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FOREWORD

Dairy UK Chairman, Mark Allen

Dairy UK is the voice of the UK dairy
industry. We aim to speak with authority
and confidence directly to government
and its agencies on matters affecting all
parts of the dairy industry supply chain.

We bring together dairy processors and
co-operatives, farming representatives
and retail milk distributors. Our
organisation embraces the views and
opinions of all those involved in the
Far mer s Forum feeds

Our

industry.
board. The integration of the Dairy Council into Dairy UK means that we
possess the full breadth of expertise on nutritional issues.

In the pages that follow you will find a comprehensive insight into the UK
dairy industry and the principal challenges that it faces.

The document starts by ulinat lcistonger: the
consumer, then turns to nutrition, the environment and the supply chain
from farms to retailers and the world market. At the end of each chapter is
a statement of Dairy UKOs position

We believe that what follows will clearly demonstrate the scale, importance,
complexity and dynamism of the UK dairy industry. We also hope that it
can make you share the pride that we feel for this industry which we
believe is an asset to this country that should be safeguarded and nurtured.

Ithink youol I find the 2010 White
and, it goes without saying, we would welcome your feedback on any of the
issues raised.

Pape

Roger Evans, Chairman of the UK Dairy FarmerséForum

There are good grounds for optimism for dairy farmers, both in the short
and the long term.

p BUS @8 reality is Hat the; indypiey nowwprks dry g volatilg raagket. Althe

moment we are on the up cycle, but this will turn and turn again.

I'n this situation i tclias toicomp ogethex to tvorkf o r
jointly to add value to milk. This means building strong committed
partnerships between farmers and processors to make the industry more
resilient and its products more appealing to consumers.

the industryos ) ) )

As an organisation working across the supply chain Dairy UK is well placed

to make a strong contribution to thi
0 Ly Plepsedste, addto the work of Dairy UK

t hrough i ts Far mer s
provides a means of tackling a range
of common issues and to collectively
take on matters of real importance.

No-one denies that many farmers are
il finding ghe gurrent sifugtigngreally ¢ e
difficult. But the longer term outlook is
good, and the best way of getting the
most from the future is through
collaboration and working together,
and Dairy UK is an excellent way of
doing this.




OVERVIEW

Jim Begg, Dairy UK Director General

Global demand for dairy is rising. The UK industry
is an efficient and dynamic producer of raw milk
and our products are safe, wholesome and
nutritious.

We are doing the right things now to ensure that
we remain competitive in the future. Dairy farmers
and dairy companies are following a clear
strategy. They are becoming more efficient and
consolidating; they are innovating and adding
value. The decline in milk production is beginning
to flatten out as producers increase investment as
confidence about the future improves.

Like all sectors the dairy industry needs a constructive partnership with
Government to fulfil its potential. The general strategy of the dairy industry
is to work proactively to help deliver the agenda of the Government to
realise the countryodéds nutritional
document provides ample examples of how the industry is already doing
this across a whole spectrum of issues.

In exchange for this positive engagement by the industry, we would like the
new Government and its agencies to commit itself to the principles spelt
out on the right.

and

Strong and supportive partnership between the Government
and the dairy industry

Provision of a clear and predictable policy environment that
gives the industry the confidence to undertake the major and
sustained investment required to preserve its competitiveness

Recognition of the importance of dairy to the diet, economy
and environment

Recognition of the efforts being made by the industry to meet
the Governmentds agenda

Commitment to ensure that any regulatory intervention is
evidence based, proportionate and implemented in a way that
allows the industry time to adapt

Bontinudy nsH]p%é]rtt fglrlR&IIEJ sooI tr'1ecir}/dustorybv{/eec%mt raideSitd -
productivity and efficiency

Recognition of the need for the industry to restructure and

consolidate so that UK dairy businesses can remain
competitive.
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1. THE UK CONSUMER

1.1 Consumption of Dairy Products
The overwhelming majority of people in the UK eat dairy products.

According to a telephone survey of 800 consumers produced in June 2009
for The Dairy Council, 97.4% of people regularly eat or drink dairy
products. This gives the dairy industry one of the highest degrees of market
penetration of any consumer product and makes dairy foods extremely
important to the wellbeing of the nation.

Table 17 Average dairy consumption per person per week (2008)

%

% change change
Product Unit  Quantity  from 2007 1998
Whole milk ml 410 -2.4 -39.5
Semi-skimmed milk ml 987 +0.5 +1.8
Skimmed milk mi 158 -8.2 -4.3
Hard cheese i cheddar g 62 -7.1 +0.4
Hard cheese i other UK g 11 n.c. -10.8
Hard cheese i foreign g 7 -11.3 +3.9
Cottage, soft natural or
processed cheese g 31 -6.3 +36.7
Cream mi 21 -4.3 -2.9
Yogurt and Fromage Frais ml 202 +2.9 +41.1
Condensed milk ml 17 -6.1 -23.3
UHT milk mi 9 -19.2 -29.0
Dairy desserts i fresh mi 40 +0.4 +28.3
Butter g 40 -2.4 +11.8

Source: Family Food Survey

Liquid milk is the most commonly consumed product, with 96% of the
population in the week of the survey. Cheese comes a close second, on
91% of consumers. Of the 97% of people who eat dairy products regularly,
nine out of ten of them say they eat dairy every day.

1.1.1 Liquid Milk

Whole milk consumption has fallen by 33% over the last 10 years, whilst
consumption of semi-skimmed has risen by 14% and skimmed by 40%.
More than 80% of liquid milk is now sold by retailers in plastic containers,
with less than 20% of milk sold in glass bottles or cartons.

Graph 171 Sales of Milk by Type (% market share)
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Graph 21 Sales of Liquid Milk by Container Type 2009 (Retail)
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1.1.2 Cheese

The cheese market in the UK has also seen healthy growth of 8% over the
last four years. Total sales to households (which includes imported
products) increased by 5% in 2009 to £2.4bn. Growth has been particularly
strong in the packaged cheese market, where sales are up 6% over the
past year. There has also been a strong evolution towards mature
Cheddars.

Graph 31 Sales of Cheese by Type in 2006 and 2009
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1.1.3 Other fresh products

Fresh products continue to grow strongly, particularly yogurts where
consumption has risen 32% since 2000. The key driver for of growth in has
been the rise in consumption of functional foods, such as probiotic and
prebiotic yogurts and yogurt drinks.

Table 27 UK Annual Consumption of Fresh Dairy Products

(6000 t onn 2003/04 2004/05 2005/06 2006 2007 2008
Yogurt 504 540 583 592 572 590
Fromage frais 61 62 67 72 71 71
Cream 63 61 68 72 70 67
Dairy desserts 311 284 307 309 302 319

Source: Defra

Even though the rapid growth in the functional foods market has started to
decrease over the past couple of years, revenue growth in 2007 was still a
very healthy 8.7%. Over the same period, sales of probiotic yogurts
outperformed the sector with an increase of 16.3%.

1.2 Healthy Eating and Dairy Products

Widespread public concern about obesity and calorie intake has led the
dairy industry to develop a comprehensive range of lower fat varieties of
dairy product. The trend towards lower fat products began decades ago
with semi-skimmed and skimmed milks, and it is still continuing for liquid
milk with the development of 1% fat and below milks. Low fat and reduced
fat cheese have also seen positive growth.

Table 37 Consumption of Low-fat Dairy Products i year ending Dec 2009

Product % change from

yle Dec 2008
Lower-fat milk +1.6
Lower-fat cheese +3.0

Source: Kantar Worldpanel

The dairy industry has worked closely with senior Food Standards Agency
officials though the Dairy Partnership to help deliver its strategy of cutting
saturated fat from 13% of
work, Dairy UK spent £50,000 on research by Campden into the consumer
acceptability of 1% fat milks. The conclusion was that most consumers
thought 1% fat milk tasted as good as semi skimmed milk. The market
share for these milks has grown to 4%.

consumer s o



Consumer requirements for healthy food have continued to evolve and
become more complex. The dairy sector has responded by investing in
product innovation such as functional yogurts, probiotic and prebiotic
products and nutrient enriched milks.

1.3 Drivers of Consumer Choice

Recession and pressure on incomes have affected the main drivers of
consumer choice. Price has become the top driver for store choice and,
once in the store, price is also the key factor in product choice, ahead of
convenience, health and ethical criteria.

