REPUBLIQUE FRANCAISE

Autorité
delaconcurrence

Opinion n° 09-A-48 of 20ctober 2009
relative to the operation of the dairy sector

The Autorité de la concurrencge

Having regard to the letteregisteredon 11June2009 under the numb&9/0085 A, by
which the Economic Affairs Committee of the Senatéerseto the Autorité de la
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Having regard to book IV of the Code admmercial law ¢ode de commergeelative to
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Having heard he Case Officer, the Deputy GeneRapporteurand the Govenment
Official during the session of th&utorité de la concurrencen 22Septembe009

Having heardhe representatives of the Ministry of Food, Agriculture and Fishingond
the National Interprofessional Centréor the Dairy Sector (Centre national
interprofessionnel dédconomie laitiere on the basis of article L. 468 of the Code of
commercial lawode de commerge

Having duly called hie representative of the Economic Affai&ustainable Development
and Territorial Planningommitteeof the Senate;

Issues th@resenbpinion in response to the submitted request:



INTRODUCTION

The crisiscurrentlyfaced by thelairy sectornotably characterized bysharpfall in
production prices (more than 37% between September 2008 and April 2009), has
prompted the Economic Affairs Committee of the French Senate to seek, on the basis
of article L. 4615 of the French Code of commercial lasode de commergean
opinion from theAutorité on the operation of this sector.

Since 1997, producers and processamet within the framework of theNational
Interprofessional Centréor the Economy of theDairy Sector (Centre national
interprofessionnel de'dconomie laitiere- hereinafter"CNIEL") and began to
disseminag production price recommendations. In 2008aicontext othe decreas
of household purchasing powevhich notablystemmed frona severerisein prices
of raw materiés, the Ministry for the Eonomy (Directorate General for
Competition, Consumer Affairs and Fraud ControlDGCCRF warned the
inteprofession of the risks that such practices could entaith regard to
competition rules. The latter ttefore put arendto these practices.

Insofar assome operators of the markétel that price recommendations are
necessary in order taddressthe aisis, the Economic Affairs Committee of the
Senate would like théutorité to specify “the scope of the prohibition of the price
setting of milkn French andCommunitycompetition law.

It also requiresthe Autoritéd s 0 pan rnthe operation of thesecbr and its
recommendationgo improve it, with a notable interest in "dripartite system
[producers, processors, distributovghich could steethe aforementionedrice in
compliance with competition rulés

To begin with, theAutorité recalls that, wheit is consultedpursuant taarticle L.461-5

of the French Code of commercial lasofle de commergeit is allowed toexpressan
opinionwith regard to general competition mattdrsthis context, uling as to whether a
given practice is or would be cary to articles L4201 and L.420-2 of the French
Code of commercial lancpde de commergeand 8lor 82 of the EC Treaty, or on the
possibility of an exemption on the basis of arti@és paragrapB, of the EC Treatyor

L. 4204, |, 2° of the Frent Code of commercial lancéde de commergeoes not fall

in its remit Such a decision could only be made aftéormal complaint or submission
which wouldhave tobe investigated and adjudicated with due regard to the right to a fair
hearing



. Observations

A. DESCRIPTION OF THE SECTOR

6. The dairy sectocompriseghreedifferentlevels: milk production, its processing into
products intended to be consumed or stored, and distributibich allows end
consumer t@eachdairy products.

1. MILK PRODUCTION

a) Production at the European level

7. In 2007, the European Union produced more than 147 million tonnes of cow milk,
thereby representing more than 26% of worldwide productasncbmpared with
19% for North and Central America, and 16% for Asia).

8. Milk is the Communi's largest agricultural productiprepresentingnore than 14%
of the total value of the production of agricultural goatshe level of breederse.
45 billion euros. Germany is thiargest produce, ahead of France, the United
Kingdom, the Netherlargdand Italy, as the following chastows
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Figure 1- Milk delivery by farms during the 2006 / 200&eason
(source European Commission)

! Certain products may undergo an additional step between processing and distribution, notably the ones that
are used by agfoodguffs industries.



9. Production is very differenamongst Member stateboth in terms of sizef the
farms (n someMember Statessuch as the Netherlandisrge farmsare the majority,
contrary tosome others, sudsltaly) and in terms of yield (figures 2 and 3).

Figure 2- Distribution of dairy farms according to the number of dairy cows (2007)
(source CNIEL)
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Figure 3- Annual yield per dairy cow in 2007 (in kg/year)
(source CNIEL)
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French milk production

- Key production figures

10. In 2007, France had 900 farms with daiy cows, comprising a herd of&8million
animals and an annual production of more than 23 billion litres of milk.

11. French milk production varies consideralagrossregions, both in the number of
farms (as shown in figure 4) and in terms of yield (as shaviigure 5).
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Figure 4- Number of dairy farms per départementluring the 2006/2007 season
(source Office of cattle breeding



Figure 5- Yield per region
(in millions of litres per cow and per year, 207)71 (source CNIEL)
(in pink, regions where yield is greater than 6000 litres per cow, in green, regions where the yield is
below 5000 litres per cow)

12. The cost borne bfarmsis also heterogenesunotably depending on whether ithe
location plains ormountain$.

13. Dairy production has undergone a major restructuring since theo$tthe 1980s.
Thus in 1983, France had 43®0 farms wih dairy cows, with more than 7.0000
animals and an average of approximately 16 cows per farm. In 2007, as dyevious
indicated, there remaaa only 97.000 farms-78%), with 38 million heads of cattle
(-46%) and an average of more than 39 (+143%) cows per farm.

- Pricescashed irby farmers

14. Farmes store milk in a milk"tankK', which is emptied by a collector on avesag
every other day. Half of the dairy production is collected by cooperatives, the
remaining parby processors

15. In France, since thenactment il 969 of the "Godefroy law?, milk is paid for on
the basis of several criteria: bacteriological quality (eheiteed according to the
number of microorganisms present in 1 mL of milk), health quality (defined
according to the number of somatic cells in 1 mL of milk), butyric germs, lipolysis
and studies on inhibitors (antibiotics). Theoportionof fat (reference= 38 g per
litre) and milk protein (reference = 32 g per litre) desibstandard milk (referred to

2 Law n°69-10 of the 3 January 1969, relative to the establishment of the payment for milk on the basis of its
composition and quality, which stipulated that "Producers are paid for their milk on the basis of its
composition, and of iteygienic and health quality".



as"38/32'), in referenceo which producers are paid fovilk containingmore fat or
proteinreceives donus.

16. Set by collectas, milk prices are subjécto seasonal variability due to calving
periods, which are themselves tied to the grass cycle, as grass is the adam fo
Figure 6 illustrates this seasonality.
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Figure 6- Price for standard milk (38/32) for production in eurosfor 1000 litres
(source AGRESTE-INSEE, DGPEI)

2. PROCESSING

17. In 2007, the dairy processing industry in France generatedtaypternover of more
than 22 billion euros, i.e. more thdY% of that of the agfdood industy. This
industry is characterized e great diversity of its products, which ayeneally
grouped into two categoriesonsumer goods (milk, butter, milk desserts, cheeses)
and industrial products (bulk butter, milk powder). The valuation of these products is
shown in figure 7.



Figure 7 - Valuation of the various dairy products (as a percentage of the processing sales figure, 2007)

18.

