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Oral evidence

Taken before the Environment, Food and Rural Affairs Committee

on Wednesday 16 September 2009

Members present:

Mr Michael Jack, in the Chair

Mr GeoVrey Cox Dr Gavin Strang
Mr David Drew David Taylor
Lynne Jones Mr Roger Williams
Miss Anne McIntosh

Witnesses: Mr Stephen Oldfield, Joint Receiver and Manager for Dairy Farmers of Britain, and Mr Kevin
Ellis, Business Recovery Services Partner and UK Advisory Leader, PricewaterhouseCoopers, gave
evidence.

Q1 Chairman: May I welcome to this first public
evidence session of the Committee’s inquiry into
Dairy Farmers of Britain Mr Stephen Oldfield from
PricewaterhouseCoopers, who is the Joint Receiver
and Manager for Dairy Farmers of Britain, and he
is accompanied by Kevin Ellis, of the same company,
from their Business Recovery Services, and he is the
UK Advisory Leader. Gentlemen, you are very
welcome indeed. May I put on record to Mr Oldfield
the Committee’s appreciation for the briefing you
were able to give us as we set out our stall to have this
inquiry. You have been kind enough to share with
the Committee a copy of your Receivers’ Report
dated 24 August 2009, a report to creditors,
members and ex-members, which has been a helpful
summary of some of the information that you were
kind enough to brief us about a month or so ago.1

We are very grateful for that. As we are now on the
record I suppose I have got to start with a very
simple question, at least in stating it, perhaps more
diYcult to answer, but what would you summarise
as the main reasons for DFB’s failure?
Mr Oldfield: It is clear from the work that we have
done in looking into the events leading up to
receivership that the liquids division of Dairy
Farmers of Britain failed to deliver its promise and
as a consequence of the losses in that division it
caused a lower milk price than some of the other
players in the market, which in turn spiralled into
members being disaVected and resigning, which in
turn led to concerns from all stakeholders into the
status of the co-operative and ultimately led to the
failure. It was a spiralling of circumstances that
started with the under-performance of the liquids
division.

Q2 Chairman: I know that the Receiver’s job is to
deal with the consequences of companies that run
into severe financial problems and that you are not
the accountants/auditors for the business that
existed before, but as the report shows particularly
over time, and you have been kind enough to
provide some summary tables in this report which

1 PricewaterhouseCoopers: Receiver’s report to creditors,
members and former members, 24 August 2009.

give, for example, indications of the businesses,
bank borrowings and overall financial position, I
suspect you will have formed a view about the
relative financial health of this business. Whilst you
have given us a view because of the price and the
membership reaction in the short-term, looking
back over the period covered by the table on page 23
of the report you produced perhaps you might give
the Committee a commentary on the overall
financial health of this business.2 Looking at that
table is there anything which on first encounter when
you put the numbers together you could look back
at and say, “Oh, gosh, that was a bad moment for
this company. That was when, if you like, the rot
set in”?
Mr Oldfield: It is not so much when the rot set in as
that total column. For me, it is the total column that
tells the story. The business generated £37 million
worth of cash but then it spent it on £24 million of
exceptional items, which included costs of closure of
some of the dairy businesses and redundancies, some
further capital expenditure of another £25 million
and the acquisitions of a total of £95 million. As a
consequence it spent the thick end of £145 million
and that created a cash-funding shortfall of about
£50 million. The members were in for £57 million in
terms of the increase in their funding of this business
during that time. Clearly the co-operative bit oV a
large acquisition followed by two further ones of £14
million and it then spent a lot of money on capital
expenditure and on exceptional costs and that put
significant pressure on its funding because it was not
generating out of the trading part of its business
suYcient to cover those costs.

Q3 Chairman: During your work as the Receiver, did
you have any time to talk to members of the co-
operative or were you too busy doing the higher
level stuV?
Mr Oldfield: Far from it, Chairman. I think it is well
known, certainly by the industry, that my first
priority on appointment was to go and talk to the
members. I met nearly 1,400 members in the first five

2 PricewaterhouseCoopers: Receiver’s report to creditors,
members and former members, 24 August 2009.
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days of my appointment at meetings in Harrogate, in
Stoke, in Carlisle and in St Clears in South Wales.
That was really important because I had heard from
the membership that they felt they were lacking in
communication in terms of what was going on and,
therefore, I had to be absolutely front-footed and go
outside the box for a Receiver and go and meet some
of the people who had lost money and whose
livelihoods were at stake as a result of the position
that they were facing with Dairy Farmers.

Q4 Chairman: When you said that they were out of
the loop in terms of communication, in terms of
meeting as many members as you did, did you pick
up any feeling about how, prior to the demise of the
Dairy Farmers of Britain, members had been
involved in the evolving financial position of the
business?
Mr Oldfield: I think the answer to that is the
members who were at those meetings clearly felt that
they would have liked more information in the
period leading up to the receivership. I have to say
though generically in all meetings I have with people
who have lost money in insolvencies they always ask
for more information in relation to the period
leading up to that because, of course, they have lost
money and they want to know why.

Q5 Chairman: I suppose my leading question was to
try and probe how much the members trusted those
who were running the company and suddenly found
that trust had been betrayed.
Mr Oldfield: I think as members of a co-operative
obviously they looked to the Council of Members,
who are part of the governance structure of the co-
operative, and also to its Board of Directors and
further, because of the way in which this co-
operative is structured, to the executive management
that were in charge of the day-to-day operations of
the co-operative; so three tranches, if you like, of
senior personnel that were involved in the
stewardships and governance of the co-operative.
Clearly from my meetings with the members they felt
that there could have been more communication
but, as I say, they always say that.

Q6 Chairman: Just to put into context the table on
page 23 of your report, one of the things missing
from there is what the turnover of the business was.
Are you able to help us with that?
Mr Oldfield: The group covered a billion litres of
milk, about 10% of the UK supply, and the total
turnover was around half a billion, but it had
actually fallen. The overall summary was a bit lower
than that by the time we were appointed.

Q7 Chairman: Sorry, was that an annual figure of
half a billion?
Mr Oldfield: Yes.

Q8 Chairman: Was this the first time that you had
been involved in a receivership exercise with a co-op
like this?

Mr Oldfield: I was involved not so much in a co-
operative situation, Chairman, but in something
called United Milk which was a milk processing
business in Wiltshire about six years ago which was
seen as the UK milk industry’s balancing plant. I
dealt with that particular receivership.

Q9 Chairman: I suppose I was looking for a point of
comparison as to whether there was anything
unusual about the state of this particular business
when you were called in compared with any others
that you had seen. What the Committee is interested
to try to establish with some clarity are the reasons
for failure. I wonder if you might be able to give a
little bit of commentary about the changing nature
of the contractual arrangements that this co-
operative had with its customers. It seems to have
had some diYculties with the Co-op, particularly in
the South East and it seems to have had diYculties
with Tesco, all of which were leading to a decline in
its business. To go back to the point I was making
before, put simply were the main reasons that drove
DFB into going out of business eVectively problems
with its customers, problems with its structure, the
cost of restructuring, or a combination of the lot?
Did that just overwhelm their ability to finance so
many things going on at the same time?
Mr Oldfield: As you say, page 23 points to a lot of
financing requirement from a number of activities
and some of those activities, as shown in my report,
were M&A activities, trying to buy and sell dairies.
They closed five dairies and bought two dairies in the
period that we looked at. They were spending
significant monies on capex and there is a reference
in my report to spending capex in anticipation of
further customer contracts that did not come
through. As a consequence of that it was a
combination of factors but, as I said right at the very
beginning, a focal point of the diYculty was around
the liquids business.

Q10 Chairman: Why do you think the banks took
the view that they did? They seemed to have been
remarkably supportive. As the business got into
even greater diYculties in fairness to them they did
not pull the plug and walk away, but when you
actually look at the mounting debt levels in this
business (and again page 23 of the report shows very
considerable bank borrowings). It dips and then
starts to rise in 2008 and goes up again in 2009 but
that is against a background of considerable bank
borrowings against perhaps a growing uncertain
commercial backdrop for this business and
diYculties with customers, I am just wondering how
they managed to convince the banks to stay on
board.
Mr Oldfield: I think the short answer to that is they
had a number of plans that they wanted to see take
place, the resuscitation and in the latter stages the
rescue of the co-operative. The bank and their
advisers, and we were an adviser for the bank in the
months leading up to the receivership, were acutely
aware of the importance of this business on the UK
dairy industry and, therefore, every single
opportunity to try and find a solution was what had
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to be focused on. I think that meant on a number of
occasions the bank had to put further money out,
Chairman, in order to try and exhaust the
opportunities to try and save this.

Q11 Chairman: I suppose you may not be the right
people to ask this question, and this is no criticism of
your expertise, but if one goes back beyond the
2008–09 period the banks obviously were convinced
that they could still comfortably lend quite
substantial sums of money to this enterprise against
an ever more diYcult trading situation. If they are
not certain then banks will put their own teams in,
they will ask for independent business reports, they
will do all kinds of things to satisfy themselves that
their money is “safe”. Did you get any impression
that that kind of level of detailed analysis had been
undertaken by the banks over the period that you
analysed?
Mr Oldfield: The report makes it clear that in the
autumn of 2008 the Board Minutes were reflecting
some diYculties in the business. That is in the report
and there to see. As a consequence of that the bank
were asked for more money and the bank asked us,
as a firm, to go in and do one of those independent
reviews in order to give the bank information upon
which to make an informed decision in relation to
that request for more money, which they put in.

Q12 Chairman: You obviously gave the bank
suYciently comfortable information at the time to
convince them to carry on lending. What made you
feel comfortable with the future of this business
because one year later it went bang?
Mr Oldfield: I think you have got to look at the
circumstances at the time. At the time there were
concerns, again in the Board Minutes, over the
position of the Co-operative Wholesale Society
contract, one of the retail contracts, but it had not
been lost. There were concerns over the liquids
business but they came up with a project called 523
which was shrinking the number of dairies, making
closure plans to try and bring that liquids business
back into profitability. There were a number of
initiatives being put forward by the Board and by the
co-operative which were saying, “We want to fix this,
this is how we are going to fix it” and, therefore, it
was worthy of continued support.

Q13 Mr Cox: There have been concerns over the
years about the governance of Industrial and
Provident Societies. I have two questions for you
from your experience of this receivership. The first is
do you think there was anything about the fact that
this was a co-operative and the model that it had that
contributed to the business diYculties? That is the
first question. Perhaps I can deal with them one-by-
one if I may. Do you think there was anything about
the particular co-operative model and the fact that it
was a co-operative with these types of structures? In
looking at your report it does seem to have had a
fairly cumbersome structure of accountability, does
it not? That is on page 19 of your report.

Mr Oldfield: I do not think there was anything
particular in relation to the governance of the co-
operative that caused or accentuated its diYculties.
The issues that we have reported on are commercial
issues, commercial pressures that were brought to
bear upon this business that happens to be a co-
operative. How that business then dealt with those
commercial pressures in terms of how it then shared
them with the various stakeholders through those
diVerent structures I do not know because I was not
involved in the governance of Dairy Farmers of
Britain prior to my appointment.

Q14 Mr Cox: I was wondering whether you saw
anything in the structure because a limited company,
for example, has very, very clear lines of
accountability and very, very clear duties, but they
are not so clear in the case of Industrial and
Provident Societies. There have been some changes
recently but there have been some lacunae and I
wondered if you had looked at that aspect of it?
Mr Ellis: I think probably one of the most
complicated aspects of this being an Industrial and
Provident Society was that it is actually outside the
Insolvency Act and the Enterprise Act, so as a
consequence of that in our duties as Receivers here
we did not have to communicate with any of the
creditors nor produce reports to any of the creditors.
Actually, that was our duty by law. We had to go to
court to get clarification of what we had to do and
we took the decision that only by communication
could we ensure stability of the industry to get to a
solution. This falling outside by dint of history, if
you like, was a very serious issue.
Mr Oldfield: It was.

Q15 Mr Cox: That leads me on to my second
question. Do you see any lessons in this collapse
more generally for the dairy industry and
particularly co-operatives in the dairy industry? Do
you see any ways in which matters could be
improved? I suppose another way of putting that is
does the collapse of DFB indicate a more general
problem that might pertain to co-operatives in the
dairy industry?
Mr Oldfield: I think the only thing that I would say
in relation to the dairy side of agri-business is it must
be hard as a farmer to deal with volatility of raw
material prices, both as a purchaser of feed and as a
seller of milk. It must be hard as a co-operative or,
indeed, as any processor to try and give a stable
trading platform to its suppliers because of the
volatility of world commodity prices. That is just an
observation really. Whether it is a co-operative or a
company those pressures are there. The dairy
industry has got exposure to world community
prices that have been very volatile.

Q16 Mr Cox: But a co-operative has a relationship
with its members that a company would not
necessarily have with its suppliers.
Mr Oldfield: Yes.
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Q17 Mr Cox: In this case you have identified that
there was a “membership haemorrhage” I think
from about October 2008 onwards.
Mr Oldfield: Yes.

Q18 Mr Cox: Because there were conditions as to
resignation, were there not, as there is invariably
under these things?
Mr Oldfield: Yes.

Q19 Mr Cox: There is a sense and I have read
elsewhere, and it maybe it does not come into your
purview as Receivers to look at this kind of broader
issue, that there may be some structural problems in
the governance and the way in which co-operatives
are structured in this country that do not seem to be
experienced quite so acutely in Europe. I do not
know whether you can comment on that.
Mr Oldfield: I am aware of those same comments
from the media but I have no intimate knowledge of
the diVerences between co-ops in Europe and,
indeed, in the UK. I am afraid I cannot comment.

Q20 Chairman: Can I just ask in accounting terms as
a co-operative do they have to be subject to the
normal accounting procedures that, for example, a
normal quoted company would be subjected to
when audit was undertaken?
Mr Oldfield: I am not an auditor so I do not know
the answer to that. What I am aware of is that the
filing requirements are into the FSA as the registrar
rather than into Companies House. I know in terms
of the way in which we would ordinarily be able to
get information out of Companies House in relation
to a corporate that the process and getting
information out from the FSA in relation to an
Industrial and Provident Society is diVerent. It is
much swifter in relation to the Companies House
information because that is what they do day in and
day out.

Q21 Mr Cox: In Companies House it is published
but I do not think it is the same with the FSA. A
company’s accounts will be published, will they not,
they will be publicly available?
Mr Oldfield: Yes.

Q22 Mr Cox: But in the case of an Industrial and
Provident Society I understand they are not, is that
right?
Mr Ellis: They are audited. They are still subject to
audit.3

Q23 Mr Cox: Over a certain threshold of turnover,
I think.
Mr Ellis: This was audited.

Q24 Dr Strang: At what point do you think it
became clear that Dairy Farmers of Britain could
not survive?
Mr Oldfield: I was present at a Council meeting on
27 March when the Member Council of the co-
operative were asked by the Board to provide further

3 Note from witness: Certain IPS are exempt from audit, but
not DFB.

financial support to the co-operative to the tune of
nearly £20 million. At that meeting it was clear from
what I observed in the open sessions—there were
some closed and some open sessions—as the Council
deliberated on the Board’s plan that the Council
were not prepared to support the Board in an
application to the members for the £20 million. For
me, as an observer in that meeting, that was a sign
that there were significant diYculties because the
Council did not feel suYciently comfortable with the
position of the co-operative that they wished to
support that application by in eVect asking members
for a further £20 million to come out of milk
cheques, which was where it would have come out
of. That was a critical point.

Q25 Dr Strang: You explained in your earlier
remarks that it was not uncommon in a situation like
this where a firm is going into receivership that
people complain that they do not get enough
information and are desperate to get more. You have
also acknowledged that there is a limit to what the
management is prepared to make available because
it could become a self-fulfilling prophecy, as it were.
So far as what you saw, what is your view of the
communication between the co-operative and its
members? Do you think it was reasonable or are
there reasonable grounds for criticism there?
Mr Oldfield: I did not observe and was not involved
in the co-operative’s communication with its
members. All I can talk about is what happened on
27 March because I was there and my observation of
that process was it was all day, it was robust, there
was a lot of opportunity for questions and challenges
and counter-comment, there was professional advice
in the room, the Council had people that it was
leaning on for counsel and, similarly, the Board had
advisers as well. There was clearly a lot of interaction
between the Board, the executive management,
which remember were responsible for the day-to-day
operations they were there as well, and the Member
Council. The Member Council includes not only a
few people but also actually regional representatives
from across the whole membership. Indeed, it was
that same Member Council that when I was
appointed Receiver I then engaged for a further
month, I held on to them, because that was the way
in which we could get the feeling of the membership
because that was the representative body that the co-
operative had set up.

Q26 Lynne Jones: Can I just ask in what capacity
you were present at the meeting on 27 March?
Mr Oldfield: I was very clearly representing the
bank, and that was made clear to the meeting.

Q27 David Taylor: I want to come back to the point
my colleague, Gavin Strang, raised. We are trying to
identify when the tipping point was, when the
collapse was inevitable, and to an extent this is the
post mortem on the deceased DFB. Your role as
what you might call financial pathologists is rather
more straightforward than was that of your
professional colleagues in Ernst & Young who just
months earlier had signed oV DFB as a going
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concern. You have just said you are not an auditor
but you have got a strong core of auditing in your
training. Do you not think that particular agreement
with the directors’ assessment was rather misplaced
even at that stage because days later the DFB Board
Minutes reflected the Co-operative Group contract
being in jeopardy, which was about 30% of all
turnover? Do you think that Ernst & Young were up
to the mark or are they your pals and you are never
going to criticise them?
Mr Oldfield: It is not for me to comment on their
audit opinion; it is for them to comment on that if
they wish.
Chairman: Let me just pursue something that is in
your report which I hope you can comment on. You
have said on page 25 where it says “Commercial
issues in minutes” in March 2009, “Loss of Co-op
contract confirmed. Debt for equity swap occurs.
Member capital raising not supported”.4 Those are
three things that are, shall we say, out of the ordinary
that occurred. In May of the previous year Mr
Norman Coward, the adviser, left and two non-
executive members of the Board went in June 2008.
In spite of these mounting diYculties the business
continued to trade on and we know that
subsequently as I understand it, and correct me if I
am factually incorrectly, the business traded on
through May and June but at the end of that the
members did not receive any money for the milk that
they supplied. I think that a lot of people have asked
the question as to why when the business suddenly
could see some serious problems occurred it carried
on taking in its staple diet of product for two months
but at the end of the day was unable to honour its
commitments to members and pay them for it.
Mr Cox: Why did the bank finance it?

Q28 Chairman: Why did it do that?
Mr Oldfield: I am a farmer’s son, my father is a dairy
farmer amongst other farming activities, so I was
acutely aware in advising in this position—as I say I
was advising the bank back in that March meeting—
of the spring flush. It is the time in the UK dairy
industry when there is a wall of milk that hits the
market. The size of the milk cheque for the April
supply was £24 million. In discussions with various
stakeholders since my appointment we have talked
about the spring flush and we have talked about this
March date and the fact that if the Council could not
support the capital raising why did it (DFB) not
stop. The considered view of the vast majority of
stakeholders I have spoken to suggests that for
Dairy Farmers of Britain to have entered into
receivership in March would have been a serious,
serious blow to the UK dairy industry. My
conversations and my advice to the bank talking
about the importance of Dairy Farmers of Britain as
10% of the UK milk supply and with a £24 million
milk cheque in jeopardy was that there had to be a
basis for continuing to try and find a solution to this
co-operative and avoid its failure during the spring
flush. It was very clear to me at that juncture in time
it would have been very damaging for the UK dairy

4 PricewaterhouseCoopers: Receiver’s report to creditors,
members and former members, 24 August 2009.

industry and it would have been very damaging
because it would not necessarily have exhausted all
of the opportunities to try and find a solution for the
co-operative itself to have seen a receivership in
March. What happened was that the bank had to
put some more money in. Why would they do that?
They did it on the back of some advice from me and
an understanding in relation to the UK dairy
industry and what that meant in the spring flush.

Q29 Chairman: We have here a commercial
transaction, milk is coming in and I presume that
there must have been a market for some of that milk,
in other words it generated payment from
customers. I accept the fact that if there was a
normal commercial basis for carrying on trading at
that time one should have done it, but what has
concerned a lot of people is that if they realised that
there was a market for that milk and there could
have been what I would describe as an orderly
disposal of it, you are going to sell it, as a result of
that normal transaction the net result is the
suppliers, the farmer members, do not get paid. You
could have looked at it another way round: if it had
gone into receivership and the farmers were left
trying to find a way out of a desperate situation, if
they had received a nil consideration for that milk
they would have been no worse oV than they
subsequently turned out to be. At what point did it
become apparent that that milk which had been
taken in was not going to be paid for?
Mr Oldfield: Typically you get situations, and there
have been a number in the UK over the last 10 years,
where dairy companies fail and it is understood by
the industry that when dairy businesses fail they
often fail on the day of the milk cheque. This
business did not fail on the day of the milk cheque,
it failed on 3 June two weeks before the milk cheque
was due. I understand the bank facilities were due
for renewal on 11 June. As a result of that this
business went into receivership owing the farmers
about five weeks’ milk but it could have gone into
receivership owing farmers seven weeks’ milk.
Chairman, it always owes two weeks’ milk because
that is just the way in which the phasing of the
payments for milk work with the farmers.

Q30 Chairman: I suspect farmers would ask this
question: was it reasonable for the business to carry
on taking that milk in? I understand the timing issue,
but as management looked at the worsening
financial position there must have come a moment
when they knew they were not going to be able to pay
for that milk.
Mr Oldfield: The way in which my appointment
happened, the Board met with the bank and the
Member Council on 2 June and out of that meeting
came a decision that the Board’s plan could not be
supported—they were asking for more money—and
rather than the Board continuing to trade through to
11 June when the facilities ran out, they went oV,
took legal advice and wrote to the bank inviting the
bank to appoint receivers and managers to take
control of the business.
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Q31 Chairman: What happened to the £24 million
worth of milk they sold? Where did that money go?
Mr Oldfield: As in all businesses, when you take raw
material in and you process it and you sell it out it
goes out into cash and it goes into debtors. So it is
either sold for cash or it goes into debtors.

Q32 Mr Cox: Presumably the banks were being paid
monthly interest? Was HSBC being paid?
Mr Oldfield: The bank would have been paid its
interest and charges in the normal course, yes.

Q33 Chairman: EVectively, what the £24 million did,
because it would have gone into the company’s bank
account, was reduce the exposure of the bank.
Mr Oldfield: It would have gone into debtors which
then are assets of the co-operative and then would
have been applied to the creditors in order of priority
and, yes, the bank are the secured creditor in the
failure of a co-operative or a company.

Q34 Chairman: Basically what you are saying is that
the money came in after the receivership had started?
Mr Oldfield: Yes.

Q35 Miss McIntosh: Just to ask the same question in
a slightly diVerent way. If these co-ops were created
under a diVerent piece of legislation than the current
legislation then they might be covered by the
regulatory authority of the FSA. At the moment
they are not regulated by the FSA and are not
monitored by the FSA. It has also got implications
because the bank becomes the superior creditor.
There are two ends of the scale, if you like, that have
suVered in particular. There is the small hill farmer
in the north of England who probably does not have
too many other incomes to look to, but then you
have got the larger ones who probably put upwards
of £50,000 into it who now do not qualify as being a
creditor. My concern is whether we have got the right
legislative and regulatory framework and could we
have avoided it at an earlier stage if we had.
Mr Ellis: As I think I said earlier, it is inappropriate
for the Industrial and Provident Societies to be
outside of the Insolvency Act but, as I say, it is an
accident of history and is something that as this
Committee sees it is probably something that should
be corrected in the legislation going forward. One
thing you do need to maintain stability in such a
diYcult circumstance as an insolvency is to move
very, very quickly and it was not helpful that we had
to go to court to get permission. Also, it would not
have been helpful to the creditors if we had not
found a way of communicating with them.

Q36 Mr Cox: Would you have had problems getting
information, for example, as you would from
Companies House?
Mr Ellis: Companies House is set up to provide
information at a diVerent speed. It is an
inappropriate act of history and I think this does
need to come under the Insolvency Act and
Enterprise Act 2002.

Q37 Miss McIntosh: With the greatest of respect that
is probably not the remit of this Committee, it
should be a diVerent departmental committee.
Broadening the argument for a moment, it strikes me
that co-operatives in the agricultural sector, dairy
and other aspects, flourish in other countries, and I
am thinking particularly of Denmark and New
Zealand. There are state aid provisions that would
probably not allow that level of co-operation.
Should we also be looking to, possibly, that area of
legislation as well? Are there lessons to be learnt
from other countries where these co-operatives do
seem to flourish with quite a lot of state or
government support, or do you not feel qualified
to answer?
Mr Oldfield: As a farmer and an agri-businessman,
and that is what I specialise in as a sector, I would say
there is a place for agricultural co-operatives in UK
agri-business and there are some very successful UK
agri-business co-operatives. This one was
unsuccessful but their place in the market, if you
like, I think is important for farmers and for the
industry and anything that can be done to try and
enable their eVectiveness and competitiveness has
got to be good.

Q38 Miss McIntosh: You sound as though you are
quite an expert in this field. Do you believe that the
state aid provisions of the EU prevent any kind of
further support to allow these co-operatives to
flourish?
Mr Oldfield: I cannot answer that question, I do not
know the answer.

Q39 Mr Drew: We have rehearsed a number of the
arguments with regard to Industrial and Provident
Societies and I do not want to go over the same
ground, although it was interesting to hear what you
said about the insolvency problem, Mr Ellis. Can I
just ask two things, and they are quite specific. The
first is the way in which there is no separation in
terms of those who lost money in this. There is no
separation between preferential and non-
preferential creditors under the IPS. What specific
problems do you think that causes in terms of
farmers who have obviously lost both their share
capital and, as we said, the milk cheque non-
provision?
Mr Oldfield: That is a relatively straightforward
question because farmers are not preferential
creditors and if this was a company they would not
have been either. The only preferential creditors are
employees now and the employees have largely—not
completely—been supported by the Redundancy
Payments OYce in relation to the receiver and
managership of the co-operative, but there remain
significant monies, up to about £1 million, which if
this was a company would be a preferential creditor,
but because of the IPS there is not recognition of
preferential creditors. It is one of the other issues
that are relevant to what my colleague has been
saying about the diVerence between insolvency in a
corporate situation and insolvency in a co-operative
situation.
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Q40 Mr Drew: My other point is in talking to
someone who was previously on the Board of DFB
there is a view that one of the diYculties of the
structure of the organisation was it was very diYcult
to increase the capital, that it was under-capitalised.
I would add to that that this is a very diYcult market
segment with over-capacity in terms of processing. I
suppose I am not leading you too far, but to what
extent was it bound to fail because of historic and
structural problems to do with its organisational
form but also the fact that it is in a very diYcult
market?
Mr Oldfield: Picking up your question on over-
capacity, I was surprised by the speed at which
customers could switch from their reliance on the
dairies, on the liquids part of the division, on
receivership to other providers. They switched
within 10 days and 60% of our customer base
disappeared. To go to your question on over-
capacity, there must have been capacity out there for
them to be able to switch that quickly. Absolutely
there was capacity available within the liquids
business in the UK. I am aware that a number of
dairy companies have invested in what are called the
“super dairies” and I know those are big beasts that
can bang out an awful lot of milk very eYciently. I
am aware of a number of investments in that over the
last five or six years.

Q41 Mr Drew: In terms of the structure of the IPS in
relation to their ability to raise capital you talk about
capex and this is an organisation that needed to
radically restructure itself and yet it did not have the
capital apparently to achieve that. Is that a fair
statement?
Mr Oldfield: If you look at the funds flow you can see
that there was a funding gap absolutely and the
members could only be asked for so much.

Q42 Mr Drew: Is that a specific weakness that you
think the IPS put on them or was it just the fact that
it was always under-capitalised anyway?
Mr Oldfield: I believe there is a limit in relation to the
amount that a member can invest in an IPS. I think
that number is £20,000. If that is the case then clearly
that provides a cap on co-operatives’ abilities to
raise capital.

Q43 Chairman: That piece of formula does not apply
to the retention of monies from the milk chain,
does it?
Mr Oldfield: I think there is a definition, Chairman,
called “Members’ Interests” and it is what the
members’ interests cover. I have got some papers on
this that I am happy to try and explain to you in a
further written submission if that would be helpful.5

Chairman: That would be very helpful because I am
a little bit confused as to the diVerence between, if
you like, putting money in and money being kept in
the co-operative which I thought was part of the
members’ guarantee arrangements because the sums
of money which some members have lost are
obviously considerably in excess of the £20,000 limit.

5 Ev 13

Q44 Lynne Jones: Before I come on to the line of
questioning I want to take, in your report on page 28
you say that DFB had invested heavily to support
Tesco and the Local Choice brand and yet it seems
in early 2009 Tesco was in the process of delisting the
Local Choice product. In the Ernst & Young report
they tell us that Tesco attended the DFB Council
meeting in June 2008 and seemed very bullish about
their continuing the Local Choice line and Ernst &
Young referred to information on the Tesco website
which referred to “Tesco’s plans to expand the
availability of Local Choice milk”. Was there any
obvious reason why Tesco suddenly changed their
mind on this because that played a significant role in
the financial diYculties that DFB were having?
Mr Oldfield: Obviously I do not know the specific
answer to the question because I was not there and
was not, therefore, party to the discussions between
the company and Tesco. Just on reflection I would
merely say that with the onset of the recession and
the diYculties that brought with it for consumers,
there was undoubtedly, with my agri-business hat
on, a switch to value for food and I do not know to
what extent that would have had an eVect upon the
relative merits of Local Choice or, indeed, one of the
other initiatives which I know this co-operative were
really pushing on, which was regional milk. I merely
reflect that from my knowledge of the industry.

Q45 Lynne Jones: Presumably the Local Choice
milk had a price premium on it, did it?
Mr Oldfield: Yes.

Q46 Lynne Jones: A little earlier in response to a
question from Gavin Strang about when it first
became clear that the future of the business was in
jeopardy, which was “At what point was it clear that
DFB’s survival as a going concern was no longer
possible”, I think you said it was at your attendance
at the meeting in April.
Mr Oldfield: In March, 27 March.

Q47 Lynne Jones: Sorry, on 27 March.
Mr Oldfield: I am saying that was a critical moment
in the life of the co-operative because its Member
Council had said that it would not go to the members
and ask for £20 million. That left the co-operative
with a funding gap and what happened was the
funding gap was filled by the bank, they put £13
million more in to try and exhaust the opportunities
to try and find a solution. That was what happened.
It created a funding gap that then had to be sorted
out between the Board and the bank, and that was
what was then done.

Q48 Lynne Jones: I also have information about a
letter which was sent from Lord Grantchester to
DFB members on 12 February that said: “DFB has
engaged leading corporate mergers and acquisitions
advisers (M&A) from PricewaterhouseCoopers to
help us review their approach”, that is in terms of
their restructuring. Could you outline PwC’s role as
an adviser to DFB prior to the receivership and
when you actually took on that role?
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Mr Oldfield: Referring to that letter6, we were aware
of some (M&A) activity by the company prior to
that date. The company had consistently engaged
Smith & Williamson as mergers and acquisitions
advisers and in particular ran strategic options. I
mentioned earlier that there were a number of
projects that the business had engaged on since the
acquisition of Associated Co-operative Creameries
(ACC) over a numbers of years and it is referred to in
my report. I think I talk about 35 diVerent projects.
When it became clear that there was a need for some
more impetus in relation to the M&A activity to try
and find a strategic solution to the co-operative, and
also because they had been approached as well, and
I think that letter talks about an approach which the
co-operative had received, we consulted with the
bank and we were advisers of the bank and they
encouraged the company, and the company agreed,
that we would be engaged to take on that role to seek
to try and find a strategic solution to the diYculties
faced by the co-operative. I remember I used the
term at the time of turning over the stones, “We have
to turn over the stones to try and find a solution for
this co-operative”. It was felt that our engagement in
February would accelerate that process from where
it was previously because they had not found a
solution up until then and we needed to accelerate
that.

Q49 Chairman: When you say, “find a solution”,
they embarked on Project 523, which was the
restructuring of the business. Just fill us in on what
it was you were trying to find a solution for because
that was prior to this March 2009 worsening
financial position. In other words, you came in, they
knew that things were not going well so they were
asking you to look at the business and see if there
was a way out of the mess. What were the options?
Mr Oldfield: Chairman, if you think about February
and March, in March they went to the members
asking for £20 million. One of the ways to try and
reduce the amount of money asked of members was
to try and find some buyers for certain of the
businesses of Dairy Farmers of Britain. That was in
the thinking of the Board and the bank, that in order
to fill the emerging funding gap of the co-operative
the stones needed to be turned over to see whether
there was value in parts of Dairy Farmers of Britain
that could help to meet that funding gap. That was
where the impetus came from. It came from trying to
find some nuggets of value in the Dairy Farmers of
Britain’s portfolio of businesses to try and help meet
that funding gap to avoid asking the members for
everything or, indeed, the bank.

Q50 Lynne Jones: Who in PwC took on that role as
advisers to DFB?
Mr Oldfield: We had a separate M&A team involved
in that. The idea was that there would be a
transaction team dealing with that piece of work
with a prime duty of care to the bank because that
was the way in which that engagement was
structured and is typical in these situations. The

6 Not printed

company had its own advisers—Ernst & Young have
been mentioned already in this Committee
hearing—and also a firm of lawyers as well who were
advising the Board and PwC were advising the bank
in connection with what was going on in terms of the
transaction team. The information from the
transaction team flowed down into two separate
camps for interpretation as to what the position was.

Q51 Lynne Jones: So you were not part of this
advisory team then?
Mr Oldfield: I was only part insofar as my industry
knowledge, and we have already talked about it a
number of times this afternoon. All the discussion
and all of the M&A work was done by a separate
team, absolutely.

Q52 Lynne Jones: How did you ensure that conflict
of interest was avoided with yourself as the bank
adviser? Okay it was a diVerent team but how rigid
were the walls between the two sets of advisers?
Mr Oldfield: There were walls that recognised that
our M&A role was with a prime duty of care to the
bank who we were working for.

Q53 Lynne Jones: The M&A role for DFB?
Mr Oldfield: The engagement letter is between the
company and the bank and ourselves with a prime
duty of care to the bank.

Q54 Lynne Jones: Let me just get this clear. So when
PwC were appointed as advisers on mergers and
acquisitions your prime duty of care was to the bank
and not to DFB?
Mr Oldfield: In the event of conflict, yes.

Q55 Lynne Jones: Okay. Can we just go back? You
seemed to imply that in March 2009 at the meeting
you attended you saw that the writing was on the
wall when the members themselves were not
prepared to put up money to keep the business going
and yet the business did not go into receivership until
June 2009 and kept going during a period when the
farmers were producing milk which was then being
processed, money was being received presumably
from those contracts and yet none of that money was
paid over to the farmers. Could it not be argued that
that advice was to protect the interests of the bank
and to keep it going protected the bank’s interests
and not those of the members of the co-operative?
Mr Oldfield: There are three key points. The first key
point was remember what I said about 27 March was
not that the writing was on the wall, it was that there
was a funding gap and it needed to be bridged and
that was why the bank put more money in, the £13
million of new funding. That is point number one,
there was a funding gap identified on 27 March. I
was not saying that the writing was on the wall.

Q56 Lynne Jones: A funding gap to do what?
Mr Oldfield: A funding gap because the company
needed more money.
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Q57 Lynne Jones: You thought there was a
reasonable prospect of that investment actually
yielding results?
Mr Oldfield: Remember what I said about the spring
flush and the discussion that I did share with the
Committee about—

Q58 Lynne Jones: I heard you say you had got to get
over the spring flush and avoid damaging the dairy
industry as a whole rather than DFB.
Mr Oldfield: It also gave the opportunity for the
Board’s proposals in relation to trying to find a
solution for Dairy Farmers of Britain to have a
further, in eVect, nearly three months of time.

Q59 Lynne Jones: At that time as well they knew that
the Co-op contract was going to be ended and you
knew that Tesco had changed on the Local Choice,
so what realistic prospect was there that DFB could
be brought into a situation where it was a going
concern?
Mr Oldfield: There were a number of interested
parties around in March. Remember we kicked oV
that M&A activity in February, so it was not as if it
was without hope. There were interested parties,
albeit the interest, and it is in the report, in the liquids
part of the business was not strong. The second
thing, and it goes back to your question, is you also
said how did the co-operative continue to take in
milk after March. It took in milk after March but
remember—

Q60 Lynne Jones: I did not say “how did it”, I said
why did it not go into receivership in March rather
than continue trading?
Mr Oldfield: It continued trading. It had bank
facilities to 11 June and it met the £24 million April
milk cheque and a further milk cheque in May before
it failed in June. There were two further milk cheque
payments made to farmers between 27 March and
my appointment on 3 June.
Mr Ellis: I think it is worth noting in any insolvency
that with the power of hindsight you can look back
in time to a kind of perfect moment, but you criticise
directors sometimes for throwing the towel in too
early when there is a prospect of making a sale,
preserving jobs and preserving stability in the
market. It is a very diYcult call with any director
looking at that point in time. With hindsight you can
look back, as Stephen said.

Q61 Chairman: Would I be right in assuming,
looking at the sale of the Lubborn business and
Llandyrnog business, that if those two businesses
had been got away during your period of analysis
then the business could have traded through the
receivership situation or were we just putting oV the
evil moment when it was going to go into
receivership?
Mr Oldfield: I think those two businesses being sold
was good news but, as I alluded to in my report and
I have alluded to in a number of answers to the
questions, the real problem business here was the
liquids business.

Q62 Chairman: In other words, they had not realised
suYcient of the benefits from Project 523 and it was
burning through cash at a rate that was
unsustainable and even if they had sold these two
assets that would not have stopped the cash
haemorrhaging. When the decision was made, was it
that the bank said, “Enough’s enough, stop” or did
the Board of Directors say, “We know we can’t go
on”? Who actually triggered the decision of
receivership?
Mr Oldfield: The answer to that is on 2 June the
Board came up with a new proposal for continuance
but required more money. The Board brought the
chairmen of the Member Council with them to that
meeting. The bank consulted with the chairmen of
the Member Council and the feeling was that it
should stop. I remind you that, of course, the
facilities were to 11 June but it was not allowed to
continue that long. The funding request by the
Board to the bank was therefore not supported. The
Board then went back to its legal advisers, took
advice and invited the appointment of receivers and
managers.
Mr Ellis: Also, I am right in saying by then we knew
that for four months they had tried to sell the
problem liquids division and it had not been sold, so
that was a key factor.

Q63 Lynne Jones: I take your point about hindsight,
but in this particular case it was known early on that
the Co-operative contract was lost and that the
Local Choice bonanza was not going to take place,
so that was known in March, was it not?
Mr Ellis: A successful sale of the business outside of
insolvency would have been better for everyone and
that was what was being pursued at the time. Things
are lost, but often we would criticise directors for
throwing the towel in early and causing more of a
loss to creditors, employees, and in this case the
industry.
Mr Oldfield: Because of the spring flush.
David Taylor: In August 2008 the Board Minutes
reflected the fact that the contract with the Co-
operative Group, which was 30% of their turnover,
was in jeopardy. It was not something that had
sprung out of the blue sky, was it?

Q64 Mr Williams: At one time you were advising the
bank and advising them to put more money into the
business and the next minute you were acting as a
Receiver whose responsibility was to the creditors,
who was the bank. I am not quite sure how you go
from the one role to the other in a seamless way.
Mr Oldfield: You ask an interesting question insofar
as the receiver and manager is appointed by the bank
in relation to their debenture, so the receiver and
manager’s prime duty is to the bank. That contrasts
with what my colleague here has been discussing in
relation to corporate insolvency where the process is
administration where there is a much wider
responsibility, Chairman, to the creditors than just
the bank. I think we, and in talking to the bank as
well, would feel that being able to deal with
something as complex and as diYcult as Dairy
Farmers of Britain through a Company Act,
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Enterprise Act type of appointment with
administration would have made this a whole lot
easier to deal with than dealing with it through a
receiver and managership which had to be appointed
by the bank otherwise it would have been
liquidation. For the avoidance of doubt, if it had
been liquidation the doors would have had to close
because that is what liquidation is, it is the ceasing of
the business.
Mr Ellis: You would not have been able to move the
1,800 farmers across.
Mr Oldfield: You certainly would not have moved
the 1,800 farmers across. I had to actually borrow
£10 million from the bank personally to continue to
trade Dairy Farmers of Britain. I was personally
liable for that money. The receiver and managership
allowed the business to be able to continue to trade,
but the receiver and manager is appointed by a bank,
because that is the only way it can be done under an
Industrial and Provident Society, as opposed to
being able to be appointed administrator under
corporate law and deal with the wider body of
creditors in that way. PwC took the opportunity to
try and engage with both the FSA and the
Insolvency Service to say, “Look, receiver and
managership restricts our ability to talk to the
stakeholders in this business, please can we have
your support in engaging in a much wider level of
communication including the creditors meeting and
report”. It was open for us to try and drive that
because there was very little statutory guidance at
all.

Q65 Mr Williams: Apart from the members of the
co-operative who supplied the milk and the bank,
what other creditors were involved at the time of the
receivership? Substantial creditors?
Mr Oldfield: At the time of the receivership there was
approximately £10 million of money owed broadly
split into two camps. There was £5 million owed to
HMRC and then there was £5 million broadly owing
to other creditors, which included people like
packaging companies and hauliers.

Q66 Mr Williams: What options are available either
to members or those other creditors now in any
attempt to recover any money? Is there any option
available to them at all?
Mr Oldfield: In the report we make it clear that the
outcome of the receivership is likely to result in a
shortfall to the bank of around £4 million, so the
likelihood of a further process in relation to Dairy
Farmers of Britain in order to distribute money to
other classes of creditors, there is no further money
to distribute because the bank is going to suVer a
shortfall. Technically the co-operative can go into
liquidation but there is no money to distribute to
those creditors to seek their recovery of their monies.

Q67 Mr Williams: In your report you say that the
creditors could petition for liquidation, but you are
saying there is no point in doing that at this point
because it would mean throwing good money after
bad?
Mr Ellis: Yes.

Q68 Mr Williams: Is the process of liquidation
diVerent for a co-operative than for another
company or organisation?
Mr Oldfield: I do not believe so. I have looked at the
receiver and managership versus administration. I
have not looked at the liquidation in an IPS versus
company but I do not believe there is a diVerence.
Mr Ellis: The key diVerence, as Stephen said, would
have been if you went into liquidation immediately
the doors would have closed, that was what was
desperate to be avoided.
Mr Oldfield: Absolutely.

Q69 Dr Strang: These people are milk producers, it
is not like a co-op growing lambs or barley, they have
to get their milk lifted regularly and it is a perishable
product. That is really the diVerence.
Mr Oldfield: Absolutely right. The key objective of
the receivership was to keep the wheels turning and
milk flowing and the industry rallied round the
receivership and we managed not to spill any milk
and for me, as a farmer, that was the most important
thing because that really would have produced a
crisis of confidence much wider than just Dairy
Farmers of Britain.
Mr Ellis: The stability enabled the 1,800 farmers
who were supplying to find new sources of outlets for
their milk. As I say, liquidation on day one with
doors shutting would have meant that those farmers
probably would not have survived at all. They would
not have survived a week really, would they?
Mr Oldfield: There would have been milk spilt with
nowhere to go.

Q70 Lynne Jones: How was it decided how to pay
back the diVerent creditors? I understand that with
an Industrial and Provident Society there is no
priority order, so how is that being done?
Mr Oldfield: Although it is a co-operative and there
are no preferential creditors, which was a question
on my left earlier, there is the ability to create what I
call mortgage creditors, so secured creditors. Co-
operatives can borrow money from banks against
which they give a debenture charge, and that is
exactly the same as in the corporate world, and that
was what happened here, they borrowed money
from the bank against a debenture.

Q71 Lynne Jones: So the bank has priority over any
of the other creditors?
Mr Oldfield: Yes.

Q72 David Taylor: I am still not convinced on the
conflict of interest issue but I think we will have to
abandon that for the time being for want of time,
Chairman. I am far from satisfied with the answers
we have received. Let us move on to the issue of milk
price during receivership. During April 2009 the
average price that DFB members had been receiving
was 20.1 pence per litre, but then in the first two
weeks of receivership the total amount they received
was 16 pence per litre and then in the final month 17
pence per litre and at 16 July just under that at 15.7.
The NFU point out that the average cost of milk
production was in the range of 24–27 pence per litre,
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therefore the fact was the price that you calculated
was three or four pence below what they had been
receiving and even when they were receiving 20
pence a litre they were losing five, six or seven pence
per litre and that put farmers into a very, very
diYcult position. Why were prices so low? Why did
you pitch it at that figure?
Mr Oldfield: We did not pitch it at any figure.

Q73 David Taylor: Did you not?
Mr Oldfield: No, we did not. We said we would go
fully transparent in relation to the milk price on a
margin managed basis which meant we would take
the proceeds of the milk that were received from
customers, we would deduct the costs that were
incurred excluding the costs of receivership,
excluding the costs of bank borrowing, excluding the
costs of closure of any of the assets further down the
line, and in that case it was the liquids business, and
we would just return to the farmers what we got for
the milk less the cost of collecting it and sending it
on. Those were the numbers. It was explained very
clearly to the Member Council on 3 June before we
commenced that strategy and we have been fully
transparent with the members in relation to how that
number was calculated. If I just might pick up on
something you said. The spot price for milk at the
time that we were trading was considerably less than
24 pence per litre, I believe the spot price was more
like 17.5 pence. That is just so you know.

Q74 David Taylor: Your calculated price was below
the spot price?
Mr Oldfield: Correct. It was the performance of the
business. We could not aVord to make trading losses.
I was borrowing £10 million already, I did not want
to run further risks of trading losses.

Q75 David Taylor: The NFU were critical of the way
in which you undertook that pricing, were they not?
Mr Oldfield: Not to me they were not, no.

Q76 David Taylor: Were they not?
Mr Oldfield: No. I consulted with the NFU, with
Defra, with the Welsh Assembly, as many
stakeholders as I could, in order to explain my
strategy and how I was going to deal with it. In
particular, I was acutely aware that I could not
aVord to put a guaranteed price in the first two weeks
of my trading because by definition in order to avoid
losses I would have had to set a very low price and
the feeling was that if I set a low price, in that what
I call two week hiatus period, I would have dragged
the whole market down. So I actually did not set a
price, even a guaranteed minimum price, until my
milk field had settled after two weeks and then I put
in a guaranteed minimum price of 10 pence, which I
ultimately paid 15.7 on.

Q77 David Taylor: You have explained that the
decision to carry on trading from April to 3 June
allowed two further milk cheques to be paid.
Nevertheless, is it not the case that the main
beneficiary of the delayed receivership was the bank?

Mr Oldfield: There were two benefits. The first was
that the farmers were taken through the spring flush,
which I have said, and the size of the milk cheque
was less. The second thing was. Remember, if there
had been a solution to Dairy Farmers of Britain
between March and June then that would have
clearly been in the members’ interests, but in the
event there was not. It goes back to what my
colleague said in relation to directors can be
criticised for throwing in the towel too early and not
exploring the options available.

Q78 Chairman: You said in your report that you had
not held members to their guarantee arrangements.
Obviously when you are not getting money into the
farm it is very diYcult to pay stuV out. Members
prior to receivership had to give 12 months’ notice to
end their contracts but, given the instantaneous
uncertainty when receivership occurs, do you think
there ought to be a diVerent arrangement where
members can just say, “Right, thank you very much”
and walk without giving a period of notice?
Mr Oldfield: It inevitably caused me great diYculty.
I had a very robust discussion with my lawyers about
this and, again, as an agri-businessman I said, “I do
not believe that practically we will be able to trade if
I try and hold the farmers to these contracts because
they’ll vote with their feet or they’ll employ a good
lawyer and all I’ll get is spilt milk and a lot of legal
suits”. That decision has been upheld by everybody
I have spoken to, including some fairly prominent
members of the industry, who said, “You had no
choice”. In terms of the answer to the question about
whether or not the contracts should give some sort
of “out”, if I interpret it right, for farmers on
insolvency, in most industries you have got an
insolvency clause. Kevin, I do not know if you want
to comment?
Mr Ellis: They exist in most industries therefore, as
you say, in this situation immediately you go into
insolvency you have the option to opt out. If you
have got the option to opt out it does not exist and
there is no contract at all and you have got all the
instability of running the business, the volatility of
milk, the instability of feed prices and you are not
sure what your supply levels are like, so it works both
ways. I think if you took the handcuVs oV, as we did,
post-insolvency and they had the opportunity to opt
out of those contracts post-insolvency fine.
However, if you did that pre-insolvency it would
make this an even more volatile and diYcult business
to run.
Mr Oldfield: Having the option in a contract to
decide (upon insolvency) whether you stay in or go
makes it available to you as a supplier who has lost
money and is concerned as to the future, to decide
whether you are going to opt in or you are going to
opt out based on your circumstances, not the
circumstances of the co-operative in this case. I took
the handcuVs oV and I did not have to. If the
contract had been worded so that, at the option of
the farmer (upon insolvency) they could decide
whether the handcuVs stayed on or oV, that would
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have made it much easier for individual farmers to
make their own decisions based on their business
circumstances.