Table 41 Change in Top Criteria Informing Consumer Choice

2010 Rank 2008 Rank

IS

Price

Knowing Ingredients
Fat Content

Brand name

Sell by Date

Sugar Content

Salt Content
Country of Origin
Food Taste

OO N[OOI WIN|F-
OINO|O|UT P, WIN

Source: IGD

The dairy industry in the UK has put a lot of emphasis on developing
products and packaging t hat respond t
sophistication. A range of products has emerged to meet ethical or Gource
of originécriteria

Chief amongst these has been emphasising the origin of dairy products.
Growing public interest in the origin of food and production methods has
led to the creation of world-leading traceability systems and direct
relationships between retailers and dairy farmers.

Dairy UK and the dairy industry is developing its own guidance in support
of mandatory country of origin labelling on dairy products, recognising the
location of manufacture. We believe this issue represents a major

opportunity for the industry. A significant number of products, particularly
cheeses, are already marketed on the basis of their association with
regions of the UK.

The industry has also supported significant price promotions to maintain
the market share of branded products. And it has also worked hard to
develop new formats of packaging, such as the recent innovation of using
space-age Velcro to seal bags of cheese, extending product life.

1.4 Organic Milk

According to the Soil Association, dairy products accounted for 33% of
sales of organic food and drink in multiple retailers last year, worth £447m.
This is in spite of a 5.5% dip from 2008 as recession-hit shoppers switch to
lower value products. Organic sales made up 6.7% of the yogurt category
in 2009, 3.4% of liquid milk sales and 1.5% of the cheese market.

Organic liquid milk sales edged up 1% last year, with organic cheese up
8% from a low base. However, organic yogurt fell by 7%.

Table 571 Retail Sales of All Milk and Organic Milk

(Million All Milk Organic Percentage of

litres) Total Sales

2003 4,703.2 55.7 1.18

2004 4,726.6 71.0 1.50

2005* 4,858.5 135.4 2.79
conr00mer s 518389, o, 1645 g 3.35

2007 4,940.1 166.5 3.37

2008 4,983.3 174.1 3.49

2009 5,006.3 168.1 3.36

Source: DairyCo Datum, Kantar Worldpanel

Whilst market shares may be relatively low, the growth potential remains
significant and the organic industry is planning for growth.



1.5 Innovation and brands

Graph 41 Brands versus Supermarket Label in 2008 & 2009

The UKO6s investment in product innov. 90

March 2009 report on the Competitiveness of the EU Dairy Industry
undertaken by the Dutch research institute LElI Wageningen UR (one of the
research institutes of Wageningen University), the UK has the highest level
of product innovation of all EU Member States.

Figure 11 Total Number of Innovations in the EU Member States

Figure 5.2 Total number of innovations in the EU-member states
160
140
120 4
100
e
il
40 4
20
97 % o 8 g B 2 = E 2 = 2 B :
a = E = 2 s 8 § § 3 H B
= B = = 2 2
:ggggisz 3555258
2 k=
:

Particular focuses for innovation include:
- Health concerns: Functional and enriched foods

- Lifestyle issues: Convenience products

- Ethical choices: Organic products

- Provenance: Locally supplied products
- Quality: Premium products

One of the major drivers of the value obtained from milk is the possession
of brands. The UK dairy industry is working hard to increase the proportion
of branded products in its portfolio.
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1.6 Marketing i Make Mine Milk

Source: Industry Estimates

Make Mine Milk is a £9m promotional campaign for liquid milk. The total
budget is spread over three years, with £2.4m provided by the EU and the

remainder

com

P il

ing from the industry. Launched in A

pril 2010, Make Mine

Milk  focuses on
young people aged
15 to 24 years in
England,  Scotland
and Wales, with a
secondary target of
families with children
and adolescents.

The campaign aims
to convince con-
sumers that milk is
healthy and relevant
to them, to re-



engage people emotionally with milk and to start improving consumer
attitudes towards the dairy category. Hitting these objectives could increase
consumption by over 300 million litres during the 3-year programme, with
further increases in subsequent years.

Celebrity is the core of the campaign, and Make Mine Milk kicked off with
pop star Pixie Lott and TV chef Gordon Ramsay sporting the milk
moustache. A succession of famous faces is scheduled to appear in the
campaign, drawn from world of music, film, fashion, sport and the media.
They are calculated to appeal to both adolescent and teenage girls as well
as mums and their children. The campaign also features a strong PR and
social media element.

Industry funding for the campaign is being provided by major dairy
companies. The campaign is being facilitated by the Milk Marketing Forum,
a sub-committee of The Dairy Council, which is a wholly own subsidiary of
Dairy UK.

1.7 School Milk

Providing milk to nurseries, primary and secondary schools offers
significant nutritional benefits to children and encourages them to develop
a lasting habit of consuming healthy dairy products. Free milk is available
to under-fives in registered nurseries. Subsidised milk is available for 5- to
11-year olds attending primary school and to secondary school pupils.

The EU School Milk Subsidy Scheme pays a modest subsidy on 44,011
tonnes of liquid milk and yogurt consumed annually by primary school
chidren. The current subsidy rates ara
further 3.98p per litre from the Government.

Around £1m has now been made available by the Government to promote
milk consumption, nutrition and healthy eating in schools from September
2010. This money represents a partial reallocation of the £1.5m previously
made available to 6 t o p helEld fubsidy.

The UK dairy industry actively promotes milk consumption in schools and
the EU/UK Subsidy Scheme. From September 2007, semi-skimmed milk
became one of only three groups of drinks available in schools, the others
being fruit juice and water.

Dairy UK and Consumers

Dairy products are a profoundly i
and contribute to the quality of life in the UK. Consumer priorities are
constantly shifting and are currently focused on value.

The dairy industry:
U will continue to adapt to these changing needs.

0 will keep working proactively with the Government and its
agencies to assist in the delivery of public dietary objectives.

i has developed a comprehensive range of products to meet the
spectrum of the nationds prefer

i recommends Government commit to clear country of origin
labelling on all dairy products.

U is committed to continuing co-operation with the FSA through
the Dairy Partnership and the Department of Health to help
deliver a better diet for UK consumers.

Dairy UK will continue to facilitate the development and execution of
industry generic marketing campaigns to improve consumer
appreciation of the merits of dairy products.

Thie @iry iRduidtry is Firnly focusdd @MMprddlic€innBVdtioRt &ndl it now
has a robust and credible record of achievement that it can be proud
of. Innovation is regarded as the key to increasing the value in the
dairy supply chain, from farm gate to retail shelf.

po
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2. DAIRY AND NUTRITION
2.1 Nutrition and Health

Milk, cheese and yogurt are nutrient rich (nutrient dense). Nutrient rich
foods provide a lot of nutrients per calorie. In the UK, dairy foods make a
major contribution to the nutrient needs of all age groups.

Good nutrition has a profound impact on health because the human body
needs a variety of nutrients to function correctly. People eat foods, not
individual nutrients, so it is important that they get the maximum amount of
nutrients possible per calorie from the foods they consume.

In addition to vitamins and minerals, dairy foods contain bioactive
compounds which appear to offer health benefits in conditions such as high
blood pressure and type-2 diabetes. Milk is also an important means of re-
hydration

2.1.1 Nutrients in Milk, Cheese and Yogurt

The nutrient most commonly associated with dairy foods is calcium, but
dairy is not a one-nutrient food. Milk, cheese and yogurt are sources of
good quality protein, fatty acids, carbohydrate, and a host of essential
vitamins and minerals.

2.1.2 Dairy and Calcium in Childhood, Adolescence and Adulthood

Eating dairy foods is an easy way to consume the nutrients needed for
good bone health because they contain calcium, phosphorus, magnesium
and protein. Dairy calcium is also easy for the body to absorb, which is not
the case for all forms of calcium from other foods.

Childhood and adolescence are stages of life where bone is growing and
calcium is being laid down for future years. Bone is a living tissue which is
constantly being regenerated by the body. By the mid- to late-20s, bone
has reached its maximum length. From around thirty five onwards more
bone cells are lost than replaced. Although our genetics largely determine
whether we will develop osteoporosis or not, diet and lifestyle factors can
influence how healthy our bones are and the rate at which they can repair
themselves. Following a healthy diet, and having a lifestyle which includes

-10 -

plenty of weight bearing exercise, is one way of maintaining bone health
and slowing the rate at which bones become fragile. Failure to build strong
bones during childhood, adolescence and early adulthood can lead to an
increased risk of developing this bone disease.