(source CNIEL)
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The processing sector consists of two major families, each represdmiindp@%o of
milk collection: cooperaties formed by milk producertat generate approximately
35% of the processing sales figure, andcpssorssuch as Bongrain, Danone or
Lactalis, that represent nearly 65% of the sales. |atter are typified both by the
volume of milk collected (cf. figre 8), and by the size and diversity of their
production.
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Figure 8- Distribution of collectors in function of the annual volume of milkthey collect



Blue: percentage of establishments. Red: percentage of the overall voluofemilk collected
in thousands of litres, 2007 (sourceCNIEL)

3. CONSUMPTION

19. In 2007, average consumption of dairy products by a European person amounted to
265 kg of milk or equivalentThis mean figure howevetoncealssignificant
disparites, with Finlard being out in front with 394 kg, and Slovenia being last with
143 kg. France isankedthird, with 336 kg, notably because of its high consumption
of cheese and butter.

20. In general terms, demand for agricultural products is relatively inelastic. In the cas
of dairy products, tis feature is even more evident as no other product contains
calcium and can therefore be substituted to .milkis is what chart 9 seems to
indicate, as it showa disconnection between price incregsekich start in 2007
and conamed tonnage.

Evolution des achats des menages de produits laitiers
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Figure 9- Evolution of householdconsumption of dairy products
(source Office of cattle breeding

B. THE OPERATION OF THE SECTOR

21. The dairy sector is governed by Community rules but, until 2008, it was also the
subjedt of national price selfegulation.

1. THE COMMUNITY LEGAL FRAMEWORK

22. Until the end of the 1990s, the dairy sector was heavily regulated, as its organization
was entirely defined yo a Common Market @anization (hereinafter"CMQ"),
created in 1968 ansupplenentedby a quota system in 1984. This regulation was
based on:



- instruments intended to regulate volumes: dairy quotas, public and private storage
andaid for exports or consumption in order to sell off surpluses;

- instruments intended to support productprites: a target price, representing what
the Council of European Ministers felt to tee fair price that should be paid to
producers, an intervention price for industrial products (butter and milk powder),
and customs duties on imports.

23. As a result of criticism directed athe management instrumerfescouragement of
overproductionguotarent for producers, extra costs for consumers..e stistem
underwent successive reforms, notably:

- the successive discontinuation of customs duties (1999), taiges (2008),and
dairy quotas (the latter will takall effect in 2015);

- the decrease of the level of intervention prices and of tleinditions of
implementation.

24. Moreover, the dairy sector wasteredby a major reform of the common agricultural
policy in 2003, which led to thelecoupling of aid for farmers (rights to single
payment) from production or prices.

25. The dairy sector is now governed the single CMOsystem, which wamtroduced
in 2007 by Council regulation (EC) 1234/2007 o2 October2007.

26. The current crisis linked to the significant decline of prices has prompted the
European Commission to adopt market support measthas,notably include
intensified storage, both private and public, as well as-iatm@duction of export
refunds, af total estimated cost of more than 600 million elros

2. NATIONAL SELF -REGULATION

a) The interprofessioni's price recommendations

27. For some ten years, producers and processors (cooperatives andndastyial
companies have, on a quarterly basis, dissemidatgrice adjustment
recommendations via theterprofession.

28. These recommendations took the shape of a variation of the price in euros for 1000
litres that corresponds with an increase or decrease relative to the previdsis year
price. They mechanically selted from the changes of various indices, the
composition of which changed during theriod when theystemwasimplemened
In 2008, it involved:

— the evolution of the quotations féindustrial products(butter and milk powder);
— the evolution of the fice of exported consumer goods;

— the evolution of a Franc&ermany competitiveness index, in order to take
international competition into account.

29. In April 2008, the DGCCRF warned the CNIEL of the risks that it masingas a
result of such practices, tably statingthat"it does not fall into the prerogatives of

% These measures are outlined in the Commission's communication to the Council on the situation in the milk
market in 2009, dated 22 July 2009.
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professional bodies to issue any kinfirecommendation regarding prices, price
evolutions or production: such practicese constantly deemed illeghbth by the
Conseil de la Concurrenand by the European Commissibon

30. A halfwaysystem was then developethe CNIEL has disseminated indices the
basis of which regional interprofessions issue their own price recommendations.

b) The June 2009 agreement

31. Under theaegisof the Minister for agricuure, negotiations between thede major
families of the nterprofession led, on 3 June 2009, to an agreertiemasintended
to addresshe dairy crisisand is threefoldFirst, it setsoutthree trend indicators that
the CNIEL is invited to disseminat. It also encouragesoperatorsto ddine a
framework for contractualizatiobetween producers and processoysthie end of
2009 Last it setstarget prices depenty on the weight ofthe ratio between the
production ofindustrial products'IP* and of cosumer goods'CG" within each
processar This resulted in a range afnilk prices betweeni 2 8/ hL of mi
companies that produce primarily CG a n @/hLuoR &h,IP specializé milk
processar F a r meunieng, including the National Federation of Farm
(Fédération nationale des y n d i exploitants égricoless FNSEA), are not
satisfied withthis agreement. Nevertheless, the FNSEA proceskatghey should
not ignoreit.

C. THE CRISIS IN THE DA IRY SECTOR

1. THE CHARACTERISTICS O F THE CRISIS

32. In April 2009, the milk price paid to producers, i.@.2 7AhL, was 30% lower than
the pricepaidin April 2008. It should nevertheless be noted that the situation in 2007
and 2008 was exceptional, with particularly high price levels. As such, excluding the
period2007/2008, the general trend has been dowthwaotably due to the decrease
of the intervention prices set by the European Commission.
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Figure 10- Evolution of milk production price for 1000 litres
(source Agreste Insee DGPEI andDffice de I'élevagdor the last three morths)

33. The dairy industries of the other Member Statesalsofaced withsignificant price
cuts. The decline is greater in countridsenea high proportion of milks processed
into exportablandustrial dairy products (butter and powdén)these counies, such
as Ireland prices actuallydependmainly on world pricesCorversely,in countries
like Austria or Italy where theshare of high added value produdtsgreatey the
decline of milk prices has beenore modest.Prices can be very different frorone
country toanother. h April 2009, heyrangedfrort 300 / 1000 I i tres
Italy, o200 / 1000 Ilitres in Ilreland. Franc
within the European Union.

34. The declinein milk prices combined with high price for cattle feddat stemmed
from the evolution of ceregrices has created &squeezé effect on thencomeof
milk producersThus, on the basis tiie 2006 dataif one takes into accoufiigher
overall food costsand the decrease of milk pricesne finds that the average net
margin of producers is ne@at in April 2009,at a levelbetween-2 and-1.2 euros
per hectolitreof milk. In spite of this negativenet margin, whichinvolves no
remuneratiorfor independent workersnany producers continde¢o produce, since
the turnover exceeded the brealen pint and could coverfixed expenses.
Moreover,milk producers arebliged to feed and milk their covanless thewwish
to exit andsell orslaughtetheir hed.

“Agreste study "R®sultats ®conomiques de | 6agricultu
http://agreste.agriculture.gouv.fr/IMG/file/Gaf09p0a26-054(1).pdf

® The Insee series on the cost of feed for dairy cows brings to light an increase of between3DS6an
between 2006 and Apra009.

