the Government has used several interrelated programs,
the most important of which are price supports, marketing
orders, and import quotas.

-~Price support: Guarantees dairy farmers a minimum

average price for manufacturing grade milk and sup-
ports the level of all milk prices.

--Marketing orders: Allow dairy industry to market milk
use or uld consumption or tfor manufacturing at
regulated minimum prices.

--Import quotas: Prevent import interference with the
price support program.

Tariffs are also collected on most dairy imports. Al-
though tariffs may not greatly affect the supply of domesti-
cally produced milk, they affect the cost of imports.

Price support

During World War II, the U.S. Government tried to stimu-
late increased farm production to meet the added agricultural
recuirements caused by the war. One effort was the Steagall
Amcndment (15 U.S.C. 713a-8), which provided that, if the
Secretary of Agriculture issued an announcement reguesting
expanded production of certain agricultural commodities, he
should provide price support on these commodities until
2 years after the end of World War II. The Secretary did
provide for and set goals for increased dairy production, and
in the 1940s Agriculture bought some dairy products to help
support prices based on authority under the Steagall Amend-
ment.

After World War II, dairy farmers were caught in a cost-
price squeeze, with production and living costs increasing
faster than milk and butterfat prices. Also, the basic in-
stability of milk prices, caused by seasonal production peaks,
still existed. At the same time, the overall demand for milk
and most of its products was declining while production was
increasing. These factors led milk producer groups to re-
quest continuing Government price support.

The Congress passed the Agriculture Act of 1948 (62
Stat. 1247) and the Agricultural Act of 1949 (63 Stat. 1051),
providing for continuing Government support of dairy prices.
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This support has been based on a parity formula designed to
identify the curren*: price level at which a unit of milk
wouid have the same purchasing power it held from 1910 to
1914. The present method of computing parity prices for farm
commodities was defined in the Agrizultural Adjustment Act of
1938 (52 Sstat. 31) and has since been modified by the Agri-
cultural Acts of 1948 and 1949. The formula has the follow-
ing elements.

PARITY=  ADJUSTED BASE PRICE X PARITY INDEX

/

10 YEAR AVERASGE
PRICE OF >

10 YEAR AVERAGE
OF ALL FARM
PRODUCT PRICES

I ONE MONTH LEVEL

OF COSTS FOR ALL
FARMERS

/ THE COMMODITY ® AVERAGE OF ALL \ I 1910-1914 LEVEL OF
cARM PROLUCT ! COSTS FOR ALL
/ YEARS 1910.1914 \, \

In computing the parity price, the ratio of the most
recent l0-year average price received by farmers for all
farm products to the 1910-1914 average price is divided into
the most recent 1lN-year average price of the commodity. This
calculation equais the adjusted base price. Th2 adjusted
base is then multiplied by the ratio of the previous monthly
level of farm costs to the 1910-1914 level, which is the
parity index, to obtain the parity price.

The Congress has required that milk prices be supported
at levels between 75 and 90 percent of parity since 1949,
After the parity price for all milk has been computed, Agr:-
culture computes a parity price equivalent for the portio
of the milk supply used in manufacturing dairy produc:s.
Support prices are then based on the parity price eguivalent
for manufacturing milk. The support price annuunced on
Uctober 2, 1975, was 84.4 percent of the parity price for the
beginning of the marketing year.

The Agricultural Stabilization and Conservation Service
is responsible for the price support program. To maintain
minimum prices, Agriculture's Commodity Credit Corporation
purthases any quantity of certain domestically produced dairy
products (butter, cheddar cheese, and nonfat dry milk) that
is offered. Such purchases, at a price based on the support
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price, reduce supplies of dairy products on the commercial
market and set minimum prices at whic! they will be sold.
This results in higher sales prices to dairy product manu-~
facturers and prevents the average farm level price tor
milk from falling below the support level.

Marketing orders

The Federal Milk Marketing Order Program began in the
1930s. Current orders, administered by the Agricultural
Marketing Service, are based on the Agricultural Marketing
Agreement Act of 1937 (50 Stat. 246), as amended.

Milk marketing orders are normally issued by the Sec-
retary of Agriculture after a petition by a marketing area's
producers or handlers, an investigation by Agriculture of
the need for an orcder based on the act, a public hearing for
all interested parties, and an acceptance of the resulting
propoced order by two-thirds of the producers who supply
milk to the area.

A milk marketing order requires milk handlers to pay
specified minimum prices for fluid quality milk. The mini-
mum prices differ depending on the use of the milk. Grade A
milk, if used as fluid milk, is normally priced by the orders
at the average grade B milk price plus a differential to
cover the extra costs of producing and transporting it and
to assure adequate fluid milk suoplies. If the milk is used
for manufacturing, most c¢rders sec the price at the average
manufacturing milk price received by farmers in Minnesota
and Wisconsin. Thus, producers of grade A milk receive a
weighted price based on the overall use of fluid quality
milk in their marketing areas.

About 60 percent of all milk marketed in the United
States and about 80 percent of milk eligible for use as
fluid milk is subject to the provisions of an order. Since
marketing order prices are based on the average manufactur-
ing milk price, which is supported by the Government, the
programs have normally enabled farmers to receive higher
prices for all milk they sell.

Import quotas

Dairy import quotas were established in the early 1950s
to maintain the price support program and to prevent any
substantial reduction in the manufacturing of milk products.
Initially, imports were restrained under section 104 of the
Defense Production Act of 1950, as amended (65 Stat. 132),
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2nd other temporary legislation dealing with wartime exigen-
cies. When section 104 expired in 1953 (66 Sstat. 297), im-
port quotas were continued in modified form pursuant to ac-
tion taken under section 22 of the Agricultural Adjustment
Act of 1933 (7 U.S.C. 624), as amended. Section 22 had pre-
viously been amended by the Agricultural Act of 1948 so that
imports could be restricted if they interfered with a price
support program. These quotas initially limited imports of
several types of dairy products and have since been extended
to cover most manufactured dairy products except cassein and
a few high-price cheeses.

Section 22 requires that the Secretary of Agriculture
advise the President when he believes that articles are or
are practically certain to be imported that will:

1. Render or tend to render ineffective or materially
interfere with programs or operations of the Depart-
ment of Agriculture or any agency under its direc-
tion for any agricultural commodity or product
thereof.

2. Reduce substantially the amount of any product
processed in the United States from any agricul-
tural commodity or product thereof for which any
such program or operation is being undertaken.

The President may then direct the International Trade
Commission (formerly the United States Ta:iff Commission)
to investigate, hold a public hearing, 2nd report o him
its findings and recommendations. Rased on such findings,
the President has the authority to impose fees or quotas
within prescribed legal limits in addition to the basic
duties. In an emergency, the President may take action
before receiving a report and recommendations from the Com-
mission.

Most import quotas on dairy products are administered
through a licensing system as recommended by the Interna-
tional Trade Commission. !nder this system, imports can
only be entered by or for the account of a license holder.,
A license specifies the product and its guantity a holder
may import, the product's country of origin, and the U.S.
port through which it may enter. The Secretary of Agricul-
ture is required to issue licenses in a manner which will
result in an equitable distribution of quotas among im-
porters or users while allocating quotas among supplying
countries on the hasis of import volume during a represen-
tative period. The quota system includes provisions to
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adjust country allocations if special factors have affected
or are affecting trade in the quota products.

The quotas subject to licensing are administered by
Agriculture's Foreign Agricultural Service. Remaining quotas
are unlicensed and administered by the U.S. Customs Service
on a first-come-first-served basis.

Tariffs

Although tariffs on dairy imports were not imposed as
part of the overall dziry program, they act as a revenue
producer and as a barrier against imports of dairy products
for which there are no quotas. The tariff rates, structured
on either unit of measure or price, are the same for imports
from all major dairy exporting countries and apply to almost
all dairy imports. They are administered and collected by
the U.S. Customs Service. Those based on units of measure
range from 1.5 to 56.6 cents a gallon or from 1 cent to 14
cents a pound, depending on the product and quantity im-
ported; those based on price range from 6 percent to 25
percent of the export price, depending on the product im-
por ted.

A few tariffs (tariff rate quotas, are structured on
the quantity imported during specified periods; that is
the duty increases after a specified quantity has been im-
ported. For example, the basic tariff on butter is 7 cents
a pound, but it doubles for all imports exceeding 50 million
pounds from November 1 to March 31, all imports exceeding
5 million pounds from April 1 to July 15, and all imports ex-
ceeding 5 million pounds from July 16 to October 31.



CHAPTER 2

EFFECTS OF DAIRY PROGRAMS

The interrelated programs of price support, marketing
orders, and import quotas have been effective in insuring an
adequate supply of domestically produced milk to U.S. consum-
ers and in stabilizing prices for milk and milk products.

For more than 20 years, U.S. dairy production has accounted
for an average of 99 percent of the Jdairy supply available
for U.S. consumption. However, insuring this high domestic
self-sufficiency has been costly to t:he consumer and taxpayer
through higher prices and through ".:vernment expenditures for
dairy programs.

SUPPLY EFFECTS OF PRICE
SUPPOL.'S AND MARKETING ORDERS

The foundation for carrying out the Government's dairy
policy is minimum price guarantees under the price support
program. Subject to Agriculture's approval, the milk indus-
try uses the marketing order program to require milk handlers
to pay specified minimum prices for fluid quality milk. The
minimum prices differ depending on the use of the milk and
are pbased on the Government-supported price for manufacturing
milk.

Legislative guidance for the price support program is
rased on the concept of parity. This concept was developed
by the Congress in the 1930s, when severe price disparities
existed between the prices of agricultural goods and the
prices of other commodities. Parity is based on the ration-
ale that a unit of a farm commodity shkould presently have the
same purchasing power that it had in the period 1910-14.

The Congress has recognized that an adequate supply of
milk and producer income normally can be assured without
maintaining support prices at 100 percent of parity and,
through legislation, has provided for the Secretary of Agri-
culture to set Government-support prices on milk between
75 and 90 percent of parity. In establishing the price sup-
port level within ~he parity range prescribed by the legis-
lation, the Secretary considers such factors as the farm
price of milk, productivity, estimated cost of production,
and estimated consumer demand.

Since the parity formula is based on a purchasing power
concept, which does not include many of these economic con-
siderations, the legislative requirement that the price
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support level be set between 75 and 90 percent of parity
represents more of a constraint than a guide for determining
price support levels. For example, over the past 15 years
the Secretary of Agriculture set support prices at the mini-
mum level six times and at the maximum level two times.

This means that support prices were set at the upper or lower
limit of the legislative range 8 of 20 times (40 percent).

One reason parity is not indicative of the necessary
price support level is that it does not consider technologi-
cal gains and productivity increases that have occurred in
dairying since the base period 1910-14. Milk output per cow
has gieatiy increased over the years, as indicated by graph
1, showing average annual production trends since 1925-29.

GRAPH 1 M!LK PRODUCTION PER COW
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DEPARTMENT OF AGRICULTURE

Although the parity formula adjusts the parity level
for increases in farming and living costs, it does not re-
flect this increase in productivity, which is attributable
to improved management, better dairy breeds, more scientific
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feeding, and other technological advances. On the basis of
1974 prices, increased productivity allowed milk producers
to receive about $413 more gross revenue per cow in 1974
than in 1950.

1974 average

Production price {(per hun- Gross

Year per cow dred pounds) revenue
1974 10,286 pounds X $8.30 = $653.74
1950 5,315 pounds X $8.30 = $441.14
$412.60

A productivity increase of this magnitude would surely
change the price-income relationships that existed between
dairy products and other commodities during the parity base
period and today. The present parity formula ignores these
cl..nges.

Producers, dairy industry representatives, Agriculture
officials, and economists agreed that the parity formula is
inappropriate in relating production costs to commodity
prices. When proposing the price support level for the
1975-76 marketing year, Agriculture officials observed that
the long-term effects of a support price at the maximum 90
percent of parity limitation would be highly inflationary to
consumers, would likely reduce consumption, and would in-
Ccrease Government purchases and costs to intolerable levels.

Although Agriculture considers various economic factors
in setting support prices within the legislative range, it
has not successfully balanced milk production and consumption.
In 10 of the 13 years from 1962 through 1974, the U.S. dairy
industry produced & surplus of milk ranging from 2.3 to 6.3
percent. During 3 of the 10 surplus years, support prices
were set at the minimum level. The surpluses over the 13-
year period resulted in the U.S. Government purchasing
$4.2 billion of dairy products to maintain market prices at
the guaranteed level. 1/

.

1/The $4.2 billion figure represents net expenditures for the
dairy price support and related programs during fiscal
years 1961-74,
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During the 13-year period ended March 31, 1975, Agricul-
ture acquired about 2.9 billion pounds of butter, 1.1 billion
pounds of cheddar cheese, and 7.2 billion pounds of nonfat
dry milk for price support and related programs. The commod-
ities were used as follows.

Cheddar Nonfat
Butter cheese dry milk

Commercial sales:
Domestic (at domestic prices) 3.4% 0.7% 1.9%
Foreign (at low world prices) 10.5
Noncommercial sales:
Foreign school lunches angd welfare

(o]
~J
.