Figure 2 - The Functions of Nutrients in Milk
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Just as dairy is not a one nutrient food, calcium is not a single function
nutrient. Calcium is also necessary for normal nerve and muscle function,
including the heart muscle. It is needed for normal blood clotting and for the
release of hormones such as insulin. Calcium is required to maintain
normal blood pressure and is involved in digestion. We cannot make
calcium in our bodies, so if we do not get enough from food, the body will
use calcium from bone for all of these essential functions. Many foods
contain calcium but dairy foods are the major source of it in the UK diet.



2.1.3 Dairy: A Positive Role in Chronic Conditions

There is epidemiological evidence which suggests that some dairy foods
may play a protective role in a number of chronic conditions, particularly
type-2 diabetes, stroke, and certain cancers such as colon cancer. How
dairy foods do this is not fully known, but it is believed to involve certain
nutrients and bioactive compounds. Since dairy foods appear to be more
protective in many cases than single nutrients, it has been suggested that
dairy may allow nutrients and other components to act together in a way
that could be beneficial to health. Consuming dairy foods as part of a
healthy balanced diet does not increase the risk of chronic disease.

There are many mixed messages given to consumers about dairy, and
numerous myths blame milk for a variety of conditions. Many of these
myths are part of folklore and continue to be passed on without any
scientific basis. Others are born out of inconsistent science.

Dairy is often accused of causing conditions like diabetes, heart disease,
stroke and cancer. Chronic conditions such as these are a result of
interplay between genetics and environmental factors. Of the
environmental factors, diet may play a part but it is the whole diet, and not
just one food group, which increases the risk of disease.

2.1.4 Milk and Sport

Milk naturally contains many of the elements provided by specifically
formulated commercial sports drinks. Recent studies suggest that skimmed
milk is just as good, and in some cases better, as a sports aid than sports
drinks.

Skimmed milk has been shown to out-perform a commercially available
sports drink in rehydrating cyclists
is largely due to the presence of salts such as sodium and potassium which

the body loses during exercise.

Milk may also help reduce exercise induced muscle damage (EIMD). EIMD
is the result of a breakdown of protein structures within muscle. Milk has
been shown to limit the effects of EIMD, by providing protein and
carbohydrate, which may help increase protein production and reduce
protein breakdown within the muscles

-11 -

2.1.5 Food Labelling: GDAs and Traffic Lights

Growing demand for healthier foods has led to a number of initiatives to
help consumers understand nutrition and the foods they eat. These include
a number of mandatory and voluntary nutritional labelling programs such
as Guideline Daily Amounts and the Traffic Light system, which was
launched by the Food Standards Agency in 2006.

The food and drink industry, along with the retailing sector, have
recognised the importance of providing nutritional information to
consumers. The Institute of Grocery Distribution developed the Guideline
Daily Amounts (GDASs) labelling system which is based on a diet meeting
the recommendations of the Committee on Medical Aspects of Food and
Nutrition Policy. This is translated into a set of guideline amounts for men,
women, adults and children for calories, fat, saturated fat, carbohydrates,
sugars, protein, fibre, salt and sodium.

The GDA system has been adopted by a number of retailers, food
manufacturers and industry organi sa
Danone, Nestlé, the British Retail Consortium and the Food and Drink
Federation. It has also been supported by the European Parliament as part

of the proposed Regulation on Information to Consumers.

Figure 317 An Example of GDA Labelling
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Source: IGD T GDA Best Practice Guide



2.2 Nutrient Density as a Concept

Nutrient density and nutrient richness are terms used to describe foods and
beverages which provide a substantial number of nutrients for relatively few
calories. Milk, cheese and yogurt are nutrient dense/rich.

Although nutritional density is not a new concept, it is one which is
increasingly being adopted around the world as a means of communicating
about foods. Dairy organisations worldwide are working with the scientific
community to express nutrient density in a form that is acceptable to
regulators and health professionals, and which can also be used with the
consumer. The US is leading this work and has already developed
consumer applications.

The concept of nutrient density could also have potential benefits in the
area of the environment. By comparing the amount of a given food needed
to provide the same nutrients as, for example, 30g of cheese, it is possible
to evaluate the environmental cost of different foods. By this measure,
dairy may be an environmentally efficient way of nourishing people. Further
research on this area is being considered in a number of countries.

2.3 The Dairy Council
The Dairy Council (www.milk.co.uk) provides evidence-based information

on the nutritional benefits of dairy products as part of a healthy balanced
diet. The Dairy Council is solely funded by Dairy UK.

-12 -

Dairy UK and Nutrition

Milk and dairy products are nutritionally rich and complex foods that
have a crucial role to play in a healthy balanced diet.

i Consumers need access to accurate and easy to use
information about foods, and nutrition in general.

i GDAs are the best way to provide this information.

i A nutrition education programme reinforces the importance of
a balanced diet containing all food groups is a priority.

i This programmewoul d be of significant
health.
U Processors have reduced the saturated fat content of

mainstream dairy products.

Government should be more proactive in communicating the
nutritional benefits of dairy products and less focused on addressing
negative food constituents, such as fat and salt.




3. GREENER DAIRY

3.1 The Dairy Sector and Environmental Policy

The dairy industry is committed to improving its environmental footprint.
Amongst the many initiatives being pursued by the industry the most
important is the Milk Roadmap.

The Roadmap was published in May 2008 and sets out challenging targets
for i mprovements i n t he dairy
Targets include reducing water and energy use, cutting greenhouse gas
emissions and slashing waste to landfill.

The Roadmap sets targets for 2010, 2015 and 2020 and dairy farmers,
processors and retailers are making great progress against their targets.

Figure 41 Roadmap targets for Farmers and Processors

Status

50% of dairy managed farmland entered On target: 45% of farmers so
into Environmental Stewardship Scheme  far

Sector Target

Farmers

Processors

5-15% reduction in water use

65% of dairy farmers actively nutrient
planning and therefore reducing nitrogen
runoff

30 farms piloting on-farm anaerobic
digestion for improved sustainability &
generation of energy from renewable
sources

95% dairy farmers have a manure
management plan

95% have farm health plans

Dairy farmers to improve energy efficiency
by 15%

All processors to meet or beat energy and
C0O2 reductions of the climate change
agreements

10% recycled plastics in packaging
materials

Environmental benchmarking and best
practice programme.

Annual sustainability report (will evaluate
success with targets)

First report due in 2010

On target: 47% of dairy
farmers had an up-to-date
nutrient plan

Unknown: gathering data

On target: 94.8% of farmers
to date
On target: 95.1% of farmers

Unknown: gathering data

On target: Met 2008 targst
and on course to meet 2010
target

On target: Should reach 10%
incorporation rate for milk
bottles by end of 2010

On target: Dairy UK has
launched a Benchmarking
tool and will be developing a
best practice programme in
2009 and 2010.

Published 2009
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For 2010 dairy producers committed to 50% of dairy managed farmland
being entered into an Environmental Stewardship Scheme. One year
ahead of schedule they were already at 45% of farmland. In addition, the
production sector committed to 65% of dairy farmers actively nutrient
planning by 2010 and is on target (according to a survey in 2008) with 47%
of dairy farmers stating they have a Nutrient Management Plan which is
updated on a yearly basis. Producers are also making good progress
against 2015 targets on carbon footprinting and trialling new technologies
to reduce emissions from agriculture.

I N d U ik p¥oleSsors &afe ét fo Ml 801 tardets dh Febybid 'pEBIF Milk

bottles, environmental benchmarking and meeting government targets on
carbon reductions and energy efficiency.

By the end of the year, 10% of the HDPE plastic used to make milk bottles
will come from recycled sources. Expanding on this initiative will depend
upon the growth in doorstep collection of recycled post consumer waste
from the doorstep - which is being encouraged by Defra and WRAP and
needs to be supported by initiatives from Local and National Government.
Reductions in the collection of recyclable plastics will put pressure on the
industry to meet this target.

An environmental benchmarking tool has been launched which will capture
data relating to a wide range of pr o c e s engirongnéntal metrics
including, energy use, greenhouse gas emissions, packaging and waste.
To date the tool has collected data on well over 50% of the total milk
processed and almost 100% of the liquid milk processed in the UK.