Q79 Lynne Jones: In March the Member Council
voted to support converting £55 million of member
investment into shares. What implication did this
decision have for the members once DFB had gone
into receivership, and in particular the tax
implications?
Mr Oldfield: The answer to the first part of the
question under analysis is going to make no
diVerence because whether that money was invested
as debt or as equity, there is no return for either a
debt holder or an equity holder in receivership. In
relation to the second question, which is the
diVerence in relation to the tax treatment, yes there is
a diVerence. My team are currently liaising with the
Inland Revenue with a view to trying to get an
answer to this to try to ensure that farmers who were
aVected by the debt to equity switch back in March
are not adversely aVected through their tax aVairs. I
am active on that and Defra have also been
supportive of that to try and get that guidance
through. We have got 1,833 farmers who were
supplying this business and 5,000 farmers who were
members in one capacity or another, as either debt
holders or equity holders, so clearly there are an
awful lot of enquiries that can go to the Inland
Revenue from that body of people and it would be
much easier to try and deal with it as one complete
solution. We are absolutely onto that because that is
the right thing to do in these circumstances.

Q80 Lynne Jones: What response have you got so far
from HMRC?
Mr Oldfield: One of the policy oYcers is onto it. We
are pushing hard for an answer. I was trying to get it
for my creditors meeting on 7 September and,
indeed, I was trying to get it for today but I still have
not got my answer.

Q81 Lynne Jones: When that decision was taken
were members aware of the implications should the
investment not be successful? Who was giving the
advice in terms that this would be a good thing to
convert from debt into shares?
Mr Oldfield: My understanding is that the Board
asked the Council to approve the rule change in
order to allow that to happen. This is my
understanding of it. As a consequence of that the
Board were given the ability to make that switch
from debt to equity at their discretion, but the
Member Council had to agree to a change in order
to allow that to happen. As I explained, the Member
Council is a representative body of the members
elected. That was what happened as I understand it.

Q82 Lynne Jones: Were these implications spelt out
to them?
Mr Oldfield: I do not know because I was not party
to that discussion specifically.

Q83 Mr Williams: Shortly after the co-operative
went into receivership Defra co-ordinated a meeting
of interested parties to see how the milk supply chain
could be maintained within the constraints of the
receivership. I think there were other meetings
between Defra and your organisation after that. Is
that the total amount of discussions that have gone
on with Defra or have they been ongoing?
Mr Oldfield: I have had very considerable
discussions with Defra. I first met Defra after my
appointment on 8 June, so five days after. I saw the
farmers first to make sure they were clear on the
trading position and then I went and saw Defra. I
also saw the Welsh Assembly. On 8 June I met with
them and informed them of the position. I explained
that there was a two-week hiatus period and I was
very concerned that of the 1,833 farmers there would
be a tail, a rump of farmers left, who did not have the
option to find alternate homes for their milk and
would therefore be stuck with me as a Receiver
collecting their milk. I was very clear that I would
not stop collecting their milk. I made sure that was
agreed as part of my Receiver and Manager strategy.
I did not want to call an end, to call time on the Dairy
Farmers’ industry, their business, but what I clearly
had to do was to margin manage. The strategy was
to continue to collect the milk but to put Defra on
notice that if I continued to collect the milk as the
number of farmers were falling in my milk field so
the price we were talking about earlier would go
down and down because clearly the costs of
collecting the milk, particularly those further out
(more remote), would increase. I talked to them
about that on the 8th and by the 17th, which was two
weeks after my appointment which was the end of
the hiatus period when the farmers had to decide
whether they were in for a monthly contract or go, I
then went back to Defra and that was the meeting
when all of the stakeholders came round the table.
By that time we were down to 300 farmer suppliers,
which was much lower, Chairman, than I was
expecting—much lower. At that meeting we
discussed what we were going to do for the 300
farmers who were in the rump. I could not continue
to collect the milk forever but I certainly was not
going to call time on those 300 farmers, so what was
the solution for these 300 farmers? Dairy UK were
there, a gentleman called Jim Begg who is the Chief
Executive was there and he clearly understood the
importance of trying to sort this out and finding an
industry solution. We talked about an industry
solution and then we talked about Defra
intervention. The Regional Development Agencies
were also there. The way I viewed it was Plan A was
an industry solution and Plan B was intervention in
order to try and solve the problem of people with no
homes to go to. In the event, following 17 June,
within 43 days, so by mid-July, 16 July, I collected my
last milk because 144 of the remaining farmers—
gradually they were going—ultimately went to Milk
Link. That was the end of my milk collections from
16 July. Just to be clear, Defra was all about the Plan
B, it was all about what do we do about this rump of
farmers if we got left with them if the industry could
not take care of it. Does that answer the question?
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Q84 Mr Williams: Just about. In the forensic
analysis that you have demonstrated this afternoon,
what is your assessment of Defra’s role in this
sorry event?
Mr Oldfield: They were clearly instrumental in
putting the stakeholders together. On the 8th I said,
“We might need this” and on the 17th the room was
full of people, heads of the UK banks were there as
well, the UK agricultural divisions of the banks, so
they had clearly done their job of putting the
stakeholders together. Everybody knew what the
challenge was but Plan B fortunately was not
brought to test, so as a result I was pleased with what
they did on stakeholder engagement.

Q85 Chairman: Just a couple of little points of detail
wrapping my mind around some of the complexities
of this issue. Was the bank finance to the business
subject to any covenanting arrangements?
Mr Oldfield: Yes.

Q86 Chairman: What were they?
Mr Oldfield: I do not know the specifics on the
covenants but I know that there were covenants set
in relation to the banking facilities, as would be
normal.

Q87 Chairman: Could you drop us a note on that if
that information is available?
Mr Oldfield: Yes.7

Q88 Chairman: Just to be clear about the reaction of
members to the December 2008 events when there
was a 2 pence a litre price drop and at that time, if I
have understood it correctly, 322 members gave

7 Ev 14

Memorandum submitted by PricewaterhouseCoopers (DFoB 29)

I refer to your letter 21 September in regard to additional information and also my oral evidence and
report to members and creditors.

Oral Evidence Minutes

I have already returned the reviewed copy of the transcript following the oral evidence session of the
16 September 2009. I would draw your attention in the minutes to just one area Q23, which was in regard
to audits of Industrial and Provident Societies. DFB were subject to audit as are many, but not all, Industrial
and Provident Societies. Whether they need to have an audit depends upon their size.

Additional Information

1. Members Money

Equity raising

Section 6 of the IPSA says as follows (as relevant):

“(1) Where a society is, or is to be, registered under this Act, no member thereof … shall have or
claim an interest in the shares of the society exceeding twenty thousand pounds.”

Section 6. IPSA is restrictive as it prevents a Board from going back to Members for further equity, if
indeed those Members have already contributed the £20,000 maximum.

notice that they wanted to leave the co-operative, I
am assuming that was one of the factors that would
have influenced customers of the Co-op to say, “We
can’t be certain of supply in the future, therefore
we’re going to examine or review our trading
relationship”. Was that chicken and egg situation
one of the triggers for the loss of the contract with
the Co-op in March 2009?
Mr Oldfield: I do not know obviously because I am
not the Co-op but I would observe that you had got
losses in the liquids business, the milk price not being
terribly attractive against the Milk League, which I
think you are all aware of, and as a consequence of
that farmers saying, “I can’t aVord to take that price,
I need to move to a new home for my milk. I’m
giving notice” and that in turn, the farmer making a
reaction to his economic circumstances, means he
resigns and that gets into the domain of the
customers who say, “Where’s the milk going to come
from?” and then they review. It is part of my spiral. It
is a consequence of the circumstances facing the co-
operative.
Chairman: Thank you very much indeed for your
forbearance and patience in answering our
questions. Obviously this is the first public outing, if
you like, and trying to understand the order of
events and the relationship of one event to another
in what is a complex situation is quite challenging.
There are two things I would say in conclusion. If
there are any other things upon review that you want
to draw the Committee’s attention to we would be
delighted to hear from you. Obviously what you
have now said is down on the record and cannot be
undone but, nonetheless, can I put on record my
appreciation for your assistance to the Committee
both before this hearing and in supplying us with the
report and your answers. Thank you very much
indeed.
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Debt raising

There would appear to be no such limitation on raising debt in whatever form that takes (eg retentions,
loans, preference shares). If, however, any debt raising gives rise to a right in shares that exceeds the
£20,000 value limit then it would be a breach of s.6 IPS Act.

You will recall the committee asked me about the tax position faced by members as a result of the debt
for equity swap in March 2009 Q27. I indicated that I was pushing the Inland Revenue for assistance in this
matter to avoid hundreds of separate applications to the tax authorities by individual members, in other
words we were seeking guidance that could be used by all the DFB members aVected. I regret that to date
such guidance has not yet been provided but we continue to push through HRMC Policy Division.

2. Financial Covenants

The principal facilities were:

— an overadvance;

— an inventory finance agreement;

— a invoice discounting agreement;

— an overdraft;

— property and asset loans.

Per the facilities agreement dated 15 July 2008

Profit Before Tax (PBT)—on a cumulative year to date basis

Financial indebtedness (amount advance by the Bank in total)—shall not exceed

Capital Expenditure—the aggregate Capital Expenditure shall not exceed

£000’s 30-Sep-08 31-Dec-08 31-Mar-09 30-Jun-09 30-Sep-09 31-Dec-09 31-Mar-10 30-Jun-10 30-Sep-10 31-Dec-10 31-Mar-11

PBT (8,000) (7,000) (400) 750 3,700 5,700 8,250 800 3,500 6,000 8,500
Financial Indebtness 68,500 70,500 55,000 62,000 60,500 62,500 52,500 59,500 58,000 61,000 52,000
Capital Expediture 7,500 7,500 7,500 7,500 7,000 11,750 14,500 14,500 7,000 11,750 14,500

We understand that no formal waiver letter in respect of the Financial Indebtedness covenant was issued
in respect of the 31 March 2009 position, although an over-advance of £5.5 million on its Invoice Finance
facility and an extension of the period in which the temporary overdraft increase was available (normally
only mid month to fund the Milk cheque) was approved during the relevant financial quarter.

Other covenants/conditions

Standard Terms & Conditions (T&C)—Standard (T&C) include but not limited to:

— an adverse change in the overall financial condition or operation performance which we
consider material

— failure, for a consecutive period of 28 days, to notify us of any debts

— becoming insolvent or convening and meeting to pass a resolution to do so

— the making of a statutory demand on you under the Insolvency Act 1986 or the entry of any
judgement or order against the company which remains unappealed or settled for seven days

Per Overadvance Letter (9 April 2009)—the board of directors of Dairy Farmers will use their best
endeavours to maintain levels of trading, assets and lending set out in the Plan (5-2-3).

Inventory Finance and Invoice Discounting Agreements—audits of inventory and sales ledger to be
carried out on a quarterly basis.

— from December 2008, the ratio, expressed as a percentage, of the estimated market value of the
inventory aged more that 15 months but less than 20 months shall not at any time exceed 4% of
the estimated market value of all inventory

— the ratio, expressed as a percentage, of the estimated market value of inventory comprising cheddar
cheese to the estimated market value of all inventory shall not be less than 80%

— for every 2% that either covenant above are breached, HSBC Invoice Finance reserves the right to
reduce the advance percentage by 1% (of the Invoice discount agreement)

Overdraft Letter

— the total amount outstanding under the facility shall not exceed:

(£1,742,000 on 13 May 2009

(£2,790,000 on 11 June 2009

— during the period from the date of this letter (9 April 2009) to and excluding 13 May 2009 the
maximum amount outstanding under the facility shall not at any time exceed £8,740,000; and
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— during the period from 14 May 2009 to and excluding 11 June 2009, the maximum amount
outstanding under the facility shall not at any time exceed £9,994,000.

Property and Asset loans —standard terms and conditions for property and plant & equipment based
lending.

I hope the above assists the Committee in its Enquiry. Please do not hesitate to contact me if you require
further clarification.

PricewaterhouseCoopers

October 2009
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Wednesday 14 October 2009

Members present:

Mr Michael Jack, in the Chair

Mr GeoVrey Cox Miss Anne McIntosh
Mr David Drew David Taylor
Mr James Gray Paddy Tipping
Lynne Jones Mr Roger Williams

Memorandum submitted by the National Farmers’ Union (DFoB 13)

1. The NFU welcomes the opportunity to respond to the EFRA Committee inquiry into Dairy Farmers
of Britain. The NFU represents 55,000 farm businesses in England and Wales involving an estimated
155,000 farmers, managers and partners in the business.

2. In addition to the response provided here the NFU has provided an appendix, which includes extracts
from members’ accounts of their own experiences to better illustrate the impacts and issues reported here.

The Impact of the Collapse of DFB on Dairy Farmers and the Industry

3. There are over 100 milk buyers in Great Britain, but until recently six major players dominated the
market. Dairy Farmers of Britain, with around 1,800 supplying members, was one of three big farmer co-
operative businesses. Its farmer members are predominantly situated in the North of England and Wales.
DFB was handling over one billion litres of milk (just under 10% of national milk production) making a
range of products including cheese, milk, butter, ingredients and desserts for supermarkets and own label.
Its collapse now leaves two farmer owned co-ops (Milk Link and First Milk) and three privately owned
companies (Arla, Dairy Crest and Wisemans) operating with the largest market share.

Farmers’ Financial Losses

4. The NFU expressed its bitter anger and dismay on behalf of its dairy members on hearing the news
that DFB had gone into receivership on 3 June. Over 1,000 NFU dairy farming members were aVected by
this and over 1,800 farmers in total have been left without pay for their milk collected in May and up to
3 June. The NFU understands that an average supplying member will have lost in the range of
£10,000–15,000 as a result of this.

5. The receivers (Pricewaterhouse Coopers, PWC) stated that they would pay for milk collected from the
date that they were appointed. Farmers would be paid for this milk on a twice monthly basis at an
undisclosed price until 19 June, at which point any remaining suppliers were oVered a rolling four week
contract, with a price that was, at the time, undetermined. Subsequently, the receivers paid members
12 pence per litre (ppl) for all milk collected, and later made a one oV payment to reflect improved returns
from the milk, equating to c.16ppl.

6. With the average cost of milk production currently estimated to be within the range of 24–27ppl this
situation left many dairy farmers in a desperate financial state. Many businesses, while normally profitable
and viable, are likely to have experienced, and may continue to experience, substantial cash-flow diYculties.
What is more, the outcome for each business in terms of securing a new buyer that is able to oVer a
reasonable price for milk collected has proved to be extremely varied.

7. In addition to these short-term issues, the NFU is concerned by the loss of financial investment that
DFB members, past and present, made in the co-op. It is understood that an average sized DFB member
may have invested upwards of £50,000 in the company as debt through so-called Member Capital Accounts
and other vehicles. The receiver has confirmed that any members and former members will not see their
investments returned.

8. Case studies 1 to 5 in Annex 1 highlight examples of individual member losses.

Alternative Milk Buyers

9. The NFU believes that the industry as a whole rose extremely well to the challenge of picking up milk
from 1,800 farmers and, although not all of it has received a sustainable price, a market crash was prevented.
It was extremely diYcult for farmers in remote locations, or with small volumes to find a new milk buyer as
they were not considered attractive prospects to the larger milk buyers, most of whom recruited their
maximum capacity of additional supply very soon after DFB went into receivership. The NFU was
particularly disheartened to receive reports from young dairy farmers, who had expansion plans that were
caught out by these events, as well as a number of progressive, enthusiastic and specialist producers who
passionately wished to remain in dairying.
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10. All dairy farmers were ultimately oVered a milk contract. On 29 June Milk Link oVered direct supply
contracts to any remaining farmers that had not been oVered a contract by any other buyer, for
commencement from 1 July. PWC agreed to waive the existing one-month period that farmers supplying the
receiver on the four week contract had, to allow farmers to take up this oVer immediately.

Ongoing Concerns and Impacts

11. The NFU is particularly concerned about the impact these events and the ongoing situation of low
returns for many famers will have on the continued health of the dairy sector in general. In particular, the
NFU believes that some milk buyers may be exploiting farmers’ vulnerability, and buying milk cheaply in
order to build margins, and undermine other sellers in the market (case studies 6 and 7).

12. The table below highlights where DFB milk has been reallocated and demonstrates the range of milk
prices being paid to dairy farmers. Current spot milk prices are quoted to be around 21–23ppl, which raises
concerns as to why this milk is being bough for such low sums.

13. Table 1. Allocation of Ex-DFB suppliers by Milk Buyer

Number of
Buyer farmers recruited Contract oVered and current average price

Arla 72 Market related temporary contract; 18.4ppl June, July,
August—Contract to be reviewed March 2010, when producers
may be oVered permanent contract.

Dairy Crest 110 Transitional contract paying around 24ppl (around 10 are on
an AMPE contract paying 1.5ppl below AMPE).

Wiseman 70 Only signed producers who had already been oVered a
Wiseman contract.

First Milk 400 Direct supply (3–6 month notice) 22ppl (June–July) 18.25ppl
(August)

Milk Link 558 (339 from Producers supplying the Llandyrnog creamery will be oVered
Llandyrnog permanent contract circa 23.5ppl. Other producers oVered a
creamery and the Direct Supply contract (3 month notice period) at c.18.25ppl
remaining 143
left without a
buyer)

Meadow Foods 100 Market related contract price circa 18ppl for June and July
OMSCo 82 Standard supply contracts.

Source: DairyCo.

14. The impact of DFB’s collapse has raised concerns for NFU members regarding the tax position of
any money lost (case study 8). The tax position regarding non payment for supplies is that any money that
becomes irrecoverable will be treated as a bad debt. This will reduce the level of profits for income tax or
corporation tax purposes. The NFU has discussed the diYcult financial position that many Dairy Farmers
of Britain may find themselves in with HMRC and awaits a response from HMRC to the issues raised.

The Governance and Accountability Structures of DFB

15. Dairy Farmers of Britain and the farmer directors that governed the company had an undeniably
huge responsibility for member investments. A number of our members have questioned the professionalism
and ability of Dairy Farmers of Britain executives, Directors and Council members in light of the collapse
of the company. Some of these issues and concerns are reflected in case studies 9 and 10.

16. The NFU fundamentally believes that co-operative businesses should be subject to the same scrutiny
as other business structures when it comes to their financial and business performance. Whilst Limited
Companies are the subject of constant internal and external scrutiny, it is debatable whether co-operatives
always undergo the same degree of rigour. Of course, the ability to hold a co-op to account resides with its
shareholders (farmer members), nevertheless, the question should be posed as to whether the corporate rules
that govern co-operatives, including the Industrial and Provident Societies Act and the Enterprise Act 2002,
confer the same degree of scrutiny that private companies undergo.

17. Communication is one area where the NFU considers DFB to have been ineVective in the run up to
its collapse. There is no doubt that tremendous damage was done by the inaccurate and uninformed level
of reporting that surrounded DFB. This undoubtedly had an impact on the confidence that DFB’s
customers had in the company, and caused a great deal of confusion, and distress amongst DFB’s members.
DFB should have communicated more openly and transparently with its members (case study 11).

18. At a meeting on 17 November at NFU’s Headquarters, which had been scheduled at the NFU’s
request following the restructure and retrospective price cut that took place in November 2008, DFB’s Chief
Executive and the Famer Director present oVered us reassurances as to the current financial stability of the
company and stated that they were planning for the long term, particularly through their continued
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investments and development of added value brands. In addition, DFB reported that sales of Local Choice
milk were increasing. This had apparently been assisted by Tesco oVering Local Choice milk at a
promotional price, more aligned with the retail price for conventional milk. The information contained in
the Receiver’s report would appear to contradict this claim.

Government Response to the Collapse of DFB

19. Government responded swiftly and sympathetically to the situation. The Secretary of State, Hilary
Benn made a very supportive and encouraging statement to the House of Commons on 9 June, and later
prepared an update for Parliament on 30 June pledging Government’s commitment through various
business support schemes that would be made accessible to dairy farmers.

20. Defra also chaired an emergency stakeholder meeting to discuss the situation and identify solutions
and measures to ease the financial and emotional pressure facing dairy farmers.

21. The NFU sought clarification from the Government about its plans to support dairy farmers who
faced having no alternative buyer for their milk and, in particular, urged the Government to make funding
available to dairy farmers through the RDAs a priority case. This was raised at the stakeholder meeting and
addressed in the SoS’s statement to the House on 9 June. In particular the work of the North West
Development Agency, Yorkshire Forward and One North East in providing support and advice to ex-DFB
members in those regions should be recognised.

22. However, there is one area where Government has the potential to make a real diVerence. In light of
the instability, uncertainty and financial losses incurred by a large number of dairy farmers as a consequence
of the events surrounding the collapse of DFB, the NFU strongly believes that Government can send a
strong signal to farmers that it recognises the need to be sensitive to the demands it places on the industry
and is willing to reduce the burden of legislation wherever possible by extending the current timetable
requirements for implementing the Nitrates Directive for another year (case studies 12 and 13).

23. A recently published survey by DairyCo has revealed that those farmers that are required to invest
in slurry storage are facing costs of between £40,000 and £80,000 (copy of letter to Minister provided in
Annex 2). To date, no response to the letter has been received.

24. On 15 July 2009, Minister of State, Jim Fitzpatrick, announced that 50% of the English allocation of
funds from the European Economic Recovery Fund would be prioritised towards the dairy sector through
the Rural Development Programme for England. Although small (estimated £3.5 million), this decision was
welcomed.

25. Welsh Rural AVairs Minister, Elin Jones announced in a written statement on 6 July that dairy
farmers in Wales may be eligible to receive advance SPS payments in light of the DFB collapse. The NFU
was disappointed that the RPA and Defra were not prepared to make a similar commitment in England.
The NFU followed up this point with the RPA Chief Executive in writing. The RPA’s reaction was that while
it would theoretically be possible to advance Single Payments it might have a knock-on eVect on other
farmers and jeopardise the RPA’s recovery.

The Causes and Lessons to be Learned from the Collapse of DFB

26. The NFU has not conducted its own analysis of the causes of DFB’s collapse, nor is the NFU privy
to the inner thinking or financial accounts of DFB so it is diYcult to comment on the exact causes. However,
accounts from our members (case studies 14 and 15) and the information contained in the Receiver’s Report
appear to indicate that the underlying causes of DFB’s problems include a flawed business plan, poor
management and bad decision making, which gradually eroded the profitability and viability of the
company.

27. There are of course certain events that stand out—the huge sums of money spent on the ACC
business, the disappointing failure of Tesco’s Local Choice brand and the loss of the Co-Op supply
contract—all of which delivered devastating blows to the business.

28. The NFU has no doubt that the impact of the retailers’ actions in contributing to the company’s
demise could have been alleviated, or prevented. In the case of the Co-Op, the NFU believes that had the
Co-Op established direct, dedicated relationships with its DFB farmer suppliers then the relationship
between DFB and the retailer would have been stronger, based on long-term partnership and oVered greater
transparency and stability. There are a number of dedicated supply chains that are operating successfully
between other retailers and their farmer suppliers, by bringing retailers closer to farmers and getting farmers
closer to the end market.

29. The introduction by Tesco of a tertiary brand of milk, FreshnLo undeniably had an impact on the
sales of Local Choice. At the meeting between NFU and DFB on 17 November 2008 both parties recognised
that the launch of FreshnLo was a dangerous strategy, which had the potential to undermine the good work
that had gone into developing dedicated chains.
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30. Most importantly, this must never be allowed to happen again and it is time now to consider the
lessons learned:

Response of Milk buyers

31. The NFU was genuinely encouraged and impressed by the actions of some milk buyers that
responded so promptly in the immediate aftermath of DFB’s collapse.

32. However, the NFU was extremely concerned by the number of reports received from our members
about some milk buyers behaving unscrupulously towards Dairy Farmers of Britain ex-suppliers. The NFU
stated that it would not tolerate buyers found to be exploiting and profiteering on the back of this diYcult
situation and committed to expose any buyers that are found to be doing this.

Industry collaboration and support

33. It is a credit to the industry that so many organisations pulled together at this time with a common
interest to support as many famers as possible. In particular, the farming charities have been on hand from
day one to oVer that crucial lifeline to farmers who are understandably distressed, anxious and stressed.
Many have also made financial donations to farmers to alleviate some of the short term financial diYculty
they face.

34. The NFU would also like to acknowledge the support and sensitivity shown by the major agricultural
lending banks to the aVected farmers. At the emergency meeting of interested parties all the major
agricultural banks were in attendance to discuss how best to support their clients. Many of these banks have
also written to the NFU to set out the support measures put in place for DFB members that may be facing
short and longer term cash flow diYculties.

35. The NFU, EFFP and Dairy UK pulled together to provide a linkage system which enabled farmers
to make contact with smaller, specialist buyers and dairies who may be interested in taking on new suppliers.
EFFP also oVered advice to those farmers who wish to stay in dairying and believed that, with help, they
may have a viable future.

Receivership Process

36. The NFU would like to acknowledge the good work that has been done by the receiver. The process
has been openly transparent, well communicated, with a practical and clear strategy. While it is extremely
disappointing that the receiver doesn’t expect that any monies owed to farmers will be paid out, the
improved milk price and, in particular, the news that no steps will be taken by the receiver or the bank to
call in member guarantees, are a huge relief

Milk Contracts

37. The NFU has identified a number of issues and lessons to be learned regarding the crucial role of milk
contracts.

38. Termination clauses: The contract held between DFB and its members did not contain any clause
which allowed the contract to be terminated with immediate eVect if either party appointed a receiver, or
filed for administration. Consequently, DFB suppliers had to be granted permission from the receiver to
leave DFB. While the NFU believes that the receiver acted promptly and rightly in providing farmers with
a window in which to leave DFB and find an alternative buyer, there was some initial uncertainty with regard
to members’ legal positions. The NFU believes that the need for all milk contracts to have more balanced
rights and obligations to reduce farmers’ vulnerability in these events is vitally important.

39. Notice periods: These events have demonstrated some of the weaknesses inherent in raw milk supply
contracts. The price cuts that DFB enforced prior to its collapse8 have highlighted how vulnerable a farmer
is with the current terms and conditions contained within the majority of these contracts that allow buyers
to impose price changes, even retrospectively, whilst producers are compelled to continue supplying the
company, sometimes for in excess of 12 months. This can lead to the financial ruin of a farm business with
no chance to mitigate losses by seeking another buyer The NFU believes that milk contracts should be more
mutually balanced, and not tie farmers in to long notice periods while unilateral price decisions can be
enforced at the discretion of the buyer (case study 16).

40. Clarity and understanding: At this time many dairy farmers were in a very vulnerable position, with
some facing the traumatic prospect of having no buyer for their milk. Under these circumstances it was
extremely alarming and unacceptable to hear reports from NFU members that some buyers were taking
advantage of farmers by oVering contracts with unreasonable milk prices, pressuring farmers to sign
contracts in very short timescales and requesting long-term commitments from them with no period for
“cooling off”. The NFU clearly communicated the vital importance of a farmer looking very carefully at
any new contract and making sure that they understand and are comfortable with the terms and conditions
of that contract.

8 DFB cut its milk price by a total of 4.2ppl between November 2008 and April 2009.
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41. Secretary of State, Hilary Benn also stated in his statement to the House that “farmers should not feel
pressurised into signing up to contracts with alternative buyers that they might regret”. This highlights the need
for clearer, more understandable contracts generally in the dairy industry, and for closer scrutiny to be placed
on milk buyers’ behaviour if an event such as this were to happen again.

Benchmarking performance

42. Developing clear performance benchmarks for farmer controlled businesses. Ideally these need to be
simple benchmarks, beyond milk price leagues or company accounts, that farmers can understand.

Governance of Co-operative Businesses

43. Many of our members have questioned the integrity, professionalism and ability of DFB executives
and council members in light of its collapse. The Receiver’s report shows no evidence of wrong-doing but
makes it clear that the main responsibility for the long line of bad decisions, aborted projects and lack of any
clear strategy within DFB rests with the board and the executive team. This underlines the need for Farmer
Directors to be properly supported, trained, highly skilled and have the ability to manage large and complex
businesses. These requirements are not easy to find when most farmers are accustomed to running single
operations or sole trading businesses.

Independent evaluation

44. The collapse of DFB has served to reinforce the call that the NFU made in its Vision for the Dairy
Industry of 2005 for independent evaluation of the business performance of co-ops. This independent
evaluation would aim to provide an objective judgement for members as to the performance and business
strategy of the company. It should be confidential, reporting back to shareholders.

45. We feel that such a move would give dairy farmers confidence, remove much of the damaging gossip
and media speculation and allow executives to concentrate wholly on the business and not expend time and
resources fire-fighting false allegations. Although DFB’s ultimate fate might not have changed, emerging
concerns that could easily be concealed in financial accounts might have been spotted sooner and dealt with
diVerently. Increasingly, for many dairy farmers, it is about how their investments in farmer businesses (milk
groups and co-ops), money they can ill aVord in most cases, are being handled.

Concluding Remarks

46. While the NFU believes that the long term future for British dairy farming is extremely bright, the
impact of the collapse of DFB has further compounded the fragility, uncertainty and low levels of confidence
that currently exist. It is vital therefore that every part of the supply chain, and government, recognise the
crucial role and responsibility they have for creating a more profitable, competitive, stable and secure climate
in which dairy farming businesses and the British dairy industry can thrive for the long term.

Summary of Recommendations

47. There is an urgent need for more frequent financial appraisals of co-ops, including regular trading
statements, financial updates and a full annual audit.

48. Government should extend the current timetable requirements for implementing the Nitrates
Directive for another year.

49. HMRC to treat financial losses as trading losses.

50. All retailers to establish direct, dedicated relationships with their farmer suppliers to bring about long-
term partnerships, greater transparency and stability.

51. All raw milk contracts to have more balanced rights and obligations to reduce farmers’ vulnerability.
In particular, an ability to terminate with immediate eVect if either party appoints a receiver or
administrator.

52. Raw milk contracts should be more mutually balanced, and not tie farmers in to long notice periods
while unilateral price decisions can be enforced at the discretion of the buyer.

53. There is a need for greater simplicity and clarity in raw milk contracts, so that farmers can clearly and
easily understand the terms and conditions of that contract before they sign.

54. There is a need to develop clear performance benchmarks for farmer controlled businesses. Ideally
these need to be simple benchmarks, beyond milk price leagues or company accounts, that farmers can
understand.

55. There is a need for Farmer Directors to be properly supported, trained, highly skilled and have the
ability to manage large and complex businesses.

56. Co-operative businesses should be independently evaluated to provide an objective judgement for
members as to the performance and business strategy of the company. It should be confidential, reporting
back to shareholders.
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The NFU is happy to provide any additional information requested and looks forward to giving oral
evidence to the EFRA committee in the near future.

National Farmers’ Union

September 2009

Annex 1

Member case studies and extracts from famer accounts of personal experience

Case Study 1: Impact on farmers

As a dairy farmer in the North East of England, milking 150 dairy cows I have lost £14,000 in milk
cheque money owed to me, and my investment in the company, which totalled £40,000.

Case Study 2: Impact on famers

I had to endure a month of supplying milk to the receivers at 10ppl before I started supplying a small
local dairy on a market related contract on 1 July. This dairy paid the equivalent of 15.5ppl to those
members who transferred in June, and I have recently learnt that the price for July milk will be 16.4ppl.

The table below provides a resume of the financial implications that the receivership has had on my
business so far. For comparative purposes, the value of the milk supplied in the period is also shown if
sold at a typical industry price of 23ppl.

May June July

Production 42,030 37,801 42,530
Price (ppl) 0 10 16.4
Value (£) 0 3,780 6,975
Value w 23ppl (£) 9,667 8,694 9,782
DiVerence (£) "9,667 "4,914 "2,807

As well as losses of approximately £17,000 on milk sales in the last three months, my business has
also lost approximately £20,000 as a result of the money held in my DFoB Member Investment
Account (MIA).

Case study 3: Impact on Farmers

We are one of DFB’s ex-members and were aVected by their demise. Having found a new buyer from
the first of July we have consistently achieved a price of over 25 pence per litre. What I would like to
know is how then could DFB not survive when they were paying their farmers less than 20ppl?

PWC having stated they would then pay us a fair price from the 2 June then told us that the fair price
would be 10p per litre. Having then thought better of their rash oVer they decided that we might squander
the princely sum of 10p and said they would pay us 5p one week & then the other 5p the week after
Milk Link oVered to take us on in a so called rescue package paying us 18.5p. When I asked if we would
achieve this I was told that with our production figures it would be more like 17p.

Many British dairy farmers have suVered badly over this mismanagement and downright dishonesty
and many who have caused their plight should hang their heads in shame.

Case study 4: Impacts on farmers

My overdraft has had to increase by £35,000 to cover May’s lost milk cheque—that has been the hardest
hit immediately. My investment in DFB which was just short of £60,000 is basically part of pension
wiped out. I am fortunate that I own part of the farm otherwise as a tenant farmer life would be very
rocky indeed.

The loss of the milk cheque equates roughly to a complete loss of profits for the year. The loss of
income will further set back any investment plans on this dairy farm, assuming that we get a sustainable
milk price. I was fortunate to switch buyer to DC within 36 hrs of the announcement and receive a just
reasonable price of 24ppl (just covers costs).

There are many who are not so fortunate and will probably be exiting the industry, as will many others
unless we get a better price at the farm gate.

Case Study 5: Impacts on Farmers

Our business bank manager phoned on hearing of the collapse of DFB to oVer support and remind
us that our annual banking facilities needed to be discussed. Over the telephone she informed me that
the cost of our overdraft facilities would increase from 1.4% over base to 4.4% over base owing to the
current economic turmoil. A 300% increase in cost. There was no mention of any diYculty in oVering
the same quantity of overdraft. It seems that the emphasis in the media has all been about access to
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money but surely it is as much about the cost of that money and how the bank is making an excess
on lending money and blaming it on the requirements that government has imposed on them to cover
their lending.

Case study 6 (extract): Milk Buyers and Milk Prices

I increasingly believe that milk purchasers are now using this situation to their advantage. Whilst many
of the milk purchasers are to be commended for recruiting ex-DFoB suppliers in the first place, I now
believe that their treatment of us warrants further investigation. I completely accept that the secondary
milk market in the UK is currently in a terrible state. However, I fail to believe that nearly all of DFoB’s
milk pool is now being traded on the spot market as most processors would make us believe, even with
the volume of cheap milk and cheese coming in from Ireland. First Milk are stating that all of the ex
DFoB milk is going on the spot market or into Westbury, as are Arla, Meadow Foods, Milk Link and
a number of smaller independents such as Paynes Dairies and Wensleydale Creamery. Somehow it just
doesn’t all add up.

It seems to me that in many cases the ex-DFoB members are now being used to subsidise the milk
prices of all other producers on standard contracts. For example, my milk purchaser has stated that it
is currently not utilising all of its standard milk supply in existing markets, and so is placing some of
this milk into the secondary milk market. Why then, if the market is so terrible, are the producers on
standard contracts not receiving a milk price reduction?

Milk purchasers are conscious of the fact that they are able to keep the ex-DFoB members on much
lower prices, since these producers will not speak out and take action as most have no other option.
Producers are frightened and scared to speak out, and the milk purchasers recognise this. How long can
this two tier industry go on, with one cohort of producers receiving 23–24ppl and another cohort receiving
sub-18ppl?

Case Study 7: Milk Buyers and prices

We had been in discussion with several milk buyers five months before the demise of DFB on 3 June.
The new buyer we preferred gave us an indicative price for our milk supply on 3 March which correlated
with that being paid to other suppliers in the area by that supplier. When contacted late in the afternoon
of the 3 June this same buyer gave a detailed indicative price for our milk which they would collect the
following day and we said thank you. This price was again detailed over the phone the following day.
Again this indicative price correlated to that being paid to fellow producers in our area. However some
weeks later we had a visit from the company representative to inform us that our milk price for June
and subsequent months would be at least 6 pence a litre less than the price indicated earlier. We now
supply a diVerent buyer and trust that the price contracted will be honoured.

Case study 8 (extract): Tax

I am facing a four figure tax bill for the last financial year as a result of the money I had invested in
my DFoB Member Investment Account. Due to DFoB’s March 2009 debt for equity swap (which
members could never individually vote on remember) it seems that my money invested with DFoB is
classed as an income loss rather than capital loss and so cannot be easily oVset against tax. Paying such
a large amount of tax on money that I have never had and never will have is inconceivable. Needless to
say I am in discussion with my accountant and NFU legal team on this matter as this must be challenged.

Refunding these tax demands will aVect no one else apart from HM Revenue and Customs. As a
rough rule of thumb, if the 1,800 ex DFoB members each had an average MIA value of £20,000, then
the overall tax eVect would be approximately 28%. As a worst case scenario the Government would
therefore face a loss of just over £10 million if the taxation was waived. However, the actual loss to
government is likely to be much less than this as a number of producers will be able to oVset the taxation
against a capital gain such as the sale of land. For tenant farmers such as myself this is not an option.
Once again, this is a key area where Government can assist aVected producers without interfering with
the milk market.

Case study 9 (extract): Accountability and Governance

One can’t help feeling that the senior managers and directors were bad at their job and did not at all
operate the company as the co-operative that it was supposed to be.

Case study 10: Accountability and Governance

Our contention is the conversion of the MIA to shares was at best underhand and at worst robbery.
As retired members we were helpless. We had resigned but could not change contract yet decisions were
made over which we had no influence but have to bear the consequences. We would like to ask what
was the board’s thinking and what part was played by the banks in supporting this change. Was putting
the company into administration always the planned out and to take with it as much of our funds as
possible.
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Can I also say as director of a two farmer owned cooperatives any one who does believe this debacle
has not damaged the cooperative movement in agriculture is as deluded as the board of DFOB and its
series of lame duck chairman were.

Case Study 11: Communication

I would like to know why I was phoned by DFB to ask if I was still going to leave DFB when my
resignation was up only two weeks prior to them calling in the receivers and why they guaranteed me
that it was impossible for a co-operative to go bust. How come they were allowed to turn our investment
account money in to shares when they knew it was never going to be worth anything and finally why
did they call in the receivers at the point when it would cost the farmers the hardest, they were meant
to be owned by us. We have lost over £70,000 and are still being made to pay now with lower than
everyone else in milk price. So much for loyalty.

Case study 12 (extract): NVZs

Like all other dairy businesses, my thoughts are focused on NVZ compliance by 2012. With the milk
prices I am receiving and the losses incurred through the DFoB receivership, I have no idea how I can
make the figures stack up to comply with the legislation. My business has been knocked back by several
years and I find it incredible that the ex-DFoB farmers can be expected to comply with the legislation
in the same timescale as other producers on standard contracts. I was initially very pleased to hear the
NFU calling for an NVZ compliance extension back in June, but the issue seems to have died away.
This issue must not be allowed to go quiet, as this is one area where aVected producers can really be
assisted. The government does not have the power to manipulate the milk market, but it does have the
power to apply for a derogation to this legislation. NVZs are already going to claim a significant number
of victims, but the losses could be huge if action is not taken soon.

Case study 13 (extract): NVZs

Whilst we accept that nothing can be done about the present fragilities of the UK milk market, there
are key areas where the current pain could be eased, with NVZ compliance being the main example. We
sincerely hope that the Government can recognise that the UK dairy industry is currently on a knife-
edge and that urgent action is needed to prevent the critical mass leaving the industry.

Case study 14: Causes of Collapse

As a member of DFB I believe that there were a number of factors that led to the co-op’s demise, I
will list them for clarity:

— Probably initially paid too much for the ACC business.

— A lack of communication with the farmer members.

— Underestimating the power of the dairy commentators.

— A lack of business acumen by the board and management.

— The co-op dairy buyers wary of the bad press the DFB received and trying to ensure continuity
of supply.

— The credit crunch (I think this was a fairly minor feature and probably meant the company
could have been allowed to lose more money).

— An expectation that the UK dairy industry would rationalise quicker.

— The idea by the management that they didn’t have to increase the profit level of the company,
and a knowledge that they could reduce the milk price.

— An extremely poor chairman who didn’t understand the dairy industry and was only in the
business for his own gain.

— A weak board who should have been keeping an eye on the Chairman.

— A government that doesn’t understand the importance of rural businesses both to the UK
economy and to the security of food supplies.

Case study 15 (extract of member letter to The Co-Operative Supermarket)

Dear Sir,

I am writing on behalf of my family as an ex member of DFB. My brother and I run two dairy units
in the Congleton area. With 370 cows producing three million litres of milk.

What’s this to do with Co-op Retail Group? Quite a bit I believe. What made the management of
DFB pay an inflated price for the ACC dairy business, what made them think they could make a profit
and pay a competitive milk price? Were they deceived by ACC and Co-op Retail Group?
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In spring 2007 Tesco announced an initiative to pay dedicated dairy farmers a cost plus price. At the
same time Co-op Retail Group had DFB’s management “dancing on tables” to hang on to the Co-op
milk contract. At this time our milk was branded as Cheshire Milk in Co-op stores and I was told by
DFB that you would not pay a premium for local milk, yet Tesco followed suit with its “Local Choice”
milk contract that became the best milk price in the league tables until 3 June 2009.

The other major supermarkets now also have dedicated suppliers on sustainable milk prices but not
Co-op Retail Group. With DFB members receiving the lowest milk price for the last 12 months, the loss
of the Co-op Retail Group milk contract this spring triggered a wave of member resignations including
our own, leading to the collapse of DFB. Presumably competitors undercut DFB for your business, but
how could their tender have been sustainable if it undercut the lowest paying processor?

Did you not feel any duty of care to DFB members and their dairy cows who you have exploited so
deliberately since the inflated milk sale of ACC? Are you the same “ethical” business I see self promoting
itself on prime TV adverts every night? Not in my experience. We should have been your partner on the
milk supply front, proud to be associated with each other.

Instead I believe you have stuVed us. The time has come to say fair’s fair and pay your share. You
should pay all the lost May milk cheques and you should engage with ex DFB members, like ourselves
and oVer a sustainable price to be your suppliers.

Case study 16: Contracts

Our dairy business has received a severe setback due to the collapse of DFB. We lost over £13,000 with
no milk cheque in May and the first two days of June and of course all the Retention Fund of nearly
£19,000. We obviously realised that DFB were in severe financial diYculties and had already given in
our notice, had spoken to other milk buyers and had decided to sign with Milk Link who were fortunately
keen to have us. Surely there must be some law against a situation where a company can be seen to be
in diYculties but there seemed no way one could default on a contract with them without having to give
a year’s notice to leave.

Supplementary memorandum submitted by the National Farmers’ Union (DFoB 13a)

Letter sent to Huw Irranca-Davies MP, Minister for Marine and Natural Environment

Dear Minister

Nitrate Vulnerable Zones: Period for Implementation

You will no doubt be aware that the dairy industry has suVered a severe blow in recent weeks following
the collapse of one of our three big co-operatives, Dairy Farmers of Britain (DFB). The impact of this loss
is far reaching. Not only has it caused significant cash flow problems for the 1,800 dairy farmers that were
supplying the company, through the loss of one month’s pay for their milk and the loss of thousands of
pounds in investments, but it has also had a knock on impact on the wider dairy industry in terms of
confidence, adjustment and the potential disruption to UK market conditions.

In recognition of the disruption, dismay and uncertainty these events have caused I am requesting that
Defra shows sympathy to farmers’ situations by extending the period of implementation for NVZs to 2013,
allowing dairy farmers four years to comply with the requirements.

As you and I both know compliance with the revised NVZ Action Programme presents a huge challenge
to the dairy industry, not least because of the substantial investment it requires. Dairy farmers are working
hard to improve their environmental performance through better slurry management and by reducing slurry
volumes, but for many the only way to comply with NVZs will be to spend thousands of pounds on new
infrastructure. A recently published survey by DairyCo has revealed that those farmers that are required to
invest in slurry storage are facing costs of between £40,000 and £80, 000.

I believe that by granting one extra year for compliance Defra will be sending a strong signal to farmers
that it recognises the need to be sensitive to the demands it places on the industry and is willing to reduce
the burden of legislation wherever possible; particularly in light of the exceptional circumstances brought
about by the collapse of DFB.

I look forward to your response.

National Farmers’ Union

June 2009



Processed: 22-03-2010 23:10:46 Page Layout: COENEW [O] PPSysB Job: 001313 Unit: PAG2

Environment, Food and Rural Affairs Committee: Evidence Ev 25

Witnesses: Ms Hayley Campbell-Gibbons, Chief Dairy Adviser, and Mr Gwyn Jones, National Dairy Board
Chairman, National Farmers’ Union, gave evidence.

Q89 Chairman: Good afternoon, ladies and
gentlemen. Can I welcome you to this further
evidence session with reference to the Committee’s
inquiry into Dairy Farmers of Britain. Our first
witnesses this afternoon come from the National
Farmers’ Union. Can I formally introduce Hayley
Campbell-Gibbons, who is the Chief Dairy Adviser,
and Mr Gwyn Jones, who is the National Dairy
Board Chairman of the NFU. Can I thank you very
much indeed for your written evidence to the
inquiry. Our focus is very much in trying to track
down what went wrong and, therefore, what lessons
can we learn from the information which the
Committee receives. One thing which struck me
about the NFU’s evidence, if I could start with this
question, was almost a sense of reluctance to put on
record why you thought DFB had gone wrong. Why
was that?
Mr Jones: Chairman, I find that strange. I am not
quite sure why you thought that. I think we
submitted the evidence as we knew it and as we saw
it taking evidence really from the Receiver’s report.

Q90 Chairman: But you are an organisation which
has a deep knowledge of the dairy industry. You
have been involved in it for as long as I have ever
known anything about the National Farmers’
Union, you have a huge amount of expertise and you
have what I call knowledge, both private and public.
I was merely looking at the structure of the evidence
in here, and it just struck me that there was not a little
vignette in there to give the NFU’s explanation as to
why this business failed. You have dealt with all the
consequences, you have got some things about
lessons learned, you have got a commentary
about the government response, you have got things
about milk contracts, receivers, governance of
co-operative businesses, but there is nothing to tell
me why you thought it went bang. So why did it?
Mr Jones: I think it is fairly clear why it failed. I
think the Receiver made it very clear that it was a
combination of bad judgment, bad management and
poor strategy. That is what he seemed to highlight.

Q91 Chairman: I know, because we have had the
Receiver’s evidence and we have had the Receiver’s
report. I am interested to know what the National
Farmers’ Union think. You have members who were
members of this co-op. No doubt you talked to them
and they said things to you. I can read the Receiver’s
report myself; I was just genuinely interested to
know if the NFU had a view, or it might be that you
agreed with everything that Stephen Oldfield wrote
full stop. I just wondered, as experts in the field,
whether you had an observation to make as to why
you thought it went wrong. What, for example,
were, in your judgment, the key business decisions
that did not happen as they were supposed to? Was
it destined for failure right from the beginning? That
is a fairly provocative but, nonetheless, quite
relevant question.
Mr Jones: Yes, it is a relevant question. I think it is
right and proper for me to explain, first of all, that
we represent farming members and, of course, we do

get feedback from members. I do not think the NFU
professes to have expertise in milk processing, but, of
course, we have followed this all along and we do
concur with the Receiver’s report. We do concur
with what he says. We do not have an independent
view as such that is in any way diVerent to that. It
was very diYcult, following this through, to know
exactly what was going on. We had concerned
members, we had some concerns of our own but, of
course, all we can do (and we are in a very
responsible position as the National Farmers’
Union) is seek reassurances and invite executives in
and talk to them and question them and if they give
us reassurances then we have to take that at face
value, because we have no evidence or any facts to
suggest that things are any diVerent from how they
tell us. At the end, of course, again, the only evidence
we have is in the Receiver’s report, because he was
the only person in possession of all the facts. That is
the reality of it.