[+,

(at low world prices) - .5 9.8
Dounations:

U.8. school lunches and welfare 62.3 84.1 24.0

Foreign school lunches and welfare 12.5 12.0 56.¢

Other uses (includes sales or donations
to the U.S. military and donations to
hospitals and penal institutions) 11.3 1.9 0.1
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During 1973 and part of 1974, changes in the economics
of the dairy industry cecused production to be less than de-
mand, resulting in tight supplies and high dairy prices.
During these years dairy feed prices rose to about 78 percent
more than 1972 orices, causing dairymen to use less feed
and attain reduced output per cow. The increased feed costs,
combined with increased slaughter prices for dairy cows dur-
ing this period, encciraged dairymen to cull (reduce through
slaughter) their herds at a faster rate than normal.

To offset the decline in domestic production and to
stabilize milk prices, the Government allowed incrzased im-
ports. In early 1974% consumers began buying less milk be-
cause of the higher prices, and by mid-1974 Agriculture had
to resume buying excess milk production. Even with prices
set at the minimum, 75 percent of parity, Agriculture pro-
jected that it will have to purchase from 3.3 to 3.7 bil-
lion pounds of surplus dairy products each year through 1981.

Agency comments and our evaluvation

when asked to comment on the need for developing a
method of setting milk support prices at a level which would
more nearly balance production and consumption, the Department
of Agriculture noted the difficulty of predicting dairy mar-
keting conditions. Agriculture said that it reqularly proj-
ects short, intermediate, and long-run supply and demand con-
ditions for milk and dairy products but that weather, feed
crop conditions, and other variables limit the accuracy of
its projections. Agriculture observed that a better eco-
nomic intelligence base and more accurate and timely esti-
mates of developing supply and demand conditions would pro-
vide a better basis for policy decision: and tk--~ it is con-
tinuously endeavoring to improve its analysis an' data
sources.

Agriculture failed to explain how its efforts to im-~
prove dairy market projections can significantly alter the
process for setting milk support prices, which according to
legislation must be set at between 75 and 90 percent of
parity. Agriculture can only establish a support price
based on projected market conditions if it falls within tne
parity range.

Recommendation to the Congress

1f, after considering the various policy and program
options discussed in chapter 4, the Congress decides to
continue a dairy price support program, we recommend that
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the Congress remove the legislative requirement that support
prices be set between 75 and 90 percent of parity. This
would allow Agriculture to base support prices on projected
narket conditions in all situations and make maximum use

of its economic intelligence data.

SUPPLY EFFECT OF QUOTAS AND TARIFFS

Dairy import quotas have effectively prevented import
interference with the Government's price support program,
holding imports to an average of 1 percent of annual produc-
tion for more than 20 vears (from 0.4 percent in 1953 to 2.5
percent in 1974).

Section 22 quotas were initially established for several
dairy products in July 1953 but have since been extended to
most other manufactured dairy products except casein and a
few high-priced cha:eses. The extensions have helped main-
tain the program's effectiveness by limiting imports of
newly developed products and increases of products that had
not previously been imported in large quantities. For exam-
ple, 1969 annual import quotas were extended to canned milk,
Swiss-type cheese for processing, processed Edam and Gouda
cheese, processed Italian-type cheese, and certain other
cheeses because of a marked increase in imports that would
interfere with the price support program. The increase in
imports resulted from rising U.S. prices, large foreign sur-
pluses, and foreign subsidies.

Government and da:ry industry officials of severa. major
exporting countries have pointed out that quotas have effec-
tively limited their ability to export dairy products to the
United States.

To the extent that import quotas are filled, tariffs
have no effect on the quantity of imports. Without a quota
on a specific dairy product, a tariff could limit imports
depending on its effect on the price of the imported product
1n relation to the domestic price of the same product.

PRICE AND COST EFFECTS
OF DAIRY PROGRAMS

The dairy programs, by maintaining minimum pricez and
restricting imports, have increased producer returns and re-
sulted in the consumer paying higher prices for dairy prod-
ucts than prices available in world trade. The cost of
Price support operations and administration of the dairy
programs is borne by the U.S. taxpayer.
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Producer prices

Agriculture officials acknowledge that dairy farmers
have received higher prices for milk and cream as a result of
the diary programs. However, most officials maintain that
no accurate determination of this benefit is possible.

One indicator might be that milk prices at the farm
level have increased at a faster rate than average prices
for all farm commodities.

INDEX OF PRICES RECEIVED (1947 =100) GEAPH 3
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Since Government ager.cies have not consistently main-
tained records on the cosc of milk production, projections
of the income effects associated with the rising milk prices
cannot be reliably calculated.

Consumer costs

Butter, cheddar cheese, and nonfat dary milk accounted
for about /3 perceiit of U.S. manufactured dairy product con-
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sumptlon in 1974. New Zealand's estimated world trading
prices for these three products and shipping costs to the
United States were 51, 57, and 49 cents a pound, respec-
tively. The U.S. average wholesale prlces were 56, 80, and
59 cents a pound. Assuming the same price differential for
remaining dairy products consumed in the United States, for
which we were unable to obtain comparable world trade prices,
we calculate that the U.S. consumer paid about $827 million
more during 1974 than if retail prices had been based on the
New Zealand world trading price. We recognize that lower
priced exporters could not supply total U.S. requirements
and that openlng the U.S. market to imports would activate
many economic variables affecting world trade and its price
structure, so we have not attempted to estimate the da1ry
programs' actual cost to consumers through hxgher prices.

However, a report by a Brookings Institution economist
estimates that the higher U.S. dairy prices have cost con-
sumers about $500 million annually. The Department of Agri-
culture's December 31, 1974, report, "The Impact of Dairy
Imports on the U.S. Dairy Industry," indicates that if the
U.S. market had been opened to imports at the beginning of
1975, average short-term consumer savings of about $550 mil-
lion a year could have occurred over the following 6 years.
(See ch. 5.)

Taxpayer cost

The cost of administering the dairy programs is borne
by the Department of Agriculture, the International Trade
Commission, and the U.S. Customs Service. Costs were avail-
able only from the Commodity Credit Corporation, Fcreign
Agricultural Service (Import Operations Division), and Inter-
national Trade Commission. In fiscal year 1974, the Commod-
ity Credit Corporation estimated its administrative expenses
for the price support program at $450,000. Its 1974 finan-
cial report shiows a $101.1 million net loss on inventory
operations consisting of domestic donations, transportation,
storage and randling costs, and inventory adjustments. The
Import Operations Division expenses for administering the
quotas were $117,230. The International Trade (ommission
estimated 1974 dairy import investigation expenses at
$110,522.

These costs totaled $101.8 million; however, 1974 tariff
revenue accruing to the Government was $32.5 million, result-
ing in an estimated net taxpayer cost of $69.3 million.
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CHAPTER 3

TRADE CONSIDERATIONS

Dairy industries in most countries receive government
support because of the dietary and economic importance of
milk and nilk products and, frequently, the political im-
portance of dairy farmers. To protect domestic producers
from lower priced foreign supplies, governments use such
varied measures as tariffs and quotas to regulate import
trade. To dispose of surplus production, many governments
have provided export assistance or direct subsidies so that
their milk products can be sold in foreign markets.

The commercial dairy world consists basically of West-
ern Europe, North America, and Oceania (Australia and New
Zealand). World trade in principal manufactured milk prod-
ucts, butter and cheese, is carried on mainly between Oceania
and Western Zurope and, to a lesser extent, between Oceania
and Western Europe to North America. Australia, New Zealand,
Deumark, and the Netherlands export about 70 percent of all
milk products (milk equivalent basis) moving in international
trade. These countries, however, account for only 15 percent
of the milk produced in the 15 major dairy countries.

TRADE BARRIERS

The following chart summarizes dairy programs and trade
barriers in major dairy countries. (Jee note a.)

Export Taxes
Support assist-~ on
Country program ance Quotas Licensing imports
United States X X X X X
Canada X X X X
European Community
countries (note b) X X X X X
New 2ezland X X
Austral a X X X X
Norway X X X X X
Austria X X X X X
Sweden X X X X X
Finland X X X X
Switzerland X X X X X

a/An X following the name of the country indicates that the country
uses that form of trade measure but does not indicate the degree to
which the measure is used.

b/Belgium, Denmark, France, Ireland, Italy, Luxembourg, the Nether-
lands, <he United Kingdom, and West Germany/.
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Price support and export assistance

Many forms of price support and export assistance are
used by various countries. For example, European Community
countries are governed by that organization's farm support
program--the Common Agricultural Policy. This program pro-
vides a target price for milk; intervention prices for pur-
chases of butter, skim milk powder, and certain cheeses; and
export subsidies.

Austria's support program consists of government-set
prices at the production., processing, and marketing levels
maintained by subsidies and export funds.

Quantitative restrictions and licensing

Many countries impose quotas, embargoes, or stringent
licensing requirements. For example Canada has quotas on
butter, cheese, and milk powders; Japan on dairy products,
except some fresh milk and natural cheese; Norway on milk,
cream, and cheese; Austria and the European Community on
fresh milk: West Germany on casein for food or fodder; the
United Kingdom on all butter, milk, cream, and cheese from
East European countries; Switzerland on milk and cheese; and
the United States on most dairy products.

Licenses are also required by many countries for im-
ports of dairy products. Denmark licenses imports of milk,
cream, and butter only from certain favored countries.
Australia, Canada, Austria, New Zealand, South Africa, the
United Kingdom, Ireland, Sweden, India, and Norway require
licenses for some or all dairy imports.

Taxes ol imports

Many countries tax dairy imports. For example, the
Europeann Community, Austria, and Sweden apply variable
levies to imports to eliminate international price competi-
tion and to limit imports. Turkey uses supplementary charges
or levies to increase the prices of dairy imports. Mexico
employs a surtax of 3 percent on all dairy imports and the
United States has tariffs on dairy imports.

U.S. QUOTA RESTRICTIONS

The United Statec, recognizing that all participants
benefit from expanded trade, has worked for liberalization
of trade in negotiaticns with many countries, particularly
the European Community, and under the General Agreement on
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Tariffs and Trade and other multilateral forums. However,
contrary to the provisiors of GATT, the United States in
1953 established import gquotas on dairy products bhased on
section 22 of the Agricultural Adjustment Act of 1933, as
amended. 1In 1955 exporting countries restricted by the
quotas granted a waiver under GATT which allowed the United
States to depart from conditions it had agreed to under
articles II and XI of GATT. The waiver was cor”‘tioned on
the United States seeking a solution to the su) _.us problem
and removing or relaxing the restrictions permitted under
the waiver as soon as circumstances requiring such restric-
tions changed or no longer existed. Despite the terms of
the waiver, U.S. quotas not only have been maintained for
more than 2G years, but also have been extended to cover
more produccs, as shown below.

Section 22 quotas initially established Effective date

Butter; dried whole milk, buttermilk, whey,
cream, and skimmed milk; malted milk;
cheddar, Edam, Gouda, and blue-mold
cheese; and Italian-type cheese in
original loaves July 1, 1953

Butter substitutes containing more than 45
percent butterfat and butter oil Apr. 15, 1957

Some additional articles containing over
45 percent extractable butterfat Aug. 7, 1957

American-type and natural (aged) cheddar
‘cheese, milk and cream (fluid or frozen),
and some articles containing between
5.5 and 45 percent extractable butterfat June 30, 1967

Evaporated and condensed milk June 10, 1968

Processed Edam and Gouda cheese; Emmen-
thaler (Swiss) and gruyere-process
cheese; and "other" cheese if priced
below a specified f.o.b. price Sept. 24, 1968

Italian-type cheese not in original loaves
and chocolate crumb Jan. 6, 1969

“Other" low-fat cheese, low-fat chocolate

crumb, ice cream, and animal feeds con-
taining milk or milk derivatives Dec. 31, 1970
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Thus, although the intention of the waiver was the ulti-
matc removal or easing of dairy quotas, the United States
has often taken additional restrictive actions to protect
the price support program.

Foreign government views of
U.S. quota system

Foreign government attitudes toward U.S. quotas and the
GATT waiver were mostly negative, notwithstanding their own
restrictive trade practices, and may be influenced by their
desire for greater access to the U.S. dairy market.

Australia and New Zealand

Officials believe that, in view of the domestic produc-
tion and consumption situation, the annual U.S. quotas are
outmoded and need to be reassessed in the light ot current
world dairy industry and economic conditions. New Zealand
officials believe the guotas are outmoded and should be com-
pletely removed. Australian officials perfer gquota elimina-
tion but would accept quotas under certain conditions; thev
stated that the Australian Government is strongly considering
challenging the U.S. right to continue to fail to meet what
they consider to be 1its GATT obligations.

Australia and New Zealand have gquestioned whether state-
ments by the Secretary of Agriculture that the United States
will only negotiate its restrictions on dairy products if
other countries do likewise are consistent with U.S. obliga-
tions under the GATT waiver. As previously noted, the waiver
was conditioned on the United States unilaterally removing
or relaxing the restrictions as soon as circumstances requir-
ing such restrictions changed or no longer existed.

United Kingdom

United Kingdom representatives expressed a desire for
U.S. quota elimination. This position was based, in part,
on a desire for trade liberalization. They feel that the
restrictions have damaged the United Kingdom's trade oppor-
tunities, are not compatible with the U.S. professed goal
of freer trade, and in many cases are not necessary to pro-
tect the U.S. price system. In particular, they believe
that the U.S. quotas on chocolate crumb are unjustified and
in violation of GATT, and they have, through the European
Community, taken the issue to GATT for consultation.