® The technical solutions for modifying a dairy workshop's production level are very limited. Farmers can
slightly changethe volume and composition of the feed, which will influence the cow's productivity. They
can alsaslightly anticipate or delay the date when cows are taken out of sebvisiadss exjt

12


http://agreste.agriculture.gouv.fr/IMG/file/Gaf09p042-046-054(1).pdf

35. For all that, figures for the solmonth of April are insufficient for assessing the
situatian of thedairy sector. Indeed, milk prices follow an annual cycle, the low point
of which is in April. Also, estimates are needed for the whole of 2009. Table 1 below
shows the 2006 data, updates them for April 2009 and presents hypotheses for 2009.

Il n u/ hL 2006 April 2009 2009

Low High Low High

hypothesis hypothesis hypothesis | hypothesis

Variable cost 94 111 103 111 103
including animal feed 51 6,8 6 6,8 6
Fixed cost 214 214 214 214 214
Total cost (1) 308 325 31,7 325 317
Price (2) 302 232 232 263 282
Subsidy (3) 73 73 73 73 73
Net margin = (2)+(3)(1) 6,7 -2 -1.2 11 3.8

Table 1- Breakdown of the costs and proceeds of a dairy farm (sourcégreste-Inseelnra, Production

36.

37.

costs eonometric model)

Based on the adopted hypotheses, the average net margin of dairy farms dropped
considerably between 2006 and 2009, though without necessarily becoming negative.
It should be stressed that these results must be analysed with carehsineset
basedon simplifying hypotheses and concegileat diversity of the economic
situations of dairy farms.

. THE ORIGINS OF THE CRISIS

The level of dairyguotaswas increased in the perspective of the future lifting of this
mechanism by 2015. This oneof the causes that Wv@abeen mentioned to explain
the strongfall in milk prices. Indeed, the increas# dairy quotasmight have
encouragedigher production, and thereforefall in milk prices in 2009 or 2010.
And yet, allin all, Member Stateh©yave no overrun or even reached their milk
quotas over the first 11 months of the 2008/2009 season (i.e. from April 2008 to
February 2009 milk collectionin the EU27 has fallenby 1%. Farmershave not
indeedproducednilk up to the level of extra quotas aledile

" The following hypotheses have been adopted:

Costs have not changed since 2006, except for animal feed;
Subsidies have not changed since 2006;

The milk price in Apil 2007 is the one provided by tl@f f i c e
average quality bonuses;

The average price for 2009 fabetween the prices in June 2009 and July 2009, with these two dates
traditionally delimiting the year's average price.that we add the average qualit bonus e s, i
for 1000 litres (sourcedf f i ce d)e | 6 ®l evage

d,go whiéh®de aedvtleeg e

13



38.

USE [ tonne

The increase of dairy quotdms thus played at moatminor role in theon-going
crisis. The decrease of milk pricesther seems to be connected with #teng
decline of international pricesof industrial products (butter and skimed milk
powde), as figure 1hows
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Source : FranceAgriMer d'aprés 'USDA
Figure 11- Worldwide prices of butter (red) and skim milk powder (deep blue) andfull cream milk

39.

40.

41.

powder (light blue)

Pricesof industrialproducts had increased sharply in 200/is was mainly caused

by the combination ofa depletingsupply fpoor climatic conditions in Oceania, the
main worldwide "exportef of industrial dairy products, low prices in certain
European countries, notably Franeehich did not encourage productjprand a
strongly increasig demand (groimg demand from emerging countries). Tivale
range ofthe fluctuationscan be explained bya low price elasticity of demand
(almost exclusively human consumption) and a particularly rigid production cycle,
which limits theability of farmersto increment production when prices peak(lopv
elasticity of supply in the short tejm

The decrease of the pricesinflustrialproducts in 2008 and 2009 can be explained
by an upper level ofworldwide production resulting from the previous increate

milk prices, notably in Oceania (where the meteorological conditions were very
favourable in 2008), in the United States, South America and China, and, more
recently, bya fallingdemandjn particularfor the most expensive dairy products, as

a resultof the economic crisis. Pricedso seemed to baffected bya lower milk
consumption in Chindue to the contamination afilk by melamine.

Although speculation by some operators is likely, its impact on prices has been
limited. A study by the Directorat General of the Treasury and Economic Pdlicy

8 fiLe role des facteurs financiers dans la hausse des prix des matiéres agholésrata, B. Camacho,
C. Hagege, PE. Lecocq, |. Odonnat July 2008, Trésor Eco.

14



42.

43.

44,

45.

relative to allfood productsshowedthat the effect of financial speculation on prices
of agricultural raw materials did n@revail over the effect of supply and demand
factors. As such, the strong increa$egricultural raw material prices in the summer
of 2007 was primarily driven by higher demandwhich was not met bsupply.

Thus, he ongoing crisis seems to spring from the peculiarities of the dairy sector
rather than fronexogenous factors.

The peculiarities of the economics of the dairgector

THE SPECIFICITIES OF THE OPERATION OF THE MILK COLLECTION MARK ET

. POOR COMPETITI ON DYNAMICS IN THE MILK COLLECTION MARKET

At first glance, thdevel of concentration of processalees not appear to be very
high, asthe top 20 establishmentxllect40% of thevolumes and account for about
5% of theoperators thatollectmilk in France

Nevertheless, #se aerage figures do not reflect the situation of the market for
specific milk productsFor instancethe manufacturing of butter amdnsumetiquid

milk is relatively concentrated (the top 20 establishments respectively account for
93% and 80% of the national production), whereas the manufacturing of cheese is
much lesgoncentrated (the top 20 estabiigmts only generate 45% of the national
production).

The French situation is quite singular relative to other European countries, notably
Denmark and the Netherlands, where a single cooperative group holds a very
dominant positionasregara processing. Haever, the lowlevel of concentratiorin
Francemust be put intgerspective as the level of concentration on the production
side is extremely low88000 farms delivexrd cow milk in 2007,while only 538
companiesollecied it Table 2 below reflects theversity of the producer / collector
relations.



Annual collection in Number of Personnel of the Average number of
thousands of litres establishments delivering firms delivering firms per
establishment
Under 500 39 (M) 79 (O%) 2
From 500 to 1000 31 (8%) 143 (O%) 5
From 1.000to 5.000 200 (3P0) 2.712(3%) 14
From 5.000 to 10000 63 (120) 2220 (%) 35
From 10.000 to 2500 57 (12%) 4691 (3%) 82
From 25.000 to 50000 46 () 6.460 (8%0) 140
From 50.000 to 75000 23 (&%) 5.382 (8%) 234
From 75.000 to 100000 13 (20) 4594 (3%) 353
From 100000 to 200000 36 (M%) 19519 (22%) 542
More than 200.000 30 (B%) 41999 (48%) 1.400
Total 538 87.799 163

Table 2- Distribution of the establishments according to the size of the collectionQ7)
(source Agreste)

46. Indeed, whilethe bargaining power afertain farmersowards their collector is fairly
balancedthe bargaining power af0% offarmerstowards their collector is very low
as theycompete in average with00 other producers. Foraxple, Danone confirms
that3.900farmers supply thailk it processes

47. Unequal bargainingoweris not necessarily a source of concernraspme Member
states, collectionis mainly carried out by cooperativesvned by farmers, which
implies that theirinterest is taken into accourBut in France, cooperativesnly

account fo’50% of themilk collection.