Q92 Chairman: I suppose I am a seeker after those
bits of intelligence that come to an organisation like
yours. You have got your ear very firmly to the
ground; you have lots of people who are involved in
the dairy industry. Here were two small co-ops that
came together to form a big one. I would have
thought that the NFU might have formed a view,
even with the benefit of hindsight, as to whether this
thing was going to fly and make it or whether you
thought, “Oh, dear, I am not so sure about that.
Unless they do X, Y or Z they are not going to make
it.” I just want to try and get some commentary. With
great respect, we have talked to the Receiver; we
know what he says. I am more interested in what you
have got to tell us.
Mr Jones: The evidence we submitted, of course, we
tried to base on factual information. If you are
asking me what we heard and what we thought, of
course I can elaborate on that.

Q93 Chairman: Please do.
Mr Jones: I think maybe to start with we ought to
point out the diYcult task all three co-ops had when
they first started after the end of Milk Marque. We
had three co-ops here that had an area of the country
designated to them. They had no money, they were
starting from scratch and they also had all the
farmers that were assigned to them: they did not
have the luxury of signing up the farmers they
thought were well positioned geographically for
haulage purposes or size, or any of those things. In
fairness to them, I think we ought to state that before
we start. So, all three co-ops were starting from a
very diYcult position. When DFB made the
purchase and bought Associated Co-operative
Creameries (ACC), yes, of course, we had comments
from the industry saying things such as, “There goes
the rationalisation of the liquid industry for some
years and farmers will end up paying for it.” That is
not in any way factual and that is not something we
can act on, but those words were certainly around.
Then, after a period of time, commentators (and we
are not short of commentators in the dairy industry)
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were making all sorts of comments on a weekly
basis, but, again, all we can do is seek assurances. If
the NFU at any time comes out and says anything
without being absolutely sure of its facts, we can
have quite an eVect. These comments were already
having an eVect on their customers and on our
farmer members. If we said anything that was in any
way detrimental, our members could leave and we
could actually cause great harm to the organisation
ourselves.

Q94 Chairman: You do not have to say anything
detrimental, because this thing does not exist any
more. The reason I am asking this is that this has had
a further eVect on the structure of the dairy industry
in England. We have got two remaining farmer-
owned co-ops, we have a number of quite well
funded, in some cases very well funded, private
processors and everybody is working within the
national quota on milk, and one of the questions
that I think people want to ask is, if we have some
idea as to why Dairy Farmers did not make it,
what implications does their failure have, if any,
on particularly the remaining two farmer-owned
co-ops? This is pretty profound to the structure of
the dairy industry. Many farmers put their personal
trust in Dairy Farmers—they felt it was the right way
to go, they felt it gave them a share and an
opportunity to influence the dairy business—but,
sadly, that trust and hope was confounded by reality.
We are interested to learn why their aspirations were,
sadly, not realised, hence the line of questioning.
Mr Jones: Do you want to comment?
Ms Campbell-Gibbons: Yes, I can talk a little bit
about the structure of the industry. I am not sure
what the question was now, I am afraid.

Q95 Chairman: The question was really to clarify
and help you to tell us, if you like, even with the
benefit of hindsight, whether you felt, looking at this
thing, it was ever going to make it. You have given
part of an indication that perhaps it was not going to
make it, and part of that might be that you want to
say something about the capital structure of it. You
were talking about ACC, for example. Looking at it
from the point of view of professionals, was it the
right kind of asset to buy in relation to the
aspirations of the co-op?
Mr Jones: Again, I think, to be fair, you can only buy
what you can aVord and you can only buy what is for
sale. If you take one of the other co-ops, Milk Link
for example, they bought a large cheese company
and they have turned it around, and that is the key.
I do not think it is a matter of whether it is a co-op
model or a plc model; it is all about the management
in the end, is it not, and the investment made and
then whether you can turn that round into a
profitable enterprise. It is easy for us to say now, of
course, with the benefit of hindsight, that ACC may
not have been the best purchase, and at the time
there were concerns aired to us but no evidence that
anything was going to go wrong because they had
actually bought quite a good customer within that
deal. The question was how were they going to
manage it and how would they turn it around? We

kept getting reassurances that they would be able to
do that. Looking at the evidence now, of course,
there were many things we obviously did not know
about. It seems that they attempted to merge and sell
parts of the business many times over the years and
we were unaware of quite a lot of that, certainly in
terms of being sure. You do hear things, but you
cannot ever be quite sure, and a lot of these things
are confidential. I do not think the collapse of DFB
in any way impinges on the other two co-ops in terms
of the model or in terms of questioning their
resistance because I think it is completely diVerent.
Companies fail too, do they not, on a daily basis
almost. That does not mean the model is incorrect.
It is, in the end, down to the management, but we
have been saying since 2005 in our vision document,
which we would be very happy to give you a copy of
if you have not got a copy already, that we strongly
suggested that the co-operatives had an independent
evaluation to show whether they were being well
managed, whether the investments were good and
whether they had the right strategy. Unfortunately
for us, we encountered huge opposition to that, not
least from our own farmer members who believed in
their co-ops and told us that this was seen as an anti
co-op stance. I do regret the fact that that happened,
but we have recently managed to persuade the levy
body to do this for us.

Q96 Chairman: I am sorry, which body?
Mr Jones: DairyCo, the levy body, is now
undertaking this work. It is a great shame that it was
not done from 2005, because I have no doubt that if
that had happened we would have had a better
indicator, and our farmer members in particular,
that things were not maybe going as well as they
might.

Q97 Mr Cox: But there are some obvious constraints
on the current co-operative model which other
countries seem to have surmounted, particularly
constraints on capitalisation. They cannot raise
money on the Stock Market; they are subject to
limitations on external investment; the amount a
member can invest is £20,000. We are talking about
major industry now. Twenty thousand pounds is
wholly, I am sure you would agree, inadequate for
the purposes of investment in what are major
businesses. Do we not need to start looking at the
model to see how we might assist co-operatives to
flourish? In my constituency, which is a large rural
constituency in Devonshire, I have had plenty of
those commentators that you speak of talking to me
and I do get the continuous theme throughout,
which is that people are not easy with co-operatives.
We had one fail in our area, a smaller one, the South-
West. Do you not feel as a union that what we could
do here, in Parliament, is look again at the structures
for co-ops and try to do something about enabling
them to flourish with a legal regime that would allow
them to have better opportunities to raise capital,
and so on?
Ms Campbell-Gibbons: I will answer that in part, I
think. I think that certainly to be successful in the
future we need to improve our competitiveness, and
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I think that UK co-ops have to be in a position to be
able to grow. If you look at consolidation in the
British dairy industry, I think that there are certain
aspects, the cost of doing that and there can be quite
a protracted process, that can put companies oV.
Often it comes down just to the commercial
decisions for two diVerent companies. I think
certainly a competition framework might be
something that is seen as a barrier for some
companies, and that could be looked at. In terms of
legal frameworks, we do have to look at the legal
frameworks that the co-ops are situated in and the
scrutiny that these companies are put under, which is
often not as intense as the scrutiny that plcs are put
under in terms of their financial performance.

Q98 Mr Cox: What about the actual model? Is it
enough to put a restraint of £20,000 on a member’s
investment into the co-op?
Mr Jones: There is no restraint of £20,000. Many
members would have vastly more than that invested.
Some of the large farmers supplying Dairy Farmers
of Britain, for example, may well have had in excess
of £250,000 invested in that co-op.

Q99 Mr Cox: I am pleased to hear you say that,
because we have been told otherwise, but that may
be a point of fact on which we can be corrected. In
any event, the situation of farmers when they want
to exit, trying to get their capital out is often diYcult
and, again, puts a strain on the capital of the co-op.
I am really asking the Union to propose
improvements that might be made in the law that
would allow these co-operatives to flourish better.
Have you not got any positive constructive
suggestions, or perhaps you might go away and
think about it?
Mr Jones: No, I think I do. I think it is time to look
at the rules, because there is no doubt that these rules
were put together a very long time ago and no doubt
it will do no harm to look again at the rules, for sure.

Q100 Mr Cox: Other countries do have a much more
flourishing co-operative sector, do they not? For
example, they give loan guarantees and they have
all kinds of encouragements and incentives to
co-operatives.
Mr Jones: Yes, I think we should remember that
some of the European co-operatives are anything up
to 100 years old and well invested, and some them
are very good and very big, such as Campino or
Arla, for example, but many co-ops have also failed
and have not done particularly well in Europe either.
So I think it is not so much the model on its own,
though that may be part of it.

Q101 Mr Cox: Forgive me. I hear what you say
about that, but we have had one of the main five go
out of business and go bust; we hear that First Milk
is making a loss of, what was it, seven-odd million;
we hear stories of problem in others. I do not buy
this story that somehow co-operatives are all fine
and dandy, and what I am oVering you is the
opportunity to tell us how we should improve the
prospects for these co-operatives to flourish.

Mr Jones: I certainly do not think that we should
start getting too nervous about First Milk or Milk
Link simply because DFB has failed. There are good
reasons, and they have been explained, as to why
First Milk incurred that loss. It is a very diYcult
time, the industry has gone through quite a
recession, but I hear what you say and I agree with
you that it would be a good idea to look at the rules
and regulations.

Q102 Mr Cox: Take Milk Link. If you are a farmer
who suddenly finds his price docked by a couple of
pennies, as was happening a year or two back in
Milk Link, because the cheese factory is not making
suYcient margin, you are not terribly happy, are
you?
Mr Jones: No, but the same goes for all milk buyers,
whether they are co-operatives or plcs. They all have
the ability (and this is why we make such a point of
the contract) to deduct and adjust the milk price as
they see fit, when they see fit, regardless of what
farmers might say.

Q103 Mr Cox: I want to make plain, certainly
speaking for myself, and I am sure others on the
Committee, there is a tremendous friendliness
towards co-operatives and we want to see them
succeed, and that is why my question is targeted at
perhaps what steps might the NFU think it would be
worth taking to free up the co-operatives to allow
them to capitalise more easily. Perhaps you would
like to think about going away and putting
something in writing on that.
Ms Campbell-Gibbons: We can certainly do that.9

More generally, if you are asking how do we believe
that the structure around co-ops in general could be
improved, I think independent evaluation of co-ops,
and those reports would be confidential, made
available to the shareholders, commenting on the
executive performance of the company, would be a
very good start. I think you could have performance
benchmarking. We are very pleased that DairyCo
has recently contracted a company to investigate the
UK milk processors, so co-operatives and plcs, on a
range of indicators to look at their performance. I
think that will be publicly available, and it is good
for farmers to know that the company they are
supplying is a strong company. I think also, as I
mentioned, much more stringent financial
accounting for co-operatives as well. I think those
three things would be a very good start.

Q104 Mr Cox: They are always very good
safeguards and guarantees. What I am looking for
as well are steps that could be taken to assist
co-operatives. I do not necessarily mean
Government money, but in the framework would it
be helpful to allow them to raise money more easily,
the capital and so on? We need to understand what
the Union’s position is on what positive steps might
be taken to assist the prosperity of these companies
as well as the governance issues, which you very
rightly referred to. I think there is a real problem

9 Ev 35
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over transparency and accountability and how the
lines of accountability work in co-operatives and
whether we have got the legal for a model right. You
would agree with that.
Ms Campbell-Gibbons: Yes. We will submit a
response to you on that.10

Chairman: That is entirely consistent with
paragraphs 16 and 17 of your written evidence. A
brief supplementary from Anne and then we will
move on to David Taylor.

Q105 Miss McIntosh: Do you think there is anything
to be learnt from the way that co-operatives are
formed and organised in other Member States? I am
thinking particularly of Denmark and how eYcient
they are. They seem to be more marketing
co-operatives. Is there something we can learn from
the legal structure of co-ops in similar structures
elsewhere in the European Union?
Mr Jones: I cannot claim to be an expert, obviously,
on European co-ops. All I would say is that the
co-op structure was set up here—take Milk Link for
example—in close conjunction with Rabobank, who
are our expert in co-ops in Europe, and I believe that
the advice and the structures were taken on from
both Rabobank and other co-operatives in Europe.
I think there was some survey and intelligence
brought into the start up of the co-ops, but I would
agree if there are other things that we could learn,
other things that would assist the co-ops, we should
maybe look into that, and I will make a note of it. We
can do that.
Ms Campbell-Gibbons: There was a report that was
conducted for Defra by KPMG in 2007 that actually
benchmarked or looked at certain indicators from
UK dairy companies with global companies and
other EU organisations, and they suggested that UK
milk processors would be wise to invest more in the
non-liquid sector, spend more on R&D, increase
their capital expenditure, look to export more
product and to vertically integrate as well. So I think
there are a number of areas where we could certainly
learn from what European co-ops are doing.
Chairman: One of the interesting things that follows
on that very helpful answer and also when you were
commenting with reference to Mr Cox’s point is
what are the barriers for UK co-ops in actually
doing that? I think that is part of the problem that
got DFB to where they are.

Q106 David Taylor: As the Chairman noted right at
the very start, in your evidence you have in a sense
regurgitated much of what the Receiver had to say, I
guess, proving that we can infer from that that you
endorse it, but one comment that you make which is
separate from the Receiver’s report is your
paragraph 17, to which the Chairman referred a
moment or two ago, where you say that an
inaccurate and uninformed level of reporting
surrounded DFB and you imply that was a factor in
its rapid collapse.11 Is that how you see it? Are you
talking about communications with the outside

10 Ev 35
11 Ev 17

world, or with their members, or what type of
communications? Are you saying one more spin
doctor would have prevented them from collapsing?
Mr Jones: No, quite the reverse actually. There was
certainly some damage done by outside
commentators, who seemed to sometimes have
remarkable inside knowledge as to what was going
on. If a co-operative itself was not communicating
eVectively with its membership, they lost faith, they
lost trust in the co-operative and many of them
handed in their notice and a lot of them left. They
were seeing a lot of members leaving and others
handing their notice in, and the point we make is if
you do not communicate eVectively others will do it
for you, and that is what happened. Of course, to
have so much noise, if you like, in the media and on
the Internet and everywhere else does not bode for
good relationships with your customers either,
because customers very often do not want to be
related to companies where there is so much going
on that it serves to be outside and there is all the
worry, and there is no doubt at all that that did
contribute to doing some damage both to the
membership and customers.

Q107 David Taylor: What would have been diVerent
had there been better communications within the co-
op from the board to its members? What might it
have forestalled or headed oV?
Mr Jones: I think it will be interesting to hear what
the farmers answer if you ask them this question, but
I would have thought if I was a farmer supplier of
DFB I would have been much happier, however bad
the news was, to have somebody be straight with me
all the way through. I must commend DFB’s council
here, because they did repeatedly ask very good
questions, poignant questions, and also kept
confidence. Even at the end when things were very,
very diYcult for them, they were asked to make very,
very diYcult decisions, they did not leak that
information. So the Council was actually doing a
very good job and I felt that they were certainly let
down in that they were not given the information, as
they should have been, and they were not told
exactly what the position was.

Q108 David Taylor: So not only was the information
inadequate, was it inaccurate? Did it lead to
irrational exuberance amongst the members of the
DFB?
Mr Jones: Again, we were not there, but what I can
say is that I am pretty sure the Council were
reassured, as we were several times, that things were
in good order, and I think there was a statement or
two made that talked about “on the road to
profitability” and “things are now going to be
diVerent”, and that patently was not the case.

Q109 Chairman: Do you think that the Council
should have had access to independent financial
advice? You have just said they were not getting the
information that they should have done. With no
disrespect to the Council, were they necessarily
framing the questions in such a way that it would
elicit the important answers that they were seeking?
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Mr Jones: In all honesty, there will be very few
farmers in the country that would be capable of
really holding a multi-million pound company to
account, if one was being perfectly honest here. So,
I think whether they are farmer directors, whether
they are Council members or merely supplying
members, this is exactly why we have suggested, or
did suggest in 2005, that outside independent
analysis was necessary, for precisely that reason.

Q110 David Taylor: You talk about financial advice,
which would include independent evaluation of the
performance of co-ops. In your vision for the dairy
industry in 2005 you made the very point that you
felt independent evaluation was necessary, but what
sort of organisation would conduct the evaluation
and how might it work in practice? Who would
finance it, and so on?
Mr Jones: I would suspect that it would have been
along the lines of what DairyCo, the levy body, are
doing now. They have put it out to tender and they
will award that contract to a qualified company, or
individuals, to carry out this research; and it has to
be, of course, in conjunction with and in confidence
and have the co-operation of those co-operatives
that are being looked at. We will see how it works,
but they have now put it out to tender. We could send
you a copy of the criteria, if you like.12 That might
be helpful.

Q111 Chairman: Yes, that would be very helpful.
Mr Jones: And you will see what it is they have asked
for in terms of expertise.

Q112 David Taylor: You quote, and presumably
endorse, the Receiver’s comment that there is no
evidence of wrongdoing, but for a farmer director to
transmit to members wildly optimistic predictions of
revenue or profitability would be wrong, would it
not, if it was knowingly done, or if it was recklessly
done?
Mr Jones: Yes, if it was done knowingly or recklessly
I would agree. I wonder whether that was the case. I
think maybe here there was an element of believing
in the dream, if you like, and taking it too far.

Q113 David Taylor: Who was feeding the dream?
Who was feeding the farmer directors with the
continuing information which until very late in the
day they were unaware that the dream was turning
into a nightmare?
Mr Jones: Again, I would probably suggest that
maybe there was a lack of knowledge, a lack of
expertise on their part, in that on their own they
maybe did not have enough understanding of the
position they were in or what they were doing. I
honestly cannot answer that question.

Q114 David Taylor: You said a few minutes ago (and
I paraphrase a little) that farmer directors are
sometimes, maybe often, not the right people to be
on the boards of large businesses.

12 Not printed

Mr Jones: I think they have a role to play.

Q115 David Taylor: In what form?
Mr Jones: Looking after the membership and
making sure that the decisions taken by the executive
do not have necessarily huge impacts on a farm, for
example, because the executive do not necessarily
know enough about dairy farming to realise that
some of the decisions they may make may have huge
impacts on a farm, but what I do not think they are
capable of doing in the main is holding the executive
to account and knowing exactly what a multi-
million pound business is doing.

Q116 David Taylor: The NFU talk about clear
performance benchmarks for farmer controlled
businesses, and you exclude some obvious ones: milk
prices and company accounts, and so on. What on
earth do you have in mind. What other benchmarks
are you going to suggest to them and to us would be
worthwhile, accurate, robust and relatively
straightforward to collect? What suggestions do you
have? You must have something in mind?
Ms Campbell-Gibbons: We do. I certainly would not
exclude the milk price. I think you have to look at
profitability, but that also includes what your raw
material cost is, so I think that has to be included.
Your technical performance based on the market
you are actually operating in and then, as we have
said, the criteria that DairyCo set out in its
performance benchmarking goes into a lot more
detail about the sorts of things that you can compare
companies on, and we would endorse all of those.
We will supply you with copy of that.13

Q117 David Taylor: Did your vision for the dairy
industry in 2005 incorporate in its recommendations
any reference to benchmarks of this kind?
Ms Campbell-Gibbons: Yes, it did.

Q118 David Taylor: Why did you not, in the interests
of your members, when you were aware that such
benchmarks were not in use, urge them on Dairy
Farmers of Britain?
Ms Campbell-Gibbons: We pursued this on a number
of occasions actually and we recently published a
survival plan to the British dairy industry, and that
reinforced the need for this performance
benchmarking. Initially we called on Dairy UK, the
processors trade association, to set up this exact
thing, and I think there was such resistance from the
membership of that organisation that it did not
really happen. There have been some developments,
there have been master classes that have been run for
processors, so I do not think it has been
wholeheartedly ignored, but I certainly think that we
need something much more robust, and DFB has
highlighted that.

Q119 David Taylor: It is relatively easy for the
Receiver in a sense conducting the inquest on the
dead body of DFB to identify what caused the fatal
collapse. What you are suggesting is that there are

13 Not printed
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things which you were unhappy about which, if
incorporated at a much earlier stage, would have led
to a much healthier DFB with maybe a long-term
future. Are you not partly culpable for not ensuring
these things happened on behalf of your large
membership of dairy farmers?
Ms Campbell-Gibbons: I think you would have to
recognise the NFU’s role. We are not a delivery
body, we are not buying or selling milk, but we are in
a position where we can lobby and we can influence,
and certainly this has been a consistent lobbying
message we have pushed at all levels in the dairy
industry for the last four years.

Q120 David Taylor: As the Chairman said, the NFU
is the largest single repository of experience and
expertise about the dairy industry. Whatever you
may feel is your narrow role, you had a wider role
here in heading oV the collapse of DFB.
Ms Campbell-Gibbons: I do not believe that is the
case. We represent farmers and we champion British
farming, but we do not have access to any of the
information that would have enabled us as an
organisation to benchmark the performance of these
businesses.

Q121 David Taylor: Do you agree with that, Mr
Jones?
Mr Jones: Yes, I do, although I would say that
certainly in the vision document, and in all the
lobbying we have done since, we have been pressing
on these day in day out, just as we have been pressing
for better contracts now for a long, long time, and
very often, sad to say, it is our own members who are
not the first to pick up on these things and do it for
themselves. There is a job for us to do there and we
are making progress, but it is not nearly as fast as I
would like, I can assure you. It would be rather good
if we were able to get our farmer members maybe to
act more speedily and do things that they have not
always done for themselves over the past few years.

Q122 Chairman: Can you recall when, even
informally, the NFU as an organisation first picked
up a sort of concern that all was not well at DFB?
Mr Jones: I think the first concern probably was
raised at the purchase of ACC, if you are talking
about people being worried. Was this the right thing
to do? Was it worth that money? Certainly there was
an awful lot of people in the industry questioning
that, but, of course, once you have done that, what
really matters is what you do next, is it not?

Q123 Chairman: True. Did it come up at the Dairy
Board as an item for discussion or was that, if you
like, the observation of an interested party who said,
“I am not quite certain about that”? Did anything
follow from that observation?
Mr Jones: No, not in that way, because the Dairy
Board, obviously, is made up of farmers who supply
diVerent companies and diVerent co-ops and we tend
not to have discussions about anyone’s organisation
because one must remember that the co-operatives
are owned by the members, they supply their co-
operatives, and there has been quite a lot of history

in the dairy industry since the break up of the Milk
Marketing Board between those who supply co-ops
and those who do not.
Chairman: I can understand the formal thing, but,
like everything else, the best bits of a meeting are
what happens in the margins.

Q124 Paddy Tipping: You talk to us, Mr Jones, quite
a lot about contracts. One of the problems here was
that the Co-op contract was reduced in price and
then disappeared and the Tesco Local Choice
contract did not produce the volumes that were
talked about. If we were talking about mature
contracts where both sides were recognised and
comfortable, how would you describe it? What do
you want from a contract?
Mr Jones: If I describe very briefly what the existing
contracts look like. At the moment any dairy farmer,
in nearly all cases, has to sell all his milk, all the milk
he produces, to the one buyer and then that buyer
decides, as he sees fit, depending on his performance,
the market place and all sorts of other things, how
much he is going to pay for that milk, and we have
seen plenty of price reductions with little notice, no
notice, some of them even retrospectively. Of course,
now to almost any company you supply you have
to serve a 12-month notice period, so during that
12-month notice period your milk price could go
anywhere, and if the company is in trouble and you
want to leave, you simply cannot. So there are lots of
aspects of contract templates, and we will make sure
you have got a copy and the guidance notes,14 but
the one thing that we are saying is that if the farmer
representatives that are negotiating milk price,
whether it is a co-op or a plc, if agreement cannot be
had, if they totally fail to agree, which would be very
rare, but say they certainly could not agree, we
believe that any supplier who wants to leave ought
to be able to leave quite quickly, because we think it
is totally wrong that a milk supplier has a 12-month
notice period when a company could be in trouble or
is involved in a serious competition within the
market place and, therefore, lowering the milk price.
In the way it operates any promotions, any
undercutting of the market place, any building of the
business can be done at the farmer’s expense, to put
it crudely. So we believe that had a contract like that
been in place with the DFB, for example, much
greater pressure could have been brought to bear
very much earlier and, at the very least, then the
executive would have had to be honest with the
negotiators.

Q125 Paddy Tipping: So reducing the length of the
notice would redress the power a bit?
Mr Jones: No, I must make that clear, because that
is not what we are saying. We actually promote long
notice periods because we do want to see farmers
and buyers getting closer together.

Q126 Paddy Tipping: I mean the get-out clause for
the producer.

14 Not printed
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Mr Jones: Yes. It is the buyer or the farmer. If the
farmer is seeking a price increase that is far in excess
of what is available, or if the buyer wants to reduce
the price more than he should or the market allows
him and the negotiation cannot be concluded, that is
when we say there ought to be a get-out clause.

Q127 Paddy Tipping: I understand that, but what
about the two other issues you raised with us: one
that you are supplying totally to one distributor, one
retailer and, secondly, the issue of prices going down
without any notice? Surely that is inequitable, is it
not?
Ms Campbell-Gibbons: What I can do is just briefly
outline the main elements, the main point in this
template or ideal milk contract that we have
designed. Of course, milk prices have to move in line
with the market, and farmers accept that prices have
to go down as well as they go up, but the problem at
the moment is that there is no stability and there is
no transparency, bar a few exceptions, which we can
talk about. So we have produced a flexible template
that essentially looks to bring absolute clarity to
milk contracts, because often they are very
complicated and I think it is fair to say that a lot of
farmers do not fully understand what they are
signing. So they need to be much more
understandable because it is the most important
piece of paper that a dairy farmer ever signs. We
have the options for rolling fixed-term contracts or
standard evergreen contracts that we currently have
in the industry. We suggest you might want to sell to
more than one milk buyer. Currently most farmers
are tied into an exclusive contract, and I think that
is something that especially larger farmers might
want to look at in the future. We specify that the milk
price and the price determinations, whether that is a
formula or other mechanism, must be written into
the contract and that any variation to that price
must be agreed by negotiation, and that is the
fundamental driving point that Gwyn was referring
to, because without that you really are at the helm of
the buyer who can make unilateral price decisions
and the farmer has no control at all really, and there
are other technical elements that we believe can be
improved.

Q128 Chairman: Can I say, for my greater
understanding, in terms of the dealings that DFB
had with its customers, they were involved in some
form of tender process. Can you describe how these
tenders operate?
Ms Campbell-Gibbons: I am not too familiar with
that myself, I am afraid.
Mr Jones: With retailers?

Q129 Chairman: I gather that every so often they
had to tender for the business. In other words, they
had to tender for the Co-op contract, perhaps for
Tesco. I just wanted to know how these tenders
worked?
Mr Jones: We do not have detailed knowledge of
those. We understand that they vary—there are
Internet tenders, there are all sorts of diVerent
tenders, but, again, I think the processor’s position

in relation to major retailers is very similar to the
farmer’s position in relation to the processor very
often, and I think that is another part of the
problem. I think the solution to the dairy industry
(and this is European as well as in this country) is
certainly in the supply chain. There is enough money
in the supply chain and there need to be some
adjustments here to make sure that there is not abuse
at the one end and the position is strengthened
slightly.

Q130 Chairman: The reason I am asking this is that
the fundamental cash flow of the business is going to
be determined by who it sells to.
Mr Jones: Yes.
Chairman: I am not an expert on these tenders, and I
was not certain how they worked and, once you had
agreed them, over what period the agreed price then
maintained and what were the mutual contractual
obligations of the signing parties to a tender. If you
cannot deal with it now, perhaps you might just do a
bit of homework for us and let us have a note on
tenders, because I noticed from members of the
public in the gallery that those who clearly do
understand it were nodding when I mentioned the
word “tenders”, so there is somebody in the room
that understands it. I understand that you may not,
but it would be helpful for us to understand the
process.15

Q131 Paddy Tipping: You talked about the supply
chain and there being enough money in the supply
chain. Is not one way of resolving this for
supermarkets, who sometimes get a lot of unfair
criticism, to have a direct relationship with the
producer?
Ms Campbell-Gibbons: I think for certain segments
of the market, yes, that is absolutely essential. We
have seen some excellent examples of retailers in the
last few years getting much closer to farmers and to
processors. I think retailers, processors and farmers
all working together has been very successful and the
retailers who have started these relationships are
very pleased and talk very positively about what has
been achieved. They all operate slightly diVerently.
At the moment they are all exclusive to the liquid
sector. So we probably have about 30% of liquid
milk being sold through retailers in these
relationships and about 3,000 farmers in all. So, yes,
I believe that they are a very good way of injecting
more stability, much more transparency and, I think,
profitability, ultimately, throughout the chain.

Q132 Paddy Tipping: Would you name some names?
Ms Campbell-Gibbons: Yes. Tesco, I think, stands
out for us as the leading example. Tesco announced
in April 2007 a dedicated supply pool with 850 core
farmers and, crucially for us, that contract set out a
minimum price guarantee which would be the cost of
production, it has got a market tracker in there as
well as part of that formula, it is fixed for six months
so you get the stability written in there and it is
working very well. I think production in that pool is

15 Ev 34
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increasing at about 3% a year, whereas national
production is going down. So it shows that farmers
have more confidence and they are investing. Other
retailers, Sainsbury and Asda, for example, pay a
premium over the base price that is set by the milk
buyer. To our mind that is still good and there is still
money going down the chain, but it does not
necessarily stop the price from fluctuating, so they
could perhaps be improved. I suppose the issue is
that we do not have anything like that replicated in
the cheese market, which has been under substantial
pressure this year, and I do not think dedication is
exclusive to the retail sector either. We have very
large food service sector companies and other
players that I think would benefit from securing their
milk supply in this way.

Q133 Paddy Tipping: That is helpful. Can I switch
the subject. DFB went into receivership in June, but
there had been some talk earlier on in the year in
March or April of it going into receivership during
what is called the spring flush, presumably when
there is more milk available. Suppose it had gone
into receivership in March or April. What would
have been the consequences for farmers then?
Mr Jones: It would have been far worse. In fact, in
June normally things would not have been all that
bad, but we are still dealing with the fallout of DFB
to this day, and it has been in conjunction with
increased importation of cheese into the country. So
there has been liquid milk around in excess of what
has been required and we have seen a lot of British
milk, mostly, if not all, up to Red Tractor standard
going into the drying plant when in fact it had been
displaced by cheap imported cheese. So I think had
it happened in the flush, it would have been an awful
lot worse, there is no doubt about that.

Q134 Mr Cox: How could it have been worse,
because these poor people did not get paid? They
may have sold it, but they went two or three months
without getting a milk cheque.
Mr Jones: They lost one month’s milk cheque, which
is bad enough—that is more than the profit for the
year—and they have lost all their capital, of course.
It is approaching £100 million in total, if you put
everything in, and that is all farmers’ money, but had
it happened in the flush, in the spring time, then the
eVect on the market place would have been much
worse because that is traditionally when there is
more milk in the market place anyway, so that is
what I meant by that. Again, I would commend the
way the industry came together to pick up the
farmers and do what they could. I thought that was
very good indeed. We are concerned now about
some of the very low prices, given that we are seeing
a slight recovery in the industry and given that
people have had time. Again, we are seeing contracts
being oVered to these people, but we still have some
members on very low prices which seem unjustifiable
at this moment.

Q135 Chairman: One of the aspects that the NFU
did comment on in its evidence was allegations by
farmers of them being taken advantage of once DFB

had collapsed with very poor prices for milk. I
wonder if you would care to make some
observations about what went on, and whether in
light of the fact that eventually, and actually quite
quickly it seemed, the members or the farmers who
wanted to carry on in dairy ultimately did get
absorbed into other organisations and whether you
have any thoughts as to how (and hopefully it will
not happen again), if such a set of circumstances
were to happen again, you might stop predatory
pricing at a time of distress like this?
Ms Campbell-Gibbons: I can respond first on that.
We were extremely concerned by reports that came
in from our members very early on actually,
particularly those that were not in the best location,
they were very small volumes, and perhaps did not
have many options. They were being approached by
buyers and being oVered very low prices: 14, 15, 16
pence per litre. At the time, I think, a lot of these
farmers were just grateful that somebody was
coming along to pick the milk up and not just
ourselves but the Secretary of State also put a
message out saying that farmers needed to be careful
about what they sign. I would not say that farmers
were under duress as such, but they were very
vulnerable and perhaps were signing things that, in
hindsight, they regretted and, of course, there is no
cooling oV period. A lot of those farmers are on
contracts that have a three-month notice period,
others have signed up to a 12-month notice period,
so they are in this position again where if the market,
as it has, starts to pick up, they cannot move around
very quickly. I think one way to ensure that this is not
as easy to happen would be to make sure that
farmers that are on market-related contracts are able
to move around the minute that a better price
becomes available because without that there is no
pressure or incentive on that buyer to increase that
price. Again, it is all anecdotal, and we do not have
any evidence because we do not know at what price
buyers sell their milk on, and I think that raises
another issue actually. As the industry becomes more
structured and gets closer to its own customers, I
would like to see more information (and it would
have to be retrospective) about the price that the
product is sold on to the end customer at because we
all know what price the farmer gets but, of course,
we do not know what price the processor sells the
milk on, the cheese on to its own customer, and I
think that would enable us to identify where any
unscrupulous behaviour or margin stealing was
going on.
Chairman: We are still searching for the mystery of
the missing 10 pence per litre. We did that four years
ago, but we have not found it; so good luck to you
in looking for the nirvana of transparency in the
pricing of milk.

Q136 Mr Drew: On that point—it follows directly
from what the Chairman has just said—is not this
industry in dire need of a complete research
turnover? There are so many secret gardens and so
many poisonous relationships, would you not
welcome another Competition Commission inquiry
into this industry? It is clearly monopolistic, it
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clearly has all sorts of devious practices, is it not
about time that someone came in and really did look
into it on the back of DFB, for example, to see
whether it is performing as a competitive market or
whether, in fact, there are just so many Spanish
practices that it is unacceptable certainly to
producers and, dare I say, consumers?
Mr Jones: Again, we can send you a copy of the
European report investigating the dairy industry
there. We have been giving the same message to the
Commission that the answers are in the supply
chain. I would not go as far as you have just stated.
I think, in fact, relations have improved over the
years, to be honest.

Q137 Mr Drew: They would have to improve; they
could not get much worse.
Mr Jones: That is true. We have been calling for an
ombudsman, as you know. We do feel the worst
excesses of retailers need to be curbed and we
passionately believe that if farmers had a better
contract which gave them some degree of influence
over negotiations, then, of course, that would spur
the processes to be more eYcient, go out and sell a bit
harder and would actually assist them. If they were
under pressure from retailers, for example, to lower
their price, they would be able to explain that they
would have to go back and—

Q138 Chairman: Just to be clear, because you were
singing the praises of retailers a moment ago with the
closer relationship with producer supply groups,
floors in the market in the case of Tesco, additional
payments, and I think you referred to Sainsbury and
one other. I almost thought you were going to tell me
some of these excesses did not exist, but now they are
back in the argument.
Mr Jones: Let me be clear. There are more than just
four retailers in this country. There are four big ones,
but there are many others. The problem is that,
whenever processors go into a tendering round (and
we will come back to you on the details of that, and
I would like some specifics, if I may, because I want
to come back with exactly what you want rather
than tell you today what may not be factually
correct), of course, if you know that you can deduct
that from your farmers and protect your own
margin, you are going to think diVerently from
whether you then have to go back and conduct
another round of negotiation, which may go against
you if you were asking for too much. That is one
point. The second point is that whilst we praise the
major retailers on their liquid and what they are
doing on liquid, we are extremely concerned at their
attitude to cheese. You can have two farmers
producing milk next door to each other: one will be
very well looked after and assisted in all sorts of
ways, have confidence in investing for the future,
and next door a very similar farmer could be
producing milk for cheese and he has to compete
with the cheapest cheese that can be found anywhere
in the world, it seems to me.

Q139 Paddy Tipping: We talked about this a bit
before, but, very briefly, if the processor reduces the
price of milk, as has happened, what should be the
length of the contract period for the producer to
come out? It is twelve months in some cases at the
moment. Should it be immediately, or three months?
What is your view?
Mr Jones: That is for discussion. Again, we have
provided a template.

Q140 Paddy Tipping: No, what is your view?
Mr Jones: My own view would be a month if prices
cannot be agreed, which would be very rare because
the pressures would be immense on both sides, of
course, with tremendous responsibilities on farmer
representatives as well as the company, but if they
totally fail I would say within a month. Otherwise,
we would have people who handed notices in and
within 12 months they are in a recession and the
buyer is not there any longer. So there are all sorts of
reasons to make sure that they can move quickly if
things are not going as they should.
Ms Campbell-Gibbons: I just want to absolutely
clarify though. We advocate long notice periods and
partnerships between people in the supply chain, but
with the current terms and conditions a long-term
partnership arrangement is a concern to us. So you
have that safety net to allow you to get out if things
go wrong, but we do want to advocate long-term
partnerships or relationships.

Q141 Paddy Tipping: You talked about a template
that you have got. Are you going to let us have that?
Ms Campbell-Gibbons: Yes, we do have a template,
which I will send you a copy of.16

Mr Jones: We believe that a proper contract would
be beneficial for both sides, without a shadow of a
doubt. It would bring farmer and processor closer
together. There is no doubt about that.

Q142 Chairman: The Government played an
important role in helping to facilitate, if you like, the
rescue package that was ticking the box. When we
look in the wider context at the dairy industry—I
forget its name—the sort of Dairy Board, the great
and the good meeting and talking about things, I
think Defra likes to look across the horizon and
facilitate meetings and do all kinds of things, we
have talked an awful lot about the structure of the
dairy industry because, quite clearly, that does
impinge or did impinge on the financial well-being of
dairy farmers. If you had a free hand in defining
what you think government could or should do to
facilitate genuinely a healthy dairy industry, what
advice would you give Hilary Benn?
Ms Campbell-Gibbons: I can talk about the Dairy
Supply Chain Forum, which is what I think you were
referring to earlier, that has been a useful forum.
Certainly a few years ago, when there was very little
dialogue between retailers and processors and
farmers, that forum had a very important role to
play. The industry has moved on now and
relationships are a lot better, but I think that there

16 Not printed
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are still some fundamental debates that we have to
have as an industry that we are possibly not having
out in the open; and looking at the reasons why milk
production is falling and actually tackling some of
the issues there, I think that government can have a
role to play in facilitating that, looking at the role of
milk contracts in the dairy industry. It is something
that the Commissioner has picked up on as a tool for
reducing volatility and introducing stability. So,
again, knowing what Defra’s position is on that and
getting them to facilitate a debate rather than it
always coming from the farming union angle I think
would be very interesting. If you look at the more
regulatory side of things, then of course we believe
there are areas where Defra and government would
generally take the cost and burden away from dairy
farmers, and there are numerous examples that I
could give you of that and I would be happy to
submit them separately.17

Q143 Chairman: Moving for a moment to the
specifics, farmers who were aVected by the collapse
of Dairy Farmers I think made two requests, and
these were underlined by the union. One was a
request from HMRC with reference to their tax
position, and the second was whether there could be
some derogation or delay from the full

17 Ev 55

Supplementary memorandum submitted by the National Farmers’ Union (DFoB 13b)

Further to the NFU’s earlier submission, I am now able to provide the following additional information:

1. Tendering Process in the UK Dairy Industry

The following email was sent to all the major dairy companies and major retailers:

During the NFU’s recent evidence hearing for the EFRA Select Committee Enquiry into the
collapse of Dairy Farmers of Britain, the NFU was asked to submit supplementary information
on the tendering process that takes place in the British dairy industry.

This is not an area that we have an in depth knowledge of and, as such, I would like to ask you
for any information you can provide on the tendering process based on your experiences. In
particular, it would be useful to know how frequently contracts are tendered for diVerent dairy
products, how competitive the tendering process is and how the company decides on an
appropriate level to submit a tender for a contract.

I would be grateful for any information you could provide to assist us in our response, and if
possible by Friday 23 October, to enable us to respond promptly to the Committee. Please feel free
to contact me by phone if this is more convenient.

Thank you in advance for your assistance.

Unfortunately, none of the dairy companies felt able to provide any information on record, citing
commercial confidentiality as the main reason. Of the responses received from the retailers within the
deadline given, none felt able to provide a written response, citing commercial sensitivity, or lack of relevance
to their business model as the reason.

Privately, some dairy companies informed me that they would not be comfortable releasing this
information into the public domain for fear of being abused by their competitors, but would comment
verbally on their experiences. Those that did described to me that it was very ruthless and competitive
process where retailers are concerned.

implementation of the Nitrate Vulnerable Zone
requirements. Have you had any kind of positive
feedback from government on either of those points?
Ms Campbell-Gibbons: No, we have not. We have
had a negative response from the minister regarding
our request to extend the implementation period for
NVZs. That has been turned down, unfortunately.
Chairman: Did he give a reason?

Q144 Mr Cox: I am sorry, could are you repeat that?
Ms Campbell-Gibbons: I think we sent a copy of the
letter with our documents. We requested an
extension to the implementation period for NVZs to
four years—we have currently got three—because
we believe that the industry had suVered a terrible
blow and that this would be a good signal to the
industry from Defra that they understood and had
to be sensitive to the demands that it placed on it. We
have been told that this is not possible within the
regulations, so farmers will not be getting an
additional year, which is very disappointing, and on
the HMRC issue we have not had a response yet. I
believe that that has not been resolved.
Chairman: Okay. Thank you very much indeed for
the evidence that you have given orally this
afternoon, thank you in advance for the further
information you are going to kindly supply us in
writing and, again, our appreciation for the written
evidence that you sent before. Thank you very
much indeed.
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2. Co-operative Structures

In addition to the request for information on tendering, the NFU requested the following information
from Milk Link and First Milk:

In addition, the Committee asked us what changes we believe could be made to the legal
framework and regulatory structure within which co-operatives operate in order to best assist co-
operative businesses. We agreed to consider this further and respond to the Committee privately.
This is another area we would be keen to discuss with you to understand where you feel that the
most benefit could be achieved.

Information was not forthcoming from either Co-op and both stated that they would provide this
information directly to the committee, having since been invited to give evidence.

NB our original submission details the NFU’s view on assisting co-operative structures.

3. NFU Lobbying priorities for Government

Many of the problems in the British dairy industry are commercial in nature. Government is not expected
to sort out all the problems of the industry, but it has a determining role to play especially in creating the
conditions in which the dairy industry can be profitable.

Government should maintain a keen interest in the sector, scrutinising the activities of the supply chain
and supporting the recommendations within the NFU’s Vision for the Dairy Industry and more immediately
the NFU’S Survival Plan for British Dairying.

Government’s responsibilities include:

1. Addressing abuses of power in the supply chain and monitoring retail buyer behaviour through
the establishment of an Ombudsmen to enforce the Grocery Supply Code of Practice.

2. Providing a competition framework that permits consolidation of milk processing business to
allow them to compete in an increasingly unsupported and global market.

3. Taking decisive action to control and eradicate bovine TB by tackling the disease in wildlife as well
as cattle via the England TB Eradication Group. 40,000 cattle were destroyed last year because of
bTB, with at least a similar number anticipated this year. The taxpayer’s contribution towards TB
controls, as quoted in the report, amounted to £84 million in England in 2008–09.

4. Providing adequate financial assistance to ensure that milk producers can meet the cost of
regulatory requirements that cannot be met from the market place. It is worth noting that other
member states and Northern Ireland have made significant aid packages available to dairy farmers
to facilitate investment.

5. Reducing dairy hygiene inspection burden by recognising farm assurance as an indication of low
risk.

6. Addressing the approach being taken by the Food Standards Agency in respect of nutritional
profiling that simplistically ignores the nutritional benefits of some dairy products.

7. Ensuring that forthcoming regulatory requirements implemented on dairy farms are founded on
objective criteria, proportionate, cost-eVective and in line with those prevailing in other EU
member states.

8. Adopting the NFU model clause in all government departments and specifying use of Red Tractor
in its procurement contracts.

9. Establishing a milk production taskforce of the Dairy Supply Chain Forum to examine the reasons
behind, and the solutions to Britain’s falling milk production trend.

10. Making farmers aware of the support and funding streams that are available to them through
RDPE and RDAs and to ensure that these funds are easily accessible.

National Farmers Union

November 2009

Memorandum submitted by Gordon Brown (DFoB 23)

1. Summary

I oVer a farmer and council member’s view of the collapse which I attribute to poor strategic planning
by the business.

2. I was a member of DFB for its existence (2002–09) and prior to that a member of Zenith. I was a council
member of Zenith (2001–02) and of DFB (2002–08). The losses that my family have incurred are
c£120,000 in terms of capital investment and bad debt. This figure would be higher if I included the disparity
in milk price that existed between DFB and other local milk buyers for much of DFB’s life.
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3. I oVer a farmer’s eye view of DFB in the hope that others will not have to endure such catastrophic
circumstances and the very real and material aVect that this has on peoples’ lives.

4. I joined Milk Marque at vesting day because whilst I was aware of its potential inadequacies I
recognised the inherent weakness that I faced in marketing my milk in a situation where the UK had tens
of thousands of farmers, perfectly competitive farmers, but an oligopolistic processing industry. I considered
that MM oVered the best bulwark against collusion by buyers, tacit or otherwise, to drive my price down.
The extent to which they were able to do this is debatable but nonetheless following the break up of MM I
found myself in Zenith. The direct buyers in my area at that time (Dairy Crest-Aspatria, ACC, Glanbia, and
Nestle) all looked like they would like to exit milk buying at some point so I resolved to stay with Zenith
but only if there was a strategy to improve my price.

5. This strategy I was informed was vertical integration to capture some of the value chain and this made
sense to me, but I had my doubts as to whether we had the scale to achieve anything worthwhile.
Consequently I viewed the merger with The Milk Group to create DFB as a good thing.

6. Initially DFB seemed to be just a larger version of Zenith, but with token processing (Nene Valley and
Lubborn) however the arrival of a new Chairman and a new CEO seemed to herald a brave new dawn. At
the time, this was a view widely shared by many in the industry with one high profile commentator branding
them “blue chip appointments”. As a council member in theory we were responsible for all appointments
to the board but in practice the reality was that although we had considerable input into who our farmer
directors were this was not the case with the non-farmer directors. Each and every one of them (Norman
Coward, George Risley, Rob Knight, Philip Moody, David Felwick and Richard Fisher) were in eVect
brought to the Council by the board, possibly with input from the Chairman of Council, for rubber
stamping.

7. At the time I was never overly concerned about this. Each came with an apparently strong business
background and gave convincing—to me at any rate—presentations to the council.

8. The strategy of DFB as announced to us (the Council), was to become a major processor of liquid milk
with “scale and power in the marketplace” to use an oft repeated Rob Knight mantra. This made sense to
me when compared with the alternatives. Doing nothing would have meant remaining a milk broker and in
eVect performing an under paid balancing function for the processing sector. This I thought would lead to
a rump co-operative of smaller and geographically unappealing farm businesses receiving a perpetually
lower milk price as those who could get a better price elsewhere would leave, myself included. Becoming a
commodity processor of milk into cheese, butter or powder looked like a more conservative option, but one
that would have left us directly exposed to world market prices which at the time (2003–04) were low and
scheduled to fall with the introduction of decoupling. The first time I met Rob Knight I pointed out that for
us to succeed, in what was a mature market, others would have to fail. He acknowledged this but exuded
an air of confidence that I should have done more to scrutinise.

9. My views above I think it is safe to say were commonly held by my fellow council members and it was
against this background that the ACC purchase was brought to us. As a council we had the right to veto
this deal but didn’t. We did not conduct any meaningful scrutiny of the deal nor could we, in my view, be
reasonably expected to do so as a council of 80, or whatever we were at the time. I placed my trust in those
we had elected to the board to do the due diligence on the deal. In addition to the more manageable size of
the board I felt we had done all we reasonably could to ensure that its composition meant that it was up to
the task. In addition I was given comfort by the fact that the banking syndicate had also carried out a further
process of due diligence.