21



Austria and Denmark

Austrian Government representatives felt that their
countr ~ould "live with" the quotas.

Danish industry and exporter representatives were ba-
sically satisfied with the U.S. quota system and felt they
too could live with the gquotas. The industry has been able
to export to the United States in satisfactory amounts and
prefers the U.S. quota system to any other imporc control
methods or to unrestricted trade. Denmark's satisfaction
is based on its large Juota allocations, including huge
emergency quota increases, and the flexilb,ility inherent in
the price-break provisions which permit quota-free entry for
certain products. Danish officials believe that the quotas
have enhanced stable market development for their products
in the United States and have assured Denmark of a major
segment of the U.S. imported cheese market.

Germany and the European Community

Community representatives view the quotas as unnecessary
protectionism. They criticize the unlimited duration of the
GATT exemptic., stating that it was intended as a temporary
waiver. They contend that, by its continuance, the United
States is avoiding its responsibility for promoting free and
open trade.

German rer ‘tives would like U.S. duiry quotas to
be eliminated ... ~siton was based, in part, on a desire
for more liberal tra. They feel the quota system has given

an unfair advantage to historical exporters.

Officials at the German Embassy in Washington, D.C.,
expressed concern over the apparent double threat of quotas
and countervailing duties and said other European countries
are also disturbed about this situation. (A countervailing
duty is an import tax equivalent to the amount the exporter
receives as an export cubsidy in his country; it negates the
value of the subsidy.)

Canadi

Most government and industry officials would like to see
the U.S. quotas eliminated.
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COUNTERVAILING DUTIES

Section 303 of the Tariff Act of 1930 (19 U.S.C. 1303)
requires that the Secretary of the Treasury impose counter-
vailing duties on imported oroducts subsidized by foreign
governmer.ts. The domestic dairy industry favors the duties,
while foreign suppliers predict large decreases in their ex-
ports to the United States if the duties are imposed. Be-
fore passage of the Trade Act of 1974, however, the Govern-
ment did not usually impose countervailing duties on dairy
imports. The Department of the Treasury felt that the domes-
tic industry was adequately protected by quotas, even though
some imported dairy products, notably from the European Com-
munity, are subsidized.

Since 1968 domestic dairy industry representatives have
requested that Treasury enforce the countervailing duty stat-
ute. Although Treasury did not deny the applicabiiity of
the statute, it did not impose countervailing duties on
dairy products. Therefore, the National Milk Producers Fed-
eration brought action against Treasury in 1973 seeking a
writ of mandamus to compel the Secretary to comply with the
requirements of the Tariff Act or 1930. The federation main-
tained that the requirement to impose and collect counter-
vailing duties against direct subsidies is mandatory and not
subject to the Secretary's discretion and that Treasury's in-
action resulted in the loss of millions of dollars in revenue
to the United States.

In July 1974 the European Community suspended export
subsidies on dairy exports to the United States because of
the imminent announcement by Treasury of the levying of
countervailing duties as a result of the legal action.

After the suspension, the federation's case was staved for
120 days. Before the court rendered a decision on the com-
plaint, the Congress passed the Trade Act of 1974, which gave
the Secretary authority to waive countervailing duties under
certain conditions.

After the Trade Act was signed by the President in 1975,
the European Community resumed export subsidy payments on
all cheese except cheddar at lesser amounts than those be-
fore the suspension. The Community stated that the new re-
duced subsidies provided the basis for Treasury to issue a
waiver of countervailing duties. U.S. industry representa-
tives were disturbed by the reimposition of any subsidies
and reminded Treasury that, before passage of the Trade Act,
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it had pledged not to exercise the temporary waiver of coun-
tervailing duties before consulting the U.S. dairy industry
on such an action.

In April 1975, after extensive discussions between rep-
resentatives of the European Community and the United States,
the Community agreed not to reinstitute subsidies for butter
and nonfat dry milk exports to the United States and dropped
subsidies on all processing and Swiss-type cheeses, but it re-
tained its subsidy program for specialty cheeses. The U.S.
Government determined that the criteria providing for a
waiver of countervailing duties had been met and granted a
waiver for the specialty cheeses. This resolution of the
European Community export subsidy problem led to a dismissal
in Federal district court of the National Milk Producers
Federation action.

As a result of the controversy surrounding the counter-
vailing duty issue and continued requests from the U.S. dairy
industry, Treasury during the past year began investigations
on cheese imported from Switzerland, Austria, Finland, Norway,
and Sweden. It issued preliminary determinations during 1975
that these countries all are subsidizing Swiss~type cheese
exports to the United States. 1In January 1976 waivers of
countervailing duties were granted to Switzerland and Austria
after Switzerland had agreed to not reduce its cheese export
prices and not to exceed its historical export levels to the
United States and Austria had agreed to eliminate its subsidy
on Emmenthaler Swiss cheese by September 1976. No final
determination regarding the Finland, Norway, and Sweden in-
vestigations had been made as of January 1976.
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CHAPTER 4
EFFECTS OF PROGRAM CHANGES AND ALTERNATIVES

Several alternative courses of action are available for
establishing a national dairy policy and programs for its
implementation. Each has advantages and disadvantages for
the various concerned interests.

A protective policy that includes programs of price sup-
port, quota restrictions, and tariffs maintains a higher
level of prices for the producer, while shielding him from
foreign competition, and tends to assure the consumer of an
adequate supply of domestically produced milk. A policy that
would eliminate or modify the price support program and allow
free access to the U.S. market is consistent with U.S. objec-
tives of freer international trade and would result in reduced
costs to consumers and taxpayers.

To avoid supporting world prices at artificially high
levels, the United States would have to adjust its price sup-
port program under any alternative that allows increased
imports. If quotas were removed, increased imports could be
expected from some countries, particularly Australia and New
Zealand. These countries are major exporting areas and could
profitably ship dairy products to the United States without
subsidies, primarily due to the low costs of their dairy pro-
ductinn, as shown below.

Estimated Cost of Producing and Shipping Selected
Dairy Products to the United States (note a)
(U.S. cents per pound, 1974, and U.S.
cost of production at plant)

Countries Butter Nonfat dry milk Cheddar cheese
Australia 46.80 44.97 55.84

New Zealand 37.53 38.02 47.24

The Netherlands 80. 27 60.95 88.98
Germany 83.18 69.33 90.30
Belgium 83.58 67.65 84.05
France 80.55 63.27 -

United States 64.34 58.26 74. 34

a/ Total break-even prices to U.S. east coast.

Source: Agriculture, Economic Research Service.
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The potential increase in supply of dairy products from
lHew Zealand and Australia is limited by their production
capabilities through 1980. These two exporters produced
only 14 billion and 16 billion pounds of milk, respectively,
in 1972 on a 3.67-percent butterfat basis. This compares
with 119.9 billion pounds produced by the United States and
210.9 billion pounds produced by the European Community that
year.

Australian dairy officials said that they could increase
production by 25 percent if the U.S. market was available on
a constant basis and if new producers were willing to enter
the industry. They were unable, however, to estimate the
increase in the volume of products that would be exported to
the United States. New Zealand officials stated that export-
ers would greatly increase their shipments to the United
States if the quotas were removed.

Estimated Producing, §Ei ing, and

Tariff Costs for Se ectes Cheeses

Compared with U.5. Wholesale Prices
Janunary 1975

European g.sS.
cost for wholesale
cheese im- price for
Cheese ported into domestic
Country type U.S. (note a} cheeses

(cents per pound)

West Germany Edam 95 140-163
Gouda 109 104-126
Blue (Danish
origin) 116 107-116
Italy Parmesan 150 129-165
Provolone
(aged
6 months) 120 120-130
Denmark Edam 95 93-120
Blue 116 107-116
The Nether- Gouda 109 97-126
lands Edam 95 93-120

a/Agriculture's estimate of unsubsidized cost at U.S. east
coast.
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Although European procducers are not cost-competitive
with the United States on such dairy prodvcts as butter,
nonfat dry milk, and cheddar cneese, they appear to be com-
petitive on certain other cheeses. So, in the absence of
quotas, they might be in a position to continue exporting

some of these products to the United States.

Thus, if quotas were increased and price supports modi-
fied over several years, leading toward ultimate removal,
dairy imports wouid increase and U.S. production and consumer
prices would probably decrease. The increased imports would
cavse some dislocation in the domestic industry.

AGRICULTURE'S ANALYSIS
OF THREE ALTERNATIVES

The Agriculture and Consumer Protection Act of 1973 re-
quired the Secretary of Agriculture to conduct a study to
determine the effect that increased levels of aairy imports
would have on domestic producers, handlers, processors, and
consumers. The study, submitted to the Chairman of the
Senate Committee on Agriculture and Forestry on December 31,
1974, analyzed three trade alternatives for the period
1975-80.

1. Continued policy of import quotas for dairy
products at the current section 22 level,
along with the price support program.

2. Free trade in dairy products in the United
States and abroad.

3. Open U.S. market policy with no dairy import
quotas or price support program.

Agriculture based its analysis on projected supply and
demand and dairy policies in major dairy areas under the
three alternatives and made many assumptions in analyzing
each alternative. The study cautions that the data is in-
tended to illustrate the direction and magnitude of expected
changes under each alternative and that this should be kept
in mind when drawing conclusions from specific numbers. The
study also noted that the imports likely to enter the United
States under any of the three alternatives would not inter-
fere with fluid milk markets.

Under the current policy, import guotas would be contin-
ued at present levels along with the price support program.
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Under free trade, all countries would eliminate trade
barriers, subsidies, and price support programs and allow a
free flow of dairy products. Dairy prices would move toward
a world price.

An open U.S. market policy would eliminate U.S. import
barriers while all other countries would be free to pursue
their individual dairy policies, including imposing trade
barriers and providing export subsidies. Both an open market
policy and the free trade alternativ:: would necessitate elim-
inating the U.S. dairy price support program.

The study indicated that imports under continued quotas
would remain at about the current level of 1.7 billion pounds,
or 1.5 percent of U.S. production. Under the free trade
alternative, impcrts would rise gradually to 5.3 billion
pounds by 1980. With an expected short-term surplus of dairy
stocks in the European Community, aAgriculture reported that
ar. open U.S. market, which would be the only major unprotec-
ted market, would result in an immediate import upsurge to
12.2 billion pounds during 1975. By 1980, due to the reduced
European surplus, imports would decline to 6.7 billion pounds.
The study states that countervailing duties would have little,
if any, effect on the results of t-2 open market analysis.
Graph 4 shows the estimated imports in milk equivalents that
Agriculture believes would enter the United States under the
three trade alternatives.
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Impact on domestic prices and production

Under continued quota regulation, Agriculture estimated
that farm-level wholesale milk prices would rise 17 percent,
from $8.90 a hundred pounds in 1975 to $10.39 in 1980. Be-
cause free trade would cause increased world competition for
the U.S. market, prices under this alternative would increase
at a slower rate, estimated at 11 percent, or from $8.77 a
hundred pounds to $9.72, or 67 cents less than the 1980 price
under a system of continued quotas The immediate upsurge
of imports under an open U.S., mar\ % would lower prices t¢
$6.94 a nundred pounds in 1275. Since such a large price
decline would be disruptive and cause man producers to leave
dairying, Agriculture believes that a tight supply condition
would develop as subsidized imports from Europe declined and
that milk prices would rise to $10.90 a hundred pour’s, or
57 percent, by 1980; 51 cents a hundred pounds abo' the
1980 price under a system of continued quotas.

Based on these projected pricing trends, Agriculture
estimated that domestic dairy production and consumption
would increase under both continued quotas and free trade.
Under an open U.S. market system, production would initially
drop but would recover somewhat during later years while
consumption would initially surge upward and then steadily
decrease through 1980.

Estimated U.S. Milk Production and Consumption

Continued guota free trade Open U.S. market
Year Production Consumption Froduction ~Consumption Production Consumption

1975 114.8 113.7 114.1 114.2 111.0 120.4
1976 117.0 114.4 116.4 114.8 107.2 116.3
1977 118.0 116.2 116.8 117.2 109.3 116.3
1978 118.6 116.9 117.1 118.0 110.3 116.1
1979 119.0 117.3 117.2 118.7 111.2 115.8
1980 119.0 117.4 116.9 118.9 111 ¢ 115.0

Regardless of import policy, the number of U.S. dairy
farms and ranufacturing plants is expected to decrease.
Even under continued quotas, Agriculture estimated that
181,600, or 47 percent, of U.S. dairy herds existing in
1973 will disappear by 1980 through consolidation into
larger herds or culling and that there will be 20 percent
fewer cheese plants and 44 percent fewer butter plants in
1980 than in 1972. This follows a general trend in the agri-
cultural sector toward larger, more efficient production
entities.
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Under free trade, 185,800 dairy farms would discontinue
production as single units by 1980, 4,200 more than if quotas
were continued, and there would be 20 percent fewer cheese
plants and 47 percent fewer butter plants in 1980 than in 1972.

Under an open U.S. market, 198,900 farms would discon-
tinue production as single units by 1980, 17,300 more than
if quotas were continued, and there would be 26 percent fewer
cheese and 56 percent fewer butter plants in 1980 than in 1972.