48. Moreover, there is naggenuinemilk "spot market t h a t
prices agransport and storage costs for raw milk are particutagh.

could serve

49. Finally, in certain case$ycal monopsonies do not allow farmers to switch collectors
if they are dissatisfiedThis situationis causedby high collection costswhich
prompt processors to rationalize itheostsand purchase milk in neighbougizones

50. Competitionis thereforevery limited The operation of the dairy sector becomes
more competitive &er the first stages of millprocessing As butter and milk
powderare easy to store and transport, exchamfeabese productsan be carried
out atlocal, Community and international levels.

2. CONSEQUENCES OF THE POOR OPERATION OF THE DAIRY SECTOR

51. As recalled by theConseil de la Concurrencén its opinion n°08A-07 of
7 May 2008 relative to the economic orggation of the fruit and vegetable sector,

° Collection is carriecbut either by operators that only look after the first processing into butter and milk
powder, or by operators that look after the processing right through to the production of consumer goods.

a !


http://www.autoritedelaconcurrence.fr/user/avisdec.php?numero=08a07

52.

53.

4.

55.

56.

which the bargaining power ofdistributorsis quite similar tothat of dairy
processors:

"the imbalance in the commercial relations between producers andbdistrs
results in two problems: firstly a problem of profit sharing between upstream and
downstream, and secondly a problem of economic efficiency.

As such the first problem does nat principle relate tocompetition policywhich
does not aim at achiewj a fairersharing of surpluses between operators. However,
the weakening of the upstream sectoraasesult of the virtual oligopsony of the
downstream market power is likely, in the medium term, to result in a reduction of
the supply or of its diversitywhich is harmful to the collective w4leing and
constitutes a concern for competition

Moreover, byretaining a very high share of therofit of the economic chain,
distributors couldend up in discouragingpstream investmesb much that it could
impair the proper operation of the sector

In a context in which milk producers are often in a situation of economic dependency

relative to their collector, strengthening their market power could help to improve
economic efficiency and increase overallpgus.

PRICE FLUCTUATIONS

Until recently, theEU regulabry framework ofthe dairy sector partiallyinsulated'
the Community market from the rest of the world anabothed out fluctuations of
prices through quotas and interventions on prices

The progresse lifting of thesemanagemeninstrumentshasnot had anyimpact on
milk production price: they are increasingly connected supply and demand
fluctuationsandarethereforemorelikely to reflect possible imbalances.

These effects are magnified byetpeculiarities of the dairy markeis previously
noted,demand fordairy productsis relatively insensitive to pricesnd shortterm
supplyis quite rigid Indeed,no matter how much feed a farmer provides his cows,
they will not milk beyond theirphysidogical limits, andthe additional milk
produced will not necessarily be in line with extiaxiable costsWhen it comes to
cope with downward pricefarmess areeven less gt to adjust productiorms animals
fed onlyon grass cannot be made to produashailk. Theseasymmetricalimits in

the ability of farmes to adjustvolumes and salesrefurther restricted by the nature
of the productwhich is perishable anthnnot be stored.

Due to the stickiness of demand and sugptyraw milk productsadjusment falls
backon surplus products, in particular storaisldustrial productsuch asutter and
milk powder. Figure 12 shows tffilectuations inprice quotations for bulk butter and
milk powder in France between 1999 and 20&%d points to the peak insummer
2007.
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Figure 12- Price quotations for butter and non-fat milk powder in France between 1999 and 2009
(source Office de I'élevagg

57. In the absence apecificcontractual mechanismiuctuations inprices of industrial
productsare actually passed groduction prices since industrial produei® the
next level after raw milk in the value chain

58. Strong pricefluctuationsharmthe competitiveness of the daigector Indeed, the
|l ack of foresight
andchallenges their financial viabilityt is thereforea questiorof generaleconomic

public order.

porno cfeasrsnoe rssod croesvt esn udei ss ca

59. The effecs of pricefluctuations are all the more detrimental to farmers as they need
to have a longerm perpective given the constraints of a lengthpd rigid
production cycle andf burdensoméixed expeuliture

60. These dairy market failures, in particuldre imbalancen the bargaining power of
farmers and processors and high price fluctuations, need to drvesaed by a
specific framework. However, price steering mechanismssuch as those
implemented by the CNIEL until 2008ade senswithin a Community framework
thatwas meant to preserve the competitiveness of European food \is@egis the
rest of theworld andrelied on heavy regulatiorfsuch price recommendations were
at any rate clearly at odds with competition law,tl@s DGCCRFpointed outin

2008

61. There arenonetheless alternative optiosisch as concentration oontractualization
Suchoptionsdo not come into conflict with competition rulesydwould help steer
prices bystrengthenindhe bargainingpowerof producers andhitigatingthe effects

of price fluctuations.

[1l. Price recommendations

62. In the Autoritéd view, general price recommendationsuld bring little benefit,
which would have to be weighed against strong disadvantages.widdg be of
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63.

64.

65.

66.

67.

68.

little help to milk producers, while entailing significant legal riskish regard to
competition rulesRecommendations focussed qumality initiatives such as branded
or labelledproducts couldecontemplated at most, ¢ertain conditiongre met

INEFFICIENCY OF PRICE RECOMMENDATION S IN THE CURRENT REGULATORY
FRAMEWORK

In the opinion of the variou®peratorsthat the Autorité has consulted price
recommendations disseminated by the CNIEL served two objectdreshe one
hand they allowed both categories operators i.e. farmersand processors, to
anticipate the evolution of milk production prices, thereby padtyrecting
information asymmetryand helped farmers to become awarethe# evolution of
downstream pricesOn the other handrecommendations allowed producers to
addressthe imbalancein bargaining power since they were issued by the
interprofession, within which they are representacbugh the National Milk
Producers Associatiof-édération nationale des producteurs de @if-NPL).

The DGCCRFs warningadmittedly took place at a time whéme market wagust
turning around But it must bestressedhat indulging back to sucl mechaismis

hardly likely toremedy the malfunctionef the dairysector.Indeed,the CNIELSs

three "families’ would probably be hard put to reach a common understanding of
their price expectationgsconfirmed by the difficuies experienced by mediators in
their efforts to bring about a consensus for the preparation of the June 2009
agreementMoreover, theeuropearcontext hagvolved anchasmade more way for
market mechanisms in the dairy sector.

Moreover,price recommendati@run up against two difficties, firstly international
competition and secondly the determination of the price level itself.

A production price level cannot bset disregarding its effects on potential
competitors ofproducers and processoss.too high price would result in reduced
competitionand would harnthe development of the dairgector.Indeed, n a sector

in which certain industrial products can be exchanged not only between Member
States but also witthird countries, the efficiency ofnaindicatorprice is likely to be

low, sinceprocessorsnay well shifttheir demando products fronthird countries if
prices are too high in France

Besides, apart frorthe issueof international competitiorprice-setting is inherently
inefficient in economic termsIndeed, in a market athe crossroads of very
heterogeneousupply and demandh particularin terms of quality and cos$etting
the good level ofthe indicaive price is extremelychallenging If the priceis
underestimatedfarmers will not invest enough, which will evenliyaresult in
reduced diversity of supplyif the price isoverestimated, producessill, on the
contrary, be promptetb overinvest,which will causeimbalance between supply
and demandand will give misleading signalso producers who will not be
enouragedo improve their productivity.