3.2 The Dairy I ndustryds Carbon
The recently published United Nations Food and Agriculture Organisation
(UN FAO) report iGreenhouse Gas -EAmi
Life Cycle Anal ysi so <imglobal mitk praductionh e

processing and transportation make up just 2.7% of global emissions.

The study has also demonstrated that efficient farming and processing in
the EU, and particularly Western Europe, mean that while the EU produces
around 25% of the total global production of milk, they account for only
15% of the emissions, with the second lowest emissions per kg of milk at
about 1.5 kg CO2 eq.



This study is in line with a report from CE Delft published in 2009, which
showed that the emissions from the dairy sector in developed countries
such as the UK accounted for less than 2% of the total.

However the dairy industry is not complacent on this issue and at home in
the UKand in the worl dds other key
committed to reducing the environmental impact of production and
consumption. That s why the dairy
sign the Agenda for Action in Berlin, pledging to reduce carbon emissions
through the following five actions:

e Develop a standard carbon footprinting methodology for dairy products

¢ Promote the adoption of global best practice in the dairy sector

¢ Help establish tools to measure and monitor emissions from farms and
factories

e Promote farmers6 understanding of agricultural
opportunities for reduction

e Align research to develop cost effective mitigation technology

emissions and

Bot h t he Agenda for Action and
catalogues some of the many initiatives already under way can be viewed
online at www.dairy-sustainability-initative.org

It is also important to note that many of the impacts of the industry on the
environmentareal so positive, such as mai
open pasture land which is an important aesthetic and leisure amenity.

3.3 Measuring the Carbon Footprint

The UK dairy industry has committed to measuring, monitoring and
reducing carbon in the dairy supply chain. Dairy UK is working with
DairyCo and the Carbon Trust to establish a common approach to carbon
footprinting for dairy. The aim of the project will be to produce dairy sector
specific guidance on the application of PAS 2050, which sets out the broad
rules for carbon footprinting. The project is also intended to develop a Dairy
Footprint Expert to carbon footprint dairy products.

3.4 Dairy Farmers and the Environment

The industry is improving the environmental performance of dairy farmers
through the Milk Roadmap. The main targets for farmers are to adopt
nutrient planning, register dairy land for the Entry Level Stewardship

d a i gcheiner gnd to adopt fehelwable eneryht@ redude dhe gjreenhousd gas

industry

balance from dairy farms.

united in September 2009 t
Dairy farmers however face increasing environmental restrictions and
regulations, covering a number of topics:

e Control of Pollution (silage, slurry and agricultural fuel oil)
¢ Nitrate Vulnerable Zones and Action Programme of Measures
e Waste management licensing, Duty of Care and others
e Water resources: Discharge Consents, Anti-Pollution Works Notices
e Sludge (use in agriculture)
e Groundwater authorisations
e Water Abstraction Licences
e Protection of habitats and wildlife
a supporting iGreen Paper o t hat
These regulations can have serious implications on the cost efficiency of
dairy farms.
3.5 Dalry Farming and Greenhouse Gas (GHG) Emissions
ntaining the UK ' andscape of
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The key GHG emission from dairy farming is methane, which is a by-
product of the enteric fermentation of grass, forage and other feed in the
cowbs rumen, the | argest of its

Over one year, methane emissions from the national dairy herd add up to
1% of the UKOGS
24%. GHG emissions are also caused by energy used in field operations
and farm buildings, and energy used in processing and distribution.

Opportunities exist for dairy farmers to improve their GHG emissions
through, for example, the use of on-farm anaerobic digestion, use of
biofuels in agricultural vehicles, increased energy efficiency, and increased
feed efficiency.

four

e mi s s i o0 n stranspbrocontributes e


http://www.dairy-sustainability-initative.org/

The dairy industry is carrying out research to investigate cost effective
ways of reducing GHG from dairy farms, including studies looking at:

e Improving the ratio of methane emissions per unit of product, by
increasing cow longevity

e Increasing milk yield per cow, recognising that on many units yields
may already be at optimum levels in terms of economic viability and
animal welfare

e Enhancing the efficiency of rumen microbial action through changes
in diet type, and the use of feed additives to reduce methane
production

e Avoidance of low quality forage that stimulates methane production

e Increased take-up of anaerobic digestion (AD) to produce biogas
and reduce uncontrolled methane emissions from stored manures
and slurries. AD can also export low-carbon electricity and heat
services, which should be given credit in any overall greenhouse
gas balance.

¢ Nutrient planning to ensure that the efficiency of nitrogen utilization
in plants and animals is optimised, thereby reducing the overall
emissions of nitrous oxide and methane

3.6 Nitrate Vulnerable Zones (NVZ)

In July 2008 Defra announced changes to the NVZ Action Programme for
England which will impose significant costs on dairy farmers. The changes

- extend the NVZ area from 55% to 70% of land in England

- prevent farmers from spreading slurry for up to four months per
year depending on soil type

- require dairy farmers to have five monthsdslurry storage capacity.
Farmers will have three years starting from January 2009 to meet
this new storage requirement

The new Action Programme will cost farmers the equivalent of 1.34 pence
per litre of milk over a 10 year period, according to a report commissioned
by Dairy UK from the farm consultants Promar International. Defra provided
only limited advice to farmers in England, but grant aid is being provided by
the devolved administration to assist farmers affected by NVZ legislation.
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3.7 Climate Change Agreement (CCA)

Since April 2001, t he Government 6s Cli mat e
15% to the cost of energy used by dairy processors. However, energy
intensive sectors, such as dairy, that enter a Climate Change Agreement to
reduce emissions receive a major discount on the levy.

The government has announced that the scheme will be extended to 2017
and is in consultation on the structure and rules of the extended scheme.
However the dairy sector is disappointed that the government has decided
to reduce the maximum rebate for the CCA from 80% to 65%, which will
cost the dairy sector just under £1m a year and send the wrong message
to sectors which have been reducing emissions over the last 10 years.

The dairy sector CCA is managed by Dairy Energy Savings Ltd, which is
operated by Dairy UK.

Graph 51 Carbon Emissions from CCA Sites
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Since the agreement was set up, in excess of 150 milk processing sites
have joined the dairy sector CCA, saving those companies approximately
£4.5m per annum. In energy terms, the CCA has reduced emissions by
16% since the 90s.

Ch .



3.8 Environmental Permitting Regulations

In April 2008 Defra introduced the Environmental Permitting Regulations
which has streamlined and combined separate waste and pollution control
(PPC) systems so there can now be a single environmental permit and
common procedures.

All sites processing more than 200 tonnes of milk per day have been
required to obtain a permit from the Environment Agency which sets
targets to cut waste and emissions to land, air and water and requires
sites. The permit therefore requires that companies implement a robust
Environmental Management System at each of its sites. Evidence shows
that sites that do reduce emissions and waste will also be reducing costs.

In 2009 Dairy UK worked with the Environment Agency and other food
sector associations to develop a new Environmental Management toolkit
designed to help smaller businesses to comply with environmental
legislation. The toolkit will help food & drink manufacturing businesses to
improve sustainability, reduce costs and cut the risk of pollution.

3.9 Environmental Benchmarking and Reporting

Dairy UK has developed an environmental benchmarking tool for its

. members. The tool will allow users to
benchmark their performance with complete
anonymity against others in the industry. It
covers a number of metrics including, energy
use, water use and waste.

In 2009, Dairy UK received data on well over
60% of the total milk processed in the UK
and almost 100% of the drinking milk. As well
as collecting this data and sharing best

Sustainability Report

Sustainability Report in November, which is
available from the Dairy UK website.
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3.10 Industrial Energy Efficiency Accelerator Programme

Over the last year the dairy sector has been participating in the first phase
of t he Car bon Trust os I ndustrial
programme. The IEEA is designed to look in detail at the key energy
intensive processes in the industry and identify measures to increase
efficiency. The programme is designed to go beyond conventional energy
audits by looking in detail at production strategy, processes and equipment.
In dairy, that means looking at new technologies to reduce emissions in
pasteurisation, cleaning in place (CIP) and considering overall energy use
to find reductions for the next 20 years.