10. Many questions were asked of the board and the executive regarding this deal. On the Sunday before
the purchase the council in small regional groups were guided through it. At the meeting that I attended at
Clifton nr Penrith I asked the then CEO “On Tuesday our present customers will become our competitors,
how will they react?” Malcolm in his reply was entirely confident that we take them on. In reply to a question
at the full council meeting he responded to a question by saying “one of the commonest causes of business
failure is over paying for assets”. At the member meeting held in Carlisle in the wake of the purchase he
responded to a question from the floor by saying of ACC “this is not a bombed out business”

11. I did not expect the ACC purchase to bring about a dramatic increase in the fortunes of the business
in the short run. I knew that it would take time to build relationships with key stakeholders and to rationalise
the production facilities. I felt that a reasonable length of time to do this would be about three years and
that this process would be greatly enhanced by doing a deal of some sort with one of the majors (DC/RWD/
AUK). When asked about a big strategic deal the response of the board was that we would like to do it but
if we can’t then we can just run the business we have.

12. Three years into the purchase it became apparent that we were locked into a war of attrition in liquids
and we were at best treading water. It seemed that we were falling between two stools, the majors attacked
us at the top end and various nifty local operators seemed to do it from the bottom. In addition the strategy
we had was predicated on the basis that our liquid factories could always outdo the commodity end. This
proved to be horribly wrong when the global spike in commodity prices that occurred in 2007–08 meant that
any old Tom, Dick or Harry could set up a milk brokerage and pay a better price that DFB.
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13. Consequently vast numbers of resignations came in and despite the protestations of the Chairman
that “your business is in good heart” the members did not believe him and it was never glad confident
morning again.

14. In my view though DFB set oV from a tough position and suVered from bad luck at times these are
not adequate explanations for our failure. We failed because we tried to do too much with too little and made
bad strategic choices. Principally with the ACC purchase but it should also be remembered that the board
told the council that the Bridgend purchase would be paid for by synergies within two years.

15. I hope the above has been of some use. I signed a supply contract with First Milk in June only for
them to cut the price with indecent haste to a point where I am now losing money and am contemplating
my future.

Gordon Brown

September 2009

Witnesses: Mr Gordon Brown, former DFB member, Mr Peter Pearson, former DFB member and Mr John
Gregory, Director of Rock Farm Dairy, County Durham, gave evidence.

Q145 Chairman: Could I formally welcome a
diVerent Gordon Brown and Mr Peter Pearson, who
are former DFB members, and John Gregory, who is
a Director of Rock Farm Dairy. May I thank you all
for coming before us this afternoon, particularly Mr
Brown, who very kindly sent some evidence which I
have read and found a very useful and helpful
commentary on some of the things that went wrong.
We will come back to those in just a moment. If we
could start, first of all, with Mr Brown and Mr
Pearson, I think, Mr Brown, in your evidence, in
fact, the second paragraph talks about the impact in
the starkest possible terms on your business. You
said that the losses that you and your family had
incurred were in the order of £120,000 in terms of
capital investment and bad debt. That is a pretty big
hit on anybody’s business. I am trying to put that
into context about the size of your milk business
because £120,000 is a big enough amount of money
in any terms, but it is useful to know: £120,000 as a
proportion of what?
Mr Brown: The turnover for last year, the financial
year 2008-2009, would be around about half a
million pounds. The turnover this year, because of
lower milk prices and lower milk volumes, will be a
lot less. It will be somewhere between £350,000-
400,000. One hundred and twenty thousand pounds
is more than the net profit I would expect to have in
any one year. EVectively, it means that looking at the
bad debt I would have to work for two years for
nothing.

Q146 Chairman: It must have been a very diYcult
period for you psychologically. There you were
obviously realising that DFB was in diYculties.
Particularly in the spring you were soldiering on, I
suppose, more in hope than expectation, hoping that
you would get paid and then, all of a sudden, the
world falls in on you. Give us a feeling as to the
whole problem, and perhaps, Mr Pearson, you
might like to add your own thoughts. When did you
first get wind that things were not right?
Mr Brown: I always knew that Dairy Farmers of
Britain had taken on a tough task; I had no idea that
it was that tough. This time last year, actually
slightly earlier—we are in October now, are we not—

in July, August last year the price that I was being
paid by DFB was on a par with the non-aligned
pools from Arla and Dairy Crest.

Q147 Chairman: Just for our benefit, when you say
“the non-aligned”, what does that mean?
Mr Brown: The three majors—Arla, Dairy Crest and
Wiseman’s—now have separate milk pools within
their business. You have got the supermarket prices
which pay a premium and then they have a non-
aligned pool, which is everything else. That milk will
be heading towards the sort of places that DFB’s
liquid milk would be heading to: the garage
forecourts, the middle ground, the discounters and
people like that. Their price was comparative to
mine, a point two, point three diVerence, but not a
great deal.

Q148 Chairman: Just tell me, Mr Brown, where is
your farm?
Mr Brown: It is near Carlisle. It is six miles east of
Carlisle just south of the Scottish border.

Q149 Chairman: Mr Pearson, where are you located?
Mr Pearson: The StaVordshire moorlands.
Mr Brown: That was the situation we were in. We
had been promised for the first time real cash as a
return on our member investment—6.5% I think the
figure was—at a time when base rates were low and
falling. It seemed like things were not great but the
business was heading in the right direction. The
crunch point was at the end of September when that
cheque did not turn up and from that moment on it
really was at descent, and psychologically it is the
not knowing that kills you. When I was voted oV the
Council in 2008, but I was asked to go back on for
a final few weeks, when the Receivers were actually
called in, there was a sense of, “Thank God that is
over”. It was a sense of closure almost, that chapter
was ending. Through May I did not know if I was
going to get a milk cheque, and you set the vac pump
oV every morning to milk the cows not knowing if
you are going to get paid for these cows. You have
got all the costs coming in, everyone still wants
paying—the staV, the electric, the feed, the fertiliser,
all that is to pay—but I spent the spring not knowing
if I would get paid. Psychologically that was the
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worst part. Then 3 June came round and you felt,
“We are starting to build up again from now.” I
thought I had got rescued by First Milk, but that
turned out to be a bit of a diYcult situation when
they cut my milk price back to 18 pence a litre. I
visited Harper Adams, my old college, in September
where they have just built a brand new dairy unit.
They get 27.7 pence a litre for their milk from Robert
Wiseman Dairies on a Tesco contract. At that time I
was on eighteen. So there is that obvious impact. I
could not compete, so I took the decision to start
selling my cows.

Q150 Chairman: Mr Pearson, do you want to add
your own testimony to that?
Mr Pearson: I am in a slightly diVerent position from
Gordon in that we took the decision to sell our cows,
so we no longer milk cows. There were a number of
reasons for that. I have been involved in milk politics
for a number of years, so the build up, with the fact
that DFB was not successful, I was quite concerned
about where the future of the milk industry was
going. We had a sale arranged for 18 June, and, of
course, DFB went bust on 3 June. So there was quite
a traumatic period leading up to our sale as to what
eVect it would have on the rest of the milk industry,
but we also farm in a marginal area just outside The
Potteries, 550 foot to 750 foot above sea level.

Q151 Chairman: Mr Gregory, where are you
located?
Mr Gregory: We are located in Durham. We supply
milk throughout the north-east of England from the
borders of Yorkshire up into Northumberland. It is
a family business. We were dairy farmers producing
milk until round about 20 years ago when we had
problems with some contaminated cattle feed, so I
can understand the plight of these gentlemen as well.
We had to make a decision then, where we were not
financially sound enough to continue to replace the
herd. We lost the herd and we were in a position
where we had to make a step forward. Then we
started to purchase our raw milk in and process it in
the dairy and retail it on doorstep milk rounds, and
that is basically where we have progressed through
the family where we have started in milk production
since 1907.

Q152 Chairman: Did you buy any milk from dairy
farms?
Mr Gregory: We were a customer of what was,
obviously, Milk Marque, Zenith, Dairy Farmers. We
used to purchase all of our milk from Dairy Farmers
for our production until around about six months
after they actually purchased ACC. We found there
was some politics going on where we were paying a
hell of a premium on our price that we were
purchasing the milk for and other independent
dairies in the north-east were also facing the same
problem, so we all elected to go out and purchase
milk direct from the farms. We were pretty much
outcast by Dairy Farmers, we were then treated as
an enemy, but it actually took seven weeks from not
purchasing any raw milk from Dairy Farmers before
anybody actually realised to even make contact with

us. So I think on the background of this, there were
a lot of people not watching, as obviously previous
people have commented, what was actually going on
with the general running of the business from the
actual collection from the farms.

Q153 Chairman: So you divorced buying from them,
started buying from somebody else and nobody
noticed.
Mr Gregory: Nobody noticed for seven weeks. We
put our own milk tankers on the road. The farms
were Dairy Farmers’ farms. They put the notice in as
per the contract stated to come with us—at the time
we only actually took four farms on—and nobody
actually noticed for seven weeks.
Chairman: Incredible.

Q154 Mr Drew: I would like to touch on a couple of
points. Two of you have mentioned politics in the
dairy industry, which is fascinating as an industry in
itself. Mr Gregory, you were saying you were
carrying on with your business almost oblivious to
what the rest of the industry was thinking or doing.
I am just interested in how information exchanges in
this industry. I thought everybody knew everything
about everybody else’s business in dairy, but it
almost implies that even if you were in the know, and
you were on the Council, it was diYcult to obtain
pretty basic information about the future of this
firm. What was it that made it so diYcult, given that
you are pretty tightly knit as a group of people, that
apparently, until the very end, people did not realise
how bad the situation was? Perhaps Mr Brown
wants to respond to that.
Mr Brown: The dairy industry is a very political
industry. I do not have great experience in any other
industry to benchmark it, but I have always been
frustrated by the level of politics. I am a
straightforward businessperson and, with all due
respect—I am sitting in front of politicians—there
seems to be an absolutely unnecessary level of
politics and personalisation in the dairy industry
that has always frustrated me and I think it will be
there for a long time to come. Why, I do not know.
In terms of getting information, it was diYcult to get
at the information I really wanted to know. We had
presentations from our executive and from the
directors and I would not say it was fraudulent but
certainly the overall impression that was given of the
business was incorrect as events have proved. Within
a year of the collapse Rob Knight, who was paid an
awful lot of money by us, was continuing to insist,
“Your business is in good heart”. The chairman of a
struggling company may well represent the business
to the outside world in that manner but when you are
up in front of the owners of the business, in eVect
your institutional shareholders if you are a plc, he
was being less than honest.

Q155 Chairman: Mr Pearson, was that your
impression?
Mr Pearson: Could I first make the point that I am
not a farmer’s son, I came into this industry from
outside. I actually married a farmer’s daughter,
which eased the way into it, but I am not a farmer’s



Processed: 22-03-2010 23:10:47 Page Layout: COENEW [O] PPSysB Job: 001313 Unit: PAG2

Environment, Food and Rural Affairs Committee: Evidence Ev 39

14 October 2009 Mr Gordon Brown, Mr Peter Pearson and Mr John Gregory

son so I maybe have a slightly diVerent viewpoint. I
would agree with what Gordon said about the
diYculty of getting correct information. We were
told, “You can’t allow this out into the public”. As
has already been mentioned by Gwyn Jones, the
industry commentators were very quick to pick up
some of this information and to broadcast it on the
Internet and they seemed to be better informed than
the Council were. I came up through Milk Marque,
Zenith and Dairy Farmers of Britain and I sat on the
Dairy Farmers of Britain Council from the takeover
through to about 2008, a similar time to Gordon. I
am not particularly good at asking questions in an
open forum, so I would ask questions of the chief
executive, the directors and everybody else after the
meeting and the answers we got appeared on the
whole to be satisfactory taking into account the fact
that on the league tables the milk prices were one or
two pence lower than what they should have been
and the fact that sometimes I do not think they really
understood what the league tables were trying to say.
Mr Brown: As a Council member I always had to
have a continuing dialogue with the directors on a
telephone basis. If I had relied upon what had come
from Council meetings, what had come through on
the oYcial channels, I would have had a completely
erroneous view of the business. It certainly was not
a perfect view I got of the business but you had to
ring the directors up on a Sunday night and say,
“Look, what’s happening?” and even then you did
not get the full story, as events have proved.
Mr Pearson: The milk industry is a very complicated
industry. I have had the benefit of being a member of
the European dairy farmers organisation and I have
travelled and been involved not with the NFU but
for my sins I sat on the CLA Milk Policy Committee,
which did not meet very often. One of the major
points about the milk industry is there is a two-tier
market: the liquid milk market which governments
in the past and processors tend to protect and then
there is the commodity market. Depending on who
you supply, and as Gwyn Jones pointed out the
farmers can be next door to each other, I have a
league table with me and there is eight to 10 pence a
litre diVerence and on a million litres that is £100,000
quid. You are talking about large amounts of money.

Q156 Paddy Tipping: You lived through this and you
have been involved with it for a long time. If you
were pointing the finger and saying, “This was what
went wrong”, what were the significant things that
went wrong?
Mr Brown: There was one significant event and that
was the purchase of ACC. When you make a big
strategic move like that if you get it right you are a
hero and if you get it wrong you end up where we did.
At the time the questions were asked. I look back on
it and I do not reproach myself because I asked all
the right questions, as did many others members of
the Council: “Have we paid too much? What’s the
state of this business? Aren’t we just holding up
rationalisation of the industry?” We were told at the
time that if one director had dissented from the
purchase of ACC it would not have happened.

Q157 Chairman: Can I just ask, and I am sorry if
I am going to sound ignorant, is the ACC the old
Co-op’s dairy business? Is it one and the same?
Mr Brown: Associated Co-operative Creameries.

The Committee suspended from
4.20pm to 4.31pm for a division in the House.

Q158 Paddy Tipping: You were saying the diYculty
was when ACC was acquired at a cost of, what,
£81 million.
Mr Brown: It was of that order. When we acquired
ACC we acquired liquid processing at Blaydon,
Fole, Portsmouth and CardiV, an ingredients plant
at Llangadog and a cheese plant at Llandyrnog. I
was speaking to a director at the Dairy Event and it
seems that there was a cover-up going on with the
vendors of the business and a very large cost was not
apparent in due diligence and came to light at a
later date.

Q159 Paddy Tipping: What do you mean by a
“cover-up”?
Mr Brown: When you are selling something and you
have got problems with what you are selling you
might wish to cover it up.

Q160 Chairman: Who did the due diligence?
Mr Brown: You are speaking to the directors, are
you not, in a week’s time?

Q161 Chairman: I just wondered if you happened
to know.
Mr Brown: The directors are responsible for it. Was
it Smith & Williamson? I am not entirely certain.

Q162 Chairman: Okay.
Mr Pearson: Chairman, on the due diligence, one of
the points that came up at the meeting that PwC had
in Bolton was somebody asked about the due
diligence, and I am just a farmer so I do not know
common practice, and it is apparently common
practice that due diligence is only carried out by one
of the parties and the other parties accept it, but that
is something you would have to get clarification on.

Q163 Chairman: We will. We will make a note of
that. That is something we will probe the directors
about.
Mr Pearson: I think if you asked Stephen Oldfield he
would give you the same reply.
Mr Brown: Dairy Farmers of Britain had a
subsequent diYculty in that the vendor was their
largest customer once we had bought the business,
so there was a diYculty in the relationship there, do
you sue your largest customer.

Q164 Paddy Tipping: Was that part of the reason for
the fall-out with the Co-op then?
Mr Brown: Yes. If we had just left well alone in 2004
ACC would have been bought by one of the majors
and that business would have been rationalised into
it. We knowingly held that process up because what
we wanted to do was become one of the majors
ourselves and that was, in eVect, our ticket to the



Processed: 22-03-2010 23:10:47 Page Layout: COENEW [E] PPSysB Job: 001313 Unit: PAG2

Ev 40 Environment, Food and Rural Affairs Committee: Evidence

14 October 2009 Mr Gordon Brown, Mr Peter Pearson and Mr John Gregory

game. We would then use that as a foothold and do
a deal with one of the majors. That was the strategy
and it failed.

Q165 Paddy Tipping: Does that purchase reflect
badly on the management of the company? If you
are looking at why a company goes wrong often it is
the management. How did you rate the
management?
Mr Brown: Well, as farmers we contributed £60
million in capital to the business and in addition
there were final milk cheques and it has all gone. I
think that answers the question.
Mr Pearson: Chairman, if I can just come in on that.
To be fair, if you looked at all the information
available at that moment in time, and certainly we
have got some recent information from August
2009, the margins that people were getting increased
the closer you got to the consumer. One of the
reasons that I stayed with DFB against all
consultants’ advice, and they turned out to be right,
was that I believed the milk industry would get more
competitive as technology improves production and
globalisation encourages that production to move to
areas that have low costs. The only way I could see
that we could survive as a family was to increase the
margin obtained back to the farm. The theory at the
time was that you moved closer to the consumer and
as you moved closer the margins went up. To my
mind, and I know I am not alone, the purchase of
ACC enabled us to go on that one step. You have to
remember that Amelca in our area failed because
they had a modern factory but no market place; we
had bought the market place. I think there were
some things in that purchase that were kept from the
producers. It turned out that some of the sites were
only leased and I think you would have to clarify
with the directors but I suspect that in the agreement
those sites had to be put back in a certain order and
paid for by the members. Looking forward, and you
probed Gwyn on factors relating to the other co-ops,
and certainly this gentleman asked how you could
change the governance of the co-ops in order to drive
the business forward, I am not sure I agree that there
is any diVerence between a co-op structure and a plc
but they both have to be profit orientated. One of the
things that was lacking—and it may have been left
over from the Milk Marketing Board because you
have to remember that a lot of staV moved from the
MMB, which was a monopoly, through to Zenith
and the other companies—was they had not got that
drive that possibly an individual has. Certainly there
was an ethos within the Co-op at Llandyrnog that
DFB had diYculty with in getting rid of some of the
staV and that took two and a half years. They
appeared to us as the Council that all the time they
were trying to rejuvenate this company and as
Stephen Oldfield has pointed out £144 million was
spent in capital costs, acquisitions and various other
things to try and streamline that business. You also
have to remember that some of the companies you
are competing with have dedicated supplies which
are more profitable than others, in other words the
liquid milk market, and those companies also rely on
the co-ops to supply what they are not getting direct

oV the farmer, so they only supply 80% and the other
20% comes from the co-op. There are all sorts of
issues within the industry that are a disadvantage.
The lady across here asked about Denmark and New
Zealand, maybe it was in Stephen Oldfield’s
presentation, and 90% of the producers in Denmark
supply to Arla, so they are both virtual monopolies,
although there is some problem in New Zealand
where I think Fonterra is trying to get an equity
stake because it has almost got too big. There are
problems when co-ops get too big, but we are not at
that stage in the UK I have to say.

Q166 Paddy Tipping: Mr Gregory, you are a bit
detached from this. Why do you think DFB went
down?
Mr Gregory: My opinion, and what Peter and
Gordon were speaking about, is that it all stems from
the purchase of ACC. We saw that as an independent
outsider. We spoke to our area manager who was
responsible for our raw milk purchasing and said
that as a customer we were not very happy, we did
not think it was a good idea and he said, “Yes, it’s
going to be a good thing, it’s going to be good for the
market place as well”. “Hopefully it will be
successful but we think you are buying a bad egg”
was the comment. What has progressed from there is
the fact that the management was kept on from ACC
and you had a company which was not profitable,
which was not making good margins, not necessarily
run by the best of people and they had inherited this
management but quite a few had been sidestepped,
let go and gone and worked for competition taking
confidential information on customers, pricing and
stuV like that which should never have happened.

Q167 Paddy Tipping: Mr Pearson told us that the
fact it was a co-operative structure did not matter,
that was not a contributory factor. Do you all agree
with that?
Mr Brown: I would agree with that. It was not the
reason why DFB went bust. It was a bit of the
problem, I do not want to disregard it completely.
You mentioned with the NFU about 20,000 and it is
true there was a £20,000 limit on capital but how
DFB got round that, and how the other co-ops get
round it, was by having loan notes instead. You can
get money oV of members, the bigger problem is in
terms of getting outside capital into the business. I
would suggest that DFB had a bigger problem in
terms of getting outside capital into the business and
the business model was bad.

Q168 Paddy Tipping: Both you and Mr Pearson
were on the members board at—
Mr Pearson: The Council, not on the board.

Q169 Paddy Tipping: You must have been pretty fed
up that you were not getting the proper story.
Mr Brown: We were. As I say in my written evidence,
I did not expect the purchase of ACC to suddenly
make everything right. When you buy a business in
any industry it takes time to sort it out. I thought
three years would be about right but it later turned
out, and this was kept from us, there was a £7 million
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a year margin erosion when the three years came to
an end with CRTG, the Co-operative retail group,
and we were not doing well but we had that
£7 million buVer. Once that £7 million went, and that
was in the summer of 2007, that was when DFB
really got onto its death spiral because it coincided
with a time of high commodity prices. From a point
where we could be fairly safe and think, “We’re
always going to be better oV than the people who are
turning milk into cheese and powder” it came to a
point where everyone could do better than us and
that was when members started to leave. When
you have got a rapid exodus of members from a
co-operative it is just like hoisting a big red light
above you and everyone can see it. No matter what
the directors or the executive said, the business was
in trouble.

Q170 Mr Cox: Do you not think that there is a
fundamental problem about farmers’ co-operatives,
and I am very strongly in favour of them, that there
seems to be a problem potentially, not in all perhaps
but in some and, Mr Pearson, you spoke about the
culture, that because you have got a whole lot of
shareholders essentially who are farmers, who are
busy producing, what you do not have is what you
would have with a plc. You do not have the kind of
external scrutiny from shareholders from a wide
range of walks of life who are interested in one thing,
which is the bottom line. Farmers are busy milking
and they do not have the time sometimes to devote
to the kind of scrutiny that other shareholders might.
Mr Brown: I would have thought the people who
ought to have been doing that were the farmer
directors. They were paid £24,000 a year each, and in
some cases more than that, to give up their time to
keep tabs on things.

Q171 Mr Cox: Why just farmer directors, were there
not other directors?
Mr Brown: There were and the non-executive
directors were paid a good deal more. There is
always a suspicion if you are non-executive directors
that you are there for yourself. I would never have
thought that of the farmer directors because they are
from the farming community and collectively, if you
speak to the five or six farmer directors, I would
imagine they have lost possibly over half a million
pounds between them because they are quite big
milk producers. They have lost a lot of money and
their reputations are finished over this matter. Those
were the people who saw what was going on in the
business, or should have seen what was going on,
and yet they went ahead with the purchase.

Q172 Mr Cox: Is it not possibly because they are
committed to this entity of the co-operative and
there is a lot of sentiment involved in it in a
hardnosed way that a company might not be?
Mr Brown: Some months ago between January and
February of this year I asked one of the directors,
“Do you think you were suVering from group
thinking?” and I think they were. I did not realise
that at the time. When you look back with a bit of
hindsight, it is only in the last year or so that—

Q173 Mr Cox: What do you think of the NFU’s idea
of independent evaluation?
Mr Brown: Who would they be and what would they
do? It is diYcult. To let someone in to know that
amount of information, the DFB has gone, it is not
going to aVect the DFB.

Q174 Mr Cox: I mean for a model for the future.
Mr Brown: I am all for scrutiny of public companies
as a potential investor in them. It looks like I am
going to be press-ganged into joining First Milk with
a retention of 0.3 pence per litre from 1 November
and I do not want to see that go the same way as my
half pence a litre went with DFB. I am all for
scrutiny of what First Milk are doing.

Q175 Chairman: Can I just ask about the democratic
processes within the Council/board of director
relationship. Were there ever any matters put to a
vote to the Council?
Mr Brown: Yes.

Q176 Chairman: ACC purchase being one?
Mr Brown: In the Articles of Association of DFB no
purchase greater than £15 million could be
undertaken without the consent of the farmer
Council.

Q177 Chairman: Coming back to your point, how
was the farmer Council advised of this? You were
critical of the due diligence.
Mr Brown: Yes.

Q178 Chairman: Normally if some company is going
to buy an asset you would have a very
comprehensive assessment, financial accounting and
everything else to say whether it is a good deal or a
bad deal. How was that communicated to the
Council?
Mr Brown: It came to us in June 2004. We had a
Council meeting and the board and executive asked
us to lift the safety catch in eVect. We said, “Why do
you want to do this?” and they said, “We can’t tell
you”. Philip Moody was giving a presentation. You
are aware who Philip Moody is?

Q179 Chairman: You are going to tell us.
Mr Brown: Philip Moody was a non-executive
director of DFB. He is an accountant, corporate
finance specialist and partner in Smith &
Williamson.

Q180 Chairman: They were the accountants of the
company at one time, were they not?
Mr Brown: They were corporate advisers. I do not
think they were accountants as such to the company.

Q181 Chairman: I know they got replaced by PwC in
the endgame.
Mr Brown: They were the corporate advisers. Philip
Moody was asked by someone, a farmer Council
member, “Are we going to buy ACC?” and his
response was, “If I knew anything I couldn’t tell you
and if I didn’t know anything I’d have nothing to tell
you”. That was all we had to go on. We talked about
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it. I can only speak for myself here, I am not
speaking for the Council of DFB. My view was we
were a Council of 80 farmers and it was out of the
question that we could undertake due diligence as
ourselves. What we did was we appointed a board
who had responsibility for the strategy of this
business and it was for them to take the decision and
if they got it wrong then by implication we had got it
wrong as well by appointing those people. That was
where the accountability—political and democratic
accountability—lay with the business. I trusted
them. As a Council member I have a share of
responsibility in it all. The actual purchase was in the
middle of August and the Sunday before it went
through we had small meetings round and about,
and we had one with Malcolm Smith, the then Chief
Executive, in Clifton near Penrith, and Lord
Grantchester was there and Michael Oakes, and
they said, “This is what we are going to do”. It was
ambiguous at that point as to whether or not we
could have stopped it. I thought we could not and
they said we could. We had the discussion with them,
they went through it and we asked the obvious
questions: “Are we paying too much? What is the
strategy? What is the competition going to do?”
There was no sense that it might go wrong, they were
super confident. A couple of days later we had the
Council meeting and took a vote and it was as near
as damn it unanimous by the Council to buy it on the
strength of the recommendation that came from
the board.

Q182 Chairman: Mr Gregory, as a keen outside
observer of the scene, what is your take on all of this?
Mr Gregory: Obviously the build-up to it all was
kept very hush-hush, it was not discussed and
nobody seemed to be getting any outside
information. We were a customer of Dairy Farmers
at the time because we were purchasing our raw milk
from them and we had done through Milk Marque
and Zenith previously. We were getting little bits of
rumours. We were speaking to our area rep, Stuart
Richardson, and we said, “Do you not think it’s a
bad idea?” and you got the feedback, “The board is
confident that it’s going to work” and we never ever
thought it would work.

Q183 Mr Cox: You run a business.
Mr Gregory: Yes. We have grown our business. We
are a family business. In 1996 our business was doing
1,200 litres per day and we are currently doing
120,000 litres per day. That is all through growth,
partly by the collapse of Dairy Farmers. We doubled
our volume when Dairy Farmers collapsed in June.
Prior to that the growth was being made by being
able to give customers service, quality and produce
and also pay farmers a very fair price. As part of our
contract we are paying the farmers over two pence a
litre greater than the middle ground price that
Gordon had. That was our benchmark and still is.
Desperate farmers who we took on when the
receivers were appointed who had lost their month’s
pay check, lost the first three days of June also from
the receivers being appointed, needed to know that
somebody would collect the milk. Some of them

were outlying, some of them had already put their
notice in and were 11 months into their notice period
to leave. These people went straight on to our
standard contract which was giving them around
about 24 pence per litre, which was way more than
the 18 pence they had previously been receiving from
Dairy Farmers. Some of the outlying farms that had
not put a contract in, we put them in on 21 pence per
litre. In November they will roll on to our standard
contract so they will be receiving 24 pence plus a litre
for their raw milk. That is the biggest key to making
the farmers confident in the product. You have had
previous conversations with the NFU about terms
of contract and notice periods and stuV like that. I
do strongly believe that as a dairy, and also as a
farmer, the dairy and farmer needs confidence in at
least a 12 months’ notice period because we have got
to purchase raw milk for the contracts so if we have
not got enough raw milk to supply our customers’
needs we have got to go and look for that. If a farmer
gives us a month’s notice to leave where do we go
and find that milk from? Have we got to pay a spot
milk price which two months ago was low but today
is 27 pence, 28 pence per litre?

Q184 Mr Cox: I do not think the NFU was
suggesting notice periods should be reduced, it was
only in a circumstance where the farmer could not
agree a contract with which he was happy and which
he considered to be fair.
Mr Gregory: The dairy needs the confidence that the
farmer is not going to pull the plug on him in a
month’s time. On the question you asked earlier
regarding the tendering processes, when you submit
a tender you have got to enter into a minimum of a
six to 12 month price guarantee for that tender so
you have got to know six to 12 months in advance
that you expect your costs to be roughly what they
are when you enter into the contract period. If you
have got to go out and purchase milk at a higher
price because farmers have left it puts you in a bad
predicament serving the needs of the contract.

Q185 Chairman: One of the things that intrigued me,
bearing in mind the Co-op’s central part as a major
purchaser from DFB, was as I understand it they
were not able to satisfy the Co-op in terms of the
tender process and were beaten by Wiseman. Given
that so much depended on keeping the customer
base intact, how did they get it so wrong?
Mr Pearson: Chairman, as I understand it the Co-op
is one of the five major retailers that does not have a
farmer direct supply system. I would imagine what
was going through the directors’ minds, although
you should never take anything for granted, was that
two companies with the same ethos would get
together and form a direct supply system. The Co-op
is in competition as everybody else is in the retail
market place.
Mr Brown: Co-operative Wholesale Society (CWS)
have come out of this very well indeed. Not only did
they oZoad the assets onto DFB at a good price,
they have not got a dedicated supply pool, they are
the largest purchaser of milk that does not have a
dedicated supply pool. We all watch the adverts on
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the telly saying how wonderful they are, how ethical
they are and how caring and sharing they are, but I
have to say I do not see it as a UK farmer.

Q186 Chairman: Whilst that is a fair observation it
still does not quite answer my question as to how it
went wrong. In other words, was it the DFB’s
perception that everything would be all right
because they were like for like in ethos or was it they
just had not realised that the Co-op were going to be
ruthlessly commercial?
Mr Brown: I was asking the same questions in 2004:
“What are our customers going to do? What are all
the other stakeholders that we are going to be
dealing with going to do to us?” The board seemed
assured that it would be fine, that we could just run
the business. I am not sure what more I could have
done. They had seen the due diligence and we, as a
Council, placed our trust in them.
Mr Pearson: There was a lot of information floating
around not only in the previous 12 months as to the
future viability of DFB and as a purchaser of milk
you might be quite concerned as to where your milk
was coming from. I think in the receiver’s report he
said there were 320 people under notice, something
like that.

Q187 Chairman: I think it was 322.
Mr Pearson: Of course, one of the reasons that we
ceased milk production was because we would have
had to have given 12 months’ notice to leave and I
could not see that our business could sustain that
sort of loss so we pulled out of milk production. That
was before the receivers allowed everybody to go to
various other places. In fairness, some members
have gone to an increased milk price. As I tried to
point out earlier, there is a lot of money involved and
you can soon swing either way. Gwyn pointed out
one of the original factors was the splitting up of the
co-ops in that Milk Link had the bottom section,
First Milk had the middle and DFB had the top
section.
Mr Brown: Geographically.
Mr Pearson: Thank you, Gordon. I always felt that
we had the most marketable region for the reasons
that environmentally we had the smaller farmers and
we had those farmers in the Peak District and the
Lake District that tended be smaller producers but
had increased haulage costs because of the very
nature of the business. I think you asked earlier what
Defra should do and I think what people have to do
is realise what they want out of the UK milk
industry: are we Europeans or are we UK? A lot of
the products can come from outside the UK but the
liquid milk industry is sacrosanct to the UK.
Certainly we seem to be getting a two-tier milk
supply system at this moment in time in that the
liquid milk men are moving on fast and the
commodity men if they can produce at a lower cost
are surviving but probably further away from the
market place. That is the first thing I would say to
you. Environmentally it is a big issue. I know people
will argue that the environmental payments are
paying them to maintain the environment, but as a
farmer myself I would sooner be paid to keep

livestock and work than I would to be a park keeper.
I only have 36 years of agriculture, I have not got 400
years which some farming families have. There is
definitely an environmental issue there. I would also
say that DFB’s members, as has already been
pointed out, put £67 million in, and DFB’s members
have rationalised the liquid milk side of the UK milk
industry and paid for that on their own. They have
paid for it out of the retention. This leads me to more
issues in terms of NVZ requirements. I know Hayley
Campbell-Gibbons has already indicated that is
beyond the remit of the NFU, but another reason
why we gave up milk production is because of
satisfying the EU NVZ regulations coming in. There
is also a matter which has escaped me, I am afraid.

Q188 Mr Cox: Could I possibly take advantage of
the losing of your thread to ask one question of both
of you. You said that you were going into another
co-operative. Could you explain to me why would
you want to go into another co-operative? Secondly,
can you give me the practical advantages of
belonging to a co-operative rather than supplying
Dairy Crest or one of the other major milk
producers?
Mr Brown: With respect to First Milk, it is beggars
cannot be choosers.

Q189 Mr Cox: Name me a practical advantage that
a farmer has ever got out of supplying Milk Link or
one of the big co-operatives as opposed to Dairy
Crest or one of the other businesses?
Mr Brown: There are not any. If I had the choice I
would not, but Harper Adams is 27.7 pence. I went
to see them this September and they will not have me
because of where I am geographically, so you are left
with the pickings really.
Mr Pearson: Chairman, can I come back on that
point. As a personal view, and it is not an ideological
view, I have always believed in co-operation and not
co-operatives. I have followed Glanbia in Ireland
and the Kerry group and these are companies that
started oV as co-ops and developed into major
companies. Also there is a purchasing group up in
StaVordshire and if you had joined that purchasing
group in 1972 and paid your five pounds, we are now
paying our members who leave £1,700.18 From my
point of view it was a business decision that I hoped
other people would drive that company forward and
that money would come back because if you
multiply it up, I did say to the chairman one day I
had £54,000 capital in plus I lost a milk cheque and
if you just took the £54,000 it would have turned into
13 million. As a business decision if they had
increased at the same rate, and do not forget that we
were employing businessmen who had been
directors of Mars, professional directors, they
should have seen what was coming.
Mr Brown: As an addendum to what I said, in theory
the co-operative model works. It can work the rest of
the world over. As a primary producer to add value

18 Note by witness: To be absolutely accurate this figure
currently is £1,300 plus an insurance they take out which is
another £600. But the principle is still correct.
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to your basic commodity makes sense, but for all
sorts of practical reasons it has not worked in the
UK dairy industry as yet.

Q190 Chairman: Mr Gregory, you are on the other
side of the fence. As a postscript observation, what
do we need to do to try and secure future success for
our dairy industry?
Mr Gregory: I do not believe that the co-operative
side of things does work. As a hands-on family
business the size of DFB is not something that could
be run and managed by a family structure, but to be
able to pull things together where you know what is
going on in the business, where you have got people
who know and report to the right people to make
sure the business works and the model works,
making sure of your customer needs, making sure
your members, your farmers are happy, this is what
we have done and that is how our business has
succeeded in giving people a better price for their

milk and being able to give customers the service
that they require at a reasonable cost. What is
playing a big part in causing problems in the UK is
outside competition and very aggressive canvassing
by certain independent dairies in the UK. They hit
dairy farmers hard in April of this year, especially in
the northeast, and I do not think that has helped the
business either. As a footnote, it is as well not to have
too many eggs in one basket, as Dairy Farmers did
with the CWS contract. That was the biggest part of
the problem. As Gordon said, once that was gone
that was a recipe for the downfall of the business.
Chairman: Gentlemen, may I thank you on behalf of
the Committee for your insightful and genuinely
helpful observations. You have made this thing live
a bit more than sometimes the cold, dry words on a
piece of paper communicate. You have also given us
some very important perspectives on the way that
the business operated. I am most grateful to you all
for coming and joining us this afternoon. Thank you
very much indeed.
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Memorandum submitted by the Co-operative Group (DFoB 26)

1. The Co-operative Group is the UK’s largest mutual retailer. It is a family of businesses, most of which
are consumer-facing and range from food retailing to financial services, and from pharmacy to farms. By
far the largest business is The Co-operative Food which, following the acquisition of Somerfield in March
2009, now operates around 3,000 stores throughout the UK with over 21 million customer visits each week.

2. The Co-operative Group fulfils a federal role for all other consumer-owned co-operative societies
through the Co-operative Retail Trading Group (CRTG). CRTG manages the buying and promotional
function on behalf of those societies.

3. The Co-operative Group welcomes the opportunity to provide evidence to the Environment, Food and
Rural AVairs Committee as part of its inquiry into the implications of the collapse of Dairy Farmers of
Britain.

4. The information below sets out, chronologically, key elements of the trading relationship between DFB
and the Co-operative Group from 2004 to 2009.

Sale of ACC to DFB

5. The sale of the Co-operative Group’s Associated Co-operative Creameries (ACC) milk processing
business to Dairy Farmers of Britain (DFB) in the summer of 2004 was the culmination of an exhaustive
nine month process following a strategic decision by the Board of the Co-operative Group to exit the dairy
processing sector. A number of parties were invited to acquire the ACC business and the various bids were
evaluated in considerable detail. All potential buyers were oVered the opportunity to undertake due
diligence. In its indicative oVer DFB stated that it would undertake due diligence into the following areas
before making an unconditional commitment to buy: commercial; financial; legal; property; environmental
and regulatory; insurance; pensions and employees. This due diligence was indeed undertaken by DFB and
its consultants and was professionally advised throughout the negotiations.

6. At the time, the Co-operative Group was reassured that another Co-operative business was to take
ACC forward into what it hoped would be a prosperous future, as part of an ambitious and expanding DFB
enterprise.

7. On the day that the sale was completed, DFB issued a brochure, entitled Building a better future, to a
range of stakeholders including members, customers, employees and suppliers. A copy of the brochure,
produced and distributed by DFB, is attached for information.19

8. At the time of the sale of ACC to DFB, the Co-operative Group agreed a three-year contract (running
to August 2007) with DFB for the supply of 44 million gallons of fresh milk per annum. The majority of
this was delivered direct to store, as part of the contract, and equated to approximately 80% of CRTG’s milk
requirement. In addition it was agreed, by rolling contract, that DFB would supply annually three million
litres of Co-op Fresh Cream.

Renewal of Contract in 2007

9. In August 2007, DFB tendered to renew supply of fresh milk to CRTG and was successful in all lots
where they were the incumbent supplier, with the exception of supply of some eight million gallons to stores
within the South West. In this one area, the DFB quote for supply was considerably higher than the quote
supplied by Robert Wiseman Dairies, and the contract for supply in the South West was therefore awarded
to Wiseman. The new supply agreement with DFB was for two years and was due to expire in August 2009.

19 Not printed.
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10. In early 2007, the Co-operative Group proposed a number of initiatives to DFB that were designed
to widen the product range and add greater value, as well as to evaluate supply issues both from a logistics
and farmer-member perspective. Each of these initiatives is detailed below:

Products

(a) DFB was asked to quote for supplying a range (four lines) of Christmas Brandy Creams. In March
2007, DFB was awarded the contract to supply. However, in November 2007, DFB failed to
produce two of the four agreed lines.

(b) DFB was asked to quote for supplying an own-brand flavoured milk product range. In April 2008,
following a competitive tender process, the flavoured milk contract was awarded to Dairy Crest
whose quote was significantly more competitive than that of DFB.

(c) It was agreed to assess whether it would be possible to move towards Freedom Food accreditation
for liquid milk. In February 2008, following changes made by the RSPCA to the Freedom Food
criteria, it was recognised by both DFB and the Co-operative Group that the move towards
Freedom Food accreditation was not possible in the short term.

Supply Chain Issues

Also on the agenda for discussion during 2007 was The Co-operative Group’s desire to explore with DFB
the possibility of moving towards a new form of dedicated supply chain. Under this model, which has now
been adopted by some other retailers, The Co-operative Group wished to explore whether some of DFB’s
farmer-members might wish to supply milk which had been produced in accordance with a range of specified
criteria, in return for an additional premium above that negotiated by DFB direct with its members.

11. As a commitment to this The Co-operative Group set up a 2p per litre accrual with DFB in readiness
to develop a farmer pool and Freedom Food accreditation.

12. In February 2008, DFB management stated verbally that it had an objection in principle to any
notion of a “farmer pool” because of its co-operative structure and its rejection of any diVerentiated contract
structure that moved away from the same treatment of all DFB members. DFB management stated that a
farmer pool model would require the ratification of the DFB Board and that this was unlikely to be
forthcoming. DFB appears to have been the only large dairy processor that objected to the option of the
“farmer pool” model.

13. The issue of logistics—how a product gets from its point of production to the customer—is inevitably
an important feature of the supply chain relationship. During late 2007 and early 2008 the logistics
dimension of DFB’s contractual arrangements with The Co-operative Group became a source of major
discussion.

14. When the contract with DFB was renewed in 2007, two prices were agreed with DFB:

(a) A price for liquid milk delivered by DFB from its processing plants direct to the store of the Co-
operative Group and other Co-operative Societies across the South East, South, Midlands, Wales
and Eastern England.

(b) A diVerent price for liquid milk delivered by DFB from its processing plants to various Regional
Distribution Centres, operated by the Co-operative Group, in Blaydon, Osset, Eccleshall and
Alfreton.

17. This dual pricing to reflect two diVerent logistics and distribution networks and associated diVerences
in the cost of supplying to stores is not uncommon between suppliers and retailers. It was agreed as part of
the 2007 tender process that a diVerential would be paid to DFB of 15p per gallon more for the milk delivered
direct to store.

18. During the course of 2007, DFB would have been aware that the Co-operative Group was developing
a major regional distribution centre in Thurrock, servicing stores across the South East.

19. In May 2008, at a formal meeting with managers of the Co-operative Group, DFB issued an
ultimatum regarding the future supply of milk within the South East. Two of the proposals set out by DFB
would have resulted in a significant cost increase for the Co-operative Group, and were rejected. The third
proposal oVered by DFB was that the Group seek an alternative supplier from the start of October 2008.

20. This move prompted a tender process for supply to the South East on a direct to store basis, and
Wiseman put forward a quote that represented a significant saving compared with the price being demanded
by DFB. This move was confirmed to DFB in June 2008. A meeting was scheduled to agree an handover
strategy and this was implemented from 28 September 2008 onwards.
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The 2009 Tender Process

21. In 2009 the Co-operative Group initiated a tender process for the supply of milk to societies within
the Co-operative Retail Trading Group. A clear process, transparent to all potential bidders, was established
with tender documentation sent out to five dairy processing businesses, including DFB.

22. Four clear objectives were set out as part of the tender process and the Co-operative Group was clear
that it would make an assessment against each. The supply contract was also broken down into a number
of elements or “lots” that covered diVerent geographic areas within the UK and also a “lot” for the supply
of organic element. The four objectives in the tender documentation were:

— Price

— Security of supply

— Service level

— Farmgate price

23. DFB confirmed that they were interested in only two of the five available “lots”; namely the supply
of milk to the Co-operative’s RDC network (circa 34% of total volume) and the supply of organic milk (circa
2%). DFB was the incumbent supplier in both these lots.

24. On the issue of service level, DFB was informed that they were held in high regard. However, security
of supply was raised with DFB as a concern, following months of media speculation regarding its long
term viability.

25. On the issue of price, DFB was aware that it had not placed a leading bid in either of the two lots being
considered by the farmer-owned co-operative. For reasons of commercial confidentiality, the Co-operative
Group does not wish to state the diVerent prices being proposed by the leading bid compared with DFB. In
both cases, the diVerence by percentage is less than single figures; however, the overall benefit to the Co-
operative Group (and the other societies which form CRTG) of selecting a supplier other than DFB is
approximately £2.9 million between 2009 and 2010.

26. Of particular concern to the Co-operative Group, during these negotiations was DFB’s attitude to
farmgate price. It was already public knowledge that DFB was oVering the lowest farmgate price compared
to other processors. When the issue of cost price was raised, DFB was both clear and categoric that any
downward movement would automatically be funded by a reduction in farmgate price. It was further stated
that this had been agreed by the farmer-members of DFB.

27. Two issues that emerged during the tender process of earlier this year were, therefore, paramount in
the decision not to award a further contract to DFB. The first was the assertion that any price reductions
would be met automatically by a lowering by DFB of its farmgate price to its farmer-members. The second
was the final price being oVered by DFB that was significantly higher than at least one rival bid.

28. In mid-March 2009, at a meeting held at the Co-operative Group’s Manchester head oYces, DFB
was informed that they had not been successful in securing any contracts to supply fresh milk to CRTG from
August 2009 onwards. Although disappointed that its bid had not been successful, the DFB account team
commented on the professional manner in which the tender process had operated. It was agreed at that
meeting to delay any public announcement indicating that DFB had not been successful in securing any of
the milk supply contracts.

29. In mid-April at the request of DFB, Peter Marks, Group Chief Executive of the Co-operative Group,
met with Lord Grantchester who chaired DFB. No explanation was given about why Andrew Cooksey,
Chief Executive of DFB, was not at the meeting, despite curiosity about his absence. During the meeting
Lord Grantchester accepted that the tender process had run its course and that DFB had been unsuccessful.
Instead, the meeting focused on how the two businesses could work together to ensure that DFB was able
to communicate eVectively and in a timely fashion with its farmer-members and with the media. As part
of this transition process, the Co-operative Group confirmed that it would engage with other processors to
encourage as smooth a transfer as possible from DFB to rival processors.

30. On 23 April, a joint statement was issued on behalf of the Co-operative Group, DFB, Robert
Wiseman Dairies and Yeo Valley, confirming that the Group had awarded contracts to supply fresh milk to
its stores to Wiseman, Dairy Crest and Yeo Valley and that both the Group and DFB were working with
the new suppliers to ensure that the migration of milk supply was managed with customers’ and farmers’
interests in mind.

General Observations

31. It is a matter of regret that the ambitions of DFB in 2004 have not been realised, and that increasingly
it had become uncompetitive within its peer group of national milk processors.

32. The Co-operative Group is proud of its co-operative ownership, structure and identity. We believe
passionately that co-operative enterprises are both a viable and credible alternative to the proprietary
business model.
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33. However, strong corporate governance within any co-operative business is essential with open and
honest communication to stakeholders, including members, about the organisation’s business plan delivery
and market place position. Furthermore, in a market-economy such as exists in the UK, the same
commercial disciplines apply to co-operatives as to any other type of business. The Co-operative Group
cannot promote “co-operation amongst co-operatives” at the expense of taking wholly uncommercial
decisions; a decision to renew further DFB’s contract in the summer of 2009 would have been just that: an
uncommercial decision, potentially harmful to the interests of the Co-operative Group and its members, and
indeed those of DFB’s farmer-members.

Co-Operative Group

October 2009

Witnesses: Mr David Messom, Director of Trading, The Co-operative Food, and Mr Philip Hardman, Group
Counsel, The Co-operative Group, gave evidence.