Retail price projections for fluid milk, American pro-
cecsed cheese, and butter were estimated for each alternative.
Under continued quotas, consumer prices would range from 16
to 26 percent higher in 1980 than in 1974, or about 3 percent
greater than under the free trade alternative. Under an open
U.S. market, consumer prices would be lower from 1975 through
1978 due to the expected increase in imports. Open market
prices would be higher than under continued quotas in 1979
and 1980.

Retail Prices for Selected Dairy Products,
“Actual "1974 and Projected 1975 and 1380

Actual Continued gquota Free trade open _market
Product BLN 075 ?9‘36 19757 1380 1§§'§ 1380
------------------------- (U.S., centg)r-mmemcmccm e
Fluid milk
{half gallon) 78. 4 77.8 91.2 77.2 88.3 69.2 93.4
American
processed
cneese {(pound) 145.8 147.8 176.2 146.6 1€9.5 128.6 181.2
dutter (pound) 94.6 98.1 119.4 97.0 113.7 8l1.8 123.6

Over the 6-year period covered by the study, however,
open market prices would average 2.1 cents per half gallon
of fluid milk, 4.9 cents per pound of anerican cheese, and
4.1 cents per pound of butter less than prices under contin-
ued quotas. Based on 1974 rates of commercial consumption
for fluid milk, American cheese, and butter and on the aver-
age price differentials above, an average annual price
saving for consumers of about $382 million a year over the
6-year period would result on these products alone from an
open U.S. market.

Overall, compared to projected farm milk pricing trends
under continued quotas, the study indicates that annual con-
sumer savings would steadily increase under free trade, reach-
ing abcut $800 million in 1980 with a corresponding reduction
in farm level milk prices. An open market would result in
average annual consumer savings of about $550 million a year
over a 6-year period.



Analysis of study results

In analyzing the study results, several points must be
noted., First, the stuly examined the direction and magnitude
of changes under the three alternatives for 1975-80 only. A
10- or 15-year projection might have produced different
results. For example, under thie open market policy, the more
efficient dairy exporting countries should obtain a greater
share of the U.S. market in the long term, causing dairy
prices to eventvaily hover around a lower level than under a
continued quota policy.

Department of Agriculture study leaders agreed that if
the study had been extended beyond 1980, the long-term average
prices under an open market would be lower although less
stable than prices under continued quotas.

Second, the U.S. open market alternative was considered
under the assumption that the market would be suddenly and
completely open to imports, drawing a large percentage of
the expected short-run European surplus into the U.S. market
in the early years of the 1975-80 period. This initial
increase in imports would cause large numbers of dairy farm-
ers to leave the industry. After this adjustment to a higher
level of imports, the level would decline in the latter years
of the period as the European surplus declined. This would
cause a tight market, ard consumers would pay higher prices
in 1979 and 1980 without quota protection.

The short-run adjustment would be much less than suddenly
eliminating quotas if quotas were gradually increased over
5 to 10 years leading to an open market. This observation
is supported by the free trade alternative, which indicated
that gradually increasing the level of imports would even-
tually result in lower consumer prices and would only moder-
ately accelerate the trend toward fewer dairy herds and
manufacturing plants. Agricultur2 study leaders agreed with
tnis observation.

Third, the study concludes that the actual quantity of
imports in the United States would, in the short run, be
about tie same under an open U.S. market policy with or with-
out the application of countervailing duties against subsi-
dized imports. The study did not analyze the effects of
countervailing duties on farm-level or ccnsumer prices under
the open market alternative.
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PROGRAM ALTERNATIVES

Within the framework of alternatives, ranging from a
high level of protection of the domestic dairy industry to
free import access to the U.S. dairy market, we believe
several programe warrant consideration. We have assumed
that the United States would enforce its countervailing duty
laws under any alternative.

Price support

The present price support program supplemented by import
quotas is designed to assure an adequate supply of domesti-
cally produced dairy products by guaranteeing a minimum price
for production.

Advantages Disadvantages
1. Assures the consumer 1. Required import re-
an adequate supply of strictions are incon-
domestically produced sistént with U.S.
milk. policy of trade 1lib-
eralization and have
2. Helps stabilize price negative foreign
of dairy products to policy implications.

the consumer.
2. Causes consumers to

3. Protects dairy indus- pay higher prices for
try by guaranteeing products then under
minimum price for less protective pro-
dairy products. grams.

3. Stimulates overproduc-
tion at higher support
levels.

4. Tends to support some
inefficient domestic
producers.

5. Incurs Government costs
for purchasing dairy
products and adminis-
tering dairy programs.

Agriculture, in commenting on this alternative, stated

that the milk price support program is mandatory and is
likely to remain so and that the import quotas, for which no
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satisfactory alternative has been found, are necessary to
protect the program's viability. Agriculture believes that
the present program is the most workable of any alternative.

However, Agriculture has publicly supported a position
that the United States is willing to reduce its dairy re-
strictions if other countries will also liberalize their
restrictive measures during the multilateral trade negotia-
tions. As previously noted, any U.S. action that allows
increased impoerts would necessitate changes in the price
support program or the United States would wind up support-
ing world dairy prices at the artificially high U.S. level.

Supply management

A supply management system would maintain the domestic

industry at a desired production level through the use of

preduction limitations and import quotas.

The domestic pro-

duction limitation could be effected by allocating quotas

anong domestic producers.

Global import guotas could be es-

tablished to allow foreign participation in the U.S. market

on the basis of production efficiency.

Advantages Disadvantages

1. Protects and maintains 1. Causes consumers to
dairy industry at a pay higher prices for
stipulated level. products than under

some other programs

2. Helps stabilize prices due to supply limita-
by controlling supply. tion.

3. Kkeduces foreign nelicy 2. Fis negative foreign
complications implicit policy implications
under the present allo- toward exporting coun-
cation of quotas by in- tries unable to compete
suring, theoretically, for U.S. market under
imports frem the most global quotas, due to
efficient foreign their relative ineffi-
sources. ciency.

4. Incurs Government costs 3. Tends to support some

only for program admin-
istration.
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6.

Disadvantages

Requires allocating
production quotas
among domestic pro-
ducers, which would

be a difficult admin-
istrative task and
would establish market
rights that might be
capitalized into the
cost of production.

Inconsistent with U.S.
goal of trade liberal-
ization.

Builds rigidities into
resource allocation.

Agriculture stated that, although supply management pro-
posals have been discussed in the past, neither the dairy
industry nor the Congress has favored these proposals and
that supply management is inconsistent with other recently
legislated commodity programs.

Price differential subsidy

A price differential subsidy program would establish a

desired price level for domestically produced milk.

the market price is below that level,

pay the difference to the producer.
could be established to minimize Government costs.

When

the Government would
Payment limitations

A rea-

sonable subsidy program could also eliminate import restric-
tions, thus allowing U.S. prices to be determined by the
market and encouraging greater market flexibility while still

protecting producers'

2.

Advantages

Allows U.S. consumers
to purchase dairy
products at prices
dictated by the market.

A reasonably determined

established price would
allow consumer demand
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income to some extent.

Disadvantages

Placed direct liabil-
ity for program costs
on U.S. taxpayers when
market prices are
below the established
price level.



Advantages " Disadvantages

to have greater 2. Could perpetuate in-

influence in deter- efficient producers.

mining production

levels. 3. Does not stabilize
prices.

3. Allows imports to
compete in U.S.
market with no import
restrictions, in line
with U.S. trade policy
objectives of more
liberalized trade.

4. Protects U.S. producer
interests by guarantee-
ing minimum revenues
for products.

Agriculture commented that:

"Proposals for direct payments to milk producers
as a means of income support have never had the
support of producers or of the Congress, nor does
this Department favor such payments; further, it
is unlikely that the authority for such a program
could be enacted without concurrent enactment of
authority for supply management. If a price dif-
ferential program were adopted and import restric-
tions eliminated, the effect of imports on this
form of government assistance would be much the
same as with the present price support program--
the larger the imports, the larger the total
federal payments. Thus the accuracy of the state-
ment that 'A reasonable subsidy program could also
eliminate import restrictions' is questionable."

Although we do not endorse any specific alternative,
the rationale for a price differential subsidy would be to
make U.S. dairy products more competitive with foreign pro-
ducts. The lower priced U.S. products would reduce the
need for import restrictions.

Tariff
A tariff program would offer price protection to the

U.S. dairy industry, especially during surplus periods, but

15



would increase ccasumer prices.
be inconsistent with U.S. trade policy objectives.

A high fixed tariff would

A flexible.tariff{ system, however, could alleviate many

of these problems.

The duty could be adjusted to achieve a

desired balance between maintaining the domestic industry
and providing reasonable prices to consumers.

Advantages Disadvantages

1. Requires no Government l. Causes consumers to
payment or product pay higher prices for
purchases, products than under

less protective pro-

2. Generates revenue to grams.

U.S5. Government.
2. Contradicts U.S.

3. Requires no quantita- international trade
tive import or domestic objectives if vari-
production restrictions able import levy or
if flexible tariff is high fixed tariff is
used. used.

4. Protects producers' 3. Does not stabilize

interest by increasing
the price of imported
products.

prices to any signif-
icant gegree.

Agriculture stated that, as long as the support program

remains in effect,

this alternative does not merit considera-

tion because tariffs are not a reliably effective means of
controlling imports unless they are set at prohibitively high

levels.

We agree that a change from quotas to tariffs would
require elimination or modification of the price support

program.

Open U.S. market

An open U.S. market for dairy products would involve a
policy decision not to protect the U.S. dairy industry.
Under such a policy, no programs would be in effect. The
United States would obtain dairy products from domestic and
free world markets at prevailing prices. Domestic producers
and manufacturers, if injured by low-cost imports, could
seek adjustment assistance under authority granted in the
Trade Act of 1974.
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Advantages

Disadvantages

l. Eliminates all U.S. 1. Does not stabilize
trade restrictions prices.
on dairy products,
thereby promoting 2., Could lead to greater
more efficient re- reliance on foreign
source allocation sources.
in the United States.
3. Adversely affects less
2. Allows U.S. consumers efficient U.S. produc-~
to purchase dairy pro- ers, causing some dis-
ducts at prices dic- location and some
tated by the market compensation from the
and to determine con- Government.
sumption levels based
on the market price.
3. Minimizes Government

costs,

4. Allows imports to compete
in U.S. market, in line
with U.S. trade objective
of more liberalized inter-
national trade.

Agriculture said the legislative history of the dairy
support program indicates that favorable consideration of an
open U.S. market by the Congress is extremely unlikely.

International commodity agreement

An international commodity agreement for dairy products
could represent a possible framework for regulating and sta-
bilizing dairy trade. It could include a wide range of
features, such as supply, access, and price agreements; re-
duction of tariffs; maintenance of reserves; reduction or
elimination of export incentives; and many others. As a
major dairy producer, the United States could take the ini-
tiative in proposing negotiations for an international agree-
ment on dairy products.

Advantages

Could provide more
stable prices for pro-
ducers and consumers
worldwide.
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Could pose problems
in U.S. neqotiating
stance at upcoming
multilateral trade



Advantages Disadvantages

2. Could provide a mea- negotiations, e.qg.,
sure of assurance of trade liberalization
adequate supplies. versus commodity

agreements,
3. Could provide more

open and fair trade 2. Could lead to greater
than currently exists. reliance on foreign
sources.

Agriculture strongly doubts that international dairy
trade problems can be solved by imposing global supply man-
agement through an international committee or secretariat.
Agriculture said that nonobservance of agreement rules by
participating countries has been widespread recently, includ-
ing the Arrangement for Certain Dairy Products (nonfat dry
milk and butter o0il) originally negotiated in 1970. (The
United States was not a participant.)

worldwide free trade

Worldwide free trade for dairy products would require
worldwide policy decisions not to protect the dairy industry.
Under such a policy, no country would have support programs,
export incentives, or trade restrictions on dairy products.
Since the Unites States cannot control dairy policy in other
countries, this alternative might be unattainable. U.S.
negotiators, however, could try to effect a worldwide free
trade policy for dairy through multilateral trade negotiations.

Advantages Disadvantages
1. Eliminates all trade 1. Could lead to greater
restrictions on dairy reliance on foreign
products, thereby pro- sources.
moting more efficient
resource allocation 2. Adversely affects less
worldwide. efficient U.S. produc-
ers, causing some dis-
2. Allows all consumers location and some
to purchase dairy pro- compensation from the
ducts at prices dic- Government.,

tated by the market and
to determine consumption
levels based on the
market price.
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Advantages

3. Is in line with U.S. trade
objective of more liberal-
ized international trade.

4. Minimizes U.S. Government
costs.

Agriculture stated that worldwide free trade is not
attainable within the foreseeable future and is not a
practical option. At tie fame time, Agriculture indicated
that it believes prograss is possible in reciprocal reduc-
tion of tariffs and nonta:iff barriers to trade and in the
reduction or elimination of export subsidies and other trade-
distorting devices. Agriculture said it is cooperating in
the pursuit of these objectives in the Multilateral Trade
Negotiations in progress at Geneva, Switzerland.