3.11 Waste

Graph 61 Treatment of Waste from UK Processing Sites 2009
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November 2009 practice, the processing sector has In common with most manufacturers, dairies produce waste which has to
committed to publishing the information be disposed of. Major sites have targeted zero waste to landfill by 2015,
annually to track the i eduwisthatwpliésslidwastepwill either beeaused, recycled or recovered.

Dairy B The data is published in Dairy UK6s annual

In 2008, dairy companies were already diverting 76% of the solid waste
produced on site from landfill into either recovery or recycling. And some of
the biggest sites are close to 100%.



3.12 Water Use

Water is an important resource and cleaning is the main consumer of water
in dairies. The dairy sector is committed to continual improvement in water
efficiency and through the Milk Roadmap has set a target of 0.5 litres of
water used per litre of milk produced by 2020. This would lead to a saving
of approximately 5.6 billion litres of water per year.

Water use is also monitored through the environmental benchmarking tool.
The major milk processors have managed to reduce water consumption by
20%. New plants, water recycling and better effluent treatment have saved
840 million litres of water, equivalent to 9% of consumption.

3.13 Food Waste

As highlighted by the
wastage in the UK is a major issue; eliminating household food waste
would deliver major benefits, including a reduction in GHG emissions
equivalent to taking one in five cars off UK roads.

The dairy sector is working with key partners such as WRAP (Waste
Resource Action Programme) to help identify where food wastage occur in
the whole supply chain and in homes in the UK, how much and why it is
wasted and to develop projects and programmes to help to reduce food
wastage in the UK. This wor Kk
Hat e Wastaigno camp

3.14 Packaging

The dairy industry is committed to improving the sustainability of its milk
packaging systems and there have been a number of initiatives that have
sought to achieve this. Specific work historically has focused on light-
weighting of poly bottles by blow-moulding technology providers.

The industry has supported a project aimed at turning the plastic milk
bottles recycled by consumers back into new plastic milk bottles through a
process fsingp e pl.&Retdistamilk bottle using this recycled
material was launched in February 2007. Now in 2010 almost all milk
bottles sold through the major retailers have 10% recycled plastic, reducing
the carbon footprint of each bottle.

government 6s
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The dairy sector programme to enable recycled material to be included in
all UK plastic HDPE milk bottles will ultimately reduce the amount of virgin
material used by around 50,000 tonnes. The success of this initiative is due
to teamwork between milk processors, retailers, packaging suppliers and
the government.

A range of other projects aims to tackle packaging, from selling milk in
plastic pouches to cutting the weight and increasing the recyclability of
cheese packaging.

3.15 Anaerobic Digestion

Anaerobic digestion (AD) is a well-established and proven technology
capable of converting low-value organic materials, for example food and
Rgrieuitural 2n@e0 inte dighovalue, renew@hles energy| inl thef foro dof
methane-rich biogas.

Given the great potential for AD to produce renewable energy, reduce
carbon emissions and waste, the dairy industry is investigating the
feasibility of large, centralised AD plants within the UK dairy supply chain.
I n 2009 Dairy UK supported an appl
Transformation Fund to develop a digester at BV Dairies in Shaftesbury
capable of producing 75,00KWh of energy per week. The project will

i ncl ud e slempnisteate sthe prple anaerapit digertiarPcans play Lvdthine the= dooedd

manufacturing process - providing a means of treating liquid waste where it
is produced.



Dairy UK and the Environment

The dairy industry is meeting its environmental challenges head on
by measuring and improving its performance and has set itself a
series of ambitious environmental targets running to 2020.

The Milk Roadmap, drawn up with Government, is being emulated
overseas and must remain the primary tool for directing
environmental improvements in the UK.

The dairy industry:
U is committed to reducing greenhouse gas emissions in the UK.

i can produce significant amounts of renewable energy through
anaerobic digestion.

U Urges Government to support this technology

Consumers are confused by the meaning of carbon labels on food
packaging, which do not communicate improvements in the supply
chain behind the product. Government should ensure that any carbon
labels are relative to emission savings and the nutritional value of
foods.

Water footprinting 7 calculating the water used to make something -
is moving up the agenda. But the environmental impact of water use
depends on where and how it is collected from and returned to the
environment.
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4. DAIRY FARMERS

4.1 Dairy Farmer Numbers

The number of dairy farms in the UK has been declining at a steady rate of
between 2.8% and 6.3% per year since the latter part of the last century,
with an acceleration seen in England over the last 10 years.

The number of animals in the national herd has also been falling whilst the
average farm size has been rising. At the same time, the average milk yield
per cow in the UK has also been rising which, until recently, offset the
decline in cow numbers.

Table 6 - Average Herd Size in the UK

Dairy Herd (000  Average Herd

Holdings Head) size
1995 35,741 2,603 73
1996 34,570 2,587 75
1997 33,352 2,478 74
1998 31,753 2,439 77
1999 30,221 2,440 81
2000 28,422 2,336 82
2001 26,556 2,251 85
2002 24,930 2,227 89
2003 22,992 2,192 95
2004 21,616 2,129 98
2005 20,313 1,998* 98
2006 19,011 1,979* 104
2007 17,915 1,954* 109
2008 17,060 1,909* 112
2009 16,404 1,857* 113

* New series
Source; Defra

-19-

Graph 71 National Herd Size and Number of Holdings
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The trend to fewer larger farms is almost universal throughout the
developed world, but the rate of exit in the UK is comparably lower than

some our European counterparts.

Graph 81 Decline in EU Producer Numbers (Index: Year 2000 = 100)
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4.2 Milk Output

The milk production year runs from April to March of the following year.
Prior to 2004 UK milk production had been close to national quota of
around 14.6 billion litres per year. Since then, production has been on a
downward trend and but recently there are signs of stabilisation.

Graph 91 Milk Production and Quota
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The trend in milk production is determined by a large variety of factors,
which are analysed in a report published by DairyCo in January 2009 on
OFactors ikSdpglycti ng M

The strongest negative influence on production has been a shortage of
replacement animals. A forecast rise in availability of dairy animals in 2011
and 2012 could stabilise and reverse the falling trend in milk production.

Farmer confidence linked to milk prices is the most important long term
influence on milk production. The rise in farm gate prices in 2007 and 2008
brought a much needed boost to farmer confidence, although a portion of
this increase was eroded by rises in input costs.
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Since then, producer confidence has improved and the 2010 DairyCo
Farmer Intentions Survey revealed that for the first time since the survey
began in 2004, extra milk produced by dairy farmers planning to increase
their production is expected to cover those leaving the industry.

The survey recorded a rise in confidence levels, in particular for those dairy
farmers who are part of a dedicated supply chain. Though 9% of UK dairy
farmers intend to leave the industry within the next two years, equating to
around 1,174 dairy farmers, 32% of farmers are planning to increase
production.

Relative influence of factors affecting milk supply

Positive factors
Greater influence

Negative factors

Shortage of replacement cows

KD

Low levels of investment
Increased input costs
Extreme weather conditions
Increased calving interval

Regulatory burden

Availability of labour

Increased incidence of Mastitis
Declining forage quality

Declining genetic progress in milk yield

Increasing farm gate price

Z Increasing cattle imports

Z Slowing in rate of farm exit TB slaughterings

Z Increasing lactations per cow Rising cull cow prices

Z Breeding for robustness
Lower influence

4.3 Milk Prices

The price of raw milk has been completely de-regulated since the Milk
Marketing Schemes were wound up in Great Britain in 1994 and in
Northern Ireland in 1995. Prices are now set by commercial negotiations
between individuals and groups of farmers and milk buyers in a free and
competitive market.



Graph 101 Producer Price 12 Month Rolling Average
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UK producer prices fell from a peak of 24.87ppl in 1996 to 17.94ppl in
2006, with the greatest part of the fall before 2000. This sustained period of
price deflation put farm incomes under considerable pressure with the
result that milk production in the UK fell from 2004 until 2010.

Farm gate prices recovered strongly from the middle of 2007, due to the
sudden rise in world commodity prices, to reach a peak of 27.27ppl in
November of that year. Since then, farm gate prices have fallen back to
23.71ppl, but the positive trend in commodity markets has nudged farm
gate prices back up and halted the decline in milk production.

4.4 Currency and Commodities

Commodity products such as butter, powder and Cheddar generally set the
underlying trend in the farm gate price of raw milk. This is because most
raw milk can be switched between different end uses.