Q190 Chairman: Good afternoon, ladies and
gentlemen. Welcome to our further evidence session
on our inquiry into Dairy Farmers of Britain. At the
outset may I start with an apology. Occasionally,
with the vagaries of Parliament we suddenly find
ourselves bereft of a quorum. For example, Dan
Rogerson, one of our members, is in the debate on
Equitable Life; another colleague is also on another
select committee and they have another urgent
meeting this afternoon. Currently we have a
quorum, and so I have taken the decision that we
should start with evidence from the Co-operative
Group, but I am afraid we will have to postpone the
evidence of Lord Grantchester and Mr Gerry Smith.
Could I apologise publicly for the disruption this has
caused. Mr Smith, if I might be so bold as to
acknowledge, as this is your birthday, perhaps this
was not the present you were hoping for, but we
would very much like to hear from you again and we
will invite you to come and join us, but I do not want
to start an evidence session which, eVectively, we
cannot conclude. Without further ado, let us
welcome Mr David Messom, the Director of Food
Retail for the Co-op. You must be going to say some
very controversial things, Mr Messom, because I see
you are accompanied by the Group Counsel, Mr
Philip Hardman. You are both extremely welcome.
The demise of Dairy Farmers of Britain was
obviously a very sad event, particularly for the
members. Part of it, obviously, was associated with
the relationship they had and then did not have with
your good selves, and we will explore that in a little
bit more detail, but perhaps we could start, Mr
Messom, with your own overview as to why you
thought DFB failed. Your organisation has very
considerable experience in the dairy industry both,
at one time, as a supplier and processor and as a very
significant retailer of dairy products. You are in an
ideal position to give us some commentary on why
you thought DFB failed.
Mr Messom: My personal view is that you could
argue that they paid too much for the Associated
Co-operative Creameries (ACC) business originally
which they acquired from the Co-operative Group.
I think there was a lack of investment between 2004
and 2009 to make the business more eYcient and
they were, eVectively, competing in a market that
had some very eYcient processors of milk, and I
think that is exemplified by the fact that eVectively
they were paying their farmer members one of the

lowest farmgate prices and yet were struggling to
remain competitive with competitive cost prices in
that market. Therefore, eVectively they were an
ineYcient processor in a very competitive market.

Q191 Chairman: I am right in saying that Associated
Co-operative Creameries, to which you have just
referred, was your business before you sold it? Just
refresh my memory: why did you get out of dairy?
Why did you stop being a dairy producer and
processor?
Mr Messom: To correct the record, I am the Director
of Trading, if you like, the buying side of the
Co-operative Group. It was not my personal
decision. The only dealings I had with ACC was as
a supplier to me, but it was the Group’s intention to
get out of production generally. Over a number of
years the business had systematically removed itself
from production. It used to have a tea factory and a
canned goods producing factory and the Board’s
decision at the Co-operative Group was that its
future lay, as far as food was concerned, in retailing
and not actual production and, therefore, that was
part of an on-going process over a number of years.

Q192 Chairman: The reason I am asking the
question is to try to establish whether or not it was a
viable, profitable, processing business. In other
words, you did not get out because you could not
make it pay.
Mr Messom: No, it was a profitable business at the
point in time that we got out of it, but it was, if you
like, one of the last production businesses that the
Group was exiting from.

Q193 Chairman: Bluntly, your exit from dairy was
because it was not a core function of your business.
Mr Messom: Correct.

Q194 Chairman: When you came to sell ACC was
Dairy Farmers of Britain the only serious bidder, or
did it attract attention from a wider group of people
within the industry?
Mr Messom: As a customer of ACC—

Q195 Chairman: Mr Hardman is obviously warning
you about something.
Mr Messom: No, I can answer the question, but I
think Philip Hardman would be better to answer
that.
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Q196 Chairman: Carry on, Mr Hardman.
Mr Hardman: Thank you, Chairman. I was directly
involved at the time, and we conducted, I think,
what you would loosely describe as a controlled
auction. Most of the major players at that time
expressed a degree of interest in acquiring it. As the
process matured, Dairy Farmers of Britain, who
were, I think, the most competitive of the bidders
from the start, pretty well became the preferred
bidder and we proceeded to consummate a
transaction with them in the summer of 2004, but
they were by no means the only party who expressed
what we took to be a genuine interest in the business
we had to sell.

Q197 Chairman: I do not expect you to disclose
confidential financial matters about others who are
not the subject of this inquiry, but when you talk
about Dairy Farmers of Britain being the most
competitive, is that a polite way of saying they were
the ones that oVered the most?
Mr Hardman: Yes, they did.

Q198 Chairman: Was their margin, over the others,
a significant one? When you saw the price they were
oVering, did you go, “Wow, what a deal. We can’t say
no to that”, or was it that they just crossed the line a
little bit ahead? Just give me a feel.
Mr Hardman: No, I do not think we were ever
saying, “Wow, we can’t say no to that.” They
certainly led the field from the start. There was
certainly one other player in the market that moved
into, internally, what we regarded as a sort of
shortlisting phase, though I do not think either that
party or Dairy Farmers of Britain were ever aware
we had that internal shortlist, and Dairy Farmers of
Britain bid the most.

Q199 Chairman: By a significant amount? Was it
another ten million more or something? As I say, I do
not want you to break the confidences of what
others bid.
Mr Hardman: In selecting Dairy Farmers of Britain
at the end of the day, they had clearly won the
competition that we had run. There were a number
of reasons for that than purely the money on the
table. We thought they had the safest harbour for all
our employees, or all bar a very small number of
them at the most senior management levels, and the
fact that they were a co-operative business clearly,
from our point of view, was reassuring.

Q200 Chairman: Did they tell you how they were
going to pay for it?
Mr Hardman: I think we were privy to some of their
financing, not least because in the closing moments
of the process we conducted with them we had to
step into the frame and provide part of the financing
for them in the short-term. Part of their bank
financing, I think, for some reason or other, was
delayed at the eleventh hour and we provided several
million pounds to ensure, eVectively, that they could
still complete the transaction as we intended in the
middle of August.

Q201 Chairman: Basically, it was a bank-funded
operation.
Mr Hardman: I am sure there was some member
funding in there as well, but there was certainly a
considerable slice of bank funding.

Q202 Mr Cox: It is clear that you had no real doubts
about the long-term viability of DFB having taken
over ACC, because you granted them a new contract
to supply considerable quantities of milk in August
2007, did you not? Does it follow from that you had
no concerns at that point?
Mr Messom: No, in 2007 they had demonstrated
over the three-year period a very good record in
terms of service and supply, extremely good service
and supply, I would say, and therefore we did an
open and honest tender, again, in 2007 and they won
it fairly and squarely in terms of the vast majority of
that milk. The only part of the business they did not
retain was the south-west part of the business, which
went to Robert Wiseman.

Q203 Mr Cox: On that subject, I understand you
gave written contracts to your dairy suppliers. Is
that right?
Mr Messom: Yes.

Q204 Mr Cox: Is that unusual in the market place,
or is it something that is pretty standard?
Mr Messom: I would have thought it was fairly
standard. In terms of own-brand supply agreements,
I would say the majority of the retail trade
would give written agreements. Certainly it is
commonplace.

Q205 Mr Cox: You were going to brand the milk
Co-operative milk, were you?
Mr Messom: Yes.

Q206 Mr Cox: This was for an own brand.
Mr Messom: It was.
Mr Cox: I see. Thank you.
Chairman: We want to talk in a few minutes about
the tendering process, and we will come on to that.
It is an issue that naturally follows from that, but we
will wait until we get there. I would like my
colleague, David Taylor, to take up the questioning
on that subject.

Q207 David Taylor: I am sorry I am a little late,
Chairman. I hope what I am about to ask has not
been covered to any great extent. There was no
public announcement that DFB had been
unsuccessful in securing a new contract with the
Co-op Group during the month of March, and it was
in fact April before that happened. Why did that
happen?
Mr Messom: It was mainly because the Co-operative
Group acquired the Somerfield business on 28
February, and it was our view that we wanted to
have a look at what Somerfield’s cost pricing was
and also what their agreements were, because up
until the time we purchased that business we did not
know what contractual arrangements they had with
their milk suppliers. It could have been a situation
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that when we acquired the Somerfield business the
end of their supply agreement with their milk
suppliers could have well been within a matter of
weeks and, therefore, we may have had to combine
the business very quickly. As a result, it did not.
When we got into the Somerfield business and saw
what they were doing, their contract with their
suppliers runs through to 2010. Therefore, having
looked at the business, looked at the pricing to make
sure that we had got what we considered to be a
competitive quote versus what Somerfield were
currently paying, then we were able to make the
announcement and, obviously, we discussed it with
Dairy Farmers first.

Q208 David Taylor: At what point did it become
absolutely clear to the Co-op Group that DFB was
in significant diYculties?
Mr Messom: Significant diYculties, I think probably
towards the end of March. We had had concerns and
discussions with them towards the end of 2008
because it was starting to come out in the public
domain, on websites and in various journals, that
Dairy Farmers were having some financial
diYculties, and the fact that they then announced
towards the end of 2008, beginning of 2009 that they
were going to close their Fole and Portsmouth
dairies started to signal to us that there could be an
issue and certainly security of supply was something
that we were very concerned about.

Q209 David Taylor: It is diYcult for us at this
juncture to try and identify which event was
followed by which decision. Were you influenced in
your decision not to award the new contract by the
fact that you had heard of the significant diYculties
of DFB, or had you already come to that conclusion
without any knowledge at all of the problems that it
was facing?
Mr Messom: No, obviously we were aware of the
diYculties. In a true commercial tender process they
were not the most competitive. Even forgetting
whether they were having financial diYculties or
closing dairies, just on a straight financial basis they
were not the most competitive, and we gave them
every chance to come back and see if they could
improve their oVer to retain that business, foregoing
the fact that they were having diYculties in terms of
closure of factories, et cetera.

Q210 David Taylor: Had they passed that first test
about being there, or thereabouts, in terms of price,
are you saying that it is at that point that media
speculation and the industry’s reports might then
still have meant that you would not award the
contract? They were there on price but you were
unsure about their future. Is that how it might have
panned out?
Mr Messom: If they had been competitive, I think we
would have awarded part of the business to them
irrespective of the situation, and so they could have
still continued supplying some of our milk, but
probably we would have split the business.

Q211 Chairman: I want to pick up on a point you
have raised there. This tendering process: you were
talking about the competitive nature of their prices.
Obviously they were competitive up to the time when
it came to renew their contractual arrangements, but
what is not clear from your evidence is how much
they were out by. Was it a significant sum? Was it
some pence per litre, or fractions of pence per litre?
In the nicest sense, how hard-ball was the Co-op at
playing with its suppliers? You buy Somerfield, who
have got a reputation for value. You are in the value
business, and it is a highly competitive business for
selling liquid milk on the high street. How hard were
you being with them?
Mr Messom: It was a fair and honest process. It
would be remiss of me, seeing as this is a public
hearing, to quote figures, because we have obviously
got confidential prices with our current suppliers, so
it would be the wrong thing for me to say.

Q212 Chairman: At the risk of upsetting my
colleague Mr Taylor, could I pursue why I am asking
this question. The people who were in DFB had
some knowledge of the way that the dairy industry
was going. There are lots of charts that are published
in the public prints about the price of milk that is
being paid to farmers, and I presume those things are
accurate. You would think that a company that was
already supplying you, and indeed others in the high
street, would have had some idea of what a
competitive bid was. I appreciate that publicly you
may not be able to tell me the diVerence, but was it
a question of fractions of a pence per litre or was it
a question of some big diVerence? I am trying to
establish why it is that they were so far out in pricing
to secure the contract for what eVectively was one of
their most important customers and one where, as a
result of losing that business, they went out of
business.
Mr Messom: We are talking in terms of millions of
pounds diVerence. One of the concerns we had and,
as part of the tender process, was we were trying to
recognise that the farmgate price—and Dairy
Farmers of Britain during the tender process made it
very clear that, were they to retain the business and
almost having to match their cheapest competitor,
that money would have had to have come from the
farmer. They were already paying at that moment in
time their member farmers one of the lowest prices in
the industry. That would have driven it even further
down, and that was a concern to us, because
eVectively we would then have contributed to
farmers probably going into a loss situation
themselves.

Q213 David Taylor: That leads me into the
penultimate question I have to put. You said that,
eVectively, and I paraphrase, DFB was oVering the
lowest farmgate prices. Why then, in your
assessment, were they not able to put in the lowest
bid for the contract? What was the problem?
Mr Messom: Because the situation was they were not
as eYcient a processor of milk as their competitors.
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Q214 David Taylor: That was an ineYciency to an
extent that the advantages of having the lowest price
were lost entirely, and you said to the Chairman, I
think, that the gap was pretty significant. We are not
talking about fractions of a penny here, are we?
Mr Messom: No, we are not talking of that at all.
Chairman: I would like, Mr Messom, to request you
to write in confidence to the Committee with that
information. We would like to know what it is.
Obviously, we respect the confidence you share with
us, but I think we need to get some clear steer of what
the order of magnitude was between where DFB
ended up, because, obviously, it is a fairly
fundamental decision that they were not able to be
competitive in your terms compared with others.

Q215 Mr Cox: There has been a public comment,
has there not, that there was £2.9 million diVerence?
Mr Messom: Yes, that is on the record.

Q216 David Taylor: My final question then. I am a
Co-op MP and I take it as part of my basic attitude
that I want other Co-op MPs and other Co-op
elected members of local authorities and, indeed,
social and the commercial co-operatives to succeed.
I want them to be important and to have an
expanding role within communities within society.
The Co-op Group have said that it is “proud of its
co-operative ownership, structure and identity”.
How do you square that with the fact that you then
pulled the plug on a fellow co-op, which might have
survived had you had faith in them, rather than what
some people would see as abandoning them at too
early a stage?
Mr Messom: I take you back to November 2007
when in actual fact we talked to Dairy Farmers of
Britain wanting to get into farmer pools and wanting
to form a long-term relationship with this
organisation. They would not do that, they did not
want to do it because they wanted to be fair to all
members and they felt that the Co-operative Group,
wishing to pay more to those dedicated farmer
pools, would disadvantage certain of their members.
It is not as if we had not tried to, if you like, form a
longer-term relationship, and at one stage we
actually gave them an addition of two pence per litre
more than we needed to have done over and above
the price increase, which was to the cost of over
£4 million to the Co-operative Group, to assist them
in their continued trading with us.

Q217 David Taylor: Are you saying you did that
because they were a co-operative; if it was a
commercial organisation that you would not have
given that extra two pence?
Mr Messom: I cannot possibly comment on what we
would have done at that particular time.

Q218 David Taylor: No-one is expecting you to take
wholly uncommercial decisions, but the fact that
someone bidding for a contract from you is a co-
operative, are you suggesting that might play a small
part in the final decision as to whether they were
allocated that contract?

Mr Messom: It may play a small part, but at the end
of the day I have a responsibility to the Co-operative
Group, and to the CRTG or the Co-operative
societies, to ensure that they are getting a price on
Co-operative brand milk at a commercial price,
enabling them to compete in the market and
continue to keep their employees in business and
Co-operative shops open throughout the country.

Q219 Chairman: Mr Messom, the two pence you
talked to, is that the two pence that is mentioned in
paragraph 11 of your written submission?
Mr Messom: No, that is a separate one. At the time
we were starting to talk to them about a farmers’
pool as a gesture of our commitment to want to do
this and we started to pay them two pence extra,
which they were then accruing if we started it,
because certain farmer members would need some
funding up front to bring their farms and processing
places up to the standard that would be required
and, therefore, it was really our responsibility to
ensure that that money was in place before we
started it. That was a gesture from us to make that
happen, but that is not the two pence that I was
talking about.

Q220 Mr Cox: I do not quite understand your
evidence. Forgive me, Mr Messom. You have said
one or two things that, on the face of it, may strike
one as contradictory. First, you have told us that you
were concerned that the farmgate price was the
lowest and, you appeared to imply, one of the
reasons why you began to think of pulling out of a
relationship with the DFB but, on the face of it, by
pulling out, you were making things far worse for the
farming producers, were you not?
Mr Messom: In hindsight, yes, that is what has
actually happened, but my number one concern,
which I have said earlier, is to ensure that the
Co-operative Group and their societies got a
competitive price on milk.

Q221 Mr Cox: I hear that, and that is really what I
was coming to, because at one point to my colleague
Mr Taylor, you were suggesting that you had made
a £4 million decision that was, so to speak, at least
partially influenced by the fact that you were having
solidarity with another co-operative. Yet, on the
other hand, you retracted from that and said the
main decision is commercial. I fully understand that,
but do you think it is possible that the signals that
were being received by Dairy Farmers for Britain, at
least for some part of the run-up to the disaster that
happened, was that another co-operative, namely
yours, would stand by Dairy Farmers of Britain and
would tend to have solidarity with them and,
therefore, they were likely to be the preferred option?
Mr Messom: No, I think it was very clear right from
the outset of the tender process. We set it out in very
clear terms to every single supplier that was
tendering, that really we were looking at four
aspects: price was just one, security of supply was the
second one, service level, whoever got the contract,
to make sure that we had 100 per cent availability,
and the fourth was the farmgate price.
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Q222 Mr Cox: What is the small residual part that
is played by the fact that you were purchasing from
another co-operative?
Mr Messom: I think, had we had all those four
factors being met equally between two
organisations, at that point in time our preference in
terms of supporting a fellow co-operative would
have come into play.

Q223 Mr Cox: This gesture you made of £4 million,
how was that influenced by the existence of the fact
that DFB was a co-operative?
Mr Messom: As I said, I do not know, if I had been in
the same situation with a commercial organisation,
whether we would have done the same or not, but we
felt it prudent at that moment in time. We recognised
that Dairy Farmers of Britain were in a situation in
which they were paying their farmers less than the
market, they were seeking price increases from us
above the market level and we felt it prudent to give
them something towards what they were looking for.
They were asking for more than we gave them.

Q224 Mr Cox: Do you not think that might have
sent the signal that they were being treated
favourably because they were co-operatives and,
thus, they might expect such treatment in future?
Mr Messom: No, I think the signal we sent was that
we wanted them to certainly continue to give us the
service and make sure that our milk supply was
retained right the way through to the end of the
contract.

Q225 Chairman: Could we pursue this. Paragraph
22 of your evidence makes clear what the tender
criteria were—you have just enunciated them—but
up to that time you had a continuing commercial
relationship with Dairy Farmers of Britain, so they
must have been doing a reasonably good job.20 I
notice that in paragraph 10, for example, you talk
about the award of the contract in 2007.21 You
observe, however, in November 2007 DFB failed to
produce two of the four lines agreed. I would be
interested to know why they failed on that. Was that
the kind of factor that aVected this question of the
service level?
Mr Messom: Yes. Clearly, Dairy Farmers of Britain
were looking to widen their customer base and were
wanting to increase the range of products that they
sold to the trade, and we spoke to them about it. We
are ever trying to improve the range of products in
our stores and, therefore, they talked to us. We
wanted to move from a branded product to our own
brand in that particular instance, and we tendered
for the business with them, talked to them about it
and we developed those products together.
Unfortunately, when we came to the seasonal period
of that year, they were unable to supply two out of
those four products.

Q226 Chairman: There is regular dialogue between a
supermarket and its supply chain. That is part and
parcel of what you do. Did you put a shot across

20 Ev 47
21 Ev 46

their bows at any stage during the contract that was
running to say, “Look, if you guys carry on like this,
your chances of renewal aren’t going to be very
good”?
Mr Messom: We did have what you would say are
commercial discussions on that sort of basis.
Mr Hardman: Might I just add to that. The report
from Pricewaterhouse Coopers in August, who
clearly reviewed the board minutes of Dairy
Farmers, says that, I think, from the end of summer
2008 they were starting to have misgivings about
their ability to retain contracts. I think we can
deduce from that that must have been because the
relationship we had with them was causing them at
least to reflect.

Q227 Chairman: I accept that entirely, because I
have read the same thing as you have, but I was
interested from your point of view. Your dairy
buyers are sitting there thinking, “By God, this lot
are a sham. They are not doing what they are
supposed to be doing. We had better have a word
with them.” My next question is: what was their
reaction when you told them they were not
performing properly? Did they say, “Oops, yes, you
are absolutely right”, or did they give you a lot of
excuses? Obviously, if we are looking for the reasons
why they went out of business, part of it is not
understanding what the customer wants.
Mr Messom: I think it was on the lines of, “Yes, we
realise we have let you down. These are new products
to us. We have perhaps bitten oV more than we can
chew”, and, as a result, we did not pursue other areas
of trying to expand the range of products that they
could supply to us.

Q228 Chairman: To sum up, they would have been
very aware of your misgivings during the first
contractual period and, if they had had anything
about them, they would have been perceptive
enough to have recognised that was going to aVect
their chances in the next contractual negotiation?
Mr Messom: But I would also say that, in terms of
standard liquid milk, they gave us an exceptionally
good service. It did not aVect the core of the
business; it was only these new products that we were
trying to develop with them that they let us down.

Q229 Chairman: Coming back to the question I
started with, it was the level of service agreement on
the core products which influenced your perception
of the company, not their service on liquid milk.
Mr Messom: Correct, and on service level from
Dairy Farmers of Britain, throughout the contracts
they have been exceptionally good.

Q230 David Taylor: You opened a new distribution
centre at Thurrock, I think.
Mr Messom: We did.

Q231 David Taylor: Was it an unfortunate
coincidence that at the very same time you lowered
the price to DFB for supplying milk in the South
East? Was it linked to the opening of Thurrock?
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Mr Messom: That we lowered the price?

Q232 David Taylor: Yes?
Mr Messom: They bid on the contract tender process
in 2007. The specific South East was one of our lots
and we asked for quotes from all of the parties that
tendered for it for both direct-to-store delivery and
through the distribution centre, and they put that
price in, but there were no promises made that any
supplier for the South East would go through our
distribution centre. There was nothing in any of the
documentation and there was nothing in any of the
discussions that we had with any of the suppliers that
there was a guarantee that we would move that
direct-to-store product into our new Thurrock
warehouse.

Q233 David Taylor: How much notice was there
given to DFB of the change, or how long a period
was it before the reduced price came into eVect?
Mr Messom: I am not quite sure I understand in
terms of the reduced price. We did a new contract in
2007, which they secured, and they continued to
supply our stores in the South East on a direct-to-
store basis from the start of that contract in
August 2007.

Q234 David Taylor: I think the Receiver’s report
said that, according to DFB board minutes in July
2008, DFB pulled out of the South East Co-op
stores, comprising about 50 million litres of milk, as
a cost increase that they were seeking was not
accepted. Is that true?
Mr Messom: Yes. EVectively they came to us and
said that, by and large, they were losing money
supplying our stores in the South East on a direct-to-
store basis.

Q235 David Taylor: And they were paid 15 pence a
gallon more to do that, or thereabouts?
Mr Messom: Yes, that is the deal that was done. If
they supply product into one of our distribution
centres, then there is a 15 pence diVerential versus
delivery direct-to-store, and they came to see us and
said, eVectively, they were losing money on our
South East business and they really gave us three
options. One was would we put them into Thurrock
into our distribution centre in the South East or,
eVectively, they needed a price increase, which we
could not aVord to give them because it was totally
out of line with where the market was, or would we
find another supplier to supply the South East stores
with milk. We considered it. We could not put them
into Thurrock—we had capacity issues in our
Thurrock warehouse—so we could not put them in
there and, eVectively, we were left with no alternative
but to say, “We will actually seek another supplier”.
Having said that, though, to assist them, we did let
them continue to supply our stores on the south
coast very near to Portsmouth at least to retain some
of their volume through the Portsmouth warehouse,
and the rest of the business was tendered and
Wiseman won the contract.

Q236 David Taylor: Is it unusual to have written an
overall contract for supply which allowed DFB to
pull out of supplying the South East Co-op stores?
Mr Hardman: I am not sure that is the contract. We
did write. I think, to be clear here—

Q237 David Taylor: Clearly the opt-out was
allowable.
Mr Hardman: David, I am sure, will correct me if I
am wrong, but I think the position here is that a
contract that DFB had entered into in 2007 they
were finding, in respect of some of the deliveries, was
becoming unsustainable from their point of view.
They approached us with a number of proposals that
they felt would make it sustainable. I doubt whether
any of that was anticipated by the contract. This was
not a question where we were asking them to lower
a price that they had previously agreed; this was the
opposite to that: “Can we have a higher price to the
one that has previously been agreed because,
otherwise, this is an unsustainable part of the
country for us.” I think we would have been able to
hold them at the contract price to the full two-year
contract life, but from the proposals they put to us
we accepted that they could walk away, as they saw
it, to cut their losses.

Q238 David Taylor: It was not that the contract
allowed an opt-out, it was just that you conceded a
contract variation.
Mr Hardman: We were happy to assist them in this
way.
Mr Messom: In the interests of continuity of supply
of milk to our stores. That was the fundamental
problem.

Q239 Chairman: I notice in paragraph 33 of your
evidence you say, “However, strong corporate
governance within any co-operative business is
essential with open and honest communication to
stakeholders, including members, about the
organisation’s business plan delivery and market
place position.”22 Because you have a close
relationship with all your suppliers, you will gain a
view, as you have just given us an indication, in
commercial terms about your view of Dairy
Farmers. Did you make any assessment about their
strengths in the context of paragraph 33 in terms of
deciding whether or not they were a well organised
body that had good communications with members?
Did you ever look at any of those aspects?
Mr Messom: We looked at the aspects of how they
did business with us and how they serviced our
stores. We did not go into the detail of how they
communicated to their farmers or how they
particularly ran their business, and we tend not to do
that. I am aware, for instance, that previously you
have had experience in Northern Foods. I would not
presume to understand how Northern Foods work
internally; I am more concerned about our
relationship with Northern Foods and how they
would supply us. I do not think it is our remit to get
involved in the internal workings of each supplier.

22 Ev 48
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Q240 Chairman: The reason I was asking the
question, though, (and it comes back to this issue
about security of supply) is because part of the
reason that you gave for Dairy Farmers being
incapable of renewing their contract were two
matters: (1) straightforward competitiveness with
reference to the price, and (2) quality of service, and
to address some of those issues might have raised
matters of what were their future investment
prospects.
Mr Messom: Understood; yes.

Q241 Chairman: If you are then looking at the
business, when you work out the strengths and
weaknesses of a supplier I would have thought (and
it would be reasonable) that you might have to come
to a conclusion as to whether, in fact, it was a well
run business or not, because part of who you want
to do business with is, are they going to be there
tomorrow?
Mr Messom: It is a fair comment. Yes, that would be
regular dialogue with all companies in terms of every
one of our suppliers’ future, what they are investing
in plant; and they gave us reassurance at regular
meetings that I had with their sales director and
managing director that they had got big plans for
continued investment in their plants to continue to
improve eYciency, and everything they were saying
to us was in a positive way that they were there for
the long run and they were going to be a very
sustainable supplier to the industry.

Q242 Chairman: You had no reason whatsoever to
doubt the veracity of those statements?
Mr Messom: Once we get into a situation where in
the public domain conversations were being had in
terms of Portsmouth and Fole Dairies, closing them
down, redundancies, then, yes, we had more and
more of those sorts of conversations.

Q243 Chairman: Going back to the answer to the
first question, when I asked you why you thought it
had folded you gave as one of the answers the price
that they paid for ACC.
Mr Messom: Yes.

Q244 Chairman: Did you form that judgment with
the benefit of hindsight? Sometimes when people sell
things you sort of breathe a huge sigh of relief and
think, “How the hell have we got away with that
one? I do not know where they are going to get the
money for it, but, jolly good, they are the customer,
thank you very much, I will take the money. I am not
going to say anything publicly about it”, but
privately you might well have started to ask yourself
the question, “We got more than we expected. How
on earth are they going to do it?” Did that kind of
internal dialogue ever happen within your
organisation?
Mr Hardman: To speak to events at the time, I think
you recognise when you go through a process like
this that nearly every bidder is in a diVerent place in
the life cycle of their organisation. Dairy Farmers of
Britain were at the start of a strategic plan to
vertically integrate their business as far as they could

and to grow it significantly and at speed, and they
obviously went through several acquisitions
following the ACC one, none of them of the same
sort of dimensions. I think we sent you the leaflet
that the chief executive put out on the morning of
completing the ACC deal.

Q245 Chairman: This confident, glossy publication.
Mr Hardman: Indeed.

Q246 Chairman: This is the one: “Creating a new
force in the UK dairy industry.”
Mr Hardman: Absolutely.

Q247 Chairman: Written in glowing terms. It is
interesting to read it with the benefit of hindsight.
Mr Hardman: Absolutely. Events could have turned
out completely diVerently, in which case he would
have been heralded as having done a fantastic deal
and what a snip. At the time did we think they were
paying a good price? We thought they were paying a
good price. Was it justifiable to them? It must have
been; otherwise they would not have paid it.

Q248 Chairman: I do not want to get into the
business of double-guessing what was in their minds;
I am in no position so to do. I think what I am
interested in from the professional standpoint of
people who have been in the dairy industry as long
as you have is really to get a view (and, bearing in
mind they do not exist any more, feel free to be
straight with the Committee), to try and understand
whether, from a professional point of view, you felt
the kind of commercial decisions they were making
were sensible, well-founded, or there were times
when you were thinking, “God, I do not know
whether I should have done that. If I was in their
position, I would be thinking twice about it.”
Mr Messom: I think at the time, although I have to
say I am on the trading side and I was not on the
ACC side of the business, I do not think there was
discussion internally of what you are alluding to in
terms of, “Cor, we have got away with it”, or
whatever. There was none of that discussion at that
moment in time. I think there was pleasure that we
had actually exited our last food production unit and
that we were now out of all food production. I would
argue, or say, that certainly my view that I thought
they had paid too much was one of hindsight, but it
was not discussed at the time.
Chairman: Gentlemen, thank you very much indeed
for assisting us with our inquiries and also for the
very helpful written evidence and other material that
you have sent us. We look forward, in confidence, to
receiving the further details on the subject of the
price diVerential. Thank you very much for
contributing. It so happens that things do not always
work out as you have planned. Having announced
that Lord Grantchester and Mr Smith were not
going to give evidence to us, we are now in the
fortunate position of being 25 minutes away from
the vote and with suYcient members to start that
inquiry. I am going to take the heroic decision that
we do reverse the decision we made earlier and invite
the next two witnesses to come forward and start the
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process. From the Committee’s point of view, it is
easier that we take the evidence now than it would be
to postpone it. Could we change witnesses and move

Supplementary memorandum from The Co-operative Group (DFoB 26a)

As was explained during the course of the Co-operative Group’s appearance before the Committee on 21
October 2009, the sale of ACC in 2004 was conducted by means of a controlled auction. The Co-operative
Group expected, and indeed it proved to be the case, that a number of parties would express interest in the
ACC business. In consequence, a due diligence process was established that would enable, as far as possible,
the Co-operative Group to treat those prospective buyers on equal terms. This process involved:

(a) establishing a physical data room, located in the oYces of our contracted lawyers, which contained
detailed information regarding many facets of ACC’s business. Such data rooms are widely used
in diVerent types of transactions where a vendor wishes to disclose a large amount of confidential
data to proposed bidders;

(b) providing the opportunity for buyers to meet with ACC senior management and question them on
the business and its performance; and

(c) making available a detailed report, compiled by KPMG, on the recent historic and prevailing
financial condition of ACC. This report, although commissioned by the Co-operative Group, had
a scope, as with the data room, regarded as suYcient to meet all the orthodox requirements of
prospective buyers when examining a business such as ACC. Prior to completion of the
transaction, the report (including a small number of supplements specifically required by Dairy
Farmers of Britain (DFB) to assist its own diligence and that of those providing finance to it in
relation to the transaction) was addressed to DFB thereby creating professional responsibilities
owed by KPMG to DFB. DFB paid for the cost of the report’s preparation.

All of these elements are quite typical of a controlled auction process of the type the Co-operative Group
elected to conduct, and there was no suggestion at the time that the process had disadvantaged DFB or any
other interested party in any way. Any reservations DFB might have had about the adequacy of information
that had been made available to them could have been dealt with by DFB either requesting supplemental
information (and indeed many such requests were made, and dealt with by the Co-operative Group), or
reducing their oVer because of uncertainty about the level of risk the ACC business might represent or
withdrawing from the transaction altogether.

The Co-operative Group

November 2009

Memorandum submitted by Lord Grantchester (DFoB 34)

From the evidence session last week, there are some further items of interest that need to be made available
to the Committee.

1. The directors and executive management team conducted a series of regional meetings throughout
England during the week-end Saturday/Sunday 6 and 7 August 2004, to discuss the proposed purchase of
ACC. The purchase was then formally decided at a Special General Meeting of the Council of DFB that
took place on Monday 8 August 2004.

2. The document “Working Together to build a better future” which was submitted by the Co-Op as part
of its evidence, was a public document sent to all customers of DFB to explain who the company was that
had made the purchase of ACC. The Governance structure of DFB is detailed in a document “New rules
of Dairy Farmers of Britain” dated 26 June 2002, lodged with The Financial Services Authority and
available to all members of DFB. A copy is attached. This document was updated from time to time
thereafter.23

3. The Executive team and employees at DFB undertook to perform and report to best practice, and
found immense motivation, satisfaction and pride in complying with the necessary requirements.

4. The Co-operative Group in its evidence, suggested that DFB was unwilling to move to a new form of
dedicated supply chain. This is misleading. It is correct that an additional premium was oVered.
Unfortunately, in consultation with the membership, this premium was considered hugely inadequate for
the extra costs that would have had to be borne by the farmer.

23 Not printed.

on? Apologies again for any further change in the
programme but at least you know it is live and not
recorded!
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5. The public quote I read out concerning the purchase of ACC was: “This is a move which results in UK
dairy farmers getting closer to the marketplace and is welcomed by the NFU.” It was made by Gwynne Jones
of the NFU and I apologise to him and to the NFU for the confusion regarding his name.

6. PricewaterhouseCoopers (PWC) was asked by HSBC to undertake an Independent Business Review
(IBR) of DFB’s 523 project. PWC was also engaged by DFB with a duty of care to HSBC to market the
company in whole or in parts. Thirdly, PWC was also instructed by HSBC as Insolvency Practitioners to
undertake the receivership of DFB. The undertaking of all these roles by one organisation is a feature of this
case. The PWC team who were advising HSBC as part of its IBR review was the same team conducting the
receivership. I understand that other banks engage diVerent parties as receivers from those that had
conducted an IBR into an organisation.

7. Government support—DFB was unable to source help from the Redundancy Fund within the
Department of Business, Enterprise & Regulatory Reform (BERR) as this fund only paid statutory
redundancy, which was oVset by any element of contractual redundancy due in addition to statutory
payments. DFB inherited from ACC a union agreement to pay both statutory and contractual redundancy.
DFB was able to take advantage of the scheme to delay National Insurance payments.

8. The impact of collapse had been most materially felt by farming member suppliers as unsecured
creditors to DFB. HSBC substantially recovered its debt with the sale of the assets of DFB. The remaining
three liquid dairies are still available and have not been sold.

9. One unfortunate aspect of the collapse on dairy farmers that has come to my notice concerns the
aggressive actions being undertaken by the utility companies, especially the power companies and Scottish
Power in particular, against farmers and others in the Small & Medium size Enterprises (SME) sector. I
understand many of the utility companies have unilaterally decided to switch accounts from quarterly to
monthly invoicing, based on estimated meter readings, which subsequently turn out to be over-zealous,
which are then followed up with aggressive demands for payment.

10. From the discussion with DEFRA and contingency work undertaken by DFB, the supply chain of
milk from farm to consumer was not materially aVected. A feature of the collection and haulage of milk is
that it is integrated between all the companies in the industry. I would like to pay special tribute to the
employees of DFB who continued to manage the situation throughout the diYcult time of receivership.

11. The vulnerability of dairy farmers supplying a product with a short shelf life, with limited capacity
on farm at a time of any receivership is well known. It is a fair question to consider how appropriate was
the policy of continuing “margin management” of the business in receivership once farmer members ceased
to be owners of the business and were only suppliers.

12. The confidence of dairy farmers in co-operating to influence the price of their products will have been
severely damaged. The dairy industry is perhaps one of the few remaining sectors of the UK economy that
is not dominated by huge, multi-national companies. Other farming sectors as well as other industries are
already dominated by overseas players, where the decision making is made overseas. In 1989 the overseas
element of share ownership in publicly quoted companies stood at 12.8%. The proportion of UK shares in
foreign ownership probably stands at over 50% today. The dairy sector will be challenged not to be similarly
“exported”. In this environment, it is diYcult to see how farmers can influence the price of their product.

13. A feature of co-operatives is that returns from the market are pooled and then returned to supplying
members. The diVering customers return diVering prices that inevitably are “smoothed” to some extent
within the milk payment structure of the co-operative. In contrast, individual farming supplies to certain
buyers can attract premiums according to the end use of that milk. This has now resulted in huge disparity
between prices for milk, essentially the same product, paid to neighbouring farmers. This has not only
worked against co-operatives, but severely aVected the relative prosperity between dairy farmers.

14. The position outlined in paragraph 10 has been one consequence of the NFU “Vision” document.
The challenge the farmer faces through the supply contract are not those outlined by the NFU. Rather, the
challenge is for the farmer to make the contract work better for the farm.

15. The long term nature of a milk supply contract is one feature that was demanded by the banking
sector of the three large farmer co-operatives. Without the security that members are in a long-term
relationship with their own company, the banking sector was unwilling to lend.

16. The Companies Act has been updated and is comprehensive. In comparison, the legal framework
governing Industrial and Provident Societies is largely unchanged. There are many aspects of this outdated
framework that impacted on the operations and strategy of DFB.

17. A relatively new entrant to the business of providing advice and best practice to Co-ops and farmer-
controlled businesses has been provided by English Farming & Food Partnerships (EFFP). I would like to
point out that this organisation has been excellent, together with Scottish Agricultural Organisation Society
(SAOS) in providing commercial acumen and leadership to farming businesses. I commend to the
Committee the provision of business services and policies to the farming sector through these two
organisations.
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18. I understand that representation to the Revenue by accountancy organisations in the farming sector,
that farmer member losses through receivership be favourably treated and allowed against future farming
profits have been turned down. While the technical answer provided by Customs & Revenue may be correct
that the majority of the losses are capital by nature, most farming businesses find it hard to utilise these
losses. It would be extremely helpful if the Committee could seek assurances from the Minister of
Agriculture that help could be provided to the farmer members of DFB that the regulations be interpreted
to allow their losses to be oVset against future revenue.

Lord Grantchester

October 2009

Witnesses: Lord Grantchester, a Member of the House of Lords, Chairman of the Board, and Mr Gerry
Smith, former member of the Executive Team, Head of the Liquid and Milk Division, Dairy Farmers of
Britain, gave evidence.

Q249 Chairman: Having now fast-forwarded the
situation, could I formally welcome Lord
Grantchester, who was the Chairman of the Board
of Dairy Farmers of Britain when, sadly, it ceased
trading. I think, as he will no doubt tell us, he was
not there for the duration of the life of the business
but accepted the responsibility towards the end of
the company’s life. We are grateful to Mr Gerry
Smith, who is a former member of the Executive
Team, who was the Head of Liquid and Milk
Division. Mr Smith, I understand that you joined
Dairy Farmers shortly after the decision was made
to purchase ACC, so you were not part of that
decision-making process. Is that right?
Mr Smith: That is true, Chairman. I joined in
November 2004.

Q250 Chairman: You are both very welcome, and my
apologies again for the slight disruption of the
situation. Lord Grantchester, I think there may be
one or two things you wanted to say to the
Committee by way of an opening statement.
Normally we do not like those kind of things,
because people use it as an excuse to bang on and use
up time, but I know you will be succinct. If you want
to take perhaps two or three minutes to give us the
benefit of your thoughts, we will then start our
questioning.
Lord Grantchester: Thank you, Chairman. I was
only going to open the debate by saying that the
whole Board and the whole company of Dairy
Farmers of Britain really regret the outcome to both
its staV and the supplying membership of the
situation. It was a very regrettable outcome. A lot of
people have either lost considerable sums of money
or their livelihoods. It has been a very upsetting time
for a lot of people and we welcome very much the
Committee’s inquiry into the situation as to what
lessons can be learned and look forward to the
outcome being a very positive response. I am sorry
to be pausing for breath. I did come in at a very late
stage in taking the position of Chairman, but I have
been a long time in the dairy industry. I have been a
dairy farmer in my own right on a dairy farm in
Cheshire for over 25 years, and I am a past President
of the Royal Association of British Dairy Farmers.

Q251 Chairman: Could I persuade you both to speak
up. Unfortunately, sometimes the acoustics and
amplification in these committee rooms is not always

what it could be and it would be, I think, helpful to
all of us if you could do that. It is a bit like accepting,
Lord Grantchester, the poison chalice in a game of
pass the parcel, if I do not mix my metaphors. You
happened to pick up the chairmanship in what,
arguably, was the saddest part of the cycle of DFB.
Why did you do it?
Lord Grantchester: Chairman, I have a big aYnity,
having been in the business of producing milk, with
fellow dairy farmers. I joined the Board of Dairy
Farmers of Britain to try and help the small farm, the
family farm, to have a sustainable future. I have been
involved, as you know, at a political level in all the
machinations that have been going on with both
farmer supplies in the subsidy area and also OFT
inquiries, milk boards, milk marques and we have
scars across our backs. I thought I could perhaps try
to help and support farmers through their own
business and at the end it was dairy farmers who
were pulling together to try and restructure the
business for the benefit of the members and its staV.

Q252 Chairman: What state was the business in
when you took over?
Lord Grantchester: Obviously, it was under severe
pressure. We can go back over how it came to be
under severe pressure, but it was under severe
pressure, and we took the decision that we had to
reduce our cost base very substantially and yet
supply the same customers that we had. We were
going to have the same returns into the business but
cut our costs very considerably in supply from what
was to be three dairies instead of five liquid dairies.
This was an entirely credible strategy to have at that
time because we were not doing anything diVerent
that we were doing in terms of supplying customers
but we were reducing our cost base very
considerably.

Q253 Chairman: For the record, when did you take
over?
Lord Grantchester: It was the beginning of
November 2008.

Q254 Chairman: The beginning of the end had been
identified.
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Lord Grantchester: The beginning of the end, or the
end of the beginning. Yes, we had a severe challenge
in front of us, one that I felt I could help bring to the
company, to its staV and to the members, to achieve
a sensible and profitable restructure.

Q255 Chairman: Can you give us some indication of
the respective roles of the Board of the company, the
executive team and the members of the Council and
perhaps just explain to us what was the relationship
between these three parts of the decision-making
process? For example, how did communications run
up and down the co-operative? In the case of the
farmer members of the Board, what kind of
professional advice, independent of those employed
as full-time executives, did they have access to and in
what ways were the membership involved, if at all, in
the decision-making process of the business?
Lord Grantchester: There are a lot of detailed
questions seeking very detailed answers in your
supply of questions there. Can I just say as an overall
comment to the Committee, along with Stephen
Oldfield, who, in his submission, has answered this
very same question, I concur with him, there were no
governance issues which in any way led or abetted
any outcome, or downfall, or poor performance of
the business. There were no governance issues. That
is the overall point I want to get across. I can answer
your very detailed questions. Yes, all board members
and Council members went through extensive
training periods and were provided through EFFP
with booklets and courses that they underwent in
order to make them aware of all the responsibilities
that they had in their respective roles—that was all
followed up—and, as the business developed,
members of the Board also went underwent training
programmes in order to help clarify and help them in
their roles. For example, risk management was one
which the Board identified as something we had to
be very careful of and mindful of, but board
members went on special management courses in
addition to the general ones in terms of the role of
directors, finance for non-finance directors, and
strategic direction courses. All these were
undertaken by board members and, in fact, there
was an annual appraisal of board members whereby
we discussed openly how things were going, what
any of the board members felt they needed to spend
more attention doing, and this was in conjunction
with the other non-executive directors which the
previous Chairman recruited to strengthen the
Board.

Q256 Chairman: When it came to, for example, the
major decision to invest in ACC, would the members
of the Board have been wholly reliant on the
executive oYcers of the company for advice and
information about this purchase, or did they have
access to any external advice?
Lord Grantchester: If any board member felt that he
was not getting the right advice through the Board,
he would make the Chairman aware of that and ask
for that advice to be provided. This always
happened; it was always provided. There was never a
time when any Board director sensed that his request

was being denied and that, therefore, he would have
to go and seek extra outside guidance to help him in
his decision, and that is nothing diVerent to any
other board I have been a member of.

Q257 Chairman: This is a diYcult question, bearing
in mind when you took over, but are you aware when
these major investment decisions were being made,
both the purchase of the ACC creameries at the
outset and other assets and then, subsequently, the
decisions that were made with Project 523, the
rationalisation process, of any kind of input from
external advisers to the Board or not?
Lord Grantchester: There was considerable outside
expert advice provided to the Board at all times
throughout the company’s history.

Q258 Chairman: By whom?
Lord Grantchester: By the various skills required,
either corporate financial advice in terms of
purchases, strategic considerations, also in terms of
any other accountancy advice, and, of course, at the
end, insolvency advice. The Board were most
mindful of their duties and made sure that they took
the appropriate advice.

Q259 Chairman: When you talk about corporate
finance advice, for example, you started life with a
consortium of four banks which eventually got
down to one. Was the advice that was available
outwith the banking group? For example, did you
have a City adviser who was able to help the
company with external commentary, both on
financing and the nature of these big investments?
Lord Grantchester: There was considerable debate
about when and if to bring in, as you call it, City
financial advice. We had the best advice we felt we
could aVord at the time, and one of those was when,
and if, and at what cost it is appropriate for the
company to take on when it then went into, as you
say, very considerable weighty advice.

Q260 Chairman: I appreciate it may be diYcult at
this stage, but if you have access, or somebody can
assist us, it would be quite useful to know, when
some of these earlier key strategic investments were
being made, who was providing this independent
external advice to members of the Board, because,
clearly, the company had its own financial advisers.
Was it Smith & Williamson?
Lord Grantchester: Solomon Hare started it and
then they merged to become Smith & Williamson,
and that was the advice given to the Board.

Q261 Chairman: So there was nothing in addition
to that.
Lord Grantchester: Nothing in addition to that.

Q262 Chairman: Did DFB have any kind of
governance charter? If so, what kind of information
did it contain?
Lord Grantchester: Yes, in the formation of Dairy
Farmers of Britain, from the merger of Milk Group
and Zenith, we took on one of the models, along
with the other co-operatives, as supplied, directed
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and advised to by us by the co-operative movement
from Europe. Necessarily Rabobank provided that
advice.

Q263 Chairman: Can you help us in terms of who
decided what in terms of the big investments which
DFB had to make during its trading life? What is not
clear to us is who had, if you like, the decision-
making power. Was there any need to refer key
decisions to the members, was there any kind of
accountability to members, votes by members, in
relation to major investments, or did the farmer
Board have to make reference to the Council? Give
us a commentary on how it worked.
Lord Grantchester: As I said at the beginning, there
were no governance issues (which meant we had
those covered by our own internal documents,
memorandum and articles) of how it all operated
together, what the various roles of the respective
parties were, the shareholder body and, as with any
other company, you have in your memorandum at
what level it needs investor approval, shareholder
approval. We were no diVerent from any other
company in that there was a level that was required
to have a Council vote, and the ACC was one such
level that required a Council vote.

Q264 Chairman: You waved from the back a copy of
the document entitled Creating a New Force in the
UK Dairy Industry: Background to the Acquisition of
ACC by Dairy Farmers of Britain. As far as I can see,
the document is not a financial document, it is a sort
of glossy which tells us how wonderful life is going
to be as a result of purchasing this thing. I presume
this document went to the members.
Lord Grantchester: Indeed.

Q265 Chairman: Bearing in mind the members had
to put their £20,000 in and some of them were
already investing through loan arrangements their
own capital and the well-being of the business that
sold their milk was at stake. Did the members have
any say—yes or no—in the decision to buy ACC?
Lord Grantchester: Of course they had a role to play
in the decision of purchasing ACC.

Q266 Chairman: But there was no member vote.
Lord Grantchester: I will definitely check, because it
is a long time ago, but my recollection is that there
was a member vote endorsing the purchase of ACC
and, in fact, the Board went to considerable trouble
going round the country to the various regions
explaining it all to them in order to produce that
meaningful vote from the membership. I will submit
to the Committee the actual date of when that vote
happened.24

Chairman: That would be very helpful. David Drew.

Q267 Mr Drew: What I could do with is a feel for the
decision-making process. Some of the criticism that
may have reached our doors on an informal basis
has said that the Council was quite an unwieldy
body, and it may have been apparently a very

24 Ev 55

democratic body, but it was not a great body for
making a decision. Is that a fair criticism of the
structure of DFB?
Lord Grantchester: I do not think that is a fair
criticism, calling it an unwieldy body. Any
commercial organisation is accountable to its
shareholders. What Dairy Farmers of Britain tried
to do, which was subsequently changed, was not
have AGMs which were open to all members
because, as everyone knows, in commercial
operations they can then become very disruptive
with one or two people at the back of the room. We
had a one-removed shareholder body called the
Council in which the shareholders, ie the dairy
farmers, voted for their Council members in each
region to represent their views in Council. Far from
being unwieldy, unlike a general body with an AGM,
it was first an 80-member Council that then was
reduced, to reduce costs as our membership base was
declining, to a 60-member based Council body.