Last pricerecommendationBear strondegal riskwith regard tacompetition rules.
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70.

71.

72.

ASSESSMENT OF PRICE RECOMMENDATIONS WITH REGARD TO COMPETITION
RULES

The assessment of the legality of price recommendationst take into
consideationboth national law an&U law.

. NATIONAL LAW

The agricultural sector is subject to competition law. Ashsuwhen the DGCCRF
warned the nterprofession regarding the dissemination of prices and related
recommendations, it did son the basis of article L. 420 of the Code of
commercial law ¢ode de commereThe exception provided bybsection 1(2) of
article L.4204 of that same coddoes not apply as price recommendatioese
general, rather than specific to a brandradenane. The aforementioned provision
provides indeed article L. 420-1 do not apply to practices that may consist of
organzing under a single brand daradename, volumes and production quality as
well as commercial policgf agricultural products or producté agricultural origin
including by agreeing to a commdransfersale price but only insofar as these
restrictions imposed on competition are indispensableadbieve the aim of
economicprogress objectiveThe mechanism implemented by the CNIEL went
thereforebeyond this exception. Since that time, the 2B08get law modified the
Rural Code ¢ode rura] by inserting the following article L. 6324

"The National Interprofessioal Centre for he Economics of theDairy Sector
(Centre national interpfessionnel de 'économie laitiere can prepare and
disseminate trend indices, notably forwdomking ones, relative to the dairy
markets, as well as any othpiece of informationthat mayenlighten thesituation
of operatorsin the dairy sector.

Regional interprofessional centrefor the dairy sector can prepareand inform
collectors or processors ofaluationsthat are used in théransfer price of milk
notably on the basis of the indices mentioned in the previous paragraph.

Dairy sector operators garefer to the indices and values mentioned in the first two
paragraphs as part of their contractual relations.

These practices are not subject to articlegl20-1 and L.420-2 of the French Code
of commercial lawqode de commere

These new provisionavere not submittedor an opinion ® the Conseil de la
Concurrenceprior to their adoption.

As suchsubsection (1) oarticle L.420-4 of the Code of commercial lawdde de
commercgapplies to this system

i | The following practices are not subjeo the provisions of Articles L.420and
L.4202:

1° Those which result from the implementation of an act or regulation adopted
in application therea¥

However, such practices will still be subjéztCommunity competition rules
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74.

75.

76.

7.

78.

79.

2. COMMUNITY COMPE TITION LAW

a) The effect ontrade between Member States

Community competition law applies if trageactices have or may have an effect on
tradebetween Member States in an appreciable manner.

In the case in pointnationwide price recommendations involviadj national
operatorsincluding producers and processors, within a country that generates 17%
of the Community milk productignwould clearly fall within the scope of
Community competition law. In its guidelines the concept of the effect drade
coneptas contained in articles 81 and 82 of B Treaty OJEC 2004 C 101, p.

811 96), the European Commission notably stipulates thHadrizontal cartels
covering the whole of a Member State are normally capable of affecting trade
between Member StatésRecommendations from amterprofession necessarily
containa"horizontalcartel' component.

Moreover,even though there are few raw mitkraCommunity exchangegiven
theperishable naturef this productand high transport costs, packaged or preckss
products such as UHT milk, cheese or milk powdeculate widely within the
Community marketStandardization of collection prices on a national level would
necessarily have an indirect effect on the downstream markets within which intra
Community exchnges are significangéven if the two markets are separate

Thesystem implemented by the CNIEL confirms that operators are well aware of the
interdependencygf the French marketith those of the other Member Statexl that

they pay much regard to Eumgn competition Indeed, price recommendations
included a competitiveness indecomparing French performanoeith that of
Germany.

It is thereforelikely that price recommendations as usedil 2008 may have an
appreciak# effect on trade between Memb@&tates, and could therefore be subject
to an appraisalith regard toarticle 81 of the EC Treaty, which notably stipulates
that:

"The following shall be prohibited as incompatible with the common market: all
agreements between undertakings, decisionsagsociations of undertakings and
concerted practices which may affect trade between Member States and which have
as their object or effect the prevention, restriction or distortion of competition within
the common market, and in particular those which:

a) directly or indirectly fix purchase or selling prices or any other trading
conditions;

.)

If price recommendations are only isswd aregional level, as envisaged by the
interprofession after the DGCCRF warning, and as fuseseen byarticle L.634

14 of the Rural Codecpde rura], a more indepth analysis of the affectation of
intra=Community trade would be required night depend on the region in question,
and notably take into account the following criteria: the nature of the practices, the
identity of the productat handand the size of thendertakingsnvolved

During the sessioof the boardtherepresentative of th@overnment opined that the
regional nature of the practices and kixgh level oftransport costs associated with
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milk collection pointed to the absence afy appreciable affectation of trade
between Member States.

80. However, othefeatures invite to conclude the oppositalirection

81. Firstly, it would be necessary ttheck whetheprice recommendatiorespplied at a
regionallevel are not the mereontinuation of practiceat national especially if
regioral do not set theridependentlyln thatcase price recommendatiort®uld be
deemed to reflea national consensus.

82. Secondly, a price recommendation intended for alloregjiproducers and celttors
could be consideretb have arappreciald effect ontrade between Member States
in the border regions, either directlyy causingmilk deliveries tobe redirected to
national milk processorsather than to foreigmilk processors,or indirectly, on the
downstream markets. In this regaitdis likely thatthe thresholds mentioned in the
Commissiofrs communication regarding agreements of minor importance ¢hattd
appreciably limit competition for the purposes aticle 81, paragraph ,1of the
Treaty (OJEC, C 238, p. 1®%ould be exceededs it is probable that at least one of
the parties will have a turaver above40 million eurosor a market share beyond
15% or 5%(depending on the case).

b) An unlikely application of the exemption provided byarticle 81, paragraph 3,of
the EC Treaty to generalagreements

83. A national competition authoritythat would come to asse$ise compatibility of
price recommendations witbommunity law wouldcertainlyexamineto whatextent
the exemption provided byarticle 81, paragraph ®f the EC Treaty, would apply
This stipulation provides thaiaragraph bf article81 may be declared inapplicable
to any agreement or practice:

"which contributes to improving the production or distributioh gbods or to
promoting technical or economic progress, while allowing consumers a fair share of
the resulting benefit, and which does not:

a) impose on the undertakings concerned restrictions which are not
indispensable to the attainment of these objectives;

b) afford such undertakings the possibility of eliminating competition in respect
of a substantial part of the products in question.

84. The Commissiols communication consisting of guidelines for the application of
article 81, paragraph 8f the EC Treaty(OJU 2004, C101, p.8) stipulates that this
provision:

"does not exclude a priori certain types of agreement from its scope. As a matter of
principle, all restrictive agreements that fulfil the four conditions of article 81(3) are
covered by the exception eul However, severe restrictions of competition are
unlikely to fulfil the conditions of Article 81(3fpoint 46).