When commodity prices fall, farmers selling raw milk for commodities have
an incentive to offer this milk into higher returning markets, so the price of
raw milk used in other products then falls to remain competitive. Likewise,
when commodity prices rise, milk buyers have to raise the premiums they
pay over commodity milk in order to secure their supply of milk. The
inherent volatility in milk supply means that commodity prices are cyclical.

Short-term price cycles can mask the long term price trends that the
industry needs to base investment decisions upon.

Graph 111 Farmgate Price versus Commodity Price
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As currency has a major role in driving commodity prices, it is a significant
factor in setting producer prices. This can be seen in the chart below.

Graph 121 Farmgate and Commodity Prices with Exchange Rate

140
‘o 130 A
120 :/«-“
110
100 -
90
80
10 LI
N S S S
J 9495196 97J 983 99J 00J 01J 02J 03] 04J 05J 06J 07.J 08 09J 10

average

Index (100

Farmgate SMP =——Butter ===Exchange rate

Source: DairyCo Datum



4.5 Variation in Individual Producer Prices

Whilst commodity products set the overall trend in raw milk prices, there is
a considerable variation in the price paid to individual producers. These
variations reflect:

- premiums to ensure that milk is allocated to fresh product markets
such as liquid milk

- short-term supply considerations

- the type of milk buyers operating in any particular area

- capital deduction levies put in place by co-ops to fund investment

- integrated supply arrangements the retailers. This last factor is
potentially the most significant for the industry (see below).

The spread between the highest and lowest farmer price can be as much
as 7ppl, although generally prices are concentrated to within a few pence
of each other.

4.6 Integrated Supply Arrangements

Over the past few years, several major retailers have put in place
6i ntegrated supply arr an g,eamaaier gbtains
its supply of liquid milk exclusively from a specific group of farmers. The
raw milk from these farms is processed under segregated arrangements
and delivered as liquid drinking milk to the retailer.

Farmers generally receive a higher price under these arrangements, which
vary from retailer to retailer (see table 7 below). As such, the 2,500 farmers
on supermarket contracts are partially insulated from the price trends in
commodity markets. However, in the long run, the retailer has to ensure
that they are competitive with their counterparts at the retail price level.

In exchange for participating in integrated supply arrangements, farmers
may be required to deliver different welfare requirements or to meet
particular environmental standards set by the retailer.

Because of the sheer volume of milk purchased by Tesco, the farm gate
price set by this retailer is seen by many as setting a benchmark for the
industry.

Table 71 Integrated Supply Chain Relationships for the Liquid Market

Retailer No of Pricing System
Farmers
Marks & Spencer 50 Formula taking account of costs and
market returns
Waitrose 80 _I\Iegotlatlon taknjg account of capital
investment requirements
Asda 300 Premium over processor standard price
Sainsbury 320 Premium over processor standard price
Tesco 1,000 Formula taking account of costs and
market return
Premium over processor standard
Morrisons - prices shared over processor's total

non- aligned supply pool

Source: Dairy UK
4.7 Financial Position

Provisional figures indicate that farm incomes have fallen back from the

U n diighrlevels Iseers ie 208840% The average 2009/10 Farm Business Income
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for a dairy farm in England is forecast to be £61,500, which is down 11%
on the year. Figures for Wales and Northern Ireland also indicate a decline
with Wales also down by 11% to £55,400 and Northern Ireland down by
almost 30% to the lowest level for five years at £26,500. However, the
figures for England and Wales show incomes significantly ahead of the
depressed returns seen over 2004/07.

Table 81 Average Farm Business Income per Dairy Farm (£)

2004/05 2005/06 2006/07 2007/08 2008/09 2009/10

England 33,100 33,600 30,800 55,100 69,400 61,500
Wales 28,500 30,600 30,500 51,300 62,200 55,400
Scotland n.a. n.a. 47,165 69,600 78,400 n.a.

N.Ireland 24,900 28,700 27,300 58,700 37,500 26,500

Source: Defra



4.8 Efficiency and Restructuring

There is a considerable divergence in the cost efficiency between the most
efficient and the least efficient dairy farms.

Table 97 Analysis by Performance Quartiles

Lower Upper
Quartile Quartile
Lowland Herds (£ per cow)
Total Dairy Output 1,336 2,191
Total Variable Costs 738 822
Total Gross Margin 598 1,370
Less Favoured Areas (£ per cow)

Total Dairy Output 1,241 2,011
Total Variable Costs 766 912
Total Gross Margin 475 1,098

Sour c e : Bufiness Burvey 2008/200971 Dai ry Far ming in
Rural Business Research Uniti The University of Nottingham

This reflects the fact that many individuals are involved in dairying as a
lifestyle choice and are prepared to use the capital of their business to
maintain themselves. The proportion of the UK milk supply accounted for
by this type of farmer is falling rapidly as they reach retirement.

At the other end of the spectrum are business minded individuals who
require a competitive rate of return on capital employed, otherwise they will
take their capital and expertise elsewhere.

In the medium term, improvements in business efficiency can be achieved
by improvements in farm management. In the longer term, cost efficiency
requires fixed costs to be spread over a larger scale of operation. This
means that there is a direct correlation between farm size and efficiency.

Engl
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Table 107 Analysis of Efficiency by Herd Size

Herd size (cows) <80 80-130 >130
Lowland Herds (£ per cow)
Total Dairy Output 1,568 1,828 1,928
Total Variable Costs 677 830 858
Total Gross Margin 891 998 1,070
Less Favoured Areas (£ per cow)
Total Dairy Output 1,446 1,752 n.a.
Total Variable Costs 697 929 n.a.
Total Gross Margin 749 823 n.a.

Source:iFar m Busi ne s83200%iulravieryy 2F0a0r mi n g
Rural Business Research Unit i The University of Nottingham

4.9 International Competitiveness

UK dairy farms are amongst the most cost efficient in the EU and stand
cgmparison with non-EU countries such as the USA. This in combination

a

with our natural climatic advantages means that the UK is well suited to

meet the growing global demand for dairy products.

Table 11 7 UK Production Costs Compared to Other Countries

Cost of production US$/100 kg

India 20
Ireland 24
New Zealand 25
Australia 27
United Kingdom 30
United States 33
Germany 35
The Netherlands 35
France 36
Spain 40
Poland 43
Denmark 52

Source: International Farm Comparison Network

n

Engl



4.10 Geographical Distribution of Dairy Farmers

Milk quota has become largely irrelevant to dairy farmers and its price has
sunk close to zero. Its main use is as a means of identifying where in the
country milk production is concentrated, since farmers must hold quota to
cover the milk they produce.

Quota figures reveal that milk production is becoming increasingly
concentrated in the southwest and northwest of England, mainly Devon,
Somerset, Cheshire and Cumbria. There is also a significant movement in
guota from England to Wales, Scotland and Northern Ireland, indicating
increasing production in these countries.

Figure 517 Map of UK Production
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4.11 Seasonality of Milk Production

Milk production follows a seasonal trend with traditional peak production in
May after the calving season and a trough in October/November as grass
becomes poorer. Weather conditions can have a big impact and the level
of butterfat and protein in milk also varies seasonally.

4.12 Animal Health and Welfare

Dairy farmers have a vested interest in maintaining the health and welfare
of their dairy cows. There are powerful moral as well as economic reasons
for keeping livestock productive for as long as possible as.

The industry operates a farm assurance scheme to ensure dairy farmers
meet benchmark standards of animal welfare and product quality. The
scheme is called Assured Dairy Farms and is overseen by a board
nominated by Dairy UK, the NFU, the British Cattle Veterinary Association,
the Scottish Milk Forum and the British Retail Consortium.

Farmers are inspected every 17 months and the quality of the assessor is
further verified by a system of random audits. The scheme is also part of
Assured Food Standards (AFS), which is the umbrella organisation of all
the major farm assurance schemes operated in the UK. As such milk
assured under the scheme is entitled to carry the Red Tractor Logo which
is operated by AFS.

4.12.1 Production systems

There are a range of different farm systems available for producing milk.
They run from small scale, extensive units where animals are exclusively
grazed to more intensive units where cows may be housed for all or part or
their | actation. A farmerds choice
and space available on the farm, the characteristics of the milk required by
the purchaser and the capital available.