Q268 Mr Drew: Were there occasions when the
Council voted against the Board per se?
Lord Grantchester: There were times when the
Council voted against the Board.

Q269 Mr Drew: Can you give us an example?
Lord Grantchester: In March 2009, not to refinance
the company.

Q270 Mr Drew: And that started to pre-empt the
slide.
Lord Grantchester: That is just one example.

Q271 Mr Drew: That was a pretty crucial example.
Lord Grantchester: I can explain everything about
that vote. You ask me was there a time, and that
immediately comes to mind because, once you are in
that situation where any organisation votes against
the advice of its Board, it has to then seriously think
what it is doing about its board members. Are they
the most appropriate board members, if it is not
carrying out what the body of the co-op, for want of
a better word, has just decided? It put me in the very
diYcult position: how do I stand if what we are
advising our members to vote is then rejected by
that body?

Q272 Mr Drew: Were you satisfied that the members
of the Council were, if you like, representing the
membership; that truly was the view of the
membership; that they did not want to refinance the
company?
Lord Grantchester: We will come back to all the
refinancing angles of it. If the general question is:
was I happy that the Council represented the views
of the farmers, I would most emphatically say yes.

Q273 Mr Drew: Was there a governance charter?
How did this all hold together in terms of the Board,
the Council, the individual shareholders?
Lord Grantchester: At the time of the merger, the two
bodies coming together, Milk Group and Zenith,
had a merger committee and there was a merger
board of both boards that went through and set the
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rule book and published and agreed a whole set of
memoranda—it was quite a thick document—that
said exactly what the various powers are and what
can happen under what circumstances.

Q274 Mr Drew: With the benefit of hindsight, were
there things you would have done to the charter to
clarify any of the structural arrangements or the
decision-making processes?
Lord Grantchester: In hindsight, I think it was an
excellent volume that set how the matters of Dairy
Farmers of Britain were to be decided and
conducted in a very fair and commercially
competent angle.

Q275 Mr Drew: To summarise then, there was not a
structural weakness in the organisation, as far as you
were concerned, that contributed to the financial
failing?
Lord Grantchester: There was not any structural
weakness. There were model weaknesses, which is
slightly diVerent.

Q276 Mr Drew: What do you mean by that?
Lord Grantchester: The model of a co-operative
set-up.25

Q277 Mr Drew: You would say there was a problem
with the—
Lord Grantchester: With the co-operative model, but
not the actual internal who can do what under what
circumstances and what powers they have. That was
very adequate for the circumstances we were in, but
the model of what is a co-operative and how does it
work in the modern world—

Q278 Mr Drew: Can you say a bit about that?
Lord Grantchester: Yes. What I would say about that
is what became very diYcult is, because post the
Milk Board era and Milk Marque (and we can touch
on all sort of facets about that) the modern style co-
operative was that members were no longer happy
on the model that was, for want of a better word for
describing it: you paid your entrance price to join
and when you left you got your entrance price back
and whatever had happened in the middle was left
for the future; the same situation was facing building
societies, if you remember at a time of the
demutualisation era, where everybody was suddenly
saying, “I am a member. I want that in my own
name. I want to bag it for myself”, and we use the
expression “carpet-baggers”. Members were not
willing any more to invest in the model of the old
Milk Board, however you might like to describe it,

25 Clarification note by witness for Qq 276–283: A member’s
investment in DFB was made by the company withholding
a proportion—at one time up to 1p a litre—of member’s
milk price. This was put in a Members’ Investment Account
(MIA). It was a loan which accrued interest, ie was not paid
out. Much discussion took place around the timing when
the company would begin to pay out interest. As it was a
loan, this “equity” was on the balance sheet of the company
as a liability. When a member retired or ceased supply, his
MIA was converted into a 10 year loan note which paid out
interest and which the company was obliged to redeem at
the end of the 10 year period.

and then at end of the day see that investment, left
for the future, maybe not even their families. When
they retired they did not get any of that investment
back.

Q279 Mr Drew: Can you spell out the model, so we
are all absolutely clear?
Lord Grantchester: This did become a very big
burden on us, because when a member left it then
crystallised a long-term liability into a loan note that
had to be repaid in ten years; so he could get his
money back. It was deemed a benefit and an
advantage of this new style co-operative and here we
were being all things to all men; when a dairy farmer
invested in his own company he got his money back
when he retired. Towards the end, that became a
huge strategic burden to us because, when that
member left, it crystallised the long-term liability
that had to be repaid to him. If I can just finish the
point, what company out there, when it asks for
equity, then can face a shrinking equity base and still
be able to exist?

Q280 Mr Drew: Can you just spell out for us the
model that was set up and did you try and change
that model because of some of these inherent
financial diYculties?
Lord Grantchester: We tried at the very end to
change—

Q281 Mr Drew: Spell out what the model was that
the company was set up according to.
Lord Grantchester: I just explained that when a
member left—

Q282 Mr Drew: I mean the type of co-operative.
Lord Grantchester: That then crystallised liability
into a loan note and what we tried to do at the end
was to ask that all our equity—

Q283 Mr Drew: What I am trying to get to is was
there an inherent weakness in the nature of the co-
operative structure that the DFB had. You
obviously inherited this and it would be interesting
to know whether you tried to change any of it. Can
you just spell that out.
Lord Grantchester: I just explained that I did try to
change it in terms of changing the balance sheet, to
strengthen the balance sheet from the liabilities side
to an asset side. One of the facets was to change the
debt part of a member who put in his equity as a debt
and change it into the normal process. If you think
of a member investing in his company, it should be
an asset on the balance sheet and not a liability.
The Committee suspended from 4pm to 4.15pm for a
division in the House.
Chairman: There may possibly be a second vote
within the next few minutes. I will be ceding the
Chair to Mr Drew at twenty minutes to five.

Q284 David Taylor: To obtain eVective management
of large co-operatives is quite a challenge and if they
are an agricultural co-op there are particular
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diYculties that come in. The Scottish Agricultural
Organisation Society in their evidence said: “In large
and highly capitalised agricultural co-ops, the
eVectiveness of the Board in discharging its
responsibilities, and the eVectiveness of individual
directors, require at least biannual evaluation”.26

Was that a feature of life at this particular co-
operative, Lord Grantchester?
Lord Grantchester: Just to sort of step back and then
step forward again—

Q285 David Taylor: Before your time, of course, and
during your time.
Lord Grantchester: What I wanted to get across was
I do not think there was anything on the governance
side of how internally people fulfilled their
responsibilities in terms of the Board, the Council or
management. I did say there were aspects of the
model that in hindsight came back to haunt us
towards the end, and I alluded to the way the
investments were put on the balance sheet, et cetera.
Now we are coming to the management of a farmer-
owned business and you are asking me about best
practice to have a biannual evaluation. I am not sure
I am aware that it was ever best practice to have a
biannual, or semi-annual, or do you mean every two
years, evaluation. We had an annual evaluation of
the Board that the Chairman did with his Board
members, but also as part of the governance all of
the directors came up for election every three years.
There was an election of directors by rotation. In
terms of the management, at the time of the purchase
of ACC we were just a supplying co-op and the
purchase of ACC took us into processing and that
was a diVerent sort of management, ie management
managing the processing division.

Q286 David Taylor: You were previously a director
of Littlewoods Organisation and Everton Football
Club, I believe. Was this the first co-operative with
which you had been involved in your business life?
Lord Grantchester: The first and only co-operative.

Q287 David Taylor: So far or full stop?
Lord Grantchester: So far.

Q288 David Taylor: You have had extensive
experience on other boards and we have talked very
briefly in the session so far about training of farmer
directors. Do you think that they were particularly
at a disadvantage in the context of the DFB that you
joined relatively late in the day in terms of their
commercial experience and the training that they
had received? What was your assessment on arrival?
Was there anything that you did in the remaining
months leading up to the collapse?
Lord Grantchester: The comment I would make is
most farmers do not have board experience. The
nature of the beast is that they tend to be sole traders
or partnerships. The structure of tax legislation
favours that rather than companies farming, but
there are companies that farm. Generally speaking,

26 Ev 180

farmers do not have experience of board commercial
life oV their farms, so that is a huge challenge for
them. As time progresses there is a huge gulf that
opens from the farmer enterprise to the board of the
co-op. Succession planning to replace the farmer
board members on the board is a huge challenge to
the organisation. That is one feature, I would say, of
farmer-owned businesses which is tough for them.

Q289 David Taylor: The National Farmers’ Union
told us that in their belief farmer directors needed to
be properly supported, trained, highly skilled and
have the ability to manage large and complex
businesses. From your description were any of those
characteristics present amongst the farmer
directors?
Lord Grantchester: That is a huge challenge to all
farmer-owned businesses, not only to attract
entrepreneurs but attract entrepreneurs with
experience to be able to assess and direct
accountable management.

Q290 David Taylor: Returning to the earlier
comments you were making a minute or two ago
about board eVectiveness in discharging
responsibilities, what performance indicators would
you identify briefly as being core to any such
assessment or appraisal of a corporate entity or
collective entity like a board?
Lord Grantchester: Could you just repeat the
question.

Q291 David Taylor: What performance indicators
would you be measuring to assess whether or not a
board truly was an eVective collective entity?
Lord Grantchester: The chairman in his role, the
previous chairman to me obviously, undertook this
appraisal system and assessed the eVectiveness of
each director at each Board meeting. He allocated
around the Board various areas of attention that he
would like each Board member to try and input into
the business, expertise and interest. I think he did a
fairly eVective job in keeping the Board assessed. We
contributed, especially on the HR side of things, in
terms of the culture and changes that were needed on
purchasing ACC. All of these things were taken in
the Board. There were away days to assess things as
well. There was a constant challenge within the
Board in terms of if ever Board members felt out of
their depth or in diYculties to give them the advice
and expertise in order to undertake their task. From
my experience, Dairy Farmers of Britain’s internal
working, comparing it with other companies, did
recognise that and tried to rectify it to provide the
back-up necessary. The farmer membership were
most insistent that in order to have farmer control
there had to be a majority of farmers on the Board.
I would not say I entirely went along with it but that
was the very strong message we were getting from
members, to retain a farmer majority on the board,
but then because it gets very big and unwieldy you
have to make sure you have got all the expertise you
need round that board table.
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Q292 David Taylor: Looking back, if you had
arrived at DFB nine or 12 months earlier can you
identify changes that you might have made that
could have headed oV the eventual collapse of the
co-operative?
Lord Grantchester: I do not think there was anything
at that stage. I will not get into the evolvement of
events that led to the collapse, but in the model that
we were advised from our Dutch colleagues, who
have a very successful model of co-operatives on the
Continent working very eVectively for farmers,
managing very big businesses exceptionally well, no-
one suggested there was anything fundamentally
wrong with the model. As you came into it later on
there were aspects in setting it up that did come back
to haunt us.

Q293 Chairman: I want to move on to analysis as to
why the business ultimately failed. The Committee
recently received an email from Mr Paul Fox who
produced a succinct summary of why he thought the
business went wrong. He said: “The prime cause was
the price paid and the failure to assimilate ACC and
generate suYcient cash surpluses. This created an
impossible burden of debt. In the period following
acquisition the Board’s strategy was based on
further merger and consolidation and the Board and
executive did not grasp the management challenge
which led to economic failure”. He concluded by
saying: “The lesson to learn is that unless a co-op has
a strong market position and has historic reserves of
capital, it cannot compete eVectively in the fierce UK
market”.27 Is that a fair summary?
Lord Grantchester: Paul Fox was one of our field
staV. He was a very good member of our field staV
and ran the Cheshire territory. It is a very fair
assessment. There may be bits which we wish to
colour in. When he challenges by saying that the
Board failed to grasp things, we can perhaps go over
some of those points. His general assessment is not
very far wide of the mark.

Q294 Chairman: It is very diYcult from your point
of view to help us through the decision-making
process that led to what went wrong. When we look,
for example, at the document that we referred to
earlier, Creating a New Force in the UK Dairy
Industry, what is quite remarkable about this is the
lack of any numbers in it. I think the only numbers
I could find were about a market leading network of
60 distribution centres and ISO 9002. There is
nothing to give us any indication as to what the
commercial expectations were. We heard earlier
from the Co-operative movement that they decided
being in the dairy business was not central to their
business, so they had an existing facility through
ACC to get rid of. It would appear from those
observations that you paid top dollar for it. Why
was everybody so confident that this could be made
to work, that you could be ruthlessly competitive in
a fiercely competitive market taking into account the
kind of capital investments that were being made by
companies like Robert Wiseman, Müller, many

27 Not printed

others? These people were investing big time in
modern, eYcient dairy facilities, not trying to make
do and mend with “second-hand” old equipment.
Why did you think you could pull the impossible out
of the hat and do that, whereas others were clearly
spending a very large amount of money on absolute
purpose-built kit? Mr Smith is smiling. Come on, Mr
Smith, give us a birthday treat and tell us what you
think.
Lord Grantchester: I have got a big amount to say on
that, but I will let Gerry—

Q295 Chairman: You start then. We will be fair to the
Chairman, but I would love to hear from Mr Smith
because I could tell that was his moment. His body
language said, “I want to tell them everything”.
Lord Grantchester: He is very welcome to help the
Committee but I will just give a general view. At that
time you will remember, along with me, the situation
dairy farmers were facing with the disbandment of
the Milk Board and then the successor body, Milk
Marque, which was only allowed to be a supplier in
the milk chain. We all know it was then challenged,
for want of a better word, that it was manipulating
the market and had to split into three siblings, three
young co-ops. You will also recall that they did not
inherit any finance from that so they had to set
themselves up from the start. It was against a
backcloth of people saying, “Is that the right
model?” I could compare that to the rail network
where it is a very horizontal stratospheric model.
Everyone said, “This is not the right model, we have
to get back into vertical integration in a supply
chain”. Why did we think it was possible? Because
everybody was saying this was what the dairy
industry had to do to restructure into a vertical co-
operative from the farmers’ point of view, to re-
engineer the supply chains to allow the farmer to not
only get nearer the market but to do it without
subsidies, to use that word. We had to respond to
market signals. It was welcomed by everybody, this
vertical integration was very necessary. I have got
Neil Gwyn’s quote here at the time of the ACC
purchase.

Q296 Chairman: For the benefit of the record, could
you explain who Neil Gwyn was?
Lord Grantchester: The NFU representative on the
dairy trade board. “This is a move which results in
the UK dairy farmer getting closer to the market
place and is welcomed by the NFU”. You will also
recall that Sir Don Curry’s Commission had been set
up to see what he could do in order to produce
sustainable agriculture into the future. It was very
much against a backcloth of “These are the right
things for farmers to do”. You then have to see what
is available in the market place. We have seen other
companies go to the wall over the ensuing years in
this very tough market place. We have seen Amelca,
which was set up from scratch to get nearer to the
market, with no market presence at the time. It was
not buying any business trade., It had to fight its way
into the market place. We identified we had to
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purchase assets already out there in the market place
to allow us to begin to unfold this strategy for the
benefit of the farmer, who was not only a supplier
but was now an equity provider. The first thing to
understand about co-ops is a very unusual aspect of
them is you have to do whatever you can to
maximise that price to your supplier, not minimise
his price, so everything was then judged on milk
price. We have to go out, as you say, and assess what
is available in the market place, that you do not buy
something that comes back to haunt you with the
best prospects you can and what is available. Is it
good enough? How much ought we pay for it? What
can we do with it? Is it going to do the job for us?
Quite rightly, the Board’s assessment of Dairy
Farmers of Britain under the previous chairman was
that we wanted to be in the fresh market. We
identified that as some protection from the world
market with the reduction of subsidies and world
price was then deemed to be the benchmark price
which, as we all know, in international agricultural
economics has very big question marks over it. The
only sizable purchase available to us in the fresh
market was the ACC whereby of the product ranges
that we bought in to secure the assets 55 to 60 per
cent was liquid dairy, so we identified this was where
we wanted to be. There were things about it that we
will come back to that made it extremely diYcult,
but at the time it was welcomed by everybody as
“This is the right move to make, we can only buy
what is available to buy”.

Q297 Chairman: Mr Smith?
Mr Smith: Thank you, Chairman. It is diYcult once
he starts because he is so passionate about the
business, but I think everything he said is very
relevant. I come from a plc background, I have only
been in the farmer co-operative just over four years.
There was nothing wrong with the strategy or the
vision that Dairy Farmers of Britain had. Just to
remind you, it was to be the number one farmer-
owned milk business in the UK, it was to be
vertically integrated—and what that meant was to
be in charge of our own destiny—and, finally, they
wanted to pay a top quartile milk price, absolutely
fantastic strategy, nothing wrong with that. I think
the demise of Dairy Farmers of Britain was the way
we went about delivering that strategy. We have
heard about the acquisition of ACC. That was one
of the factors that contributed to the demise.
Chairman, I have got a list that you can go through.
Business is all about confidence. The real reason for
Dairy Farmers of Britain going into receivership was
that as farmer members lost confidence in us, our
other suppliers lost confidence in us, our financiers
lost confidence in us and, most importantly, our
customers lost confidence and that was why Dairy
Farmers of Britain failed.

Q298 Chairman: That is a very elegant summary.
Being highly aware of the dairy industry, as
everybody was who was involved in the business—
one hopes so—you lost the confidence of one of your
major customers, as we heard earlier, because, if

anything else, you could not be the most important
thing, be competitive. Secondly, your customer in
the shape of the Co-op was troubled, to say the least,
by quality of service issues and by the fact that you
had the lowest farmgate price. With such a clear ex-
post analysis, why did anybody not see that those
were the ingredients that were to lead to downfall
when they were actually happening?
Lord Grantchester: First of all, let me take that in
two parts again. I will give you an overview and then
I am very happy for Gerry Smith to get into the finer
detail of how many minutiae of pence per litre it was.
I would like to get into the detail of the ACC
purchase and I would like to clarify perhaps various
other lines of inquiry the Committee have done and
partial answers they have received. For example, last
week you asked about due diligence. I would like to
put on the record that the due diligence was vendor
due diligence undertaken by KPMG. As Dairy
Farmers of Britain, we found it extremely diYcult
when you had to ask questions to then find out
answers that were provided by KPMG. We were not
able to undertake due diligence ourselves, you could
say did we know the right questions to ask, because
what we then found in the purchase of ACC was that
there were some very diVerent aspects of it, none the
least of which is that the Co-op that had undertaken
a quick restructure itself to move assets about in
order to sell to us. This landed us with a potential
huge tax liability. We spent £1 million on advice to
avoid that tax liability which would have been a
further £6 million hit to the co-operative. We then
found that there were a number of commercial
contracts that were uncompetitive and we had to
supply our competitors at very uncommercial prices.
Then we found that the way they operated was when
a shop wanted supply it picked up the phone and got
it. We even began to question how KPMG put the
due diligence together as to where the profit of one
division stopped and the next division started. As I
say, we began to wonder because we had then to
work out our own cost plans of supplying milk from
diVerent dairies to diVerent shops and cost it all out
as to what was the most eVective way to do it.

Q299 Chairman: For clarification, eVectively when
you bought ACC you bought an ongoing business
with its obligations that you just described.
Lord Grantchester: In hindsight what can seem naı̈ve
is that we only had a three-year supply agreement. In
hindsight that was hopelessly too short because what
then happened was—and I am sorry to have to say—
that at all times we were also naı̈ve to think the Co-
operative had a fellow co-operative ethos. At all
times in the negotiations with them they were very
slow, they would only put the price up even though
the mechanisms were available after there was a
price rise in the consumer market place.
Chairman: Before Mr Smith starts I am going to cede
the chair now to Mr Drew who will conduct the
proceedings to the end of this inquiry.

In the absence of the Chairman, Mr Drew
was called to the Chair
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Q300 Mr Drew: Mr Smith, you were about to leap
into action and we will be pleased to hear what you
have got to say to back up the Chairman’s
perspective.
Mr Smith: I think it depends what you want to cover,
Mr Drew. Do you want to cover in my view the
reasons for the demise of Dairy Farmers?

Q301 Mr Drew: Do, please.
Mr Smith: I suppose I was fortunate that I joined the
business in November 2004 following the
acquisition of ACC so I was not part of the due
diligence exercise but, in my view, there was no doubt
that we paid too much for that business. We acquired
old assets and I would argue that they were the oldest
assets in the dairy industry. Those assets required
significant investment to bring them up to standard.
You read the PwC report, £20 million was invested
in those dairies following the acquisition of ACC. I
think it took us some time to understand what we
had actually purchased. I would argue—

Q302 Mr Drew: Could I interrupt you at that. Why?
ACC were a fairly transparent organisation. I will
declare an interest, I am a Co-operative member. I
know a bit about ACC. It was not the reason I did
not take part in cross-examining them, but there
would have been some nervousness on my part
because of what I have known previously. It was
known that there were some diYculties just in terms
of capacity, competitiveness and eVectiveness in the
market place, so why was it such a shock when things
started to appear in terms of future evaluation that
you did not quite buy what you thought you bought?
Mr Smith: I did not get involved in the liquid side of
the business until around about the summer of 2005.
I was asked by the Board to go and investigate,
together with some colleagues, the performance of
that business, so we had actually had the business
from August 2004 and a black hole was discovered
in the summer of 2005. We analysed the business in
some detail in the summer of 2005 and personally I
came to the conclusion that we had not made any
profit in that business since we acquired it. I think it
was not until we appointed—

Q303 Mr Drew: Your predecessor had not picked
this up?
Mr Smith: No-one had picked that up until the
summer of 2005.
Lord Grantchester: To interject there a minute, we
did not find that the company had the mechanisms
to help us find the answers as to what was going on.
We had to go in to analyse the business that we had
purchased ourselves as to where in the supply chain
what was the cost of going through one dairy, as
opposed to another. These things were not readily
available in the company, we had to go about setting
up all those knowledge bases and trying to
understand how the supply chain worked, we had to
do that. That is why to a certain extent it was not
there, that it took that amount of time to set up to
enable Gerry’s team to then be able to have the tools
to analyse the business.

Q304 Mr Drew: That is a fairly fundamental
weakness. If you do not know whether you are a
making a profit or loss, most businesses would be in
some diYculty.
Mr Smith: I would suggest that it was not until we
appointed a new finance director to look after the
liquid side of our business that we discovered we had
an issue. You have to remember that we acquired the
business in August 2004 and our financial year was
March 2005. When you acquire a business
sometimes you acquire a very strong balance sheet
with it, so the true performance of the business
sometimes is not known until you prepare your
own budget.

Q305 Mr Drew: I know that neither of you was
around but who did the due diligence on the actual
takeover of ACC?
Lord Grantchester: KPMG.

Q306 Mr Drew: What action have you taken against
KPMG in the sense that at least you could question
them whether their due diligence was suitably
rigorous?
Lord Grantchester: As I said in my earlier comments,
we did wonder ourselves and we did formulate a
claim against ACC.

Q307 Mr Drew: I know that, but that is the formal
thing. There must have been an informal reckoning
that this was not what you thought it was.
Lord Grantchester: Correct.

Q308 Mr Drew: That is for the record, yes?
Lord Grantchester: Correct.

Q309 Mr Drew: Could we move on because I am
aware that we have got to try and get to the end of
this session. Just so that we are absolutely clear, the
membership of the new organisation got to vote on
a number of key parts of the creation of the business
and, in particular, obviously the takeover of ACC
was ratified by a vote of the membership.
Lord Grantchester: Correct.28

Q310 Mr Drew: What about the dairies at Lincoln
and Bridgend that were also acquired? There was a
clear vote on this.
Lord Grantchester: There was no vote on Lincoln.
There was a debate within the Board should there be
a vote on Lincoln. The price paid for Lincoln did not
cross the threshold that needed shareholder
approval, but it was gone through with the Council
and explained at great length.

Q311 Mr Drew: It was referred to the Council. Could
the Council have called for a vote of all the
members? Just so I am clear, if they were either
abdicating responsibility or felt the Board was over-
egging the pudding, acting unilaterally, the Council
could have said, “Let’s have a vote”, but they chose
not to.

28 Subsequent correction by witness that it was a vote of
Council. This was corrected in subsequent evidence
supplied, Ev 55.
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Lord Grantchester: They chose not to challenge the
decision. It was explained to them that there was not
a formal necessity to have a vote. It was explained
to them.

Q312 Mr Drew: Finally, moving tack slightly, can
you spell out exactly what this Project 523 is. I think
I know what it is but it has come up on a number of
occasions. What was it and what was the impact of
that in terms of the wider remit to change the nature
of the organisation?
Lord Grantchester: Once again, if I can provide the
backcloth to it I am very happy for Gerry Smith to
come in because it was his task to restructure the
business. You will have heard that around 2007 we
renegotiated the contract with the CRTG group
successfully. As I have hinted, there were problems in
the relationship from the very start but it was a
successful renegotiation. What I would say is that
the negotiation in 2007 was very prolonged and
protracted. It took us a lot of time, well over the
company’s accounting year end, and caused us
problems in refinancing and problems for the
auditors to sign oV the accounts. The Co-operative
were very protracted in their negotiations. I would
like to contrast that with the 2009 negotiations that
were the entire opposite. We re-contracted with ACC
during 2007 and we then found problems that ACC
in their evidence earlier highlighted in the supply to
the south-east which I would say was because we did
submit diVerent prices as direct to store or through
the RDC network. Thurrock were promised to come
on-stream but Thurrock did not come on-stream at
the right time such that Dairy Farmers of Britain
then had to underwrite £6 million of extra costs that
in negotiations were not meant to be our costs. That
was the background to why the south-east was
walked away from because we were being asked to
commit to an uncommercial contract.

Q313 Mr Drew: There was no tit-for-tat in this
inasmuch as the Co-operative Group had already
announced that it was removing you as a key
supplier?
Lord Grantchester: That is 2009.

Q314 Mr Drew: Yes.
Lord Grantchester: I just want the Committee to
understand what is meant by commercial or not.
You will understand one of the diYculties of
learning about the business that Gerry Smith has
alluded to is that it was in the convenience sector,
which was where our customers were, the Co-
operative Group and others in what is called the
middle market. You will recall that the OFT allowed
big supermarkets to come into the convenience
sector and the supermarkets restructured their
supply base in 2005 from three suppliers down to
two. Those tenders were not available to us. They
were very lucrative contracts to the big three players.
We were in the convenience sector which they could
marginally cost and we could not marginally cost
our core customer. The competitors could
marginally cost our customer against us which made
it extremely diYcult for us operating in that market

to be able to “compete” because we did not have
behind us other contracts which we could rely on to
provide us with a sustainable price for our members.
Our members were already identifying very severe
weaknesses. The co-operative then came under the
pressure of departing members and I have
highlighted to you the crystallisation when that went
on our balance sheet such that it became extremely
diYcult when the credit crunch landed in 2008 with
the consumer trading down, with major
supermarkets seeing that the trading down resulted
in a growth of the discount sector, to then announce,
“We are going to be the biggest discounter”. That
was the backcloth to us losing money and I then
identified pressures that came on the business and we
had to part company with our previous chairman by
mutual consent. I was asked to step in and to then
quickly have to rationalise this business, as I said
earlier, to keep the customers we had but to reduce
our cost base by delivery through three dairies rather
than five. At this stage I will pass over to Gerry
Smith to clarify this 523 Project.

Q315 Mr Drew: If you could do that very succinctly,
Mr Smith.
Mr Smith: Just going back to 2005 when we
discovered we were losing money, we embarked
upon a major cost-cutting exercise. We took about
£15 million of cost out of the business. We were still
facing significant inflation in this business. When we
got to 2008 we were still losing money despite all the
good things we had done. We had improved product
quality, the service levels, and customer confidence
at that stage was pretty good. The 523 Project was a
radical rationalisation of our assets. In the two
budgets that we had presented to the Board in the
previous two financial years we had considered
reducing our dairies from five to four or to three. Just
to give you the background: Dairy Farmers of
Britain is a sales-led business, so if we say we are
going to sell 800 million litres of milk to our
customers we need to have assets to accommodate
that sales demand. In essence we never sold 800
million litres. We built up our asset infrastructure to
cope with that level of sales and we were selling 500
million. So we had an asset utilisation, which is the
rate of your sales to your capacity in the five dairies,
which was at 58%. Our competitors were close to
80%. This is a commodity business, it is all about
being a low cost producer, and you cannot be a low
cost producer if you have an asset utilisation of 58%.
We had too many dairies. We put our paper to the
Board and the executive team, which the Board
accepted, which was to radically look at the asset
base and reduce our dairies from five to three. At the
same time we were looking to reduce our depot
network significantly. This project was all about
taking £28 million of cost out of the business. It
reduced our dairies from five to three, as I have said,
and reduced our depot network from 25 to 17. It had
a cash cost associated with doing it, and that was our
redundancy costs, of just over £5 million, but what
it did was it took the business from significant loss to
being profitable in the financial year 2009–10. From
April 2009 this business was going to make money.
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That is it in summary. In essence we actually
delivered that plan. You will have noted on page 27
of PwC’s report that they say: “Despite the
significant initial cash outlays primarily relating to
redundancies, and delivery of Project 523 on budget,
the planned cash and profitability improvements did
not materialise in the remaining Liquids
business”.29I have had various discussions with
Stephen Oldfield on that comment and I think he
now accepts it is factually incorrect.

Q316 Mr Drew: Are PwC prepared to reword that?
Mr Smith: They are prepared to alter that report.
The reason I am stressing that, and I think it is quite
important, is in April and May of this year the
liquids part of Dairy Farmers of Britain made a
profit of £1.5 million. Project 523 was a complete
success. We had radically transformed the business
from losing money to making money. Unfortunately,
as I said earlier, we lost the confidence of our
customers. The project had been delivered on time
and on budget and, in fact, our cash costs came in at
£2 million less than we had forecast. The confidence
had been lost. The project was more than successful.
You asked John what he could have done if he had
become Chairman earlier. If we had carried out the
523 Project 12 months earlier we may still have been
in business.

Q317 Miss McIntosh: How do you respond to the
charge that it was a flawed business plan?
Mr Smith: The 523 business plan?

Q318 Miss McIntosh: Your whole business plan.
Mr Smith: I think PwC actually analysed the 523
business plan on behalf of the bank and they did
their sensitivities. The actual performance during
April and May showed that the plan was not flawed.

Q319 Miss McIntosh: Obviously I represent a
number of farmers who lost access to the milk
market with the demise of DFB. I understand a
number of farmers did place substantial amounts of
money with DFB as an investment, a sort of pension
scheme and they will not be refunded obviously.
Have they just lost that money?
Lord Grantchester: We will come back to this later
on. To take you through it step-by-step, the
implementation time of 523 with our financing of it,
and so on, has to be analysed and, as Gerry says,
what led to the loss of confidence. As you rightly say,
the collapse then resulted in losses to unsecured
creditors. We can take it now if you like but at the
end I would like to come back to what I could
perhaps suggest to the Committee, to the lines of
inquiry they could take up to mitigate that loss to
farmer members. I would like to come back to that
at the end.

Q320 Mr Drew: Can I take us now to what Mr Smith
has been talking about, the loss of confidence of the
customers, and try and tease out the reaction of the
Board to the two issues in hand, one of which was the

29 PricewaterhouseCoopers: Receiver’s report to creditors,
members and former members, 24 August 2009.

loss of the Co-operative Group. One of the questions
is why did you only bid for two out of the five of the
contracts that the Co-op Group had on oVer. Was
that because you did not think you would stand a
chance of picking them all up or were you already
beginning to read the runes and think, “The Co-op
Group have lost confidence in us”? We will talk
about Tesco in a minute.
Lord Grantchester: I would like to come back to the
general restructuring costs and what eVect they had
on the general market place.

Q321 Mr Drew: You only bid for two of the five lots
from the Co-op Group.
Mr Smith: Yes, that is correct. We bid for two of the
lots and oVered to do the Welsh business for them,
but that was part of a bigger lot and could not be
accommodated. The reason for that was that Dairy
Farmers of Britain was very eYcient at producing
milk and distributing milk from the dairy direct to
the customer’s RDC—regional distribution centre.
We were very good at that, very eYcient. We were as
eYcient as anyone else in the industry. What we were
not so eYcient at was distributing it from the dairy
through our depot network direct to store, straight
to the Co-op store. We were not good at that.
Comment was made earlier in the Co-op evidence
about Dairy Farmers of Britain walking away from
some business and, quite rightly, David mentioned
that we enjoyed a 15 pence a gallon premium for
direct to store business, but in essence it cost us 45
pence to deliver that milk. For every pint of milk we
were delivering direct to store in the market we were
losing money. That was why we decided to go for
two of the sections, one of which was direct to store
delivery, the RDC delivery, which we were very
eYcient at, and the other was organic. We had a
good organic milk pool and it was an opportunity to
sell that through the Co-op. Scotland we could not
distribute in and the other parts of the contract were
more geared direct to store.

Q322 Mr Drew: From what we have read and what
was said previously presumably there was some
attempt by the Board to rectify the situation. There
must have been informal contact—that is what Mr
Smith is alluding to—with the Co-operative Group
to see if there was any way in which you could
resurrect the relationship.
Lord Grantchester: I think there is a patch here I
would like to go back over that you are skipping
over, if I may, which is to take you through the winter
that led to that loss of confidence of customers and
the Co-operative Group were not the only one. I
would like to say in terms of our 523 plan which we
put to the HSBC, our bankers, to help fund, you will
have to remember that we were financed on what
was called “asset-backed lending”, (ABL lending).
That was on a diVerent basis from the relationship
lending whereby the cash flows of the business are
smoothed by finance from the bank. We were not
financed in that way, we were only financed on assets
which were either cheese stocks, invoice discounting
or a myriad of the asset-backed lending regime. With
this lending structure we went to the bank to say,
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“We want to restructure our business into profit”.
They then asked for an IBR, Independent Business
Review, and appointed PwC to do this on their
behalf. Through the winter of 2008 and coming
through Christmas into 2009 they undertook that
review and once again you could say were we naı̈ve.
We assessed that we could not aVord to continue
losing money while that independent review went
on. We had to grab the nettle and restructure, albeit
we had not finance from in place; other than trying
to persuade HSBC to finance it, it meant a severe
price cut to farmers. The independent accountants,
PwC, advised the bank not to finance it. That is very
crucial for the Committee to understand because
then you are going to ask me what did we do about
it. The answer to that was we then had to try and find
alternative forms of finance and there are only
limited alternatives. One is you go to our
Government, as all other industries do, the car
industry or whatever, and try to get the restructuring
cost paid by Government. As you well know, David,
the Government is trying to see what it can do to
help businesses through this credit crunch. At our
time of going they were all very, very responsive to
me to see what they could do to help; unfortunately
we did not have in place at that time the instruments
that are now available in terms of helping businesses
through diYcult times. We all remember the
announcements that were made in February
regarding what Government could do to help
companies restructure. The flesh on the bones of
those proposals then took longer to come through.
They were not available to us to use at the time and
I can give the Committee, if required, chapter and
verse on the dialogue happened with the
Redundancy Service, with BERR and with Defra in
terms of finance availability. That finance was not
available to us. It then happened that because of our
communications and dialogue with our bankers.
HSBC had to finance it because otherwise then, in
terms of their creditor position, the whole thing was
getting very diYcult. The other alternative was that,
while HSBC were financing some of those finance
costs, the other available is to go your membership.
In the re-financing of the business we went through
a process under advice from our advisers on re-
financing through the membership. There was also a
third strand to re-finance, an option we were then
asked by the bank, HSBC, to undertake, namely to
endorse their appointment of PwC to sell some
assets to reduce the debt. Let me clarify, the
appointment of PwC was with a duty of care to the
bank. As the Chairman of Dairy Farmers of Britain,
I was faced with the position of the bank, HSBC,
saying to me, “We want you to engage PwC with a
joint duty of care”. I did not think that in all honesty
I could sign a contract with a joint duty of care, I
want the Committee to understand that. We retained
our advisers to advise us, the Board, while PwC set
about their task with a duty of care to the bank. The
process of all of that, putting assets up for sale, then
meant you were challenged in the market place with
comments such “who do you want to supply you
because they’re up for sale. What’s going to happen?
Who’s going to be supplying you if they sell that

business to somebody else? Do you want that person
supplying you if they sell? By the way, they may not
be there for Christmas. How are you going to have
milk in your stores for Christmas?” These were all
challenges the business was having to face during
that period. That general challenge was then
publicised very unfortunately on websites and
people seemed to take joy in trying to find fault with
the situation, which then meant that customers got
extremely nervous and a customer who is extremely
nervous wants to put his supply out for re-tender
again.

Q323 Mr Drew: Could we move on very quickly to
the Tesco situation. In a sense I suppose our criticism
that we would voice is why did you not strike a
tougher bargain with Tesco? Certainly why did you
not have some traction over them in terms of their
ability to wriggle out of the contract, because once
they went you were in serious diYculties? Why did
you not ask for a more onerous arrangement so that
you tried to lock them into this? Let Mr Smith start
because presumably you were dealing with this.
Mr Smith: Yes, I was. I was dealing with the Co-op
tender and Tesco.

Q324 Mr Drew: Also with Tesco?
Mr Smith: Tesco did not walk away from any
contract. Tesco have been, and continued right to the
end to be, very supportive of Dairy Farmers of
Britain. When we closed two dairies in Fole and
Portsmouth we had a serious discussion with Tesco
because it meant that some of the Local Choice
product coming out of those two dairies could not be
supplied to Tesco any longer. Tesco did not walk
away from any contract. Tesco were paying us a very
good price for the Local Choice milk.
Unfortunately, we never achieved the volumes that
we anticipated, there were various reasons for that,
but Tesco were very supportive and did not walk
away from any contract.

Q325 Mr Drew: You do not think you could have
sought more of a guarantee that eventually when
they did go they could have been held to their
handcuVs, if you like, that they really needed to stay
with you?
Mr Smith: I think the market dynamics changed
significantly.

Q326 Mr Drew: By that time it was all too late.
Mr Smith: Local Choice was a premium product,
with everything else that was happening in the UK
economy, there was a movement away from
premium products to cheaper alternatives. There is
still a place for Local Choice but not at the volumes
that we anticipated.
Mr Drew: Roger, I want to move on to receivership.

Q327 Mr Williams: In March 2009—
Lord Grantchester: Mr Drew, there are some other
aspects of that which I think should be on the record
but I know you have to move on.
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Q328 Mr Drew: I do think it is important. Very
quickly then, Lord Grantchester.
Lord Grantchester: I want to say that, in terms of the
strategy of where we were going, we identified that
we had to move out of the convenience sector and try
to get in with better payers, the supermarkets and
Tesco are the number one supermarket in the
country. The only way we could get in there with
their contracts was on a new brand, a new product
which was on the back of the consumer identifying
food miles as an issue and wanting local supply.
Tesco identified us as the best people. They also
identified us as backing the family farm and the
corporate angles of their strategy in terms of helping
local communities. We had a very strong
relationship with them to bring through this new
brand and, as with any new brand, it had its teething
problems, it took longer to develop. We invested;
they invested behind the brand. Unfortunately, it did
not come on, as Gerry has hinted, because of the
credit crunch and the consumer downtrading away
from the premium end of the market. Tesco were
entirely supportive of Dairy Farmers of Britain.
Mr Drew: Let us move on to receivership.

Q329 Mr Williams: In March when it looked like the
co-operative would go into receivership you talked
to Jane Kennedy, the Minister, about matters. What
contingency planning did the Board do with the aim
of maintaining the milk supply chain?
Lord Grantchester: Once again I am sorry, Mr Drew,
to step back a bit from that question, which I will
answer, in saying because of the inevitability of
receivership and the various ways we were trying to
finance our restructuring costs, the membership then
came under the severe challenge of having to re-
finance the business at the end of March on the back
of asset sales of the business. It was a very close call,
all the things we asked them to do in terms of
changing the balance sheet from debt to equity, in
terms of changing their loan investments into equity
and then re-financing the business. Where we were in
the process was not an ideal time in the process. I was
putting PwC under a lot of pressure to clarify the
liquid division because there was a lack of clarity.
The liquid division was a severe challenge to the
membership, “What are you asking us to re-finance?
What is the position of that business now? Where is
it?” Lack of clarity on the liquid business meant that
it was a very close call and Members really wanted
to support the business, it was a vote of 40% in
favour. As close as it was, it was lost, such that the
business was in crisis of not being able to continue
trading with this challenge of not being re-financed.
The Board had to be aware very critically of its
responsibilities to all the creditors with a major
responsibility being to the secured creditor, HSBC.
To come to your question, sorry, could you please—

Q330 Mr Williams: What contingency planning did
the Board have to maintain the supply chain?
Lord Grantchester: Yes, once again we went to talk
to HSBC and HSBC agreed to finance the business
through to the beginning of June to then assess what
assets could be sold to bring down debt, what it then

meant to get it back in within facilities. Part of the
nature of ABL finance is that as you sell assets you
have fewer assets against which to borrow, so
fundamentally it was a very diYcult place to operate
in. The contingency planning started at the time of
asking our equity providers to re-finance the
business and the Co-op wanted to announce that we
had lost the contract. What would that do to the
confidence of our equity providers in the business
when our major customer was saying, “We don’t
think we want to do business with you”. We have to
be very careful about what we could say about those
negotiations with our major customer. They wanted
to announce it the same week as I was having to ask
our equity providers to re-finance the business. That
was impossible. We then had to ask the Co-op for an
audience to go through with them how are we going
to migrate supplies from us to their new suppliers
such that our members would not lose out what they
have subsequently done in terms of milk cheques by
going into negotiation with the new suppliers. To
migrate supplies across whereby the new suppliers
could finance any gap in milk payment with loans
that were repayable over a length of time. This was
a model that was conducted when Westbury went
insolvent some years earlier. The new suppliers took
on the responsibility to pay the farmers through the
insolvency process and then the farmer slowly paid
it back. That was the contingency planning that was
happening at the last minute up to receivership.

Q331 Mr Williams: At the time all this was
happening, as you say the Government was putting
forward proposals to support a lot of businesses that
were in trouble because of the credit crunch, you had
an oVer to go and meet with the North West
Development Agency which could have investigated
any opportunities like that but you turned that
down. Why did you turn it down?
Lord Grantchester: We did not turn it down. It was
part of PwC’s brief to find buyers and they were in
charge of doing it. It was not appropriate for the
company to undertake negotiations between the
RDA and some of our members who maybe wanted
to reinvest through one of those schemes of the
RDA. That was for them to do, not part of our
company’s accountability and responsibility.
Mr Smith: If I could just come in there. For a period
of time I did lead a potential management buyout
team of the Blaydon Dairy and we did take advice in
the north to see what financial assistance was
available to us. They were very supportive but the
timescale we were working to was just too tight.

Q332 Mr Williams: If Dairy Farmers of Britain had
gone into receivership at the end of March or
beginning of April would it have had enough money
to pay producers for the milk that they had supplied
during March?
Lord Grantchester: Throughout that period we were
breaching our banking covenants with HSBC
because of the extra restructuring costs that we were
taking on with our banking facilities, so we could not
do anything without the support of HSBC. HSBC
were very supportive of the company and wanted to
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support a soft landing, if I may use that expression,
throughout this time. It was their decision to try to
trade the situation through because, as Gerry has
just said, the business was now restructured and
making profits. It was not part of our planning to
have the outcome that subsequently happened.

Q333 Mr Williams: You say you were breaching the
covenants all the time and yet Mr Smith said that the
restructuring cost £2 million less than had been
budgeted for. What was the reason for the breaching
of the covenants?
Mr Smith: The covenants were for the total business,
not just the liquid side of the business. We were
carrying very high cheese stocks at the time and it
was taking a lot of cash to fund that stock. We were
in breach of our covenants on cash.

Q334 Mr Drew: Let me just be very clear on this
because one of the accusations that is thrown our
way is if there had been some fancy footwork in
terms of some of the dates then at least some of the
farmers would have got their milk cheques, whereas
obviously there is an issue. I know you could argue
because of the way in which the receivership was
delayed that meant some people did get their milk
cheques. It is this game about who knew and who
received help. Can you just give me a heads-up on
that?
Lord Grantchester: Can I clarify that there were no
preferential suppliers in terms of some farmers
receiving milk cheques and some farmers not
receiving milk cheques. The Board were most
mindful of their responsibilities at that time to assess
that they were not wrongfully trading. At that time
we had the support of the bank and also had facilities
until June. We also identified that the creditor
position was not worsening. The advice to the Board
was that we could still continue and we wished to
continue because the spring flush was coming
whereby we knew with the surplus milk that is
traditionally is in the market place in April, May and

Supplementary memorandum submitted by Lord Grantchester (DFoB 34a)

Please find enclosed my answers to the Committee’s follow-up questions.

Please give my apologies to the Committee that these have been delayed. I would be grateful if you would
circulate this to the Chairman and Members fo the Committee at your earliest convenience.

Question: What was the Board’s approach to communication with DFB members?

1. In more normal times, the Board’s approach to communication was multi-layered. The Company
communicated directly with members through their nominated representatives in the Member Council
(meeting three or four times per year) and in the Regional Chairman’s Committee (meeting monthly). The
Board also undertook council member meetings by region at regular intervals, and all member meetings by
region twice a year when it would also be accompanied by members of the executive team. Indirect
communication took place through the monthly member newsletter (“Talking Points”) as well as through
milk price updates, e-mails and letters on key issues. In addition, members could telephone the Membership
Call Centre.

2. This structure was more than adequate to communicate eVectively. However, the eVectiveness was
limited prior to my becoming chairman, due to the reluctance of the previous chairman and senior executives
to engage adequately with the communications team, employees and members.

June, the supplying members could be at a severe
disadvantage. We wanted to trade through that
period with the support of the bank.

Q335 Mr Drew: So you would defend the timetable
literally in terms of the time element of it?
Lord Grantchester: The timing of it was at the
beginning of June, because of the diVerent
circumstances that were then happening, the Board
identified that the creditor position was worsening
and we were very mindful not to be wrongfully
trading. We had a primary duty to all the creditors
equally, although obviously secured creditors have
preferential treatment. We then asked the bank to
call in receivers because we had no other option. We
were acting quite appropriately according to the
advice received that the creditor position was then
fundamentally changing.

Q336 Mr Drew: We must pull stumps there. Can I
say that what has been said is on the record and must
remain as said, but if there are things that have been
unsaid, and certainly we have got some very specific
questions we will put to you in writing, you can
respond in writing because we have to go and do
other things, as I am sure you realise.
Lord Grantchester: I do realise. In terms of the end,
lessons learnt, there were a few things I was going to
make the Committee aware of. Can I supply them to
you in written form?30

Q337 Mr Drew: That would be very useful.
Lord Grantchester: There is something out of this
that I would like to point you in the direction of that
could be extremely helpful to the members who,
along with the staV, have suVered terribly out of
this process.
Mr Drew: That would be very helpful. The clerk will
be writing to you with some quite specific questions
which we have not managed to fit in this afternoon.
Thank you for coming and being so frank with us.

30 Ev 55
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3. One of my key tasks on becoming Chairman was to improve communication. To help the Committee,
I enclose examples of “Members Update”.

1. 5 September 2008—under the leadership of the previous Chairman.

2. 21 November 2008—after I had become Chairman, regarding communication.

3. 5 December 2008—Revised Business Strategy.

4. 19 December 2008—Member meeting summary.

5. 16 January 2009—Communication Commitment.

6. 13 February 2009—Restructuring Progress.

7. 9 March 2009⁄Capital Structure.

4. Under the pressure of sustained adverse criticism from industry commentators, which was
undermining morale with loud and often false allegations, interpretations and malice, I concentrated
communication to all members via news sheets to provide up to the minute coherent information on business
and marketing developments, every Friday. The Company employed a specialist PR consultant to cascade
information through the organisation.

5. The objective of the communications was to put balance back at member level, and counter the
criticism of insuYcient communication, while maintaining both commercial confidentiality and the
appropriate level of communication with other important audiences including customers, “Sharemark” (the
exchange mechanism for company financial instruments), and HSBC.

6. Overall, DFB was more open in its communication to members than almost any other food business
of its size and position. Rather than simply reporting interim and final annual results at EBITDA level, like
many other co-operatives, the Company provided members with full accounts to “best practice” and at each
stage submitting more detailed analysis than most.

Question: As Chairman of the Board, do you think that Board Communication with DFB members in the
months preceeding the receivership gave members an accurate picture of the state of the business?