CONCLUSIONS AND AGENCY COMMENTS

The dairy industry, a significant element of U.S. agri-
culture, is a vital segment of our domestic economy and
produces one of the most essential commodities in our diet.
Therefore, the domestic dairy industry has been highly pro-
tected from foreign competition, assuring consumers of an
adequate supply of domestically produced milk and dairy prod-
ucts while providing proyducers with adequate and more stable
prices.

The costs of these benefits and the industry's stabiity
have been borne by the consumer and taxpayer in the form
of higher prices and governmental program costs. A move
toward liberalizing dairy trade could substantially reduce
this cost an¢ also would be consistent with existing inter-
national agreements and U.S. efforts to reduce trade
barriers.

One of the most important elements in assessing alter-
natives to present U.S. policies and programs is the effect
of changes on the domestic dairy industry, which had retail
sales of $19 billion in 1973. Dislocation or disruption of
the 385,000 producers and the dairy-processing industry and
its employees could have an adverse economic impact. How-
ever, Agriculture estimates that, even under the present
system of price support and protective import quotas, the
number of domestic dairy herds and production facilities
will continue to decrease significantly.
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The Trade Act of 1974 authorizes the President to
negotiate trade agreements providing for reducing or elim-
inating nontariff barriers and other distortions of inter-
national trade. The Congress has urged the President to
obtain equivalent reduction of barriers within the entire
agricultural sector. As the new round of trade negotiations
begin, U.S. negotiators are seeking to promote the develop-
ment of an open, nondiscriminatory, and fair world economic
system and to stimulate fair and free competition between
the Urited States and other trading nations. We recognize,
however, that governments have been unwilling to consider
substantive liberalization of their dairy trade policies for
fear of being unable to stabilize their own supplies, pro-
ducer incomes, and consumer prices.

A system of free trade for agricultural products would
benefit consumers through lower prices for dairy products.
Agriculture's December 1974 study indicates that annual con-
sumer savings would steadily increase under free trade,
reaching about $800 million during 1980, with a corresponding
reduction in farm-level dairy prices to the producer.

Under a system where the United States would unilater-
ally open its market to imports, the Agriculture study
indicates average consumer savings over a 6-year period of
abcut $500 million a year, with an initially substantial
adverse effect on the domestic dairy industry. The adverse
effect would result from a first year drop in farm-level
milk prices of about 22 percent due to imports of a surplus
supply of subsidized dairy products. As the surplus was
exhausted, producer prices under the open market would rise
in the fifth and sixth year to a level higher than under the
present system.

The study did not consider the price effects of a grad-
ual increase in quotas, with countervailing duties to protect
against selling subsidized surpluses into the U.S. market or
the long-range effect cf opening the market after the short-
term adjustment necessary due to the selling of subsidized
surpluces. It appears that, with certain modifications, the
economic results of changing to an open market for dairy
products would be comparable to those available under free
trade.

In commenting on our report, the Department of Agricul-
ture stated that the U.S. policy of trade liberalization is
multilateral in concept and objectives, and cannct be realis-
tically regarded as a policy under which the United States
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would eliminate its import controls while the restrictions
and related trade distortions of other countries remained in
force. All leading trading nations control their agricul-
tural trade to some degree, and the United States is one of
the most liberal. Dairy products are particularly subject
to government controls; every major producing country con-
trols imports and many also control exports. 1In such a trad-
ing environment, complete elimination by the United States
of its dairy import controls would result in unacceptable
costs to the American economy and to the Feder.l budget. If
liberalization is to be achieved, it must be in a multilat-
eral context with necessary safequards.

In view of the possible benzfits to the American
consumer and taxpayer and the possibility of moving toward
a more liberal trade posture, consideration should be given
to altering or modifiying the present dairy policy. We
believe the Secretary of Agriculture, in conjunction with
other agencies, should analyze and define viable alternatives
or modifications which balance the interests of the dairy
industry, consumer, taxpayer, and international trade objec-
tives.

Such an analysis should deal with alternatives that
could be reasonably instituted under present and projected
domestic and international economic conditions. For example,
any study of open market alternatives should consider the
overall economic effects of gradual versus instant cbhange
and actions authorized by the Trade Act of 1974, particularly
countervailing duties, antidumping penalties, ard provisions
relating to unfair competition in third-country markets.

Such studies should also examine the cost of price support
to the U.S. Government ccrpared with the cost of adjustment
assistance to the dairy industry and its employees under
free trade or an open market.

In contrast to the views of the Department of Agricul-
ture, the Department of State commented that it would be
particularly interested in further studies on possible grad-
ual approaches to reducing or eliminating import quotas.
State agreed with the assessment that the elimination of all
barriers to trade in dairy products is unlikely and that the
unilateral elimination of American restrictions would be
disruptive; however, it may be possible for the United States
to davise a first step which, without harm to American produ-
cers, could be instrumental in beginning to reduce barriers
internationally. For example, State suggested that the United
States might consider quotas geared to a certain percentage
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of annual consumption, as an alternative to the present
system wihich sets quotas in fixed amounts.

We believe that State's suggestion is a constructive
and positive move toward identifying viable modifications
or alternatives to the present dairy programs. We agree
that complete and sudden elimination of all barriers to
dairy trade would be disruptive, and could result in un-
reasonable adverse impact on producers.

RECOMMENDATION TO
THE_CONGRESS

In view of the possible benefits, the Congress should
instruct the Secretary of Agriculture, in corjuntion with
other agencies, to analyze and define viable alternatives
or modifications to the present protective system of dairy
import quotas and related modifications to the domestic
dairy program, and have such alternatives or modifications
submitted for consideration and possible legislative action.
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CHAPTER 5

QUOTA ADMINISTRATION

Under the present price support program, there are
certain problems relating to the administration of the pro-
tective import quotas. 1If the price support option is con-
sidered the most viable for the U.S. dairy program, we
believe these administrative matters should be resolved.

.. Because U.S. prices for many dairy products are substan-
tially above prices prevailing in important world markets,
the U.S. market offers attractive profit rates on imported
dairy products. Thus, there is a strong incentive to foreign
producers to export dairy products to the United States. The
price differences also provide opportunities, within the
quantitative quota amounts, for high profit margins by the
firms holding licenses to import dairy products. License
holders also acquire monopolistic control over imported cheese
subject to quotas.

Other administrative problems associated with the dairy
quota system are:

-—Country quota allocations do not provide for
changing trade patterns.

-—-Exporters can avoid some quotas through price
manipulation of different cheeses.

--Actions to increase quotas were not responsive
to the tight supply condition that occurred
during 1973-74.

LICENSING SYSTEM

The Presidential proclamation that established the orig-
inal section 22 quotas in 1953 provided that the qguotas be
administered under an import licensing system. The require-
ment has since been included in part 3 of the appendix to the
Tariff Schedules of the United States. Most dairy quotas
established since 1953 have been administered under licensing
regulations developed by Agriculture's Foreign Agricultural
Service.

Uiider the system, imports can only be entered by or for
the account of a license holder. A license specifies the
product epd quantity a holder may import, the product's

H
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country of origin, and the U.S. port through which it may
enter. Once a license has been issued, if properly used,
it may be renewed each year.

The Secretary of Agriculture is required to issue
licenses in a manner which will result in an equitable dis-
tribution of quotas among importers or users while allocat-
ing quotas among supplying countries based on U.S. imports
from them during previous representative periods. Agricul-
ture issues two types of licenses.

--Historical licenses are issued to importers
who were importing a quota product during a
representative base period. The licensed
quota shares are issued to importers in pro-
portion to the volume of their imports during
the base period.

--Nonhistorical licenses are issued to other
firms under a setaside (10 percent of most
quotas) reserved tor new business. Such
licenses, which have been issued since the
late 1960s, are allocected to importers that
meet certain requirements.

The difference between the U.S. price and the world market
price gives the licenses a significant economic value.

This value is transferred by the Goverment to importers
without charge. Foreign government and industry representa-
tives say some importers prefer to sell their import rights
to another firm and collect an immediate profit in the form
of a surcharge on the amount of the product, particularly
cheese, that is imported. The officially licensed importer,
however, receives credit for the imports and thus maintains
the license from year to year. This practice is more pre-
valent with nonhistorical licensees, whose license amounts
are relatively small and, according to Department of Agri-
culture officials, is actively encouraged by those govern-
ments, such as New Zealand and Finland, which have exclusive
represertatives for sales to the United States.

Foreign representatives stated that the standard sur-
charge rate is between 2-1/2 and 4 cents a pound and that
this charge is usually passed along to U.S. consumers in
higher prices. One foreign industry spokesman estimates
that license trading involves about half the licensed cheese
imported into the United States.
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The New Zealand Dairy Board says it has annual quota
expenses of about $255,000, of which $150,000 is for purchas-
ing the use of U.S. import licenses. There are about 200
U.S. importers from whom the Board may purchase licenses.
Many licenses are for very small quantities of dairy prod-
ucts, and the Board considers this purchase necessary to
consolidate shipments and simplify shipping procedures.

Department of Agriculture officials are aware that the
use of some licenses has been sold but point out that this
is very difficult to prove. 1In theory, Agriculture can sus-
pend an importer's license if it finds the importer has
improperly sold his quota shares. However, if the importer
challenges such a decision, it cannot be made effective with-
out a formal administrative hearing, including submission of
conclusive proof by Agriculture that the importer may prop-
erly be deprived of his rights.

Early in 1974, more than 2,500 dairy import licenses
were held by 518 companies. About 44 percent of tlresc were
historical and 56 percent nonhistorical licenses.

Some foreign government officials, producers, and ex-
porters have charged that the U.S. dairy quotas and the
licensing system give some importers monopolistic control
over prices and access to the U.S. market. The system, as
shown in the chart below, has resulted in a few companies
obtaining licenses for a large percentage of some quota
categories. This is because these companies could claim
large shares of imports in the base periods for the quotas
concerned.

Major Licernse Holders For Selected
Quota Categories--1973

Number of
Category Total quota companies Percent held
(pounds) |

American cheese 6,096,600 2 48
Emmenthaler

Swiss cheese 20,420,000 3 52
Blue-mold cheese 5,016,999 9 64
Dried skimmed milk 1,807,000 3 1.0

Under current regulations, the same companies can con-
tinue to receive these lar,2 historical quotas as long as the
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program exists. Historical license holders can also sell
their license rights along with the sale of their businiss.

Agency comments and
our evaluatioq

The Department of Agriculture defended the licensing
system by stating that licensing prevents domination of the
import market by large, financially powerful importers and
export monopolies of foreign governments that could elimi-~
nate all competition in the dairy import market. Agriculture
stated that an alternative to the present method of issuing
licenses such as auctioning would not enhance competition
or prevent windfall profits.

One of our principal concerns is that import licenses
have an economic value and, under the current licensing pro-
gram, this value accrues to importers and exporters in the
form of additional profits. Auctioning of the import
licenses should transfer this value to the U.S. taxpayer
and thus prevent windfall profits from license use sales.

In our opinion, Agriculture's concern for competition
in the dairy import mark~* is paradoxical considering that
Agriculture supports the hichly regulated dairy programs
that limit domestic competition and prevent foreign countries
from competing in the U.S. market. Additionally, a small
number of importers control a large percentage of the quota
allocations.

Recommendation to the
Secretary of Agriculture

The Secretary of Agriculture should analyze whether to
continue the quota licensing system for importers and, if it
is continued, develop methods for issuing licenses (auction-
ing, for example) that would provide equity to importers and
transfer the economic value created by the licenses to the
Government.

COUNTRY ALLOCATION METHOD

All quota amounts, except for Canadian aged cheddar
cheese, are based on import periods which the President
cor=idered to be representative of import trade at the time
quovras were imposed. Most quotas were allocated among sev-
eral countries, while a few were allocated entirely to one
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country, which was the sole supplier during the representa-
tive period.

Some foreign governments, especiaily those whose pro-
duction and export trade had been disrupted by World War II,
have complained about the allocation method, noting that the
representative trade periods are outmoded and give an unfair
advantage to historical suppliers. The representative period
on which the butter quota is based is for a pattern of trade
that existed over 40 years ago, as shown below.

Representative
Commodity period
Butter 1930 to 1934
Certain milks,
creams, and cheeses 1948 to 1
Butter substitutes 1956
Cheddar cheese, American-type
cheese, and substitutes 1961 to 1965
Milk and cream 1962 to 1966
Cheese or substitutes processed
from Edam or Gouda, some
Italian-type cheese, and
chocolate crumb 1965 to 1967

The General Agreement on Tariffs and Trade states that,
in applying import restrictions, countries shall try to dis-
tribute trade to approximate as clnsely as possible the
shares the parties might be expected to obtain in the absence
of such restrictions. Some countries have complained that
U.S. quota allocations do not follow this premise.

Under worldwide free trade conditions, Agriculture has
~estimated that the most efficient dairy producers, New Zea-
land and Australia, would supply 80 percent of U.S. dairy
imports by 1980. As shown in the table on the following
page, however, these two countries receive only 29 percent
of the normal U.Ss. guota.
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Percent of Percent of

Normal U,S. U.S. quotas trade in
allocation in normally 1980 under
milk equivalents received free trade

(million pounds)

European

Community 532 41 15
New Z~aland 314 24 50
Australia 61 5 30
Other countries 395 30 5

1,302 100 100

The present quota shares are expected to remain constant
because there are no provisions for altering country alloca-
tions on the basis of changes in efficiency or ability to
produce and export.