The choice of system is the
small, fully grazed or indoor, animal health and welfare are key concerns.
Extensive research over the years demonstrates that good husbandry, not
farming system, determines animal health and welfare. A good stockman

f ar mer 6s



can ensure that cows are well kept in any system, and this is what UK
farmers strive to achieve.

Farm assurance standards aim to set a high bar for animal health so that
consumers can be confident that their milk and dairy products are
produced responsibly and respectfully. Some 95% of UK milk is farm
assured, covering all the major brands and retailers.

4.12.2 Bovine Tuberculosis

Bovine Tuberculosis (TB) has been spreading in England. This has
resulted in the imposition of movement orders on a growing number of
farms and the slaughter of cattle.

Graph 13 - Number of Herds Under Movement Restriction
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Animals slaughtered because of TB breakdowns amounted to more than
25,000 in 2009. The cost to the British taxpayer in compensation to farmers
rose to more than £50m in 2008/09.
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The failure to address the disease in England is not matched in either
Scotland or Wales. In September 2009, Scotland was officially granted TB-
free status. In order to protect this status, livestock imported to Scotland
from other parts of the UK must comply with enhanced TB control
measures.

The Welsh Assembly Government has put in place a comprehensive
programme to eradicate TB across Wales. This includes more testing of
cattle, identifying and getting rid of the disease in cattle at an earlier stage
and improving on farm practices In Wales. The Welsh Assembly
Government has also agreed a pilot badger culling programme, although
this is being challenged in the High Court by the Badger Trust.

412. 3 Johneds Disease
Johneds di sheoais aebilitating disease of cattle resulting in
reduced milk yield and infertility. The disease has been slowly spreading
throughout Europe for many years and in December 2009, Defra published
the results of a 2006 survey estimating the herd prevalence in the UK as

35%.Because Johnebs is highly infectio
herds in the UK will eventually be infected unless action is taken.
DaryUKO §ar mer s6 Forum organised a conf e

to the importance of addressing this issue, and has set up an Action Group
to increase awareness among industry leaders. The Group is preparing a
strategy to tackle the disease that involves milk producers, veterinarians
and milk processors. Organisations including the BCVA, the NFU, and
DairyCo are supporting this initiative.



Dairy UK and Farmers

UK dairy farmers are professional, dedicated and efficient. They are
also competitive by international standards and the industry is in a
strong position to make a major contribution to global food security.

i

Government s commitment to dai
judged on what measures it introduces to reduce Bovine TB.

Dairy farmers are restructuring their businesses to achieve the
greater efficiency demanded by a competitive market place.

Greater farming efficiency and competitiveness will mean
larger dairy units, run to the highest standards of animal health
and welfare.

Government must support this important process.

De-regulation of the raw milk market has significantly
improved the efficiency of the dairy industry.

Contractual arrangements in the UK are now probably the
most diverse and sophisticated in Europe.

De f r pldnsto set up an independent body to share the cost and
responsibility of controlling animal disease must give the livestock
sector must have meaningful input into Def rads pl ans
independent body on the control of animal disease.

The Government must give greater emphasis to R&D expenditure that
improves the productivity of dairy farming and in particular helps the
industry to meet its environmental obligations.

r

y
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5. MILK PURCHASERS AND PROCESSORS
5.1 Industry Organisations
Of the six major organisations leading the UK dairy industry:

- Three of them are UK based dairy farming co-operatives: First Milk,
Milk Link and United Dairy Farmers.

- Two are PLCs quoted on the stock market: Dairy Crest and Robert
Wiseman Dairies

- The sixth is Arla Foods, which is now wholly owned by the
Scandinavian co-op Arla (Amba).

This relatively low level of industry concentration means that further
opportunities for industry rationalisation and merger still exist.

5.2 Milk Purchasers

The organisation that holds the contract with a farmer to purchase the milk
produced from the farm can be a farmer co-operative, private dairy
company or a plc. Currently the co-op First Milk purchases the largest
volume of milk from dairy farmers.

Graph 141 Volume of Milk by Purchaser (million litres)
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Not all the milk bought by purchasers from farmers is dealt with in the
processing operations owned by the purchaser. Consequently, a lot of the
milk bought from farms by purchasers is sold on to other organisations for
processing. This is especially true of the major co-ops. That is why there is
usually a disparity between the volumes of milk purchased by a co-op and
the volumes of milk that it processes.

5.3 Milk Processors

Organisations that process milk can be a co-op, private dairy company or a
PLC.

Graph 1571 Volumes of Milk Processed (million litres)
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Almost half of the milk produced on farms in the UK is processed into liquid
milk. After liquid milk the key dairy products are cheese, powders,
condensed milk, butter and cream.

Growth in cheese production and falling raw milk production have eroded
milk powder production in the UK by 40% in the last 10 years. Other
products that have been in decline include condensed milk, which has seen
a reduction of almost 50% over the last decade.



Trends in the utilisation of milk over 2009 reflect a reduction in cheese
production due to the pressure of the recession and industry stock levels
resulting in an increase in the production of butter and milk powders.

Table 12 7 Utilisation of Raw Milk for the Manufacture of Dairy Products

Percentage
change
(Million litres) 2008 2009 2009-2008
Production of raw milk 13,120 13,005 -0.9
Imports 49 75 +53.1
Total available 13,169 13,080 -0.7
for liguid consumption 6,678 6,621 -0.8
for manufacture 5,840 5,733 -1.8
Butter 229 242 +5.7
Cheese 3,635 3,393 -6.7
Cream 249 257 +3.2
Condensed Milk 332 308 -7.2
Milk Powders 933 998 +7.0
Other 461 535 +16.1
Dairy wastage and stock
change 92 293 +218.5
Exports 559 433 -22.5

5.4 Ownership of Processing Capacity

Until 2009, co-operatives &Ghare of milk processing capacity had been
rising since de-regulation in 1994, when it stood at only 3% of milk
production. The investment in processing by co-ops is designed to obtain a
greater share for farmers of the value added generated in the supply chain.

If the Scandinavian co-op Arla (Amba) is included through their ownership
of Arla Foods UK, then nearly 49% of UK processing is owned by farmers

of one nationality or another.

Source: Defra
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Graph 161 Evolution of Co-op Processing
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There are ownership links between dairy farmers and dairy companies. In
May 2008, UK farmers supplying milk to Arla Foods acquired a 7% stake in

the company through a joint venture owned equally with Ar | ad s

Scandinavian parent co-op. First Milk also owns a 10% shareholding in

Robert Wiseman Dairies.

5.5 Structure of Milk Processing Sites

In England and Wales, dairy plants which process over 100 million litres of
milk account for over 90% of the volume of milk processed. In particular

this reflectstheindu st r y 6 s
plants in the liquid milk sector.
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Table 137 England and Wales Size of Dairy Companies (2008)

Companies Volume of annual

(litres) Processing Milk intake

Size Band Number % of Total '\ﬂlilt“rgg % of Total
1 million and under 11 16.2 4.7
1-10 million 14 20.6 60.3 0.6
10 - 30 million 14 20.6 234.3 2.4
307 100 million 10 14.7 535.5 5.6
Over 100 million 19 27.9 8,800.9 91.3
Total 68 100.0 9,635.7 100.0

Source: DairyCo, Defra

5.6 Investment by Dairy Processors

Dairy processors, whether co-op or private, are sustaining a high level of
investment in the UK. Annual capital investment by the top five dairy
organisations in the UK has exceeded £100m for the past five years.

Table 141 Capital Investment by the Top Five UK Dairy Businesses

Year to March Capital Investment (Em)

2005 121.6
2006 104.5
2007 119.1
2008 139.2
2009 131.2

Source: Dairy UK

The biggest single recent investment by the dairy industry has been by
Robert Wiseman Dairies in a state-of-the-art £80m liquid milk processing
plant in Bridgwater, Somerset. The plant has the capacity to meet 10% of
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the UK liquid milk processing needs and has been designed to meet
exacting environmental standards.

5.7 Competitiveness of UK Milk Processors

UK dairy processors are efficient compared to their international
counterparts. In a Defra funded study published in 2007, the international
competitiveness of UK dairy processors was evaluated by KPMG. Using
publicly available data, the study compared the seven largest UK
processors against a sample of 27 companies drawn from Europe, USA,
Australia, New Zealand and Argentina.