7. Up until March 2009, the picture was accurate. From March 2009, with the engagement of PWC and
the company’s position with HSBC, it became increasingly diYcult. In a crisis, communication needs to be
fast and transparent. From March 2009 all communication had to be agreed and done in conjunction with
HSBC. Communication can nearly always be improved upon.

8. After I became Chairman, the Board was scrupulous in providing honest and truthful information
about specific marketing achievements and successes as well as business and membership developments.
Clearly, it would not have been possible to give members an early view of the precarious financial position
of the business as this would have precipitated business failure when that was far from a forgone conclusion
at that stage. There was also considerable financial information that could not be communicated for fear of
giving commercial advantage to competitors, many of whom were fuelling the speculation.

9. The imperative behind the communication was to keep members committed to the business in the
interests of the entire membership and staV since the biggest risk of failure lay in the extent to which
resignations (speculative or real) undermined customer confidence and the ability to secure future contracts.
So long as member’s commitment persisted, the co-operative could not fail.

10. From the Member Updates as attachments with these answers, it can be seen from the 5 September
2008 Update, that when the full eVects of the recession and the acute retail market price-cutting competition
it stimulated became apparent, members were clearly warned regarding the diYcult circumstances.

11. On becoming Chairman, the format and content of Updates were changed to reflect greater
transparency throughout the business and to focus on the progress of the liquid dairy restructure.

12. When in March 2009 it became apparent that events were moving so fast and negatively that
communication was becoming widely distrusted, the updates were reduced in frequency and finally
suspended.

13. I believe the Board acted responsibly during my Chairmanship, and was often open to the extent of
being over-trusting in its stakeholder communications.

Lord Grantchester

December 2009
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Costs of Direct to Store vs Regional Distribution Centres

There are essentially two routes to market via:

1. Regional Distribution Centres (RDC).

2. Direct to Store (DTS).

Direct to Store (DTS)

As the name implies the manufacturer prepares or “picks” each individual store order at their premises
and delivers them directly to each of the Customers’ stores in a given time slot. Consequently, teams of
pickers are employed to prepare each individual store order and load them onto the vehicles. This is a more
labour intensive task than via RDC where only minimal costs are involved in loading the vehicle and no
costs in the picking operation.

Additionally, the vehicle utilisation is not optimised because the customer does not order full trolleys of
every distinct product type, so the unit distribution cost is increased.

DTS deliveries require a larger number of vehicles than RDC because the former delivers to multiple
delivery points over a given geographical area. The latter delivers full loads of full trolleys to single
delivery points.

Where stores are not within the catchment area of the producing dairy, it is necessary for the Producer
to distribute via their own depot systems, which eVectively become RDCs. In this case, there is a primary
distribution cost from the dairy to the depot and a secondary distribution cost from the depot the Customer.
The Manufacturer then provides a picking operation (as outlined above) at each of the depots. However,
the additional cost of “double handling” the product resides with the producer. This is the highest cost route
to market for the Supplier.

Regional Distribution Centres (RDC)

For the manufacturer, this is the most eYcient route to market. Full trolleys and full vehicles, with a
minimum of handling, supply the receiving customer RDC with goods at the lowest unit cost (an average
distribution cost from Dairy to the customer RDC would be 12ppg). The retailer incorporates the final
distribution of product within their existing operation and absorbs the cost of order picking and delivery to
each individual store.

Summary

— Distribution via RDC is the lowest cost route to market for the supplier because it involves the
minimum of handling; there is greater vehicle utilisation, with fewer vehicles and fewer drivers
required. There are a small number (less than 10 in the case of Coop) of delivery points.

— DTS deliveries require labour to order pick each individual store requirement and deliver them to
several hundred stores daily. A greater cost of labour and distribution is associated with this system.

— DTS deliveries to stores in regions outside the dairy catchment areas require the provision of
supplier depots that function in a similar manner to the customer RDC model. These present an
additional cost to the Supplier but they can obtain additional extra business in the same area to
defray the costs of operating the depot.

— Negotiations between Supplier and Customer recognise the disparity in costs between the diVerent
routes to market and it is customary to have diVerential prices to reflect these diVerences.

— As indicated at the Enquiry on the 21st October, the Coop as an example paid DFB a premium
Selling price for DTS deliveries of 15ppg, but the actual cost of DTS deliveries for DFB was 45ppg.

— The majority of the Coop DTS business was in the South where DFB had a Depot in London near
Heathrow and one in Portsmouth. These Depots were 80% utilised delivering Coop DTS milk and
between them were losing DFB some £4 million per annum.

— Various discussions with the Coop failed to deliver on promises made to switch deliveries from DTS
to RDC in the South. As a result DFB sought a price increase to cover the DTS business that was
not accepted by the Coop. Reluctantly, DFB had little option but to resign this volume in the
South.

— The same principal applied to the Contract awarded in 2009, ie DFB were competitive on RDC
business but not DTS and thus only quoted for two of the five regions in the tender.

Factors Leading to the Demise of DFB

— Strategy/ACC acquisition.

— Budgeting.

— Regional Milk v Local Choice.
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— Market Dynamics.

— Inflation.

— Inter Unit Milk Transfer Price.

— Cheese stocks.

— Lack of Confidence.

— Timing of the 523 Project.

— PWC involvement.

— The Coop tender.

— Relationship between the Board and the Executive team.

Dealing with each point in turn:

Strategy/ACC acquisition

— Paid too much for poor quality assets.

— Did not acquire the vast majority of the freehold, which was retained by the Coop.

— Poor Due Diligence.

— Did not appreciate just what had been acquired and the performance of the sites until the Summer
of 2005.

— Acquired a very narrow customer base, too reliant on the Coop. (Coop volume represented circa
200 mlpa of a total of circa 620 mlpa).

— ACC were operating in the “Convenience/middle ground market”, the most competitive market
in the dairy industry with too many players all seeking growth in a static market and hence margins
were very tight.

— Accepting too much was paid for ACC and the assets were the poorest in the Liquid milk market,
the strategy was to make another acquisition within a period of two years ie acquire/merge with
DC, Arla or Wiseman. The trading performance of DFB did not allow the next step in the journey
to be made. As Gordon Brown stated in his evidence, the acquisition of ACC was a “ticket to
the game”.

Budgeting

— DFB was a sales led business. Everything had to be in place to support anticipated aggressive sales
growth in a very competitive market.

— The manufacturing assets had to have suYcient capacity to more than match the aggressive
sales plan.

— The sales plan was never delivered since the acquisition of ACC.

— This not only impacted on the performance of the Liquids Division but also had a significant
impact on the Milk Supply Division also.

— Taking the following as an example, if the milk pool available to DFB in total was say 1.2 billion
litres per annum, and the liquids sales requirement was 800ml per annum, the MD of milk supply
had to sell 400ml to external customers such as Cadbury and/or process the balance through our
cheese plants. This he could plan to do and achieve a high selling price to external customers by
contracting up to 12 months in advance. In reality when the liquid milk sales demand fell away
compared to budget, the only readily available outlet for the surplus milk was the spot market
where the price achieved was inevitably well below the milk price charged to the liquid milk dairies,
resulting in a loss to the Milk Supply Division.

— Taking the extreme position, 300ml per annum surplus milk at a spot price of 5ppl below the IUT
price was equivalent to £15 million lost profit per annum.

Regional Milk v Local Choice

— The sales strategy was to build a strong Dairy Farmers of Britain brand, which we succeeded in
growing to £150 million per annum.

— This strategy included branded Regional milk oVering which was replaced with a Tesco Local
Choice brand.

— This change in strategy is fundamental in contributing to the demise of DFB.

— Local Choice milk was launched in Tesco in May 2007 and in the period up to 28 March 2009, DFB
suVered losses of £4.758 million on this project.
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— The target was to achieve 100ml per annum of sales of Local Choice in Tesco, some 10% of all Tesco
milk sales.

— In reality, less than half of that target was achieved but the cost and infrastructure to accommodate
the sales growth was put in place.

— Investment in dedicated drivers and vehicles to deliver milk to over 630 Tesco stores was made as
well as over £5 million capital investment at the dairies.

— The costs of delivery were fixed as far as the driver, fuel and vehicle was concerned, whether the
vehicle was full or only quarter full.

— Tesco were very supportive until the end, paying an excellent price for the milk but regrettably the
anticipated volumes did not materialise. The project failed primarily due to this lack of sales, which
in turn resulted in small, uneconomic production runs, and excessive DTS transport costs.

Market Dynamics

— We operated in the most competitive sector of the dairy industry ie the convenience/middle
ground market.

— It was diYcult to recover inflationary costs.

— Market movements in retail prices in the big four retailers was not always followed in the
convenience sector with two market price movements being missed by DFB, leading to margin
erosion.

Inflation

— Significant inflation was experienced in 2008 with oil reaching $147 barrel.

— The cost of poly bottles rose by 20% with electricity and gas rising by 48% and 40% respectively.

— We recovered some of this inflationary pressure from customers but not all of it. What was achieved
in price increases was more than passed on to the farmers in ex farm gate milk price increases,
making the liquid performance even worse.

Inter Unit Transfer Price (IUT)

— The price of milk charged to the dairies by the DFB milk supply team (IUT) was fixed at the start
of each financial year but could be varied dependent on the market dynamics which impacted on
the price paid on farm.

— IUT was calculated by setting the price paid on farm and adding on the transport/admin costs
associated with the Milk Supply team.

— As DFB lost farmers and collected less milk from farm, the transport cost per litre rose, due to less
volume in each tanker.

— As a result, you could argue that the liquid division was paying more than the market price that
its competitors were paying for its main raw material, but being part of a Farmers Co-operative,
could not go into the market (as ACC did) to purchase cheaper packages of milk.

— The impact of the higher transport costs included in the IUT price of milk could be as high as 1ppl.
With a requirement of circa 500ml per annum this would be equivalent to £5 million annualised.

Cheese Stocks

— The business was carrying excessively high cheese stocks, much higher than budget, requiring
significant cash funding and breaching bank covenants.

— As a result, HSBC lost confidence in our handling of our cash flow projections. A business critical
issue that DFB never recovered from.

Lack of Confidence

— Business is all about confidence.

— We operated in a very competitive market.

— At the first sign of weakness, the competitors attacked.

— The non-payment of the Farmers’ interest payments put DFB on a slippery slope that it never
recovered from.

— Our suppliers were subsequently refused credit insurance.

— At the same time we had many Board/Executive changes.

— Industry commentators were full of gloom and doom, “THE END IS NIGH.”
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Timing of the 523 Project

— Further rationalisation of our assets had been presented to the Board by the Executive team in each
of the two previous financial years and had been rejected by the DFB Board.

— The main reason for the rejection being that to accommodate the Tesco Local Choice opportunity,
the five Dairies were required to cope with the significant number of Tesco regions.

— If the 523 project had commenced 12 months in advance of the actual start date, the rationalisation
process would have been complete and the confidence of all stakeholders secured prior to the
commencement of the Coop tender process in early 2009.

— The 523 project was delivered in full, on time and within budget.

— The liquid milk processing divisions’ actual results for April and May 2009 show an operating
profit of £1.449 million (almost £2 million better than budget) with the cost base showing
improvements of £1.5 million compared to budget.

— The cash cost of the project was also some £2 million better than forecast.

PWC involvement

— During my 4.5 years with DFB, PWC were actively involved in most aspects of the business ranging
from confirmation of project paybacks to assisting with the re-financing of the business.

— My understanding is that in early 2009 they were appointed by HSBC/the DFB Board to sell the
assets of the business. I assisted them in this process as far as the Liquid processing assets were
concerned. The poor timing of this sale process was crucial to DFB’s survival.

— At the same time we were completing the 523 project and dealing with the business critical Coop
tender.

— It is almost impossible to hold on to the volume with your largest customer when you have a “FOR
SALE” sign outside your door.

— Why would our competitors bid for the assets of the business when all they had to do was undercut
DFB in the Coop tender (which was only of 12 months duration), thereby destabilising the whole
DFB business.

— I was surprised when PWC were appointed as the Receivers. In my view, there had to be some
conflict of interest.

— With the success of the 523 project and in the knowledge that we had lost the Coop business
eVective from August 2009, I led a team that were in the process of developing a sales strategy to
grow our business in the three remaining dairies, ie Wales, the North East and the Midlands.

— The team were highly motivated and up for the challenge of more than replacing the lost Coop
volume but required the support of all stakeholders.

— It is my view that if all stakeholders had continued to support this business for a further six months,
with the “FOR SALE” sign removed, we had a fighting chance of succeeding.

The Coop Tender

— Holding on to the Coop volume and succeeding in the Coop tender was business critical to DFB.

— Our best price was submitted to the Coop on 4 February 2009, following various meetings and
discussions with the Coop buying team who were very supportive and as the current supplier gave
us a good indication of where to pitch our price to succeed.

— We quoted a price some 27% below our current selling price to the Coop.

— We met with the Coop buying team on Friday 13 March 2009 and were told we were
“uncompetitive across all segments of the tender” and that DFB had a for sale sign and were
actively marketing the sale of the business.

— The Coop stated during the meeting they had no issues with relationships, product quality or
service levels.

— The price diVerential we were informed was significant and when pushed, they confirmed we were
£ millions out.

— The Coop stated they were growing whilst DFB were shrinking and they were looking for suppliers
“in it for the long term”.

— Despite our protestations re the business criticality of their decision and the political fallout and
implications for the Dairy Industry in total, the Coop would not reverse their decision.
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Relationship between the Board and Executive Team

— Coming from a Plc background, the Boards of Plcs comprise the executive directors (who run the
business on a daily basis) and the non-executive directors who assist and question and probe
direction, performance and strategy.

— Each member of the Board whether executive or non-executive having a vote.

— The Board of DFB was made up entirely of non-executive directors who were not involved in the
day to day running of the business.

— The Executive team attended Board meetings when requested by the Board, made presentations
and were then asked to leave whilst the Board continued with its agenda.

— This structure diVered from that of First Milk and Milk Link where at least the CEO and CFO of
both these Coops attended and voted at Board meetings.

— In essence the Executive team at DFB could only advise and recommend actions to the Board but
had little power.

Gerry Smith

November 2009
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Wednesday 28 October 2009

Members present:

Mr Michael Jack, in the Chair

Patrick Hall David Taylor
Lynne Jones Paddy Tipping
Miss Anne McIntosh Mr Roger Williams
Dan Rogerson

Memorandum submitted by Tesco (DFOB 33)

1. We welcome this opportunity to give evidence to the Committee’s inquiry into Dairy Farmers of
Britain (DFB). We recognise the importance of the dairy industry not only to British agriculture and farmers
but to rural communities across the country and through the Tesco Sustainable Dairy Group are committed
to playing our part in ensuring its long-term sustainability. We were therefore disappointed to see DFB go
into administration after a positive two year relationship with them.

2. In particular we are pleased to clarify the nature of our relationship with DFB and to make clear that,
contrary to the assertion in the receiver’s report, at no point did we take a decision to delist Local Choice
milk. It is also important to note that Tesco only ever represented 4% of DFB’s business.

3. We thought it would be helpful to the Committee to set out the history of our relationship with DFB,
from the launch of our Local Choice milk in May 2007 to the receivership of DFB in June this year.

3.1 In 2007 we established direct relationships and contracts with over 1,100 dedicated Tesco Dairy
Farmers. As a result of this arrangement we provide farmers with a guaranteed price for their milk which
is independently reviewed twice a year. This price has consistently been at the top-end of the market.

3.2 In May of the same year we launched Local Choice milk. Direct contracts were given to Local Choice
farmers through DFB, Milk Link and Grahams. These farmers received a premium on top of the farmgate
price that our Tesco Sustainable Dairy Group farmers received in recognition of the challenges and
additional costs smaller dairy farms can face.

3.3 We initially launched the Local Choice line in 14 regions but this rose to 20 regions by March 2008.
In the first year we sold 11 million litres of Local Choice milk. In 2008/9 this grew to 35 million litres. By the
beginning of 2009 average sales were one million litres a week. This was supported by promotional activity
and profile raising among customers, for example through the Tesco Magazine, in-store promotions,
competitions and events involving our Local Choice producers in their local stores. While it was only ever
going to be a specialist product, we had hoped to continue to increase Local Choice sales.

3.4 However, in February 2009 DFB closed its sites at Portsmouth and Fole. This meant we lost supply
of Local Choice milk from eight Local Choice regions: Dorset, Somerset, Cheshire, East Midlands, South
East, Lancashire, West Midlands and the Home Counties. It was this rather than any decision to delist that
led us to stop selling Local Choice lines in these regions

3.5 In April 2009, DFB asked us to stop supplying our North and South Wales Local Choice lines and
to replace it with their own Cadog brand to help improve their eYciencies. We agreed to this request.

3.6 The receivers were appointed on 3 June. Not having heard, we contacted them on 5 June to establish
the situation. We were informed that our Local Choice farmers would not be paid for the month of May
and that supply could not be guaranteed. We therefore took the decision to postpone our orders until we
could be reassured that the farmers would be paid and that our supply would be guaranteed.

3.7 At this time of uncertainty and distress for DFB farmers, through a concerted eVort we took on half
of the literage of those farmers who had previously supplied Local Choice milk as seasonal suppliers through
the Tesco Sustainable Dairy Group.

3.8. We have unfortunately been unable to replace supply in the majority of the regions we previously
oVered Local Choice but continue to look for alternatives. The exceptions are Devon, Cornwall and the Isle
of Man.

Tesco

October 2009
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Witness: Ms Emma Reynolds, Government AVairs Manager, Tesco, gave evidence.

Q338 Chairman: Welcome to our further evidence
session on the Committee’s inquiry into Dairy
Farmers of Britain. We have three sessions this
afternoon. In a moment we will be hearing from
Emma Reynolds, the government aVairs manager
for Tesco. We welcome you back, if I remember
rightly, from a spot of maternity leave. Is that right?
Ms Reynolds: That is right, yes.

Q339 Chairman: Everything is going well?
Ms Reynolds: Very well, thank you.

Q340 Chairman: We are delighted that you are back
in the driving seat again. At 3.15 we hope this will be
followed by Michael Oakes, a former director of
DFB and a member of the board. Then there will be
a break until 5.30 when the Committee will hear
from the Minister and John Bourne, the deputy
director for livestock and livestock products at
DEFRA. That is the running order this afternoon.
Having now welcomed Emma Reynolds back to the
fold, in your evidence Tesco said you were
disappointed to see DFB go into administration
after what you describe as a positive two year
relationship with them. What disappointed you
about the fact that they had gone out of business?
Ms Reynolds: We set up the Local Choice brand with
them back in 2007 and had strong hopes for it to be
a success. Dairy Farmers of Britain were the obvious
partners to deliver it, given their national coverage
and the fact that we wanted particularly to target
small, often family-run dairy businesses. They were
able to provide that. When they went into
administration, we were no longer able to supply
Local Choice and had to withdraw those products so
that was disappointing for us.

Q341 Chairman: You make a very careful assessment
as a business about any supplier that you choose to
do business with. You look at them very carefully
because obviously security of the commercial
relationship and reputational matters, quality, all the
myriad of things you have to worry about, are
central to your supplier relationship. Given the two
year harmonious relationship you had with DFB,
what was your assessment of them as a business?
What was the view that you formed of them?
Ms Reynolds: We had a good relationship with them,
as we pointed out in the evidence. I think some of the
issues that others have identified around outdated
facilities were things we could recognise. We were
working together with them on the delivery of our
Local Choice brand. It is worth saying that Local
Choice was a very small part of their business and
also ours. Whilst we had ambitions to grow it, that
is where it remained.

Q342 Chairman: You did represent 4% of DFB’s
business. It might be small but it is not an
insubstantial amount of what they did. Did you have
confidence in DFB? You must have had suYcient
confidence to have entered into commercial
relationships with them. You mentioned that they
had poor quality facilities and yet you still went
ahead and did business with them.

Ms Reynolds: That is right. When we went into the
relationship, they had a new management team in
whom we had a lot of confidence. We had a very
collaborative relationship with them. When there
might have been challenges around facilities, we
were working quite closely with them. As well as
promoting Local Choice brands, we had a joint team
in place looking at how we could increase the sales
and that relationship worked well.

Q343 Chairman: You felt that they had the
ingredients to be quite successful. Otherwise you
would not have done business with them.
Ms Reynolds: Back in 2007 we were not anticipating
what happened in June this year. I think that is fair
to say.

Q344 Chairman: When one of your suppliers does go
into receivership, what kind of analysis does Tesco
carry out of the supplier? Do you just shrug your
shoulders and say, “That is them gone” or do you
look back and say, “Let us have another think about
what the ingredients were”? How do you react when
somebody goes into receivership?
Ms Reynolds: Thankfully, it is not something that we
have to deal with on a regular basis. I am not sure we
have a set protocol. In this case, we looked to
support the farmers that were supplying Dairy
Farmers of Britain through Local Choice. Half of
those we were able to take on through Arla as part
of our Tesco Sustainable Dairy Group, which is
where we provide direct contracts and we guarantee
the price, as well building a more collaborative
working relationship with the farmers who supply
our standard milk. That was our immediate
response.

Q345 Chairman: Your buyers are experienced in the
world of the dairy industry. They have to be. It is a
tough, sometimes complicated world. You need to
understand a bit of the history. You need to
understand the relationships within the dairy world.
I would have thought that you would have formed a
view as to what were the ingredients that brought
DFB down. In other words, when you looked back
with the benefit of hindsight and with the benefit of
knowledge in the dairy industry—yours is
considerable—what view did you form as to the
reason why they failed?
Ms Reynolds: I can speak from our experience in
working with them. I think the eYciency of the
operation relating to assets, the processing facilities,
was a big factor. If we look back to why we formed
that relationship originally, it was a really exciting
proposition for us to try to deliver local milk at a
national level. It was something that had not been
done before and they were the people we thought we
would be able to do it with because of their national
coverage and the profile of their membership. We
wanted to try and put everything into it. It was a big
investment decision for us and we had hihg hopes for
it. As I said back at the beginning, it was
disappointing that it did not work out and we
obviously learned from that experience.
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Q346 Chairman: That very much replicates what you
said a moment ago. The question I asked was: when
you pooled your knowledge and your observations
as to why it went wrong, apart from the fact that
there were some diYculties with facilities, did you as
a business come to any conclusions? In fairness to
you, looking at the fact that you worked positively
with them as a supplier to try and develop a business,
one could not say its demise was because Tesco
pulled the plug. Far from it. You were hoping to see
better things from them. You also said, “I think we
have a protocol of some kind to analyse these
things.” What I am interested in is what did your
knowledgeable dairy people think caused the demise
of this business? I cannot believe they came into the
oYce on Monday morning and said, “Oh, DFB have
gone. Right. What is next?” They must have a chat
and said, “We saw this coming” or, “We saw that
ingredient.” What did they say?
Ms Reynolds: Obviously there had been speculation
within the industry building up to the receivership.
The closure of the sites and the 523 strategy
obviously had big implications for us because that
meant the withdrawal of eight of our Local Choice
regions. They were surprised by the speed at which it
happened. I do not think they anticipated for it
going into receivership at the time it did. Whilst we
had been speaking to other processors to see whether
we could try to provide Local Choice through them
in those regions where Dairy Farmers of Britain
were no longer able to provide it, I think we did not
expect what happened when it did.

Q347 Chairman: I am deliberately asking you the
questions in the way I have because I did not want
to put a leading thought in your mind. The receivers’
report does emphasise the importance which the
board of DFB attached to the development of Local
Choice. As we have been advised, DFB had to spend
somë 3.2 million on the Bridgend Dairy in 2008.
That obviously followed on some very large capital
expenditure when they bought the Associated Co-
operative Creameries and they made eVorts to
improve their eYciency and rationalise their
business. They had had quite a lot of capital outlay,
including this on the Bridgend Dairy. Did you as a
business, as far as Bridgend was concerned—and
indeed any of their other processing plants—
eVectively say to DFB, “You are going to have to
spend this money if you are going to secure the
development of Local Choice”? In so doing, did you
ask them any questions as to whether they could
sustain the level of capital expenditure which was
merited by your requests as a customer?
Ms Reynolds: We did not make requirements of them
like that. We did not say, “You must invest in
Bridgend in this way.” I think they would have
recognised that to be a sustainable business they
needed to invest in their facilities and that was not
just about supplying Local Choice. That was about
their longer term business prospects and their
strategy. We took quite a pragmatic view with how
we worked with them on technical requirements.
There were some challenges that we did not have
with our standard milk producers, with Wiseman

and Arla, around code life for example. We
recognised that they were not able to meet those
same levels and we were working with them to try
and improve that. There was no point at which we
told them that they must invest in these facilities for
us to continue working with them.

Q348 Chairman: What I am driving at is that,
obviously when you have a dialogue with a supplier,
you have a conversation and you identify things you
would like to see happen. There will be some replies
from the supplier, in this case DFB, to tell you
whether they think they are capable of delivering.
Did you receive suYcient reassurances,
notwithstanding their then financial position in
2008, which still gave you confidence that they could
manage expenditure at that level?
Ms Reynolds: I do not think it was ever brought to
our attention at any earlier stage that the investment
they were making was going to jeopardise their long
term sustainability. Their investment was two way.
They were making investments in Local Choice, as
were we. There was a big advertising campaign for
example. Both of us were trying to work together to
make it a success. We had seen some good sales and
although they had not quite reached the level that we
had hoped for, we were confident that they could be
delivered if we had more time.

Q349 Mr Williams: Local Choice seems a strange
way to market milk. I am not quite sure what is the
diVerence between Cheshire milk and Shropshire
milk. Did you give any guarantees to Dairy Farmers
of Britain about how much milk you would purchase
from them?
Ms Reynolds: Not guarantees as such. We had
discussed a target with them, an aspiration we would
like to achieve, which we were not at by the time it
went into receivership. They are the numbers we
shared with them. We had a plan together to work
out how we could deliver that.

Q350 Mr Williams: You say that you did not delist?
Ms Reynolds: No.

Q351 Mr Williams: If Dairy Farmers of Britain had
not closed their two sites in Portsmouth and Fole,
would Tesco have been happy for Dairy Farmers to
continue to supply it with Local Choice milk?
Ms Reynolds: Absolutely.

Q352 Mr Williams: Why have you not been able to
find alternative suppliers? I cannot remember how
many of those lines you are not supplying at the
moment.
Ms Reynolds: We lost eight then and obviously we
lost the rest when they went under in the summer. We
continue to supply Devon and Cornwall. That is
through Milk Link and always was because Dairy
Farmers of Britain did not have the coverage there.
Equally, in Scotland it is through Wiseman and
Grahams. We are in discussion with some other
dairies to try and get Local Choice back. We are
speaking to some in the north east and in Cheshire
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to try and identify alternative supply. It is quite
challenging to find someone that can do the small
milk runs that you need and the segregated supply.

Q353 Mr Williams: I would have thought it is
technically quite diYcult and quite specialist. Is it
because it is too expensive and too diYcult that you
cannot get alternative suppliers?
Ms Reynolds: I think that has been the challenge.
When we originally launched, it was about small
family businesses, which is why Dairy Farmers of
Britain was so good for us in that respect. As you say,
yes, it is about the short milk runs and the
segregation and the very local oVer, which was what
we were trying to deliver.

Q354 Mr Williams: Because it is so diYcult and so
expensive, do you think it was prudent for Dairy
Farmers of Britain to want to aspire to get into that
market and that niche?
Ms Reynolds: I think it fitted quite well with their
member profile and with the location of their
bottling plants, as they were. It was something that
they could deliver and the challenge was making sure
we got the customer awareness to make it a popular
product. In some areas—Devon and Cornwall are
good examples, or Cheshire—where they have a
good aYnity with the dairy industry, they want to
support their local dairy producers and it was very,
very popular. In other areas, maybe like the south
east, where they do not necessarily think about dairy
farming in the same way, there was more of a drive
to build customer awareness about the product.

Q355 Mr Williams: You are still operating in the Isle
of Man?
Ms Reynolds: Yes.

Q356 Mr Williams: Who is doing that?
Ms Reynolds: Isle of Man Creameries.

Q357 Dan Rogerson: You referred to Devon and
Cornwall and obviously as a Cornish MP my ears
pricked up. You have replied that sales are better in
Devon and Cornwall and Cheshire. Is the
relationship with Milk Link any diVerent to the
relationship you had with Dairy Farmers of Britain
and how has it operated on your confidence? Are
those sales continuing to be quite strong in those
areas after the initial excitement and advertising
campaign about local milk? Is that strength in the
south west still strong?
Ms Reynolds: It is still strong, yes. We find that with
local products generally. It is a big area for growth
for us. Interestingly, even throughout the
recession—not just milk but generally—local sales
grew by 30% last year. I think in areas where they are
particularly impassioned about their local food
producers we see the strongest sales and the south
west is a specific example of that.

Q358 Dan Rogerson: And the relationship with
Milk Link?

Ms Reynolds: It is good. It is obviously a smaller
scale because it is only just in those regions but we
are confident.

Q359 Dan Rogerson: Are there any major diVerences
that you would highlight in how that works and how
the former relationship worked?
Ms Reynolds: On an operational level, I think no.
The main diVerence is the scale of our relationship
with them. We have a good working relationship
with them.

Q360 Paddy Tipping: You mentioned Tesco dairy
farmers earlier on. Is that an individual relationship
with a dairy farmer?
Ms Reynolds: Yes. It was set up at the same time as
Local Choice back in 2007, the Tesco Sustainable
Dairy Group, through our two processors, Arla and
Wiseman, but with a direct relationship with the
farmers. There are about 750 farmers and when you
bring in the seasonal suppliers it is about 1,000
suppliers. It is about having a guaranteed price on a
six month basis that reflects the costs of production
and is independently set through Promar.

Q361 Chairman: For the record, can you tell us what
Promar is?
Ms Reynolds: It is the consultancy that does the
analysis around family labour, feed costs and comes
up with an independent assessment of what the cost
of production is. That is what we base it on. They
then have the certainty over that six month period
which helps investment decisions as well. It is also
about having a collaborative relationship with them.
That is about sharing customer information so we
have regular conferences, regional meetings,
workshops, but also about standards around animal
welfare. We do milk recording and mobility scoring
through that group. I think we are probably the only
people to do mobility scoring, identifying lameness
in herds and therefore being able to improve animal
welfare as well as productivity. There is a big
investment in research through the Dairy Centre of
Excellence which we have set up at Liverpool
University. We are looking at some interesting
projects, one where the cows are wearing collars so
we can monitor activity, which helps identify fertility
peaks, and also potential health issues within the
cows. Price is a big thing obviously but it is about
building a longer term sustainable relationship with
our dairy farmers.

Q362 Paddy Tipping: That shortens the supply
chain. It puts the producer and the retailer directly
in contact.
Ms Reynolds: Yes. The processor is still there in the
middle through Arla and Wiseman. We have full
traceability. We know which farms are supplying and
they know where it is coming to as well. They know
they are supplying Tesco.

Q363 Paddy Tipping: Does the farmer have to sell all
of his or her milk to you?
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Ms Reynolds: That is how it is working now, yes.

Q364 Paddy Tipping: I guess that is only a small
proportion of your total milk sales?
Ms Reynolds: That group is for all our standard
milk.

Q365 Paddy Tipping: I mean as a proportion of your
total sales.
Ms Reynolds: The proportion of milk representative
of our overall sales? I would have to do the numbers,
I am afraid.

Q366 Paddy Tipping: It would be pretty small
though, would it not?
Ms Reynolds: We sell, I think it is, around 22 million
litres a week of standard milk. That is not an
insignificant volume but I do not know how that
relates to overall sales. I could find out for you if that
is interesting.31

Q367 Paddy Tipping: Are you going to pursue that
model elsewhere in your supply chain?
Ms Reynolds: We are looking at it. We have a Tesco
Sustainable Beef Group. Obviously you cannot
apply exactly the same approach because the sectors
are all very diVerent but we are looking at those
models to see whether they can be built on,
particularly with the idea of producer groups and
getting closer to the producers so they can
understand things like customer trends and get
closer to the market.

Q368 Chairman: Can I broaden the scope of
questions slightly away from DFB? Co-operatives
obviously are important within the dairy sector as
they are in other parts of agriculture. You as a
business have to deal with co-operatives wherever
they turn up. Does Tesco have a view about the co-
operative model in terms of its ability to both act as
a good supplier but also to sustain itself—that is, the
co-op—in terms of its investment requirements in an
agricultural industry which is fiendishly
competitive?
Ms Reynolds: We would look at it on a case by case
basis rather than saying, “We think this of co-ops”
and, “We think this of PLCs”, looking at the
individual strength and oVer of that organisation,
rather than having a corporate view per se on co-
operatives.

Q369 Chairman: Coming back to the point where I
started the questioning, whenever you decide you are
going to do business with somebody, you have to
make certain they have the necessary wherewithal to
meet all the exacting requirements that a company
like Tesco understandably puts on them, particularly
in the capital intensive world of dairying. You have
just talked about Arla and Wiseman, both of which
have extraordinary track records of heavy
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investment in modern facilities because they want to
be eYcient. They want to be able to meet the
standards of customers like you, but you have to be
confident that companies like them can sustain the
investment levels that you require. I come back to
the question I asked: do you carry out the same kind
of stringent analysis on co-operatives as you would
do for private sector partners or PLCs and, if you do
that, have you come to any conclusions about the
relative strengths and weaknesses of the co-operative
model compared with a conventional, non-co-
operative company?
Ms Reynolds: I think we would look at each
individual organisation on its merits with the same
criteria in mind—its ability to oVer the security of
supply that you mentioned, the good customer oVer,
our ability to build a long and constructive
relationship with them. The exception to that is
when we are talking about local products. What we
have developed there is a diVerent sort of model
where we have established regional teams that can
work slightly diVerently with local producers,
recognising that the prospect of supplying Tesco, if
you are a very small, family business, can sometimes
be daunting. Therefore we help them much more
with technical requirements and so forth. In terms of
the co-op versus the plc, we do not look at them
diVerently. We just look at what they can oVer and
how we can work with them.

Q370 Chairman: Have you any examples of what
you call good co-operative suppliers to tell us about
and what particularly impresses you about them?
Ms Reynolds: Obviously we do work with Milk
Link, as I mentioned, in terms of the Local Choice
and that has been a positive relationship. If you want
me to look into other examples I would be happy to
do so.

Q371 Chairman: The reason I am asking the
question is that part of the outcome of an inquiry
like this is what kind of generic lessons do we learn
about the co-operative model. There were many
farmers, judging by the evidence that we have had,
who felt passionately about the fact that it was their
business. They trusted it. They put a lot of money
into it. They invested a lot of time because they
thought ultimately it would give them a degree of
control over their product, which was milk, which
they would not have had under other arrangements.
On the other hand, things went wrong in the case of
this co-op and we are anxious to know if there are
some wider lessons from what went wrong that
would apply elsewhere, which is why I was interested
to say to you that, if you had found a co-operative
activity, perhaps another part of agriculture, which
impressed you, why did it impress you? What were
the characteristics of the way the business was
formulated that made you say, “They have got their
act together. They know what they are doing. They
have got their capital structure right”, wherever it
happened to be? If you cannot answer that now, I
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would really be interested to know what you think
has impressed you in terms of a well organised, well
run co-op. What made you think they were good?
Ms Reynolds: Let me take that away and talk about
it with my commercial colleagues in some of the
other sectors to see whether they have some
examples that they think particularly stand up as
being great.32

Q372 Chairman: Perhaps whilst you are doing that
as well you might give thought to the question of the
financial structure. Do you deal with Arla?
Ms Reynolds: Yes.

Q373 Chairman: Arla is an interesting case of a
massive six billion turnover business, but it is a
producer owned co-op, a very diVerent market place
characteristic to everything else. What lessons do we
learn from why Arla is successful and why DFB has
not been? Likewise, the relative size of some of the
co-ops in the United Kingdom or in England is
much smaller. That is what we are interested in, to
see what somebody like you, who has a lot of
knowledge of the industry, thinks of the structure of
these co-operative ventures.
Ms Reynolds: Okay.

Q374 Miss McIntosh: I apologise for being out of the
room for part of your evidence session. What price
per litre were you initially oVering?
Ms Reynolds: Right back in the beginning?

Q375 Miss McIntosh: Yes.
Ms Reynolds: In April 2007 it started oV through the
tracker at 22 pence per litre but there will be a 0.5
pence per litre supplement. Currently we are 27.37
for our standard milk through the Tesco Sustainable
Dairy Group but again there will be the supplement
for those Local Choice suppliers that we still have. It
is on a six monthly basis that we do it. You can see
quite a change over that time period reflecting
pressures on feed and inputs.

Q376 Miss McIntosh: That seems quite high and
generous compared to some, I would imagine.
Ms Reynolds: This has been a successful model in
ensuring that the cost of production is covered and
it has been a market leading price that we have
been oVering.

Q377 Miss McIntosh: I notice that you do not seem
to have many suppliers from the north of England
and yet you have a great number of stores in the
north of England. I am just looking at your
memorandum of evidence. Lancashire is included. I
am thinking particularly of my own area of north
Yorkshire and Yorkshire generally. Is it just that you
are supplied by other suppliers in north Yorkshire?
The reason I ask is I will have a number of
constituents who will be looking for new suppliers.
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Ms Reynolds: The list that is in the evidence is the
ones we had to withdraw in February 2009 after the
closure of Portsmouth and Fole so they are
necessarily in the south because that is where those
sites were supplying into.33 We continued to oVer
Local Choice up in the north right up until the end.
We are in discussion now with Lancashire Dairies
and Wiseman to try and put some in the north east.
We are trying to recreate the Local Choice brand in
the north.

Q378 Lynne Jones: Can I just ask what Tesco’s
policy is on securing supplies of other dairy products
apart from milk, particularly butter, cheese and
yoghurt, that kind of thing? Do you label those
products that are British in any particular way?
Ms Reynolds: We have been supporters of the red
tractor on dairy products for some time now.

Q379 Lynne Jones: Is your own brand butter for
example British?
Ms Reynolds: Yes, and it would say that too. We
support British dairy as much as we can.

Q380 Lynne Jones: What about cheese? Obviously it
is a particular cheese that is going to be produced in
other countries, I appreciate it is a speciality cheese,
but say a cheese like cheddar. Do you source that—?
Ms Reynolds: The vast majority is from the UK.

Q381 Lynne Jones: I understand you get a lot from
Ireland.
Ms Reynolds: There is some Irish supply, yes. The
majority is from the UK but, yes, we do import
some, particularly for some of the value ranges
where our customers are quite price sensitive. We
will sometimes be importing.

Q382 Lynne Jones: You are trying to promote
British dairy products?
Ms Reynolds: Yes. We are making sure that
customers know that this is a British dairy product.
They are given the information.
Chairman: We will have a short session at the end
where everybody who has a little observation about
their local Tesco store can mention it. I will be
joining in.

Q383 David Taylor: When this Committee last had
an inquiry into the dairy industry, quite some time
ago now, I think the Honourable Member for Stroud
probably chaired it. We were unable satisfactorily to
identify the elements of cost in relation to the farmer,
the processor and the retailer. All were quoting
things at the point which suited them and they never
added up to anything like the figure that we, the
consumer, were purchasing. You said a moment or
two ago to Anne McIntosh that your price was
27.37.
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Ms Reynolds: 27.37 at the moment, yes. That is per
litre for our standard milk.

Q384 Miss McIntosh: Farmgate?
Ms Reynolds: Yes.

Q385 David Taylor: I know there is a range of types
and oVers but what typically would be the price at
which that would appear in the chiller cabinet?
Ms Reynolds: A pint of standard milk at the moment
is 45p.

Q386 David Taylor: We are talking about 85 pence
per litre or something like that. It seems a substantial
mark-up there.
Ms Reynolds: The feedback we have from the
Promar cost tracker is that we are paying a very fair
price for the milk at farmgate. It is done
independently to take into account the various costs
that are faced on a farm. There are obviously further
costs down the chain, including in terms of the
bottling, the transportation and the promotion.

Q387 David Taylor: Does Tesco wholly own the
processors?
Ms Reynolds: No.
David Taylor: It still seems substantial.
Miss McIntosh: May I just record it seems a very
good price for many farmers.
Chairman: You have a tick in the box from one side
of the Committee. In the light of the comments from
Lynne Jones, we really would like to see a bit more

Supplementary memorandum submitted by Tesco (DFoB 33a)

Tesco Sustainable Dairy Group

We have direct relationships and contracts with over 1,100 dedicated Tesco Dairy farmers—The Tesco
Sustainable Dairy Group (TSDG). We provide TSDG members with a guaranteed price for milk which is
independently reviewed twice a year taking into account farm input costs and market prices. The current
price is 27.37ppl. All of our own brand standard milk is supplied by Tesco Sustainable Dairy Group farmers.
This represents 76% of our weekly liquid milk sales.

The Group is about more than just price. It is about establishing collaborative relationships within our
milk supply chain and working together to improve quality, animal welfare and environmental impacts. In
practice this means regular communications through regional meetings, workshops and conferences; high
standards through for example mobility scoring and milk recording; reducing environmental impacts
through our carbon footprinting and labelling exercise and nutrient management plans and research and
best-practice through our dairy Centre of Excellence at Liverpool University.

Supplier Examples

The Committee asked for examples of well-run and well-organised co-operatives with whom we enjoy a
good relationship.

Before giving a couple of examples we thought it would be useful to set out what it is we look for in
establishing and building relationships with our suppliers. It is also worth reiterating that we choose our
suppliers based on their individual merits, not on whether they are a co-operative or otherwise.

We are committed to providing our customers with a wide choice of healthy, good quality and aVordable
products. We therefore aim to work with the best suppliers and to source the best products at the best prices.
In addition to being competitive on price, any potential supplier is required to meet high standards on
quality, hygiene, the environment, animal welfare and labour. We expect our suppliers to meet these

English bacon in the Kennington Lane branch
because every time we go in there it is always sold
out.
David Taylor: We should have more regional
produce. In the regions in which you are milk is fine
but there is an awful lot of available stuV,
particularly cheeses and other types of product. It is
not just Tesco who is guilty of this.

Q388 Chairman: We are assiduously—
Ms Reynolds: I can send the Committee a note on
local sourcing if that would be interesting.34

Chairman: We are always happy to be educated.
David Taylor: Replicate what LeClerc do or Géant
or those other large supermarkets in France where
they really do get integrated with the local food
suppliers and promote them in a very eVective way.
Chairman: Having stimulated our interest, you have
to make certain it is in the store so we can go and
try it.
Mr Williams: As this discussion has broadened a bit
I am a little bit nervous because I did not think I
would have to declare an interest as I am nothing to
do with milk, but I am a supplier of Tesco on a very
small basis, but it will not aVect my questioning.
Chairman: Miss McIntosh wants to declare an
interest.
Miss McIntosh: Tesco hosts occasional surgeries
for me.
Chairman: You can see that we do take a very keen
interest in what you are up to. You are a very
important business. Thank you for your written
evidence and thank you for your contribution this
afternoon.
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standards in every country we source from. Our success is linked to that of our suppliers and we therefore
strive to build strong long-term relationships. This provides them with the certainty to invest in and innovate
for the future. This ability and willingness to invest and innovate—be it in new processes, products or
packaging—is also an important part of what we look for.

The one area where we take a slightly diVerent approach is in local sourcing. More information on our
wider programme follows below but here we recognise that smaller, often family-run businesses may need
additional support in meeting our standards. In these cases we oVer assistance such as the free loan of metal
detectors for use in factories which can help suppliers meet our standards on areas such as food safety. We
also help them to understand the sales potential of their products before they make an investment in
equipment.

An example of a co-operative we work with in the UK is Milk Link from whom we source local choice
milk for Devon and Cornwall, some branded products and some cheese. We enjoy a positive relationship
with Milk Link who comfortably meet all of our standards and expectations. As an example of their
forward-looking approach they recently announced a collaboration between Dairy UK, the National Skills
Academy and Reaseheath College to provide a foundation degree level qualification for dairy processing
and manufacturing personnel. Two Milk Link employees are participating in the course at Reaseheath
College in Nantwich this year. We always welcome innovation and this recent venture demonstrates that
they share our desire to invest in the future sustainability of the dairy industry.

A good example of an international cooperative is Silver Fern Farms who are New Zealand’s leading meat
marketing and processing company. The company is structured as a farmer cooperative, and is owned by
about 20,000 farmer suppliers. They have recently undergone capital restructuring which has placed them
in a strong financial position. Another key aspect of the restructuring was a change to the governance
structure which now means that three members of the main board are employed independently on the basis
of their skills and experience which provides business acumen alongside the vital experience of farmers.
Silver Fern are also very committed to investing in new innovations and technology which helps them to
maintain their competitiveness. For example, to improve traceability, they recently introduced radio-
frequency identification (RFID) tags for accurate tracking of carcasses.

Tesco Local Sourcing Programme

Many customers want to buy products that support their local businesses and economy and this is still
true even in the current economic downturn.

We oVer a large variety of locally grown produce which is available during the British season. Lines will
vary across the country depending on the agricultural environment and the climate, from cherries in Kent
to garlic from Nairn.

We now have over 4,000 local lines and we work with over 480 local and national suppliers who provide
us with celebrated and diverse local products from apples and potatoes to confectionary.

In 2008 local products accounted for £624 million or 2.2% of UK sales, compared with 1.7% the previous
year. This is a 30% increase in sales compared to 2007. We are on track to meet our target of £830 million
sales of local lines this year and to increase this to £1 billion by 2011 in the UK.

To ensure we understand what our customers want to buy in their area we have a network of five regional
buying oYces. Each oYce has a dedicated team of buying and marketing managers who are supported by
local technical and merchandising teams. Collectively they work with local suppliers—many of them very
small family businesses—to launch their lines and help raise awareness amongst our customers. We also oVer
a great deal of technical help to our local suppliers and help them to better understand our customers. One
way we do this is through a partnership with Kent Business School who work with Dunnhumby to give
suppliers insight into trends and customer habits.

Our local sourcing programme has led to a number of success stories where producers started out in a few
local stores then ended up being stocked nationally. One such success is Holland’s Pies who originally
supplied us in the Lancashire area but who now supply our Tesco own brand frozen pies nationally. Another
example is Castle MacLellan Pâtés. These were developed in a small delicatessen but the company now
supplies all the pâtés for our Scottish deli counters and produces a range of Tesco Finest pâtés sold
throughout the UK.

To increase awareness about local products we are soon to launch a new point of sale package which
highlights the origin of local products. This links the product to the location where it was produced and the
local people behind in the business.

We work with many community organisations and schools to tell people about where our food comes
from and to encourage a greater understanding of the food industry. Our work with the Royal Highland
Educational Trust for example has helped to deliver over 2000 assisted farm visits for schools as part of the
countryside initiative.
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As part of our commitment to UK farming and local producers we also organise an annual Tesco Cheese
Challenge which is dedicated to finding great new British Cheeses and giving smaller producers the
opportunity to take their cheese to a wider audience. The overall winner will be stocked in stores nationwide
and winners of each category are stocked regionally. This year’s winner is Ashley Chase Goats Cheddar with
Cranberries which is produced in Dorset.

Tesco

November 2009

Witness: Mr Michael Oakes, Former Director of DFB and Member of DFB Board, gave evidence.

Chairman: Can I formally welcome Mr Michael
Oakes, who was a former director of DFB and a
member of DFB’s board?

Q389 David Taylor: Welcome to the Committee and
thank you for your time. You are a tenant dairy
farmer in Worcestershire. How big are you?
Mr Oakes: We milk about 150/160 cows, about 1.1,
1.2 or 1.3 million litres.

Q390 David Taylor: You have been involved
commercially at quite a number of levels. You are a
board member of the RDA and NFU council
member for Worcestershire. You were with DFB
from cradle to grave, were you not, 2002 to 2009?
Mr Oakes: I was a supplier of the Milk Group which
was one of the two businesses which managed to
create Dairy Farmers of Britain.

Q391 David Taylor: You have a fair amount of
commercial nous then?
Mr Oakes: I think I have learned a lot in the last few
years with DFB. If you are trying to get to the skills
on the board, I was one of quite a few. We used
Rabobank to help us set up. I was not on the original
board at that time but the interim board took advice
from Rabobank not only on the financial structure
but also the make-up of the board and we used a guy
from the Netherlands Institute of Co-operative
Excellence, NICE, called Gert van Dijk, who gave
the previous council advice on making sure they had
a balanced board. They tried to interview everybody.