The provisions for reallocations cover only temporary
periods within 1 quota year, and reallocations must be made
to other historical supplying countries. This provision has
limited applicability for meeting changing trade patterns,
as shown by an example of the chocolate crumb gquota.

Australia requested a partial reallocation of the choco-
late crumb quota since countries allotted it had not com-
pletely filled the quota in any of the 5 years since it was
established in 1969. According to an Agriculture official,
Australia was not eligible for a reallocation because it was
not a supplier of chocolate crumb during the representative
trade period. 1In 1974 the eligible quota countries filled
only 28 percent of the total quota.

Agency comments and
our evaluation

Agriculture stated that the purpose of country quota
allocations is to be fair and impartial to the supplying
countries and also to conform with the relevant provisions
of GATT. It observed that supplying countries prefer an
allocation system to a global quota and that foreign policy
considerations will accordingly continue to favor an allo-
cation system. Although admitting that some foreign coun-
tries feel quotas should "recognize trade patterns that
would develop in the absence of quotas," Agriculture com-
mented that shares of total world trade cannot logically
be eguated with ideal shares of U.S. imports.
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We agree that allocating quotas among countries is more
equitable than having global quotas on a first-come-first-
served basis. Therefore, we support Agriculture's view that
if quotas are continued, they should be allocated to supply-
ing countries.

We disagree, however, with Agriculture's contention
that world dairy trade cannot logically be equated with ideal
shares of U.S. imports. Agriculture's economists predicted
percentages of trade in 1980 under hypothetical free trade
conditions, and we believe they could estimate, in coopera-
tion with supplying countries, import shares of the U.S.
market that would develop in the absence of quotas. Although
these estimates could not be precise, import quotas based on
this concept would accomplish the trade objective of reward-
ing the more efficient producing countries.

Recommendation to the
Secretary of Agriculture

The Secretary of Agriculture should develop methods
for allocating quotas among countries that would recognize
trade patterns that would develop in the absence of quotas.

PRICEBREAK SYSTEM

Since September 1963, cc'tain cheeses have been allowed
to enter the United States without quota restrictions if
their price was at or above the pricebreak, the Commodity
Credit Corporation's purchase price for cheddar cheese,
rounded to the nearest whole cent plus 7 cents. Swiss-type
cheeses (Emmenthaler and Gruyere process) and cheeses fall-
ing under the large miscellaneous tariff classification of
"other" cheese, are the pricebreak cheeses.

The purpose of the pricebreak system is to avoid re-
stricting imports of higher Priced quality table cheeses
that do not compete with domestically produced cheeses.
However, some trade sources contend the system is subject
to abuse and Agriculture officials agree and observe that
the pricebreak provisions complicate administration of the
quota program.

By setting prices at or slightly above the pricebreak,
exporters and importers can avoid having their shipments
counted against a quota. Various ways of manipulating prices
to avoid quota controls are possible. For example, some
trade sources observe that exporters may bill importers the
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pricebreak price for one cheese and then offset this over-
payment by lowering the price on another type of cheese.

The International Trade Commission in its investigations

has also noted that price, as a control mechanism, is subject
to abuse.

Agency comments

Agriculture commented that, although the pricebreak rule
is the most liberal feature of the dairy import quota system,
it has disadvantages; namely, it is more complicated to ad-
minister and more difficult to enforce than a system of simple
absolute quotas. Agriculture further commented that:

“In its investigation No. 22-29 completed in
July 1971, the U.S. Tariff Commission (now the
International Trade Commission) recommended that
the pricebreak guotas be replaced with absolute
quotas, with appropriate adjustments in the
quota amounts. Although this recommendation
was not accepted by the President at that
time, the Department agrees that, in a future
investigation under the applicable Section 22
procedures of possible substantial modifica-
tions of the cheese import quotas, ‘elimination
of the pricebreak system could appropriately
be considered."

EMERGENCY IMPORT QUOTAS

The Department of Agriculture has been slow in relieving
tight supply situations, which has resulted in some quota
actions being taken after the need for increased imports had
passed. For example, butter oil was in tight supply during
the summer of 1973 because of depressed domestic production
and continuing demands from the ice cream industry; however,
the Government did not allow imports to increase until Novem-
ber, after the ice cream season had ended.

The tight dairy supply situation became evident in Octo-
ber 1972 when the Commodity Credit Corporation's uncommitted
stocks of nonfat dry milk were exhausted and prices for dairy
products were increasing rapidly. A series of eight import
actions resulted, all but two on an emergency basis. One
action occurred on December 30, 1972, five in 1973, and two
early in 1974. Five of the actions increased nonfat dry milk
quotas, two increased cheese quotas, and one increased butter
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and butter oil quotas. 1In total, the 1973 and 1974 addi-
tional import authorizations represented the equivalent of
about 3.2 b:llion pounds of milk.

During this periol, Agriculture was hesitant in recom-
mending increases in the quntas and viewed requests for
additional supplies from food processors, candy manufactur-
ers, and other using industries with suspicion. The record
indicates that Agriculture was also overly optimistic in
forecasting domestic milk production and estimating supplies
of processed dairy products.

Upon receiving requests for emergency import actions,
Agriculture took as long as 3-1/2 months before submitting
its formal recommendation to the President for an increase
in the quota. A further delay of as long as a month also
took place between submission of Agriculture's recommenda-
tion and issuance of the Presidential proclamation. Parts
of the delays were attributable to disagreements among the
executive branch agencies as to the proper course of action,
During this period, the dairy import policies of the admini-
stration were coordinated by the former Cost of Living Coun-
cil as part of its economic stabilization program and in at
least one instance (1973 cheese quotas increase), it was the
Council that initiated section 22 action.

The sequence of events for the enactment of two emer-
gency quota increases is shown below.

First increase in nonfat dry milk gquota

1972
October 20 Commodity Credit Corporation's uncommitted
stocks exhausted; nonfat dry milk removed
from sales list.
Late October Numerous letters, telegrams, phone calls,

to late December and visits received from using industry
and its congressional representatives,
urging an increase in the gquota.

November 22 Internal Agriculture factual analysis for-
mally initiated.

December 18 staff recommendations submitted to the
Secretary.
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December 20 Secretary's recommendation submitted to
the President.

December 30 Presidential proclamation issued for
emergency action.

Increase in cheddar cheese quota

1973
August 15 Kraftco Corporution, tuhe largest cheese
processor, urged 100-million-pound
increase in quota.
August 20 National Cheese Institute made same
request on behalf of the industry.
Early September Cost of Living Council led interagency
to early December review and debate on needs and options;
this involved continuing fact-gathering
and reporting to the Council by Agricul-
ture.
November 29 Secretary's recommendation submitted to
the President.
1974
January 2 Presidential proclamation issued for

emergency action.

The emergency ncrease in the nonfat dry milk quota took
more than 2 months. More than 4-1/2 months elapsed before
the cheddar cheese juota was increased.

Along with decreased consumption and a recovery from
declining production, the untimely increases in dairy imports
during 1973 and early 1974 later helped to create an oversup-
ply of dairy products. These factors caused Agriculture to
purchase millions of dollars worth of dairy products under
the price support program during 1974.

The sudden announcements of quota increases and the
method of administering the emergency quotas caused dissatis-
faction in some dairy exporting countries, particularly the
more distant ones. Dissatisfaction with the sudden quota
announcements stemmed from the desire of producers to preplan
their dairy production. Exporting countries need to know
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the market requirements for their products well in advance
of the shipping time, but the emergency quotas provided for
import entry during an average of 10 weeks immediately fol-
lowing the announcement of the increases. Therefore, prod-
ucts shipped during the emergency must have already been
produced and readied for shipment.

At first, foreign dissatisfaction with emergency quota
administration centered around the first-come-first-serveu
basis for entry. Because of Australia's and New Zealand's
great distance from the United States, they felt this method
discriminated against their exporters. During the period of
the first nonfat dry milk emergency quotas, totaling 165
million pounds, New Zealand was unable to enter any powder
and Australia exported only 551,000 pounds. Under the
emergency allocation of 22.6 million pounds of butter oil.
Australia was unable to enter any oil and New Zealand ent:red
only 1.9 million pounds.

Agriculture officials say that the overriding consi- .[a-
tion in structuring the early emergency quota actions wa. to
bring in the additional supplies as quickly as possible.
However, in the latter part of 1973, the quota proclanations
began allocating part or all of the emergency quota amounts
to certain countries instead of administering them on -
first-come-first-served basis. There was then some d:ssa-iz-
faction because some countries were not allocated a specif.ic
share of the quota.

Agency comments

When asked to comment on a proposal that methods be
developed for more accurately predicting potential deiry
product shortages so that prompt future emergency quota ac-
tions may be taken, Agriculture agreed that a better economic
intelligence base and more accurate and timely estimates of
developing supply and demand conditions would provide a
better basis for policy decisions and said that it is con-
tinuously strjiving to improve its analysis and data sources.
Efforts are being made to monitor crop and weather conditions
and to determine and specify factors affectlng supply, demand,
and prices of dairy products. Progress in improving present
methods and developing new methods will depend largely on
the development of better sources of economic information.
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CHAPTER 6

SCOPE OF REVIEW

Information and data provided in this report were ob-
tained from extensive domestic and foreign fieldwork. We
interviewed and obtained data from:

--U.S. Embassy officials in Australia, Austria, Canada,
Denmark, New Zealand, the United Kingdom, and West
Germany and officials at the U.S. mission to the
European Communities in Brussels.

--Milk producers, fluid milk processors, dairy product
manufacturers, and farmers' trade associations in
Washington, D.C., and Midwestern States.

--Some major dairy cooperative associations in the
Midwest and a large Maryland and Virginia cooperative
association.

--Some large dairy product manufacturers in the Midwest.

--Dairy farmers from Maryland, New Jersey, and Penn-
sylvania.

--Dairy product importers and importers association in
New York.

--Several professors of agricultural economics of large
midwestern universities.

--Foreign government and industry representatives in
Australia, Austria, Canada, Denmark, New Zealand,
the United Kingdom, and West Germany.

We reviewed authorizing legislation and other materials
pertaining to U.S. dairy policy and programs. We held dis-
cussions at the Departments of Agriculture, State, and the
Treasury and at the International Trade Commission in Wash-
ington, D.C.
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DEPARTMENT OF AGRICULTURE
OFFICE OF THE SECRETARY

WASHINGTON. D. C. 20250 /

-

* June 14, 1976

Mr. J. K. Pasick

Director

International Division -
United States General Accounting Office
Washington, D.C. 20548

Dear Mr. Fasick:

We appreciate the opportunity to review the report entitled
"Review of U.S. Import Restrictions -- Alternatives to Present
Dairy Programs" and enclose the Department's comments and obser-
vations. Our response is the result of careful study by the
various offices which are concerned with problems of dairy
production and trade.

In the main, our comments are directed to the '"Program Alternatives"
[32-39] set forth on pages 51-56 and to the recommendations specifically

directed to the Department of Agriculture (page 60). Certain tech-

nical notes and minor corrections are also included. [14, 46, and 49]

One deficiency of the report is the failure to explore all of
the possibilities for action afforded by the Trade Act of 1974,
particularly the use of countervailing dutieg, anti-Awmping
penalties, and provirions relatiug to unfalr competi on in
third country marke’ .. It is also pertinent to note that t .z
report does use ri & Lase for some of its material a repor: by
the Department - '-a was completed 18 months ago.

We believe that the GAO study, waich was conducted during a partic-
ularly difficult period, has been useful in highiighting many of
the issues in the complex field of dairy policies und programs,

Dale Sherwin
Deputy Assistant Secretary

Enclosure

GAO note: Page references refer to draft re_ort. Bracketed
numbers refer to final report pages. Changes were
made in the text by GAO where considered appro-
priate.
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Caments on "Program Alternatives" (beginning om p. 51): [32]

Price Support. "The present price support program supplemented by
inport quotas is designed to assure an adequate supply of domestically
produced dairy products by guarenteeing a minimm price for production.”
(The report lists three advantages and five disadvantages of this
alternative.)

The Department has specific ccuments only on the first listed disadvantage
of the existing price support program as follows'

1. "Required import restrictions are inconsistert with U.S. policy
of trade liberalizaticn and have negative foreign policy implications."
The U.S. policy of trade liberalization is multilateral in concept ani
objectives, and cannot be reeiistically regarded as a policy under wnizh
the United States would unilaterally eliminate its import controls while
the restrictions and relsted trade distortions of cther cowtries re-
mained in force. All of the leading trading nationc ccontrol their agri-
cultural trade to some degree; smong them, the United States is one of
the most liberal. Dairy products ere particularly subject to government
controls; every major producing country controls imports and many of
them also control exports. In such a trading enviromment, complete

. elimination by the United States of its dairy import controls would
result in unacceptable costs to the American economy and to the fedaral
budget. If liberslization is to be achieved, it must be in a multi-
lateral context with necessary safeguards. The milk price support
Program is mandatory and is liksly to remain so; the import quotas, for
which no satisfectory elternative has been found, are necessary to
protect the program's viability.

With regard to the program alternatives generally, our coument is that
the present program (support through purchases) is the most worksble
of any alternative.

GAO "Program Alternative" (p. S2): [33]

Supply Management. "A supply management system would maintein the dcmes-
tic industry at a desired prcduction level through the use of production
limitations and import quotas.”