85. In the caseto point it would certainly be difficult to prove that the competition
restriction consisting of the formulation of price reecoendations on the national or
regional level is necessary in order to attain the stated objedihe.national
competition authority would also hat@check whether alternative means that would
affect less competition and achietiee stated objectivare available, which is a
guestion that has already been dealt witlpanmagraphl03 of the presenbpinion
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Besides, it must be borne in mind thhé European Community itself abandoned
price indicatos within the milk CMO, which seems to reveal that the European
Commissionconsiders that other means can be used in order to ensure the proper
operationof the dairy sector

86. Moreover an agreement that restricts competitbi@mmefis from the exceptiomnly if
it allows consumergo benefit froma fair share of theconomic progress achieved
The notion of'consumeérl includes all direct or indireciperatorausing the products
covered by the agreement, including processors and distributors, but also, in the case
of goads intended for largecale marketing, encbnsumers.

87. In most cases, a system for settingt@eringthe purchase price of raw materials at a
higherlevel than market prices is likely to prompt buyers and distributors to increase
the net price of their pductsin orderto maintain their own margins. For example,
in decision 7577/EEC of 8Januaryl975, 1V/27039- Preserved mushrooms (OJEC
L 29, p. 26), the European Commission considered'tduatcerted price fixing, as in
this case, within the common rkat involving the main firms in this particular
branch of the food industry are inappropriate and indeed could not produce the
improvements required by Article 85 (3). Nor could they make a valid contribution to
promoting technical or economic progresktiey can only harm the interests of
consumers (also see the Commission decision of 2 April 2003, COMP/C.38.279/F3,
French beef, OJEU L 209, p2, point130).

88. It should nevertheless be recalled that@omseil de la Concurrenadid not express
any hostilty to possible agreements for setting minimum production prices in
exchange for the benefit of special quality if competition between quality sectors
remains insufficient and if prices are in no way fixadconsumerlevel. This
approach was outlined in iopon n°08-A-07 of 7 May 2008 relative to the economic
organzation of the fruit and vegetable sector:

"The CompetitionAuthority, in an opinion regarding Cahors wine ((Dpon
n°81/14), considexd that an agreement within the sector between producers and
retailers regarding the minimum price for wine sold in bulk to retailers could escape
the prohibitionof anticompetitive practices infr as it served to guarantee and
improve the quality of th@ines made available to consumeasd provided that it

was not accompanied by a suggested or imposed price for resale to constners
position wadater confirmed by th&onseil de la Concurrenam several occasions
(see deaions n°94-D-41 of 5July 1994 relative tathe labelled poultry sector and

n° 95-D-15of 14February1995 relative to the storage potato sectbfpoint67);

89. TheAutorité de la concurrencleas no reasons to reconsider this approach. However,
it can offer noinsighton the position that the European Commission might adiopt i
this matter vere referred to it.

c) No additional flexibility from t he specific exception for the agricultural sector

90. The conditions foimplementingcompetition ruleswith regardto the objectives of
the common agricultural policy were most recently outlined in a Cb&egjulation
(Regulation (EC) n° 1184/2006, of 24 July 2006, OJEU L 214, p.@)fitst article
of which provides that, in principle, competition rules apply

AArticles 81 to 86 of the Treaty and provisions made for their implementation shall,
subject toArticle 2 of this Regulation, apply to all agreements, decisions and


http://www.autoritedelaconcurrence.fr/user/avisdec.php?numero=08a07
http://www.autoritedelaconcurrence.fr/user/avisdec.php?numero=94d41
http://www.autoritedelaconcurrence.fr/user/avisdec.php?numero=95d15

91.

92.

93.

94.

practices referred to in Articles 81(1) and 82 of the Treaty which relate to
production of ,or trade in, [agricultural products].

Article 2 includes a specific overriding mechanism far agricultural sector:

"Article 81, paragraphl, of the Treaty shall not apply to such of the agreements,
decisions and practices (...) as form an integral part of a national market
organzation or are necessary for attainment of the objectives [of th@ngon
agricultural policy].

In particular, it shall not apply to agreements, decisions and practices of farmers,
farmers associations, or associations of such associations belonging to a single
Member State which concern the production or sale of aga@llproducts or the

use of joint facilities for the storage, treatment or processing of agricultural
products, and under which there is no obligation to charge identical prices, unless
the Commission finds that competition is thereby excluded or thatbjeetives of

[the common or cultural policy] are jeopaimid.

This exception, which in any event excludes price agreements, was nevertheless the
subjectto a particularlynarrowinterpretation by the European Commission and by
the Court of Justice of thd&uropean CommunitiesThus in its ruling of
15May 1975, Frubo/Commission (71/74, Rec.5p3, point24, 25 and 26), the
Court decided that in order to satisfy the condition of being necessary for attaining
the objectives of the common agricultural pglithe agreement in questishould

be necessary in order to attain each offtflewing objectives:

" - to increase agricultural productivity by promoting technical progress, ensuring
the rational development of agricultural production as well as thénal
utilization of the factors of production, notably labour;

- to ensure a fair standard of living for those engaged in agriculture, by
increasing their individual earnings;

- to stabiizethe markets;
- to assure the availability of supplies;
- to ensure reasonable prices for consuniers.

Similarly, in its ruling of 12Decembe995, H.G. Oude Luttikhuis e. a./Coberco
(C-399/93, Rec. p-4515, point26 and 27), the Cougdjudicatedhat agreements
for whichthe benefit of this exception is ata@dshould not compromise any of the
objectives of the common agricultural policy.

It would therefore appear that issuing of general price recommendations, whether
nationally or regionally, entails a genuine legal mgth regard tacompetition rules.

It would seem preferable to focus on solutions ttwahply with competition rules

and better addresise dairy marketfailures
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V. Options to be considered tamprov e the operation of the dairy
sector

95. While it is beyond dispute that the most relevant levegiaing a proper framework
for the dairy sector is the Community level, this does nutg¢ out reflections on
mechanisms that are likely to improtlee operation of that sector @tionallevel,
all the more so since disparities between Member Stetessitatesn analysion a

country by country basis

96. In this context, théutorité points out thathe analysis of the causes of the crisis in
the dairy sector and of its operation indicateat the distribution sector is not
responsible for the difficties experiencedy producers. As the recent study from
the Observatory ofPrices and Margirs (Observatoire des prix et des marjf8s
shows theretail sector did notake advantagéom the increase of milk production
prices to increase its margins (chh3).

Décomposition du prix de détail : Lait UHT demi-écrémé
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Figure 13- Breakdown of the retail price of half-skimmed UHT milk
(source Observatoire des prix et des marges

97. However, the difficultiesexperiencedoy the sector and thdairy market failures
previously analysed requite consider classical ways o@uch as concentration of
the production,but alsomore innovative andectorspecific options such as the
relaxation of the CMORegulation and contractualization within a predefined
framework. These various solutions sholddstudiedurther.

1 price and Margin ObservatoryDbservatoire des prix et des rgas, dairy sector, accessible at the
address: http://www.dgccrf.bercy.gouv.fr/concurrence/prix/lait_decomposition_prix.pdf
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100.
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102.

103.

104.

105.

THE SET-UP OF A FUTURES MARKET IN ORDER TO ADDRESSPRICE VOLATILITY

Classical market solutions could be envisaged in order to remhedyroblem of
wide fluctuations irproduction price.

Insurance mechanisms, traditionally used in ptdecounter price volatility, notably
as a result of climatic hazards, would apparentlpfigtle helpin the dairy sector.
Indeed, pricdluctuationsaffect all farmers, unlike climatic phenomera all policy
holders are affected by the same evesmtsinsurance comparwould therefore not
be able tgool risksin an efficient way

On thecontrary the development of futures markets wogkhuinely help address
price fluctuationsinsofar as they would make it possible to pool risks not only
amongst poducers, but also over time, which cooperativis not allow No
equi val ent t o futdres mavsketi (Chécago Mdrcarttile Exg@hange)
which offers contracts on milk, butter and milk powder, exists in Eurafteougha
European Milk Exchange @urrentlybeing set up.