Overall, the study concluded that UK companies generated higher levels of
value added per employee and delivered higher levels of profitability in
terms of return on capital employed. These results indicated that UK dairy
companies were efficient at utilising the assets available to them,
compared to their international counterparts.

The efficiency of UK dairy processors is the inevitable result of the intense
competitive pressures they are subject to in meeting the demanding
requirements of their customers and of competing with each other for
business. This has generated a sustained process of rationalisation and
plant closure. The intensity of this rationalisation process demonstrates that
processors do not enjoy guaranteed margins and only the most competitive
and efficient can remain in business.

5.8 Dairy Company Strategy Report

In late February 2010 DairyCo, the levy funded development body for dairy
far mer s, published a 6Company
reviewed the strategies and performance of the top seven milk processors
in the UK.

The report reinforced the view of an industry that is developing in the right
direction. The report showed that the industry was investing heavily in the
future, increasing product innovation and product differentiation and
adjusting to cope with the challenges and opportunities that lie ahead.

Strate



5.9 Staff Training: Project Eden

The processing industry has faced particular challenges in recruiting and
training staff for mid-management technical areas. Through Project Eden,
the industry is addressing this problem by the creation of a three year
degree course in Dairy Technology at Reaseheath College.

The first 26 students started the course in September 2009. The course
was developed jointly by Dairy UK members in conjunction with

Reaseheath College, the National Skills Academy for Food and Drink and
the Northwest Regional Development Agency.
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The course has now been reinforced by the creation of a new, multi-million
pound, state of the art training dairy at Reaseheath College which opened
for business in April 2010. The facility, which cost £5m, represents a
massive investment in the future training of industry personnel.
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Dairy UK and Processing

UK dairy processors are efficient, dynamic and informed by a strong
sense of corporate social responsibility. They are investing heavily in
the industry and have the strength to deliver on commitments entered
into in partnership with the Government. Producers are responsible
for a sizeable portion of UK processing capacity.

i Astrategy of consolidation is <cen
prosperity as both companies and co-ops need to grow to
match their customers.

U Government should rebalance competition policy to take
account of the interests of the producing and processing
sectors to allow them to become truly global in scale.

i Companies also need to continue to invest in the scale of
operation at the plant level to improve efficiency.

i This will mean further consolidation of production into fewer
locations.

g This wildl hel p to i he

environmental footprint.
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6. RETAILERS AND CUSTOMERS

6.1 Distribution of Dairy Products

Most UK dairy produce is ultimately intended for human consumption and
over 70% is produced in consumer packs. The vast majority is sold to
intermediaries, the most important of which are the major retailers. Only a
smal | proportion of the industryés
dairy companies via the doorstep delivery service or through local markets.

Other major customer segments include wholesale distributors, catering
outlets, institutional customers (hospitals, schools, prisons), food
processors, traders and export customers.

6.2 Sales by Sector
6.2.1 Retailers

The retail market is dominated by four major retailers, Tesco, Asda,
Sainsburyés and Morrisons, wh o
grocery sales in Great Britain. Tesco is by far the largest retailer with a
grocery market share of 30.3%, followed by Asda a n d
account for 17.1% and 16.3% respectively.

Graph 17 1 Share of Grocery Market (% share)
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6.2.2 Where Consumers Shop

The weekly shop is still a key feature of UK shopping habits, with about
55% of adults shopping this way, but the trend is decreasing with more and
more consumers, 24%, opting for multiple visiting.

As well as the growth in the supermarket sector, consumers are also using
Eopvg
using them at least once a wee
6top upob

Convenience stores are often used for
shopping for products
6.2.3 Doorstep Sales

The industry still sells around 1.3 million pints of milk per day direct to the
consumer in returnable glass bottles through the doorstep delivery service.

The much valued doorstep market, which stands at less than 10% of the
liquid market, remains a favourite with millions of customers. The sector is
being driven by an increasing demand for convenience amongst

b e t wecensumearshasdra significaint dagree of ienpvatigngreghe dype ofaservices

and products made available to the consumer.

Sai nshzghur y 6 s

Dairy UK 0 s webpite ppwilv.dimdmeamilkman.net allows new
customers to simply sign up for a doorstep delivery online, and th
tremendous support for doorstep delivery is celebrated annually through
the Milkman of the Year Competition.

Twenty years ago, sales via the doorstep accounted for 27% of raw milk
production and 78% of household liquid milk sales. However, since retail
prices for liquid milk were deregulated in 1984, doorstep deliveries have
been in decline as shops could sell milk more cheaply. Despite this decline,
doorstep delivery and the milkman remain national icons.

nefice stages an g mgre ragular pasis ith more thgn,75% of e e ¢

such



Graph 181 UK Milk Sales by Outlet (% share)
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6.2.4 Out of Home Consumption

The sale of food and drink for consumption out of home is a growth market.
Public sector use accounts for about 30% of this market, with private sector
restaurants, pubs and hotels making up the rest. Although the growth in
out-of-home consumption has slowed during the recession, the IGD
forecasts that consumers will spend as much on eating out as they do on
food to eat at home by 2025 (Source: IGD Research).

6.2.5 Ingredients Sector

This covers the use of milk products as an ingredient in food processing.
This can range from biscuits, cakes and confectionery to readymade
meals. It is an enormously diverse sector and the fragmented nature of this
market means that little data is available. This sector is growing as
consumers eat more processed or prepared foods.
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Dairy UK and the I ndu
The i ndustryosfinal @eansueer tisoevotvimge and it now
relies on a range of intermediary distributors, principal among which

are the retailers. Partnership between these distributors and the

supply chain is maximising benefit for consumers, retailers,
processors and farmers.
U Retailers remain t he i ndustry
consumer.

i They provide the greatest opportunity to the sector for
improving its relationship with consumers

i Creation of an Ombudsman would help to enforce the
Groceries Supply Code of Practice

i  An Ombudsman would help to provide confidence that the GSCOP
will operate effectively to eliminatecontractual practices that transfer
risk down the supply chain.

Dairy UK does not expect an Ombudsman to fundamentally transform the
i ndus tommedcial environment and the industrgs future lies firmly in
working co-operatively with retailers to maximise value from the market
place.




7. EUROPE AND THE CAP

7.1 Market Snapshot

There is an enormous range in scale of production, average farm size and
producer price throughout the EU. The UK is the third largest producer of
milk in the bloc and also has the third highest average herd size.

Table 157 Europe Key Data for 2009

Country Milk Farm National Average Average
Deliveries  Numbers Herd Herd Producer
(00o0t) (000 Size Price
head) (ul/ 10
EU-27 135,091 2,568,038 24,156 9 31.82
EU-15 116,008 423,630 17,878 42 33.77
New member
states 17,384 884,008 4,370 5 29.31
Austria 2,682 47,500 525 11 33.97
Belgium 3,092 13,800 524 38 34.63
Denmark 4,497 4,900 551 112 31.65
Finland 2,271 13,300 296 22 37.59
France 23,491 96,500 3,759 39 31.52
Germany 27,681 99,000 4,087 41 32.63
Greece 714 9,250 150 16 38.67
Ireland 5,231 19,600 1,088 55 34.95
Italy 10,803 39,700 1,839 46 34.37
Portugal 1,844 12,100 306 25 31.66
Spain 5,858 23,100 903 39 35.35
Sweden 2,949 7,490 366 49 31.30
Netherlands 10,988 22,100 1,468 66 32.82
United
Kingdom 13,647 14,400 1,977 137 29.43

Source: European Commission

-33-

7.2 EU Milk Production

Graph 19 - EU Milk Production 2008/09 & 2009/10 (Million Tonnes)
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Total EU milk production for the first 10 months of the 2009/10 milk year
was 0.4% below 2008/09, and most of the decrease came in the first few
months of the year. Belgium, Germany and Denmark have all recorded
increases of around 3% whilst production in most countries has fallen. The
decline in production has largely been in response to lower EU farm gate
prices experienced in 2009.

7.3 Common Agricultural Policy (CAP)

The CAP for the dairy sector used to consist of a comprehensive suite of
market management tools. The European Commission was able to
manage the supply/demand balance to achieve @cceptabledproducer
prices.

On the supply side, tools included quotas to restrict production, Private
Storage Aid to allow manufacturers to store peak production and tariffs to
prevent imports.