Although there have at various times been prcposals and publfc discuscion
of supply management programs fcr dairy, the provosals have not been
adopted. Neithe: the dairy incdustry nor the tLongress have favored

such proposals. The Departmen< does not favor this alternative whiza is
totally inconsistent with other receitly-legislated Ccmmodity Progrars.

GAO "Program Alternative" (p. 33): [34]

v Price differential subsidy. "A price differential subsidy program weuld
establish a desired price level for domesticelly prcduced milk., %when the
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market price is below the established price, the Government would pay the
difference to the producer. Payment limitations could be established to
ninimize Government costs. A reasonabdle subsidy program could also eli-
ninate import restrictions."” ) . ' .

Proposeals for direct payments to milk producers as a means of income
support have never had the support of prclucers or of the Congress,

nor does this Department fovor such payments; further, it is unlikely
that the authority for such a program could be enacted without concurrent
enactment of authority for suuply management. If & price differential
program vere adopted and import restrictions sliminated, the effect of
imports on this form of government assistance would be much the same

as with the present price support program -- the larger the imports,

the larger the total federal payments. Thus the accuracy of the statement
1at "A reasonable subsidy program could also eliminate import restrictions”
is questionatle.

GAO "Program Alternative" (p. 53): [35]

Tariff, "“A tariff program would offer price protection to the U. 8.

industry, especially during surplus periods, but would increase
consumer prices. A high fixed tariff would be inconsistent with U. S.
trade policy objectives. A flexible tariff system, however, could
alleviate many of these problems. The duty could be adjusi~d to achieve
& desired balance between maintaining the damestic industry and pro-
viding reasonable prices to consumers."

The question of achieving the objectives of protection of the dairy
support program from import interference by maans of tariffs or

dmport fees has been considered on numerous past occasions. The
consistent conclusion has been that tariffs or fees are not a reliably:
effective means of controliing impcrts, wnless set at prohibitively '
high levels, Tariffs or fees affect the prica of the product; and prices
are notoriously subject to manipulaticn. So long as the support program
remains in effect, this alternative does not merit further consideration.

GAO "Program Altermative" (p. 5u): [36]

Open U. S. market. "An open U. S. market for dairy prnd-cts would involve
a policy dec:=ion not to protect the U. S§. dairy industry. Under such
= policy, no programs would be in effect."

The legislative history of the dairy support program indicates that
favorable consideration of this alternative by the Congress is
extremely unlikely.

57



APPENDIX I | APPENDIX I
GAO "DProgigm Alavative” (. 55): [37] '

Irternaticna’ c-mmoditwr agreement. "An internaticnal commndity agree-
ment for d:.-, -coducts could represent a possible framework for
reguiating ané stabil zing dairy trade. IV could include a wide range
of festures, such as supply, access, and price agresments; reduction of
tariffs; maintarance of reserves; reduction or eliminaticn of export
incentives; and many others. As a wajor dalry producer, tle United
tatns cculd +z!:2 the 'initiative' in prorosing negotiations on an
inteastional esveement on dairy products.” .

Internationsl coamodity agreements, particularly for egricultural
ec-=aodities, have been largely unsuccessi*il and bhave not achieved their
objectives cf stebilizing prices and supplies. Tuey heve been difficult
to negotiate end, when negotiated, to enfor-e; and they have characteris-
ticelly broken down when the market pressures they were intended to
contrel have become strong. Commodity agreements tend to freeze produc-
tion patterns end Lo act as disincentives to more erficient production
metnods; ccasecuently, they tend to misallocate resources, causing
consuner prices to be higher than necessary.

Axmong the more recent cases of widespread ronobservance of agreement

rules by rarticizzting countries is the Arrangement for Certain Dailry
Products (ncriat 4ry milk and butter oil) originally negotiatsd in

1970. (The United States was not a participant.) The Derzrtment strongly
doubts tra2t international dairy trade problems can te solved by attempted
imoosition of gicbal supply manegement by an international cammittee or
secretarict. :

At the szne tires, the Department believes that orogress is possible
in reciprocal reduction of tariffs and nontariff barriers to trade,
and in the reduction or elimination of exrort subsidies and otker
trade-disterting devices. The Department is coovperating in the
pursuli of trhece objectives in the current Multilateral Trade lego-
tiations now in progress in Geneva, Switzerland.

v’

GAQ "Prograc Alterrative” (p. %6): [38]

Worldwicde fras *:ade., "Worldwide free trade for dairy prciucts would
require wcrluwiie policy decisiong not to protect the dalry irdustry.
Under such a ©oli.cy, no country would hove supbort rrograms, export
incertives, or trade restrictions on dairy prcducts., Since th
United States cznrot control dairy policy in other countries, this
alternative might be unattainable."

The Deperirent 2 -ees that this alternative is not ettainable within
the foreseeable “uture., It is not a practicel option.

GAO Recuarmendatim (p. 60): [14)

"The Lepartrment »f Agricultuie should develcp and recommnend to Congress
a method of seiticz milk support prices at a level which would more
nearly balsnce rrciuction end consumption.”

T™his rec:T-eniz%in is related to the last recmmendation that methods
should be developed Lo more accurately preiict sher<nges erd cur
camnerts o the (ast recommendation i 0 ¢ 1y to - is one.
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GAO Recommendation ({p. 60): [49]
-

"The Department of Agriculture should evaluate whether country quota
allocations should be continued and, if so, develop methods for
sllocating them that would recognize trade patierns that would develop
in the absence cf quctas.” : '

Country quota silocations generally reflect country shares of United
States imports in recresentative periods of trade, as determined by
the President wken procleiming establis:iment of the quotas. The pur-
pose of this principle is to be falr and impartial to the supplying
countries and also to conform with the relevant provisions of the General
- Agreement on Terif?Ts and Trade (GATT); and the practice has been to
use, whenever possible, published trade statistics as an ocbjective
- basls. Althouzh scme countries have ccrplained that the trade patterns
of the represectative veriods have subsequently become outdated, there
have been no charges that the quotas were unfairly allocated. Dis-
cussions with suwoplyicg countries have indicated, without exception,
their preference for an ailocation system rather than global quotas.
Poreign policy considerations will accordingly continue to weigh prepon-
derantly in favor of continuance of an allocation system.

In verious hearings before the International Trade Cammission, spokes-
men for foreign countries have occasionally suggested that quotas
should "recognire trade patterns that would develop in the absence
of quotas." Trey have, however, been urable to propose practical means
of determining such patterns. Shares of total world trade cannot
logically be egqunted with ideal shares of U. S. imports, even in the
absence of the gross distortions of the international merket because
of the widestread use of export subsidies and import restrictions. The
nearest realistic errrcach to implementation of the principle is the -
technique which bas in fact been utilized, namely, allocatious on the
" basis of actual trade ir a period during which U. S. imports were not
restricted. ' .

GAQ Recommendation {¢. €0): [46]

"The Department of Agriculture should eralyze whether the quota
licensing syctem fcr irporiers should be continued and, if so, develop
same methods fzr isiuing licenses (auctioning, for example) that
-would provide equity to irporters and prevent windfall profits on the
sale of license ‘ise.” .

Licensing of mos: of the gquotas, particilarly -<hose for cheeses,

wes undertaken by the Depari-ent because of the strong and persuasive
Position cf tie Impart trade that licersing was necessary to prevent
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damination of imports by (a) large, financially powerful importers
and (b) export monocpolies of foreign governments. Although licensing
dmposes an additional administrative burden, the Department's experi-
ence corrcborates the validity of these views. If rot prevented by
the licensing system, many foreign countries would cperate thrrugh
single "exclusive representatives" to dictate prices and distribution,
to their narrow adventage. Similarly, large American processors could
enter into mutually advantageous contracts with foreign suppliers (in
-ome ceses, their own subsidiaries) to monopolize a country allocation
and eliminate all campetition from buying and utilization.

For the above reasons, auctioning of licenses would not enhance campe-
tition or prevent wirdfall profits. Ratker, it would concentrate
power in the hsnds of the financially strongest companies,

GAO Recommendation (p. 60): [50]

"fhe Department of Agriculture should consider discontinuing the price-
break system on cheese imports and making appropriate adjustments to
import quotas.” .

The "pricebreak"” rule which is applicable to certain categories cf
cheese is the most liberal feature of the Section 22 dairy import
quota system. The suggestion for its discontinuance consequently
seems inconsistent with the general thrust of the GAO Report.

The pricebreak system has recognized disadvantages, namely, that it

is more camplicated to administer and more difficult to enforce than

a system of simple absolute quctas. In its Investigation No. 22-29
campleted in July 1971, the U. S. Taiff Ccmrission (now the International
Trade Commission) recommended that the pricebreak quotas be replaced
with absolute quotas, with appropriate adjustments ir the quota amounts.
Although this recommendation wes not accepted by the President at that
time, the Departrent agrees that, in a future investigation under the
applicable Section 22 procedures of possible substarntial modifications
of the cheese import quotas, elimination of the pricebreak system

could appropriat:ly be considered.

GAO Recamnendation (p. 60): [53]

"fhe Department of Agriculture should develop methods for more accurately
predicting potential dairy product shortages ::0 that proampt future
emergency quota actions may be ¢aken."
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The Department regularly xakes rrojections of short-, intermediate-,
and long-run stvrrly and demand conditions for milk and dairy products.
However, milk prcduction is both a bilolcgical and econcmic process
with lagged resconses to »r ces that changes as a result of external
coditions. Production of miik is subject to random exogenous forces
such as weather and cror ~_o:m:.:ions. In addition, very swall changes
in either producticn or ucilization have sharp impacts on prices of
manufactured deiry vroducts since adjustments in other segments of the
industry are sirongly rerlec .ed in the prices for these products. Even
in periods when surply and Zemaznd are nearly in balance, random uncon-
tzrollable occurTrences a.nd/ cr external forces can cause sharp price
movenments.

The Department agrees tkat a better -economic intelligence base and more
accurate and timely estimates of develcping supply and demand conditions
would provide a better basis for policy decisions; and the Department is
continuously endeavoring to ixvrove its analysis and data sources.
Efforts are being made tc monitor crop and weather conditions and to
determine and specify factors arffecting supply, demand, and prices of .-
dairy products. Progress in irproving present methods and developing new
methods will dzpend largely on tne development of better sources of
economic inforwation.

Comments on Perticuler Passaves in the GAO Report:

1. Page iii. The paragraph on the Agricultural Marketing Act
of 1937 should te expanded as follows, in order to preclude misunder-
standing of the mariketing order program: .

U. 8. supply and demend conditions for milk determine !

a manufacturing milk »rice in Minnesota and Wisconsin. r-

The Milk Order Progrzam ioes not set the owverall level
of milk prices in the United States but requires

. bandlers to pay minirm prices (tied directly to the
panufacturing milx prize described above) Tor milk
actually used as fluid.

2. Page 8, second paracrsoh. The final sentence should be
revigsed to read as foll~ws:

The cuppart price anncunced on October 2, 1975 was 84.4
percent ¢f the pacity price fcr the teginning of the
1975/76 narketiné year,
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J 3. Page 13, second pa.ra.gra:ph. The final sentence is incorrect.
Minimum order prices are not based on the government supported price
for manufacturing milk if the free market prices exceed that support
rate. .

4. Page 15. The final full sentence on this page states that
"information was not available on the increased costs associated with
this doubling of output per cow." Information is in fact available;
the following example is provided:

Pounds
concentrate 1974 Tons 1974 21
feed per corn forage fed hay
cowx price per cowk price
1950 1,629 $.05268 2.2 50.60 = $197.14
1972 4,298 $.05268 3.9 50.60 = 423.76

difference 32% 52
*Source: 1972 Ag. Statistics, p. 431 :
1951 Ag. Statistics, p. 390

5. Page 18, second paragraph. The following supplemental infor-
mation is offered:

In mid-1975 market prices for support commodities

rose substantially above support prices. Much of the
previously purchased product was sold back by the

Ccmodity Credit Corporation. This occurred at prices \
above 75 percent of parity. »

- 6. Page 21, first paragrapn of the "Consumer costs" section. The
analysis in the first ceveral sentences seems to ‘overestimate the milk
Production potential of Australia and New Zealend ard to under-estimate
the effects on their prices of unrestricted trade. Under free trade,
their prices would rise and, to a large extent, wash away the differerce
on which the $827 million estimate is based. It iz noted that this is
partially recognized in the immediately succeeding paragraphs.

7. Page U3, second paragraph. The Australisn claim that milk
Production could “e increased by 25 percent (presuma.bly,without
subsidies) assume: that substantial numbers of new producers would
enter the industry. Because of the well-known umattractiveness of
dairying, this is neither certain nor even likely. Expansion of pro-
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i

duction would probably tane the ferm of expansion of e:x:l.ating herds,
end an increase of herds in or ncar the-ciained magwnftnde seems very
dovbtful. :

8. Pege 51, first paragraph. The following should be added o
thke final sentence: ..
however, the analysis of the open market élterna.tive would
bave yielded about the same resulis whether countervailing
duties were or were not assumed.
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Mr. J.
Director

International Division

U. S. General Accounting Office
Washington, D. C. 20548

APPENDIX II

DEPARTMENT OF STATE

Washington, D 7. 520

March 15, 1976

K. Fasick

Dear Mr. Fasick:

I am replying to your letter »f February 10, which
forwarded copies of the draft report: "Review of
U.S. Import Restrictions - Alternatives to Present
Dairy Programs."