THE RELAXATION OF TH E COMMON MARKET ORGA NIZA TION

The fruit and vegetable sector is governed by a GM@his more flexible in terms
of production orgaization thanthat ofthe dairy sector. Indeed, provided that it is not
in a domhant position, an association of orgations of producers can, without a
transfer of ownership, bgiven a mandatby its members to market produdtscan
also orgaize information exchanges intended to regizieproduction prices, i.e. in
order to Imit the effects of price fluctuationgor more information regarding this
CMO, please refer to the afonentionedopinion n°08-A-07 of the Conseil de la
Concurrence

As the dairy sector is alstypified by a very low bargaining power of farmers
towards processorst may be worthwhile toconsider arelaxation of the rules
governing this sectdpbllowing the example othe fruit and vegetable sector.

CONCENTRATION OF SUPPLY IN ORDER TO STRENGTHEN THE BARGAINING
POWER OF PRODUCERS

In general termghe pursut of the concentration of suppiy necesaryto restore the
bargaining power of producers,all the more so if contractualization is tme
develomd Indeedfirst bidsappear to vary widely amongst producers, which show
thatther bargaining power is very heterogeneous

Concentration of dairy production began in the early 1988reviously indicated
(see 814), and shouldbe continued in order to maximize its positive effects on the
bargainingpower of farmers.

Beyond bargaining power consideratipnsoncentrationmay also enhance the
competitiveness ahe Frencldairy sectoras comparedtb its Europeameighbours
Indeed, French dairy farms are generally smaller than those in other countries
(Netherlands, Denmark...). Given the significant share of fixed costs within
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106.

107.

108.

production costs, increasing the size of the farms could, to some degree, serve to
amortze fixed costs ovea larger production volume. The grouping of farms, for
example within a collective farming groupingr@upement agricole'dxploitation en
communor GAEC) or a dairy partnershifgdciété civile laitiereor SCL) must be
encouragedConcentration of supplgnay also require the strengthening of collection
cooperativeswhich are considere@s producersorganzations by the Community
RegulationsShouldthe relaxation of the CMO mentioned in paragrapbisand102

be implemented, associations of producerganzations could themselves, under
certain conditions, concentrate supplighout entailing the risk foproducers taking

part in these structurés be reproachedith engagingn anticompetitive practices.

Vertical concentration should also be developed. Indeed, the perishable nature of
milk significantly limits the bargainingpower of producersThe effectiveness of
concentrationif it is meant to restore bargang power,maytherefore depend on the

level of vertical integrationof processingoperations. In such a casm-operators

would decide on the allocation of resources between the production stage and the
processing stagdlrocessing cooperatives havelyuhtegrated thes@rinciples of
concentration and vertical integratiofhey may not have reached yet, however their
full potential as, so far, they have mainly reliea butter and milk powdexyhich

yield low added value and were, until recently subjecprice intervention by the
Community. This explains why many operators have consideregrtbdticers are

not systematically better compensateg cooperatives than by processoirs the

future, processing cooperatives should therefore focus on ngiretided value and
quality outlets

Better compensation for producers would in fact require both an increase of their
market power but also a greater valuation of the manufactured products, for example
throughdifferentiation. In this regard, collection ofganic milk, which is currently
insufficient to meet the national demand (30% of the liquid organic milk consumed
in France is imported), could allow a certain number of producers to upgrade their
earnings, even though thigould only involve a minorityof them.The development

of other types of quality production and processtogld bring about, as in Austria

and ltaly, better compensation for producansl mitigate the effects of world price
fluctuations However, such a shuffle of production would equire the approval of

both parties, i.@roduces and processer

NECESSARY CONTRACTUALIZATION BETWEEN PRO DUCERSAND PROCESSORS

. THE PRINCIPLE OF CONT RACTUALIZATION

At present, half of the producers sell their milk through cooperatives, with the
majority of the latteralso involved inprocessing. Producers are tied to their
cooperatives by a contraof variable duration(generally around 5 years), which
stipulates that the farmeaiall provide all ofhis production to the cooperative and
transfers its owarship. This contract is subject to automa&newa) except if the
cooperativetakes the initiative to oppose @nd does iton the grounds thathe
producer has natomplied withhis duties
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109. The board of directors of theooperativeis requiredto set amonthly advance
paymentand can decide to pdyonusesAt the end of the year, when the accounts
are closed, the general meeting dectdeshare outhefinal earnings.

110. The situation is different for a producer whose milk is collected pyoaessarin
general, lhere is no written contract between a producer&igl private industrial
company It is arelationbased on trussometimes inheritedt makes no mention of
prices, quality or volumes. Traditionally, with quotas, production was limitedrend
entire volume produced by a farmer was collectedfihy tpaessor. The buyer
unilaterally setsa price each month.

111. With quotas, upstream relatiomsthe dairy sectowere simpler. Indeed, the quotas
keptannual prices relatively stable and prodscegained bargaining power due to
the deficit in supply(as producers werevenless concentratethan processors).
Moreover, intervention prices for industrial products (butter, milk poweeabled
to capthe valuation difference between industrial proid and consumer goods. As
such, the milk price could be the same irrespective of the prddugt of the
processing company (relativ®lume of industrial products and of consumer goods
in thecompanys manufacturing}. With looser and loosequotas andhe decrease of
intervention prices for industrial products, skebalancing mechanismds not hold
any longer

112. The lifting of quotas by 2015 will require to reconsider producefsprocessor
relations, whether involving cooperatives or privatdustrial canpanies Indeed,
none of the parties can affotd commit to colleahg the total production oftheir"
farmers with no limits, as this would lead to overproductidhis would be
inefficient in economic terms and harm producers

113. Contractualizatiorof volumes, prices and qualitstandardsnust take up théaton
and serve to provide thieresight thatproducersneed Indeed, dairy production is
characterized both by a long and rigid production cycle, and by fixed expenses that
are clearly higher than variabéxpenses. This a seriousimit to the ability of dairy
farmers to apist their production Moreover,more foresight on the medium term
will also benefitprocessorsas they would have a compassatdicipatebettertheir
supply needsind costs. Finall implementation of contracts with fixed prices over
periods of several months could serventitigate seasonal variabilityIndeeda
portion of processed products is subj@chegotiations with mass retail distribution
in general on aannualbasis

2. WHAT TYPE OF PROVISIONS SHOULD CONTRACTS CONTAIN?

114. Various provisionscould be envisaged in contractsetween producers and
processors. The CNIEL is currently working on the preparation of a best practices
guide, whichmay in particular set outhe content ofa typical contract, i.e. the
elements that should be found theréiar all that,prices, volumesandre-evaluation
mechanismsshould be independently negotiated éach processor with grouped
producers It is imperative thaho consensuis reachedetween processors.

! There are a few special cases where this equalization has not been set up. This primarily involves quality
productions such as ntrolled origin (AOC) or organic cheeses, where the price for milk paid to the producer
is clearly higher than the national average.
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a) With whom should the processor sign a contract?