The enclcsed comments were prepared by the Assistant
Secretary for Economic and Business Affairs.

We appreciate having had the opportunity to review
and comment on the draft report. If I may be of
further assistance, I trust you will let me know.

Sincerely,

'b.)/[-‘ é’ "

pafilel L. Williamson
Deputy Assistant Secretary
for Budget and Finance

Enclosure: As stated.

GAO note:

Page references in this letter may not correspond
to page numbers in the final report. Changes were
ma@e in the text by GAO where considered appro-
priate. The statement copy referred to in this
letter is not included.
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GAO DRAFT REPORT: Review of US Import Restrictions --
Alternatives to Present Dairy Programs

The Department of State concurs in the recommendations
on pages 59 and 60 of the GAO's draft report on import
restrictions on dairy products. The Department would
be particularly interested in further study on possible
gradual approaches to the reduction or elimination of
import quotas. 'e agree with the assessment that the
elimination of all barriers to trade in
dairy products is unlikely, and that the unilateral
elimination of American restrictions would he disruptive;
however, it may be possible for the United States
to devise a first step which, without harm to
American producers, could be instrumental in beginning
a process of reducing barriers internationally. For example,
we might consider quotas geared to a certain percentage
of annual consumption, as an alternative to the present
system under which quotas are set in fixed amounts.

Concerning the text of the report, the Department
submits the following suggestions:

== Page 27. Australia did challenge the US quotas
at the November, 1975 meeting of the GATT contracting
parties (the text of the Australian statement is attached).
The last sentence of page 27 should therefore be dropped
or revised.

~- Page 29. In the fourth line from the bottom,
change "did not usually impose" to "only infrequently
imposed."

== Page 30. 1In line 4, change "did not impose" to
"was reluctant to impose." Drop the last sentence of
the second paragraph. 1In line 2 of the third paragraph,
change "again subsidized some of their exports" to
"reinstituted previously suspended subsidies on some of
their cheese exports."

-~ Page 31. At the beginning of the second
paragraph drop the words "the controversy surrounding
the countervailing duty issue and continued."

~- Page 59. 1In the fifth lire, replace the word
"dumping" with "selling." Countervailing duties are not
used in dumping cases, and export subsidies do not in
themselves constitute dumping. .
i ) ;A X
; i L, r
1\‘ 'l\ “/, ( ..;' ‘\;'VV'ZLﬁ

AT AT
(yoseph A. Greenwald
Assistant Secretary

for Economic and Business Affairs
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OFFICE OF THE SECRETARY OF THE TREASURY
WAS!INGTON. D.C. 20220

March 16, 1976

Dear Mr, Becker:

This is with referemce to the draft groposed report by
the General Accounting Office dealing with the subject of

import restricticns regarding dairy programs in the United !
States, g

I would like to suggesf several changes under the
heading "Countervailing Duties' since this office is respon-
sible for the administration of the U.S. Countervailing Duty
Law,

On the next to last sentence on page 29, 1 would sub-
stitute for the word "some' the phrase "practically all".
For the final sentence of the second paragraph on page 30,
I would substitute the following: '"The subsequent resolu-
tion of the European Community dairy problem through the
new waiver authority granted the Treasury Secretary led to
a dismissal of this case in Federal Distric% Court."

For the final paragraph on page 30, substitute the fol-
lowing: '"Following passage of the Trade Act and its signing
by the President in 1975, the European Community resumed ex-
port subsidy payments on all cheese except cheddar cheese at
lesser amounts than those prior to the suspension. The Com-
munity stated that the new reduced subsidies provided the
basis for Treasury to issue the new temporary waiver author-
ity incorporated in the Trade Act. U.S. industry representa-
tives were disturbed by the reiwposition of any subsidies and
reminded the Department of the Treasury that before passage of
tne Trade Act, it had pledged not to exercise the temporary
waiver of countervailing duties before the U.S. dairy in-
dustry was consulted on such an action."

GAO note: Page references in this letter may not correspond
to page numbers in the final report. Changes were
made in the text by GAO where considered appro-
priate.
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We appreciate this opportunity to make comments on the
proposed draft report on dairy programs through the Congress.
Please let me know if I can be of any further assistance.

Sincerely yours,

Nk IT5 Si

- Richard B. Self
Acting Director
Office of Tariff Affairs

Mr. Theodore J. Becker

Assistant Director, International Division
U.S. General Accounting Office
Washington, D.C. 2054

cc Mr, Wilbur R. DeZerne
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SN, UNITED STATES

£ o fi 5 INTERNATIONAL TRADE COMMISSION
o NN N
g0 H WASHINGTON, O.C. 20436
Vo, L et

N
TwE CHAIRMAN . Apr il 22 ’ 1976

Mr. J. K. Fasick

Director

International Division

United States General Accounting Office
Washington, DC 20548

Dear Mr. Fasick:

This letter is in response to your communication of February 10, 1976, to the
United States International Trade Commission in which you enclose for our re-~
view, comments, and suggestions copies of your draft report to the Congress
entitled "Review of U.S. Import Restrictions: Alternatives to Present Dairy
Programs,"

Your draft report has been reviewed by Commission staff familiar with the
present U.S. dairy programs. There 1is attached hereto a list of general and
specific comments prepared by Commission staff after review of your draft.

It is noted that the draft report suggests that, in view of possible benefits
to consumers and taxpayers, the Congress may wish to consider altering or
modifying present U.S. dairy programs. In this connection, the two basic
options suggested in the draft report are (1) free trade in dairy products
(i.e., no trade barriers, subsidies, price supports, etc., in any country),
or (2) an open U.S. market policy (i.e., nc U.S. price-support programs or
import quotas; other countries could pursu: their own policies). With re-
spect to these two suggesticns, we believe it is inappropriate for the Com-~
mission to become involved in commenting upon substantive matters of U.S.
trade policy. As you are undoubtedly aware, the Trade Act of 1974 delegates
broad authority to the President under which he is authorized to enter into
trade agreements with foreign countries for the purpose of harmonizing, re-
ducing, or eliminating tariff and rontariff barriers to trade. The agricul-
tural policies of the various nations arc within the many topics under review
internationally for the purpose of deciding what, 1f any, trade agreements
with respect thereto might be formulated. Should any such agreement be
formulated with respect to dairy products, the President would be required

to submit it to the Congress for legislative approval in compliance with the
procedures provided therefor in the Trade Act.

We hope our comments and suggestions will aid you in preparing your final
report to the Congress. Please feel free to call on us if we can be of
service to you in any way.

Sincer?,

wWill ofard
Attachment Chairman
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Staff Comments on the Draft Report of the Comptroller General
to the Congress entitled "Review of U.S. Import Restric-
tions: Alternatives to Present Dairy Programs."

General comments:

We suggest that, in the draft report, consideration should be given
to the possibility that the U.S. dairy sector may well compete in world
mai<ets should free trade prevail. This possibility is buttressed by the
fact that within the past year or so the Department of the Treasury has
determined that a number of the principal countries that export diary
products to the United States, including the EC, Switzerland, Austria,
Finland, Norway, and Sweden, subsidize their exports of dairy products
destined to the United States. Inasmuch as exports of dairy products
from those countries to the United States necessitate subsidies in order
to compete in the U.S. market, the U.S.-produced pr ucts might well com-
pete in the respective forzign markets if given free access.

We would also suggest that the draft report more adequately focus on
the waiver granted the United States under the General Agreement on Tariffs
and Trade (GATT) in 1955 for the "temporary" maintenance of import quotas.
1f the United States undertakes liberalization of imports of dairy products,
would the quotas b2 negotiated in the MIN in order to attain free trade in
dairy, or would tuey be suspended or terminated as provided for under sec-
tion 22? This coamcern apparently is shared by others. According to an
Airgram recently received from the New Zealand Department of Trade and
Industry (copy enclos:d), New Zealand joins Australia in questioning whether
statements from the Unired States that it (the United States) will only nego-
tiate its restrictions on dairv products in the MIN if other countries do
likewise are consistent with United States obligations under the GATT waiver.

On March 26, 1976, the President issued a proclamation (No. 4423) which
temporarily established a quota of zero pounds on imports of certain dry milk
mixtures. The President also requested the Commission to conduct an investi-
gation under section 22 on that action and to determine related questions.
Copies of Proclamation No. 4423 and the President's request to ihe Commis-
sion are enclosed for your information.

Specific comments:

1. Page 11, first paragraph--

The paragraph should more clearly enunciate the recommendations made
by the Commission in 1953, when quotas were imposed on certain dairy prod-
uvets under section 22 of the Agricultural Adjustment Act, as amended. A
copy of those recommendations (pages 6 and 7 of the Commission's report of
June 1953) is enclosed.
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Specific comments: (Continued)

2. rage 18, last sentence--—

The sentence should point out that the quotas on canned milk, etc., werc
imposed in accordance with the statutory criteria provided for under sec-
tion 22 of the Agricultural Adjustment Act, as amended, and not because of
reasons listed in the draft report (rising U.S. prices, foreign surpluses,

etc.).

3. Page 24 (chart)--

The Department of the Treasury recent.y made s preliminary determination
that Sweden subsidizes exports of cheese xo the United States. It appears,
therefore, that the expcrt assistance column applicable to Sweden should

be marked with an X.

4. Page 27, under the side head...z, "Section 22 quotas initially
established'-- .

Perhaps mention should also be made of the fact that some of the U.S.
dairy quoias have been enlarged since they were imposed under section 22~
in 1953. Also, all of the cheese quotas were enlarged 50 percent in 1973
and various of the dairy quotas have been temporarily enlarged under the
emergency provision of section 22.

5. Pape 44 (chart)-- -

For several type. of importes cheeses, the cost at U.S. east coast and
the U.S. wholesale price for the same types of domestic cheeses are shown.
Perhaps the table would be more complete if U.S. retail prices for both the
foreign and domestic cheeses were also shown.

6. Page 26, the penultimate sentence before the graph--

The sentence rezds, "The study states that countervailing duties would
have little, if any, effect on the results of the open market analysis."”
That conclusion may well be valid. However, in connection therewith, per-
haps credence should be lent to the fs:t that U.S. imports of some nonquota
cheeses declined abruptly in 1975 when the Department of the Treasury was
examining complaints of subsidies being bestowed on certain imported cheeses.

GAO note: Page references in this lettor may not corrospond
to page numbers in the final :report. The document
copies referred to in this 1l¢*.er are not included.
Changes were made in tahe text by GAO where consid-
ered appropriate.
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APPENDIX V

PRINCIPAL OFFICIALS RESPONSIBLE [FOR ACTIVITIEE

DISCUSSED IN THIS

REPORT

Tenure of office

From

DEPARTMENT OF AGRICULTURE

SECRETARY OF AGRICULTURE:

John A. Kn:bel (acting) Oct. 1976
Earl L. BRutz Dec. 1971
Clifford M. Hardin Jan. 1969
ASSISTANT SECRETARY, INTEKNATIONAL
AFFAIRS AND COMMODITY PROGRAMS:
Richard E. Bell July 1975
Clayton K. Yeutter Mar. 1974
Carroll G. Brunthaver June 1972
Clarence D. Palmby Jan. 1969
ASSISTANT SECRETARY, MARKETING
AND CONSUMERS SERVICES:
Richard L. Feltner Apr. 1974
Clayton K. Yeutter Jan. 1973
Rich.:d E. Lyng Mar. 1969
DEPARTMENT OF STATE
SECRETARY OF STATE:
Henry A. Kissinger Sept. 1973
William P, Rodgers Jan. 1969
ASSISTANT SECRETARY, BUREAU OF
ECONNOMIC AND BUSINESS AFFAIRS:
Thomas O. Enders Apr. 1974
Willis C. Armstrong Feb. 1972
Joseph Greenwald (acting) Dec. 1971
rhilip H. Trezise July 1969
DEPARTMENT OF THE TREASURY
SECRETARY OF 'THE TREASURY:
%illiam E. Simon May 1974
George P, Shultz June 1972
John B, Connally Feb. 1971
David M. Kennedy Jan. 1969
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To

Present

Oct. 1976
Nov. 1971
Present

June2 1975
Jan. 1974
June 1972
Present

Apr. 1974
Jan. 1973
Present

Sept. 1973
Present

Apr. 1374
Feb. 1972
Der . 1971
Present

May 1974
June 1972
Feb. 1971
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Tenure of office
From To

INTERNATIONAL TRADE COMMISSION (note a)

CHAIRMAN:
Will E. Leonard July 1975 Present
Catherine Bedell July 1971 June 1975
Glenn W. Sutton July 1969 June 1971

OFFICE OF THE SPECIAL REPRESENTATIVE
FOR_TRADE NEGOTIATIONS

SPECIAL REPRESENTATIVE FOR
TRADE NEGOTIATIONS:

Frederick B. Dent Mar. 1975 Present

vacant Feb. 1975 Mar. 1975
William D. Eberle Nov. 1971 Jan. 1975
Carl J. Gilbert July 1969 Nov. 1971

a/Formerly United States Tariff Commission.
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