115. One of the major difficulties of contractualization is in the very large number of
suppliers to whm major privateindustrial companiethey purchaselt is therefore
necessary to determinativwhom the processor will have to negotiate the content of
the contracts. While price negotiatioaisnational leveinvolving all operatorsvould
be contrary to competition law, the extreme opposite, i.e. negotiation between each
processor and each prazer, would inevitably limit the benefits that could be
expected from contractualizatias regardghe bargainingoower of producers.

116. Two intermediate solutions are possiblée first one would be to groygoducers
into to which ownership of the meraldise would bdegally transferredand which
would look after the marketingf the products. The second one would beritrust
POs with functions oEommercialagents so that they are allowed t@gotiate with
processa on behalf otheirmembers.

117. The frst solutiond o es n ot r ai swith eegayd topomjpetitibne rofes.
Indeed a cooperativeis akin to a mechanismhat operates a concentration of
suppliers in which the various produceas owners, as thoughey were establishing
a single company.

118. More questionsarise as regards theompatibility of the second solutiomwith
competition rules. Indeedvhen the producers do not transfer the ownership of their
production, they remain in the grips of the market, but via the PO. Thus, in this case,
the PO markets the production on behalf of producers, on the basis of a marketing
mandate Sales are carried out by the association structutee volumesof different
producersare therefore grouped, but the sgbeice definitelyremainsa customized
price ketween each producer and the downstream side. In legal terms, the nature of
the mandate would have to be examined in order to ensure that it cannot be
considered as a mechanism that allows autonomous producers to reach a consensus
in order to distort compigion. The relaxation of the CMO governing the milk sector
along the linesnentioned in paragraptD2would ensure tdhat this option is legally
secure

b) Duration of the contracts

119. The question othe duratiorof contracs must beraised The duration must serve to
provide the producer with sufficienforesight so as to plarmediumterm
investments As a cow needs to be amortized ogentractsconcluded for moréhan
two years seem to be necessary.

120. In respons to the questions of th&utorité the president of the&CNIEL considered
that contractsshould last between 5 and 10 years. However, the periodic re
evaluation of price set in contracgentails that parties should concur in the way risk
is sharedThe Inger the contract, the greater the askl the more difficult tdind a
formula that suits to both partiesThe adequate traesf would certainly twe to
five-year contractan order tosecure the buyn of all dairy operators

121. The duratiorof all contiactsdoesnot necessarily need to kqual Indeed contracts
may take into account the specificities @hch farm or group darms, such as the
fact that a farmer moving into new installations is likely to have a greater need for
visibility than other famers. In this regard, it is worth praising the initiative of the
Sodiaal cooperativeyhich gives a reward tproducers who accept to declare their
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delivery forecast in advance and to carry out deliveries that are sufficiently close to
their forecasts, athis initiative also contributes to establishing greater predictability
within the sector.

c) Contractualization of volumes

122.

123.

The issue of volumes needs to be handled with relative flexibility. Indeed, a farmer
cannot anticipatdis milk productionaccurately In addition the cyclical natureof

dairy productionrequires a specifiapproach As it was put forward it may be
appropriateto distinguish twokinds of volumes the "basi¢ volume (hereinafter
"volume A"), for which the price would be set for a teahseveral months, and a
"peak volume (hereinaftefvolume B'), for which the pricecould bealigned onto

the market price connected wigniotations atownstreamevel, asit is currently the
casefor the overall volume

Fluctuations ofmilk prices woutl then bemitigated. Indeedyolume A would be
purchased at a pri¢gbat would escape fromonthly variationglue to fluctuations in
pricesof industrial productsTo ensure that this expected effect actually takes place,
it is necessary thaachcontractbetween groducerand aprocessostipulates that

the ratio of volume A over the overall volume transferred to the processor is at least
equal to the volumef sales thathe processoris reasonablyapt to anticipate i.e.
approximately tahe share ofansumer goods that it manufactures.

d) Re-evaluation of prices

124.

125.

126.

127.

128.

129.

Eventually contracsé shouldmention exactly how they will be +&valued on a
periodic basisaspricesset forvolume A cannot beetfor the whole term of the
contract

Two questions must therelzonsidered: how often will the price beesalued? On
the basis of what criteria?

To maximize the stab#ing effects of contractualization, it would be preferable for
the prices not to be +evalued as frequently as they currently are (monthly re
evaluation). Qarterly and even haljearly reevaluatiors could be envisaged, which
should be possible given thaggotiationsvith mass retail distribution channebke
place on an annual basis at the downstream level.

Moreover, price revaluation formula contained in contrastcorrespondto the
sharing of risks between produs@nd processar Ideally, provided that producers
enjoy sufficient bargaining powehoth partiesshould agreewith such an item
disregarding what has been done@ther contracbinding other parties

However, if grouping of producemovesinsufficient to allow a faisharing of risks

it might be contemplatedo provide this reevaluation with a national framewark
One could consider, for example, that the formulae coulditakeaccount aggregate
indices calculated by an institutioprovidedthat it is independenfrom market
operators Such a mechanism would help both parties to understand that the
commitment to reevaluate is not contrary to their own interest but camgomutual
benefits in terms of foresight atediumterm.

For instancea composite index thatould includedownstream variations (prices of
industrial products, prices of consumer goods...) as well as upstream costs (cost for
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animal feed, for example) ot be developg and disseminated, not by the
interprofessiorbut rather by a structure in which the State wosikdin. This index
could be used as the legal basis for incee@s decreass inprices of the fbasi®
volume A Indeed, in case of a majongis in thedairy sector, price should take into
accountthe difficulties encountered by process trying to sell off their products.
Prices couldvary dependingon the evolution of this inde terms ofpercentage
points rather tharin terms ofabsolde value Such a mechanism would otherwise
bring about standardization of prices.

130. In this regard, this mechanism is quite similar to thahefroad transport secton,
which public authorities have established a mechanism for passing on vargition
diesel prices on the invoicearice of transporton the basiof an official index
prepared by the National Road Committédee board ofwhich the Minister for
transport s in.

CONCLUSION

131. Without prejudice to whatt might adjudicate on the basis of a cdawpt or a
referral,the Autorité considers thainterprofessional organizations whiisLe price
recommendations, whethat anational or regionalevel, beara genuine legal risk
with regard tacompetition rules.

132. The Autorité also remainssceptical tavards the allegecfficiency of such price
recommendation$o overcome structural difficulties in trdairy sector, anctlaims
preference formore relevantsolutions such asencouraging contractualization,
revamping the dairy sector by relying on prodgscér or gani zati ons,
relaxation of the milk CMO to allow POs to market products on behalf of their
membersandsetting up dutures markets.

133. Contractualization appears to be a necessary avenue in the afraedéregulation
of the dairy setor. The interprofessional organization would play its role in
promoting it while ensuring that market players abidetypetition rulesand act
as single economic unitswhich determine their commercial strategy in an
autonomous manner.

Deliberated a#tr anoral report by Mrs. Constance Valigny and the intervention of
Mr. JeanMarc Belorgey, Deputy GenerBRlapporteur Mr. Bruno LasserreRresident
and Chair of the meeting Mrs. Anne Perrot, Mrs. ElisabethFlury-Hérardand Mr.
Patrick Spilliaert, viceresidents.

The secretargf the session The president,
Marie-Anselme Lienafa Bruno Lasserre
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