Q392 David Taylor: We are very interested to hear
your perspective on the reasons for DFB’s collapse.
Did it hurt you as an NFU council member for
Worcestershire to know that the NFU themselves
had said that they believed that the underlying
causes of DFB’s problems included a flawed
business plan, poor management and bad decision
making which gradually eroded the profitability and
viability of the company? That is your national body
in which you have had a significant regional part. Do
you share that analysis?
Mr Oakes: No, I do not. I can agree with some of the
things that they said. Personally, I think they said
what their farming members wanted to hear.

Q393 David Taylor: You are a farming member.
Mr Oakes: I am a farming member. Myself and the
vice-chairman went and sat with Peter Kendall and
Gwyn Jones and we showed them the journey we
had been on from day one of setting the strategy in
place right through to the demise of DFB, including

some of the issues we had over the last six or eight
months. We gave them carte blanche to get to the
bottom of this. This was literally days after we had
collapsed. We felt it was important they knew the
position the board had been in and what the board
had been trying to do. They represented a lot of
members. I do not think the NFU has used any of
that information.

Q394 David Taylor: The receiver certainly was pretty
unambiguous and said that the main reason for the
collapse was a long line of bad decisions, aborted
projects and a lack of any clear strategy within DFB
which rests with the board and the executive team. I
presume you do not necessarily agree with that?
Mr Oakes: There was a clear strategy. The Milk
Group emerged. At that point there was a new board
created. If you think back, at that point it did not
matter who you supplied, whether it was a PLC or a
co-op. Nobody was getting a sustainable milk price.
Subsidies were about to be wound down and we were
coming into the brave new world. The milk price
predictions were 13p, 14p, 15p. I do not have a
crystal ball but that is the sort of figure which was
being predicted. Farmers as primary producers were
pretty weak. The FFA were out there protesting
outside a lot of the major retailers. There was a lot
of activity going on and farmers were being paid, on
the whole, below the cost of production.

Q395 David Taylor: The NFU at national level is
pinning the responsibility for the collapse on the
Board. It is always easy afterwards when the carcass
is there on the financial pathologist’s slab to say
what led to its demise, but they said what they said
and I quoted it to you. So did the receiver. You
disagreed, it seemed to me, quite strongly with your
own NFU and slightly with the receiver. In that case,
what is your take on it? What do you attribute the
eventually rapid collapse of Dairy Farmers of
Britain to?
Mr Oakes: The board will have taken some decisions
which turned out with hindsight not to have been
perhaps the best route to go down but at the time
they were taken for the right reasons and we could
and did stand up in front of our own council and also
the membership and justify most things that we
agreed to do. The strategy was to add value to
members’ milk. We started with basically nothing
and the members had to contribute in order to allow
us to do that, including myself. We decided to go
down the liquid route rather than the commodity
route. We looked at whether we should build a new
dairy and add a nice, shiny, new dairy such as Arla
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and Wiseman but we would have had no
Christopher Meyer base. An opportunity arose not
long after the merger. Associated Co-operative
Creameries (ACC) decided to sell their dairies. The
big attraction for us with the ACC dairies was the
customer base. You had a customer. We had seen
Westbury fail. We had seen Amelca fail, both of
which were very eYcient new factories, state of the
art, but without a customer base. We viewed having
a customer such as the Co-op, which we believed
would have some kind of co-operative link with us—
unfortunately it did not quite turn out like that—
would give us the ability to develop a long term,
mutually beneficial relationship with another co-op.
That contract to supply the Co-op was one of the big
attractions. We knew that they were not the best
factories in the world. You only had to go round
them to see. We did not get round them before we
bought them because it was vendor due diligence
and there were some issues on that which I am sure
you will ask me about. It was that customer base. It
was getting us into the market place. It was adding
value to the members’ milk.

Q396 David Taylor: Were you a member of Amelca?
Mr Oakes: No.

Q397 David Taylor: Did the whole of your 1.2
million litres go to Dairy Farmers of Britain?
Mr Oakes: Yes.

Q398 David Taylor: Where do they go now?
Mr Oakes: Milk Link.

Q399 Chairman: Can I just ask you about this ACC
thing? I am struggling to find anybody I have talked
to in the industry who does not think you paid
anything but absolute top dollar for this investment.
You had due diligence done. Why were you
convinced that that was the right price to pay? You
paid, what, about £70 million for it?
Mr Oakes: Yes. We had a board made up of farmers
and other non-execs who were not farmers. We had
advice from Rabobank, advice on the price, plus
Smith & Williamson. The one thing we did not know
was whether anybody else was bidding. It was an
open tender process where you had to make some
kind of assumption on what your competitors were
bidding. We believed at one point there were five
competitors. That got down to what we believed
were two other serious competitors, both PLCs, and
the advice that we were given was that the price we
bid at the end of the day was what it would take to
look to acquire those factories. We also believed that
it was not actually the highest bid. Only the o-op
knows that. Perhaps they will tell you. They will not
tell us, I am sure, but if some of the PLCs had bought
it there would have been far more redundancies on
day one. We put into our bid some kind of value. We
wanted to run those factories and we believed that
that was worth something to the Co-operative
Society. Rightly or wrongly, that was the view that
we took. We took a lot of advice. There were
warranties and guarantees that what we said we
bought was what it was. Unfortunately, some of it

was not and I am sure we will get on to that but when
we bid for that it was not a figure we plucked out of
the air.

Q400 Chairman: Did you anticipate getting a £4
million tax bill as a result of this purchase?
Mr Oakes: No, we did not.

Q401 Chairman: Does that say something about the
quality of the due diligence?
Mr Oakes: That was something which happened
because the Co-op had moved things around within
diVerent parts of the Co-operative Society. They had
moved property around from diVerent parts in order
for them to be able to sell the business.

Q402 Chairman: Is that not what due diligence is
about: exploring every nook and cranny to make
certain you know what you are buying?
Mr Oakes: At the end of the day, we did not pay the
£4 million tax bill. We had to pay some money for
people’s time in order to put a case as to why we
should not pay it. It was the Co-op’s responsibility,
not ours. We did spend time working with the Co-op
to argue with HMRC about who was liable for that.
Under due diligence everybody that bid for it had to
take it that what was said was true. There were
guarantees and warranties. Later on we did go back
to the Co-operative Society to say, “Actually, X
factory was not quite what you said it was. X
contract was not quite what you said it was. There
were not as many of X, Y and Z as you said.” There
were potentially at one point talks going on around
a claim somewhere in the region of £12 million to £18
million for things that we believed were not what
they said on the tin.

Q403 Chairman: Were those ultimately settled to
your advantage?
Mr Oakes: Unfortunately not. We did get a price
increase at one point from the Co-operative Society.
It was at a time when the market was moving up so
we believed we were due for a price rise. I think there
was a sweetener there at one point to try and put us
back in our box. Ultimately, what it came down to
was: did we really want to take our biggest
customer—because they were our biggest customer
at the time—to court over what was a substantial
amount of money but, in the bigger picture, was it
worth pursuing them for that and losing our biggest
customer? At the end of the day, when we renewed
the contract the second time—and it does hint at it
in the receivers’ report—all those issues were put to
bed. If was a bit of, “If you forget those, you can
have this.” That is my cynical view. That was the
reality of the due diligence indications.

Q404 Chairman: In hard reality, what you bought
perhaps came as a little bit of a disappointment
compared with the optimistic tone of the due
diligence and the optimism of the board in buying
the asset, because you were going to acquire a
customer base. The hard reality was there was quite
a lot of hidden cost in there which you did not see.
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Mr Oakes: There were some parts of the business
which were definitely not what we believed they
were. There were some contracts that came with the
business which were not what we thought they were.

Q405 Chairman: When you started DFB, why did
you think you could be successful, bearing in mind
the intense competition in the dairy sector? You are
up against massive competition like Arla, the very
aggressive business proposition of Wiseman. You
come along as the smallest of the remaining co-ops.
Why did you think you were going to be successful
against that kind of background?
Mr Oakes: At the time, as I said earlier, most
producers were getting paid less than the cost of
production no matter who they supplied. There was
a groundswell coming out of the Curry Report and
farmers needed to add value and reconnect with the
consumer. We believed in shortening the supply
chain and taking some of the processes. We all know
processing is not as simple as perhaps some people
think it is and there are quite a lot of costs there.

Q406 Chairman: That is an aspiration. The question
I was asking was far more focused on the business
end of it. To achieve that aspiration—we have just
had a discussion about a major investment that you
made—you were without the necessary processing
and customer base in the first instance. That is a
fairly fundamental thing that you had to do. Against
the fact that you are in this highly competitive,
capital hungry world of dairy processing, ruthless as
we have exposed in terms of our questioning about
price, what made you think from a hard-nosed
business point of view that you were going to be
successful?
Mr Oakes: We brought in the best people we could
find to help us do it. The board set the strategy but
we went out there and found the best executive team
that we perceived we could find and alongside us as
farmers on the board we also brought in retail
experience on the board and processing experience
on the board. We tried to bring in the best people we
could in order to give us the best chance. It was never
risk free. There was always a risk.

Q407 Chairman: The best led you into demise a
relatively short time later.
Mr Oakes: Ultimately DFB ended up where it did.
That is for all to see. The industry changed a lot on
the way. The dedicated supply chains which you
have heard about from Tesco—Asda still have them;
Arla still have them—all the major retailers except
the Co-op now have a dedicated supply chain. That
is on the back of the activity that the major co-ops
have invested in processing in a slightly diVerent
way. We went down the liquid route. They tended to
go down the commodity or more of the cheese route.
I perhaps personally underestimated the fierce
competition in that liquid market place. The ACC
business came with doorstep business as well. Whilst
it is declining, it was potentially quite profitable.
Doorstep demand is declining year on year but it is
still a reasonably profitable business. You were not
taking on the other major processors head to head.

It was not really until we started to deal with Tesco
and started to really stand on some of our
competitors’ toes that they started to fight back. I am
not saying they did anything wrong because they
certainly did not. Business is business and they were
not going to take it lying down.

Q408 David Taylor: You did spend about £100
million on ACC Lincoln and Bridgend dairies
expecting that the investment would be repaid by
member retentions and trading eYciency but in the
four years that followed not only did that £100
million not get paid; it was not even half paid. Are
those agencies, who gave you the best possible
advice to which you refer still around in agriculture,
giving that best possible advice?
Mr Oakes: Some are. Some are not. Some have
disappeared. Some of the people that we used as
advisers are no longer around. Some are.

Q409 David Taylor: We will move on to the
governance of DFB. I do not know whether you
were necessarily present when Lord Grantchester,
who is here in the public gallery today, told us quite
clearly that he did not feel that the governance
structure of DFB was to blame for the problems
experienced by the business. The structure that you
have, representative democracy, is that you have
farmer members, of which you are one; elected
members from their district under the members’
council, of which you are one; and the members’
council then electing people to serve on the board of
directors, of which you are one. You are well placed
to have had a close opportunity over a seven-year
period to pass comment on the governance
structure. I know this may be a retrospective analysis
but do you agree there were weaknesses and, if so,
what were the most significant ones?
Mr Oakes: The board set the strategy and the
executive went oV and did the work. As a whole, that
is no diVerent than any PLC. The diVerence is, for
me as a farmer on the board, because the business is
owned by the suppliers in eVect, we did get involved
as farmers on the board with the members facing
issues. It was the board with the executive that
interacted with the council. There was a slightly
diVerent role than there would be in a PLC because
your suppliers are your owners in eVect and you are
on the board representing them, or they perceive you
are there to represent them. I do not think that is a
weakness. That is quite a strength because you are
there with the executive. In here I am a dairy farmer
and I want my farm to succeed as well as my
neighbour’s farm. If you look at who was left at the
end of DFB, it was the farmers who were still there,
trying to put it right. There is some strength in that.
We invested a lot of money in training the council.
They worked with the Plunkett and the FFP to help
them understand any advice on accounting and
other governance structures. We also had a
scholarship programme where we were training
young, keen council members who were working
with Plunkett and the FFP again to look at the best
co-ops and PLCs throughout Europe mostly so that
there would be young, keen people to come and kick
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me oV the board. We wanted young, keen people.
Initially, we had to pick the board from the council
we had. Two of us, of which I was one—David
Wilkinson was the other—did not have any non-exec
experience when we first got on to the board. We
have since both gained quite a lot in various places
but that potentially on day one was a slight
weakness. We made that up by making sure we were
surrounded by other people with plenty of
experience.

Q410 David Taylor: What weaknesses do you think,
on reflection, the governance structure had?
Mr Oakes: I think it was very diYcult in the last six
or eight months. You wanted to tell the membership
as much as you can about where the business was. It
is their business. You feel they have a right to know
but there is confidential information and there is
commercial information there. Getting that balance
right is quite diYcult. Members felt they should have
known we had the problems we had but if you are a
PLC you would issue a statement, then get on and
put it right. You would have members on the phone
every night almost asking you what the issues were.
That is not a weakness. It could be a strength but it
is a diYculty.

Q411 David Taylor: You felt compromised by the
position that you were in really?
Mr Oakes: It was not an easy position to be in.

Q412 David Taylor: Did you get much personal stick
from the members’ council or members of it?
Mr Oakes: The whole board was very accessible.
The council could access the board very easily.

Q413 David Taylor: How much of your time
typically, prior to the final collapse period, was
involved with board activities?
Mr Oakes: Probably a week a month when the
business was in a steady state. In the last eight or nine
months it was considerably more.

Q414 David Taylor: You said quite clearly that the
board made out the strategy and you expected the
executive to go and deliver it. What was the
trajectory, if you like, of the relationship between the
board and the executive team? At some point it must
have been a tense relationship perhaps?
Mr Oakes: It was a challenging relationship. We got
rid of one chief executive relatively soon after we had
taken over ACC. We did change other senior
executives. The board changed as well because we
were challenging ourselves. They were having to
report to us and we expected them to deliver. If they
did not, they would have to account for why not.

Q415 David Taylor: Were you one of the few who
were on the board throughout its life?
Mr Oakes: No. The four of us who were there at the
end were there at the beginning.

Q416 David Taylor: Four out of?
Mr Oakes: There were six farmer directors at one
point and four non-execs who were not farmers.

Q417 Chairman: You were talking about
communication. If my memory serves me correctly,
I think one of the reasons why the Co-op got nervous
about you as a supplier was a comment in the press.
They were reading about some of the diYculties that
you were gradually encountering. I understand that
the dairy industry is the victim of quite a lot of
personal news letters, the blogosphere and all the
rest of it. Did you ever monitor what people were
saying about your business?
Mr Oakes: We were using Pinsent Mason to advise
the board over the last eight or nine months, just to
make sure that we were always in the right place as
a board, making sure we were looking after all the
stakeholders in eVect. An interesting comment was
from one of their senior partners. He had been
involved in lots of businesses in a similar position to
ours and had never seen a business with so much
noise around it and so much activity.

Q418 Chairman: I am not an expert on these things
but I gather that there are a number of privately
posted internet news letters which, if you like, put
information out. If it is not factually based,
sometimes people add their own version of it. With
that growing noise and the fact that ultimately it
contributed to the demise of your business with the
Co-op, did that not tell you something about the
degree of communication that you were having
within your business and that it seemed to be being
substituted by other people who might have been
making it up as they went along?
Mr Oakes: It was very diYcult. You either got on
and tried to put the business right for the
membership or you could have spent seven days a
week trying to address what the commentators were
saying. There were fora; there were websites. There
was a whole host of things which would have been
a full time job for somebody to address. You would
probably have never won the battle.

Q419 Chairman: You did not feel the need to deal
with that with more direct communication with the
membership?
Mr Oakes: We did but as PwC were imposed on us
by the bank and as the board were put in handcuVs
in eVect, to a certain degree, the bank were very
nervous about what we said to the membership. If
we had said anything which would have caused them
to lose money, they made it quite clear what the
consequences personally for us would be. You are
trying to manage a customer base. You are trying to
manage suppliers who are also your owners and the
membership. At the same time the credit insurers
pick up the news and one of them decides he is
getting nervous and moves. That hits the press. It
just builds and builds but ultimately you are still in
a position where you are trying to find a way
through it.

Q420 Mr Williams: You are obviously well respected
by your fellow farmers. You are on the NFU council
and you are also on the North West Development
Agency. You come from a background of running a
farm which is small compared with the business that
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you were then asked to become a director of. Did
you have any induction? How were you prepared for
that role?
Mr Oakes: We did spend quite a bit of time with the
non-execs on the board. The non-exec roles were
bread and butter for some of these people and
running very big businesses was where they had
come from. We learned from them. I went on a risk
management course to get me up to speed on that.

Q421 Mr Williams: You were doing courses like
that. Did you feel there was ever any opportunity for
you to implement those things that you had had
experience of? Did they give you any better
understanding?
Mr Oakes: I think ultimately they did and we
learned a lot from the people on the way. There are
things out there such as partnerships and one of their
roles is to educate farmer directors. We did attend
their conferences. We were not just sat there in a box
thinking that is it. I am on the board of the DFB. I do
not need to go out there and broaden my knowledge.

Q422 Mr Williams: You said that at some stage in
the co-operative’s development you had advice from
a Dutch practice. What were they saying?
Mr Oakes: That was right at the beginning and I was
not on the board then. That was the interim board.
Having spoken to one of those guys quite a lot
recently, one of the things they did was they
anglicised what Rabobank said was the ideal co-
operative model. The Dutch model would have
taken much more capital for much longer from the
farmers. It would have taken general reserves as well
as a capital contribution. We could then model to get
the UK farmer, who is not quite so profitably
minded as perhaps the European farmer, to accept
the model. The Dutch model, which if you go on to
the Rabobank website you can see, takes far more
general reserves and far more capital contribution
from the member. We got to about 4p. They say a
minimum of seven and some of them have
considerably more. That, to many of the farmers,
would have been such a big ask. Ultimately, if we had
had that general reserve and something to fall back
on—with our model there was no fat there.

Q423 Mr Williams: What you are saying really is if
you had the best continental co-operative model you
might still be doing business.
Mr Oakes: On one aspect you might be right. On the
other aspect I do not think we would have ever got
going because the ask on day one with farmers
would have been so great.

Q424 Mr Williams: You said at one time there were
six farmer directors and four other non-executives.
Was that the right balance? You were bringing great
enthusiasm to the business, knowledge and expertise
of production and a growing understanding of how
a business runs, but would it not have been better to
have more external, non-executive directors and
fewer farmer directors?

Mr Oakes: At one point we did alter the board
slightly. We dropped one of the farmer directors. The
board would have been more comfortable with fewer
farmers and more non-execs from outside of
agriculture, but the council was always adamant that
the majority had to be from the membership.

Q425 Mr Williams: How did that work as a group?
Did the farmers get their way? Did the non-execs get
their way?
Mr Oakes: No. On many occasions it would be split.
Sometimes it would be farmers and other than non-
execs. The board was never the farmers and the non-
farmers. It was a board and we had our diVerences,
whether you were a farmer or a non-farmer.

Q426 Mr Williams: Can I ask you what the farmer
directors were paid? You are a week, a month away
from your day job, your business.
Mr Oakes: It was in the annual accounts. Every
member could see it. It was the one place they always
looked at, what the farmer directors were being paid.
I think over the six years I averaged about £25,000 a
year personally.

Q427 Chairman: As farmer members of the board,
did you have any access to independent advice on
issues should you need it outwith the executive
directors’ information?
Mr Oakes: If at any time we felt we needed that
advice, we could go and get it and the company
would pay for it. There were some occasions,
especially in the last nine or 10 months, where we felt
we were more comfortable getting some advice and
we did that.

Q428 Miss McIntosh: You spoke of the Dutch model
and obviously Arla is a Danish company. Do you
have any comparisons with how the Danish co-
operatives work in Denmark?
Mr Oakes: The big diVerence with Arla is it is
literally a monopoly in Scandinavia. There is
nowhere else for the members to go as a general rule.
The issue we had with the DFB is I am farming in the
west Midlands and I could supply four or five other
people if DFB happen not to do what I want them to
do. If I am in Scandinavia and I am supplying Arla, I
have to take what they give me because there is
nowhere else to go. It is a very, very diVerent model
and it is one model that the Competition
Commission would not allow to happen here.

Q429 Miss McIntosh: Do you think that puts you
and your peers at a disadvantage?
Mr Oakes: Arla operates in the UK, not as a co-
operative. They are an oVshoot of a co-operative.
They were a PLC and the co-operative bought them
back in eVect. They are operating here to get their
Danish products into the UK.

Q430 Miss McIntosh: Can I phrase it slightly
diVerently? I would presume that the Danes have a
diVerent organisation for each producer; for milk,
for bacon, pork products etc. Do you think that is
fair competition?
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Mr Oakes: Arla and some of the other European co-
ops have spent 100 years plus getting to the size and
position they are in. Eight months ago we had a visit
from the Danish Co-operative Society. Danish
Crown came to see it. We got Arla directors and a
whole lot of other Scandinavian co-operatives. They
met with some of the board from DFB. We had some
issues but we had not fallen over at that point. They
were amazed at how quickly this business had grown
because it had taken them 100 years. They had made
a lot of mistakes in that 100 years to get to where
they got to, but we tried to do it in next to no time.
They were very complimentary about the journey we
had been on and the amount of time it had taken to
get there because they did not underestimate the
challenges that we had faced because they had been
there. Their father and their grandfather had gone
through that over two generations. They are sitting
on a lot more reserves so the co-operative model in
the UK is quite diVerent.

Q431 Paddy Tipping: Could I ask you what your
own capital contribution commitment was to Dairy
Farmers of Britain?
Mr Oakes: It was in the region of about £55,000 and
then there was the milk cheque on top of that.

Q432 Paddy Tipping: Would everybody pay the
same?
Mr Oakes: On a per litre basis, everybody paid 3p to
4p a litre.

Q433 Paddy Tipping: Would you say that asking for
a bigger injection of capital was too big an ask?
Mr Oakes: Because we are not co-operatively
minded in the UK—farmers just do not appear to
be—it would have been a massive psychological
barrier for farmers to get over on day one.

Q434 Paddy Tipping: One of the criticisms of the co-
operative movement is that injection of capital is
diYcult. Is this a good example of an
undercapitalised company?
Mr Oakes: Without a doubt I would agree with that.
The other issue that you have is that my capital
contribution to Dairy Farmers of Britain was taxed.
If I had put that into on-farm processing, on the
farm, I would have invested it and I would not have
been taxed on that investment. I paid taxes. I put the
money into DFB. With some of the other European
co-ops the tax regime is more friendly for farmers to
invest in their own collaborative business than
perhaps it is in the UK.

Q435 Paddy Tipping: Do you think we ought to look
at the co-operative model and change the rules a bit
here in the UK to make it more ----?
Mr Oakes: There is a case for that, yes. I am
supplying the Co-op now and I still believe that
farmers ultimately should work together. I have just
learned a very hard lesson along with every other
DFB producer. It does not always work, but I am
still supplying the Co-op and I would still like to see
co-ops succeed.

Q436 Paddy Tipping: Out of that hard lesson what
ought we to do to make the co-operative structure
work better for you in the future?
Mr Oakes: I think look at the issue of equity in the
business. One of the issues we had was we were asset
based lending in eVect, which turned out to be the
only route by which we could borrow because of our
corporate structure in reality. There was a reluctance
to fund us. They were not falling over themselves,
even when the business was flying and growing. We
were a co-op and actually we do not deal with co-
ops. There were issues there which made life quite
diYcult.

Q437 Paddy Tipping: Did you or any of your
colleagues have loans into the company as well?
Mr Oakes: All the farmer directors will have lost
money, as has every single member.

Q438 Paddy Tipping: Would it be too pushy of me to
ask you how much you have lost in total?
Mr Oakes: In total it would be getting on for £75,000
to £80,000.

Q439 Dan Rogerson: It struck me that you still
believe in collaboration. Do you know how many of
your members have taken the same decision and
gone to one of the other co-ops or how many have
turned their backs on it?
Mr Oakes: Quite understandably, a lot have said,
“That is it. I have had enough. That was my
company. I believed in it. We really wanted it to work
but I am not going to get my fingers burnt again”
and you can totally understand that. Unfortunately
many did not have a choice. They were grateful that
somebody came the next day to collect the milk.
That was the reality of it.

Q440 Chairman: Thank you very much indeed for
your insight into the business and for fully answering
our questions.
Mr Oakes: There were a couple of things you said
about lessons learned. One of them would be to
change the leadership quicker.

Q441 Paddy Tipping: Are you talking about the
government?
Mr Oakes: Perhaps that as well but that is not my
responsibility. Within DFB there was a point when
we perhaps needed a diVerent skill set than some of
the people we had leading the business and we
should have perhaps changed that. I believe we
should have changed that sooner. Once we had PwC
imposed on us by the bank, which was from October
onwards, it became very diYcult to then be able to
make those changes in the way you wanted to.
Staying out of trouble would have been the sensible
thing to do.

Q442 Lynne Jones: Is that entirely with hindsight or
were these issues that were being discussed?
Mr Oakes: They were issues that were being
discussed and the board regularly looked at whether
the equity team and the board itself and the
leadership of the board was right. It was debated.
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Were the people, including ourselves, still adding
value? With hindsight, we perhaps should have
changed them sooner but it was debated on quite a
regular basis.

Q443 Lynne Jones: What do you think were the
factors that made it diYcult for you to take those
decisions?
Mr Oakes: The consensus always was it was not the
right time. Looking back there is never a right time.
Just do it.

Q444 Lynne Jones: People did not want to grasp
the nettle?
Mr Oakes: There was always something round the
corner. We spent a lot of time looking for a strategic
solution with Dairy Farmers of Britain and we went
down a lot of avenues on that. There was always
something just round the corner which stopped us
making some of the changes we perhaps should
have made.

Q445 Lynne Jones: Hoping for something to turn
up?
Mr Oakes: No. There was a bit more than hope.
There was always something that you could nearly
touch but not quite.

Q446 Mr Williams: From some of the comments you
have made, I almost believe that PwC played a very
positive part in this. Their actual role was curious, I
thought, because at one time they were advising you.
They had responsibility to the bank as well. They
then advised the bank to lend you another £13
million or something like that and then, within a
week or a fortnight or so, they were the receivers of
the business.
Mr Oakes: As I said earlier, they were imposed on us
by the bank. We paid their fees. They reported to the
bank and if we were lucky as a board we got to see
what they said, in reality. It was not a comfortable
relationship from where we were. The workload they
created for the executive, in my view, took the
executives’ eye oV running the business because PwC
were running them around ragged. They wanted a
report on this, this and this. The executive could not
run the business because we had PwC coming in,
looking at the five to three strategy, looking at
selling. Initially, they were the bank’s advisers in the
business. Then they were selling the process and then
they were the receiver. It was almost a seamless
process.

Q447 Chairman: There has been a lot of contention
about the fact that farmers lost their April milk
cheque and the question was should you have drawn

stumps earlier, when you could see that the end was
nigh; whereas the alternative, dealing with a spring
flush in an orderly manner, was an objective worth
having, therefore soldiering on. Why did you not
pull the plug earlier?
Mr Oakes: As I said earlier, we had Pinsent Mason
literally advising the board on insolvency matters.
They were there at the side of me, John Grantchester
and the rest of the board, making sure that we were
solvent and that, at any point, we were not trading
as an insolvent business. We were very conscious of
that, not just for the members but other
stakeholders, including the employees. We were at
all times trying to make sure that there was still a way
out of this or we believed there was a way out of it
and we were not trading in an insolvent way. The
bank also were quite cute in making sure we were
always funded to the point they wanted us to be
funded to. The only time initially we needed an over
advance was to pay the milk cheque. They would
give us an over advance because you have a massive
spike when you pay £17 million or £20 million out.
You have another advance for maybe five million
because you do not have enough capital in the
business to pay the milk cheque and then the money
comes in so it goes back down. They would make
sure that you were funded to the point they wanted
you funded to. You were a funded business with
funds.

Q448 Chairman: The hard reality is, at the end of the
process, farmers missed out on a month’s worth.
Mr Oakes: You also had the bank watching the
board, making sure that I was not looking after the
farmers.

Q449 Chairman: I am asking the question on behalf
of the many farmers who have written to us, who do
not understand from their perception why it was that
the business did not cease trading earlier—their
perception, rightly or wrongly. They are sitting there
in the middle of the dairy thinking they will send the
milk oV and they are going to get paid for it. The
reality dawns. Receivership. No milk cheque. They
are saying, “If you knew it was that bad, why did you
not stop then? Maybe we could have found some
other outlet for the milk.” From their point of view,
they feel cheated.
Mr Oakes: When there was no way out, that was the
day we called the receiver in.

Q450 Chairman: For the record, because people are
going to read what you say, you are saying to me that
you as a board continued to trade the business “as
normal” because you firmly believed that you could
find a way through the diYculties and therefore pay
farmers for the milk that they had supplied?
Mr Oakes: Until we lost the Co-op contract and that
became public knowledge, if the 523 project, as you
heard last week, had turned the liquid business
round, we could still supply Tesco. We could still
supply the Co-op. The liquid part of the business was
the bit that was dragging us down in reality. We had
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addressed that. The farmers had taken the hit of the
£10 million costs in their 2p price reduction and the
business was starting what we had challenged the
executives to make it do. When we lost the Co-op
contract, then we thought where do we go now. The
Co-op were made fully aware of the potential
consequences if we did not get that contract. When
we lost that contract, it became very clear that we
needed a managed exit that did least damage to all
stakeholders. It was only at that point. We were still
looking for a managed exit. Whether that was

Memorandum submitted by the Department for Environment, Food and Rural AVairs (DFoB 10)

Executive Summary

1. DFB was already considered by observers to be the weakest GB dairy before global demand for dairy
commodities decreased and UK milk prices dropped significantly. DFB announced restructuring in autumn
2008 and then approached BERR in February 2009. BERR Insolvency Service approached Defra before
oVering DFB assistance under the Redundancy Payments Scheme, which DFB declined.

2. DFB kept Defra informed as they tried, but failed to recapitalise the business and before they
appointed Receivers (PwC) on 3 June 2009. Defra continued to liaise with DFB, PwC and other parties with
the aim of ensuring minimum disruption to milk supply.

3. Ministers judged that DFB was not viable at national level so did not provide public funding for the
business. Defra worked with RDAs and as a regional priority with ONE North East to keep Blaydon open
while an attempted management buy-out sought funding.

4. Within one month of DFB entering Receivership virtually all producers and milk had been contracted
to new buyers and no milk had been destroyed.

Summary of Background to Industry and Market Situation and DFB

5. Global and EU milk and dairy commodity prices boomed in 2007–08 (in some cases by 150%) leading
to a rise in production just as the economic downturn gathered pace. Global demand decreased in
2008–09 and global prices slumped (well below previous levels) as a result, with UK milk prices down by
20% in sterling terms, less than in many other Member States.

6. DFB had for several years been considered by observers the weakest GB dairy company with half its
business in milk brokerage and poor returns on its liquids business which was struggling to compete against
more eYcient competitors. Speculation over DFB’s viability reached a peak in autumn 2008 as DFB
announced significant restructuring, dairy closures, job losses (25% of staV) and producer milk price cuts to
c.15% below the UK average. The Chairman resigned, and Lord Grantchester took on the role. DFB
publicly blamed the fall in cream prices, declining doorstep sales and increased input costs.

Defra Approach and Activity

7. Defra were contacted by BERR in February 2009. DFB were closing some loss-making dairies (liquids
plants) and asked BERR about public funding under the Redundancy Payments Scheme. BERR advised
DFB they were eligible for this support but DFB declined it. We understand this was because Scheme
conditions mean only statutory redundancy payments are made by BERR while DFB and their employees
agreed they would pay enhanced payments.

8. In late March 2009 Lord Grantchester (DFB Chairman) approached Defra, meeting Jane Kennedy
(Minister of State) and then oYcials to explain in confidence DFB’s financial situation. PwC, acting for
HSBC as DFB’s bankers, attended the oYcials’ meetings. DFB’s liquids business continued to lose cash,
the number of farmer-members continued to decline as farmer-members resigned, and they were reaching
the limits of their financing agreement with HSBC. To counter this DFB were asking their members and
loanstock holders to convert their investments and loanstock into equity and to raise equity via retention
from members’ milk cheques. This would have enabled DFB to raise further cash, without which the
payment of the mid-April milk cheque was at risk. However, while the DFB Members Council agreed the
conversion of loans to equity, the retention from milk cheques was rejected. The Bank allowed DFB time
to sell or find an alternative solution whilst ensuring the business continued throughout the spring flush
(peak milk production). PwC were also trying to raise cash by through selling profitable parts of the business.

parking various parts of the business and various
members with other PLCs, with other co-ops and
creating the least damage, that was what our focus
went onto at that point. It was only when the bank
would not fund us to get through that process that
we had to call in the receiver.
Chairman: Thank you very much indeed for the
candour of your remarks. It has been very useful.
Can I remind colleagues that in a moment we are
going to adjourn the Committee but we recommence
with the Minister at 5.30. Thank you very much.
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9. DFB did not formally ask for government money, but it was clear they were exploring whether any was
available. With the agreement of the DFB chairman, Defra contacted the North West Development Agency
(NWDA) to put them in the picture in confidence and give them Lord Grantchester’s contact details. DFB
declined NWDA’s oVer of a meeting. OYcials also discussed the situation with BERR’s Insolvency Service.
Defra Ministers discussed the situation with oYcials and concluded that there were weak grounds for
investing public money into a business that was on the verge of bankruptcy, whose business model was
uncompetitive, and where there were suYcient competitors to take over viable elements of the business
without significantly aVecting the competitiveness of the milk supply chain. It appeared unlikely that it was
a viable business without major restructuring, requiring significant sums of money. It was for NWDA to
explore with DFB what help they might be able to oVer in accordance with regional priorities.

10. Ministers concluded there was a possibility that at some stage in the near future DFB could be put
in the hands of Receivers. In that case the critical issue for Defra would be working with DFB and other
parties to ensure that milk producers continued to be able to get their milk oV-farm to avoid any being
thrown away (risking environmental damage). New buyers should be found for their milk so that
economically viable milk producers could continue to produce milk if they wished to and UK milk
production should not be reduced significantly.

11. As a result of these discussions Defra oYcials encouraged Lord Grantchester to start contingency
planning to maintain the milk supply chain in the eventuality of financial collapse, and also spoke with Dairy
UK to discuss the hypothetical situation of how the industry might work together to maintain the milk
supply chain if a large processor failed.

12. DFB announced the splitting of its business into two divisions on 21 April: the loss-making liquids
business and the profitable milk supply and cheese business. The CEO also resigned, and on 23 April the
Co-operative (retail) Group announced it was not going to renew its contract with DFB for liquid milk. This
was DFB’s largest liquid milk contract. The sale of its profitable Nene Valley Foods business was announced
on 20 May. In late May, and as part of continuing contact, Lord Grantchester intimated that events were
about to take a new turn and he wanted to meet oYcials in the following week. However on 3 June 2009,
Lord Grantchester informed oYcials that DFB had appointed PwC as Receiver and Manager (publicly
announced later that day). It became clear that while Lord Grantchester had been expecting to tell oYcials
of a planned receivership (anticipating members’ rejection of refinancing plans) to take place in mid-June,
the Board had had to act immediately.

13. OYcials spoke with the Receiver that day who confirmed their arrangements for continuing to take
milk oV-farm and the other arrangements subsequently made public, and agreed to meet the Receiver early
the following week. OYcials also contacted Dairy UK and other industry representatives to ask for
cooperation to ensure continued milk supply and manage emerging issues. The industry shared these goals
and willingly assisted, acting to minimise disruption. On 8 June Defra hosted a meeting with the Receiver,
the chair of DFB Members Council, representatives from WAG, GOs, RDAs, and BIS Insolvency Service
(formerly BERR) to ensure that all parties had the full picture, to facilitate information exchange, and to
ensure everyone was focused on the priorities of maintaining the milk supply chain within the constraints
of Receivership. Defra drew attention to existing public schemes and sources of advice and support that
might be useful to aVected farms, businesses and employees. Over the following days oYcials remained in
close contact with key parties particularly the Receiver, DFB Members’ Council, GOs/RDAs and WAG.

14. With DFB farmer-members leaving DFB for other milk buyers at very short notice, Defra put the
RPA in touch with the Receiver to ensure the administrative procedures required for monitoring milk quota
were managed appropriately.

15. Defra oYcials discussed with all parties and provided advice on the appropriate use of RDPE funds
(eg expansion and development of value-added dairy products, diversification out of dairy and retraining
on land-based skills) and Business Link’s Enterprise Guarantee Scheme (both through RDAs), and tax
deferrals available from HMRC under the Business Payment Support Service. The National Parks were
contacted to explore any subsidies available under environmental schemes for vulnerable farmers. On 8 June
the Secretary of State telephoned the Chief Executives of One North East and NWDA and wrote to the
British Bankers Association and Agricultural Industries Confederation to request sympathetic handling of
farmer members who would be suVering cashflow diYculties.

16. On 9 June the Secretary of State updated the House in a written parliamentary statement, providing
further updates during debates on the rural economy on 15 June and Food, Farming and the Environment
on 18 June then in a further written parliamentary statement on 30 June.

17. On 11 June the Secretary of State telephoned Mark Allen, Dairy UK chairman, to discuss the
situation and commend the industry for its positive and constructive actions, including Dairy UK members’
clear position against exploitation of DFB members by oVering them unnecessarily low milk prices as was
rumoured to have occurred in some cases.

18. Throughout this period the Receiver had been selling as much of the DFB business as he could as
going concerns. These sales had included the Lubborn cheese business, the Llandyrnog creamery, and
various depots. The Receiver had approached HMRC requesting sympathetic tax treatment of DFB
members and Defra had liaised with HMRC who confirmed their staV were aware of the situation.
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19. On 11 June discussions with One North East and the Receiver revealed that there was a possible
Management Buy-Out for the Blaydon dairy. To be viable the MBO needed suYcient customers and Defra
oYcials explored with a leading customer who had withdrawn from their contract with Blaydon whether
they would be willing to reconsider if the MBO was successful.

20. Defra oYcials liaised with the Receiver, One North East and HM Treasury to consider the use of
limited public funds to provide a small amount of working capital to allow the MBO time to succeed.
Ministers were advised that such support was unlikely to be successful and could not be approved by
Treasury oYcials. However, given the number of jobs at Blaydon, the impact of the DFB collapse in the
region and the possibility of a management buy-out, Ministers agreed that they would, together with One
North East, to provide funding to keep Blaydon open over the weekend, so that those attempting the MBO
had time to agree financing with their backers.

21. On 12 June the MBO’s financial backers refused to provide suYcient financial backing in the timescale
needed. Defra immediately contacted the Receiver and the Receiver moved to close Blaydon. In agreement
with the Receiver, Defra organised a further meeting on 17 June bring all parties up to date with
developments and to address outstanding issues. Jim Fitzpatrick (Minister of State) attended part of this
meeting. Other attendees were representatives of: the Receiver, DFB Members’ Council, WAG, RDAs &
GOs, Dairy UK, NFU, FUW, the clearing banks, RABDF, ARC-Addington Fund, RABI, TFA, CLA.

22. The meeting heard that half of DFB’s producers (active farmer-members) had already found new
buyers for their milk. Actions that were agreed at this meeting included the following:

i. The Receiver agreed to consider easing contractual obligations on remaining farmers so that they
could move more rapidly to new buyers once they had found one, and the following week
implemented this;

ii. The banks agreed to take a more proactive approach to contacting their DFB farmer customers
to discuss their financing needs;

iii. RDAs agreed to contacting remaining DFB members in their regions who had not found new
buyers for their milk to make sure they were aware of advice that was available to them to help
them make what were going to be diYcult business decisions;

iv. Dairy UK also described how it was working with others to match remaining farmers and potential
buyers, and Defra subsequently agreed that EFFP could use £10,000 of its existing funding to assist
this process.

v. Defra agreed to draw up a “suite of options” for all parties to use to ensure appropriate assistance
was provided to farmers and subsequently circulated this.

vi. Defra requested enforcement agencies to take a sympathetic approach to DFB members if they
were planning inspections during this period

23. On 26 June the Receiver announced that all remaining producers were being oVered a rolling
18.45ppL contract by Milk Link. This was included in the Secretary of State’s 30 June written parliamentary
statement. The following day he spoke to Stephen Yates (Chairman of DFB Members’ Council).

24. After that weekend virtually all farmers had decided their immediate future (1,759 of 1,813 on new
contracts) with 45 retiring from dairy farming and nine undecided (within a few days the remaining nine had
decided what to do).

25. On 22 July a Defra oYcial met with the Receiver to review what had happened and consider remaining
issues leading up to the main creditors meeting on 7 September. The Receiver explained he would be writing
a report similar to those written by a Receiver and Administrator, and when settling the accounts he would
determine what action to take on members’ and ex-members’ Loan Guarantees.

DEFRA

September 2009

Supplementary memorandum submitted by Department for Environment,
Food and Rural AVairs (DFoB 10a)

MARKET SITUATION BRIEF FOR EFRA COMMITTEE

Market Situation

As shown in chart 1, Farmgate milk prices in the UK were at their lowest between 1998 to 2006, since
their heights further back in 1996. Prices fell sharply after 1996, when the Milk Marketing Boards (MMB)—
which kept prices artificially high—were wound up (see chart 1). 2007–08 was an exceptional year however,
which saw farmgate prices rise to record levels. A combination of strong demand for dairy products, low
world stocks and tight supply largely due to adverse weather, resulted in market shortages. Prices for dairy
products on the world market rose quickly in the first half of the year to reach record levels, above prevailing
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internal EU prices. EU processors reacted by switching available milk into export commodities and internal
EU prices also started to rise. Consumer product prices eventually started to catch up in the last months of
the year as stock already in the supply chain cleared and the time required to aVect price increases elapsed.

Record global returns stimulated milk production and international markets corrected sharply towards
the end of 2007.

Chart 1

EVOLUTION OF FARMGATE MILK PRICES
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During 2008, EU and world prices for dairy commodity products (such as butter, skimmed milk powder
and whole milk powder) fell sharply. This downturn was a result of a number of factors: the global economic
situation; the diYculties getting credit; increased global milk production; and reduced demand (partly in
response to the record high prices seen in 2007). Across the world, supplies of dairy products are building
up, sales are weak, and prices have fallen to market support levels.

From the end of 2008, Dairy Farmers of Britain (DFoB) were struggling to restructure their finance, but
as the following graph shows, month on month, UK milk prices fell further and remained low until June/
July 2009.
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Milk Prices Evolution  (up to July 09)
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This Pattern is evident across all major EU milk producing countries
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Across the world, the situation is best shown by examining USA and New Zealand prices.
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Background

Producer numbers

Producer numbers in the UK continue to fall by about 6% on average year on year and stood at
17,060 (11,685 in England and Wales as at August this year, down 3.5% on year earlier figures) in 2008. The
trend of producers leaving the dairy industry is not new. For example, in 1943 there were 100,000 producers.
When the Milk Marketing Boards were abolished in 1994, there were around 28,000 producers in England
and Wales. The trend of declining producer numbers is not restricted to the UK. In some cases in the EU,
the numbers of dairy farmers leaving the industry has been much higher than it has been here. The trend is
towards fewer, larger herds. Economy of scale is no doubt one of the main drivers behind this trend.

Country 2006/07 2007/08 Yr on Yr % change

Denmark 5,365 4,940 -7.92%
Finland 15,597 14,400 -7.67%
France 105,349 99,326 -5.72%
Germany 104,017 99,464 -4.38%
Ireland 21,895 20,883 -4.62%
Italy 48,017 45,559 -5.12%
Portugal 12,314 11,011 -10.58%
Spain 28,670 25,832 -9.90%
Sweden 8,399 7,903 -5.91%
United Kingdom 18,794 17,752 -5.54%
EU-25 Total 885,868 789,368 -10.89%

Source: DairyCo

Production

UK milk production has fallen consecutively for the last five years and the current total, 12,858 million
litres, is the lowest in the UK since the 1971–72 milk year. Meanwhile, EU production fell towards the end
of the 2008–09 milk year but drew level at the end of that year and has since been above the previous two
years for the first three months of the 2009–10 milk year.
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According to Dairy UK (who represents the majority of UK processors), “lack of confidence amongst
farmers to invest in the industry” has been the most important long term influence on milk production.

The graphs below show and EU milk production based on deliveries to dairies.
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The UK now operates in the global market. The table below shows milk production for the main
competitors in the world market
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53% of the raw milk produced in the UK is used to produce liquid milk, with cheese production being the
next largest use, accounting for 28% of milk utilisation
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Department for Environment, Food and Rural AVairs

October 2009

Witnesses: Jim Fitzpatrick MP, Minister for Food, Farming and the Environment, and Mr John Bourne,
Deputy Director for Livestock and Livestock Production, Department for the Environment, Food and
Rural AVairs, gave evidence.

Q451 Chairman: Can I welcome everyone back to
this resumed session of the Committee’s inquiry into
Dairy Farmers of Britain and welcome, for the first
time before the Select Committee since his
appointment, Jim Fitzpatrick who is the Minister
for Food, Farming and the Environment. He is
supported today by an old friend of the
Committee’s, John Bourne, the Deputy Director for
Livestock and Livestock Products, so you are very
welcome indeed. Minister, I think it is clear that
people recognise the very considerable, helpful role
that Defra played in helping to pick up the pieces
when Dairy Farmers of Britain went into
receivership, and certainly I think those of us who
observed the sort of aftermath would recognise that
a lot of farmers found a home for their milk very
quickly, and Defra have played a very positive role
in doing that. However, this inquiry is trying to get
to the bottom of what went wrong and what lessons
we can learn from this because obviously there are
still milk co-operatives in existence and co-operation
within the agriculture sector is an important part of
life, so there are some wider issues. Can I just ask
about the overall role of Defra in monitoring the
health and performance of diVerent sectors in
agriculture, like dairy. Do you have any kind of

regular watching brief and do your oYcials keep you
posted, not so much on a company-by-company
basis, perhaps that would be asking too much, but in
terms of a sort of sectoral analysis of strengths,
weaknesses and issues? How does it work?
Jim Fitzpatrick: Well, first of all, can I say that it is
a pleasure to be appearing in front of the Committee
for the first time, Chairman, and I look forward to
other occasions in the future. I am very pleased to be
here today with Mr John Bourne, as you say, our
Deputy Director of livestock issues. I think Defra’s
role is that there are no statutory powers and
responsibilities in respect of the accounts of
agricultural co-ops. Obviously, the Department
monitors performance, production and all the usual
things, like animal health, et cetera, but, in respect of
the financial health of companies, we do not have the
responsibility for that.

Q452 Chairman: Perhaps I have not made myself
clear. What I am interested in is that the Dairy
Farmers of Britain organisation was part of the
dairy sector, and Defra has always taken a very keen
interest in the health of that, bearing in mind that,
when diYculties come, sometimes it is because there
are particular pressures on a particular part of the
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agriculture sector. I merely ask, not on a company-
specific basis, how Defra monitors, if you like, the
health of the diVerent sectors within agriculture for
which it does have a responsibility.
Jim Fitzpatrick: Well, we have got 190 accountants
in the Department who are monitoring all manner of
issues and the performance of the various sectors of
agriculture. It is a matter of obvious, natural interest
that we make sure that the sector is as healthy as it
possibly can be, and it is our role to do what we can
to assist and to support all the diVerent aspects of the
sector, but, as I say, we do not have a statutory
responsibility in terms of—

Q453 Chairman: No, I know that, but you like to
know what is going on.
Jim Fitzpatrick: Well, I think we do.

Q454 Chairman: When you go out as a Minister and
somebody says, “The dairy industry’s having a
rough time, Minister”, you have got to be able to
answer the question, so you need to know about it.
The reason I am asking that is whether anybody sort
of keeps diVerent sectors on the radar in case there
are problems coming up that could aVect the well-
being of individual companies. For example, if there
were to be a significant price war on the price of milk,
one might say, “Oh yes, that might aVect the well-
being. What can we see on our radar?” You have, as
a Department, very close links with the world of
agriculture, you listen and people come and talk to
you, and you have a dairy industry council,
whatever the appropriate title is. I just want to get a
flavour of what information you have about the
general healthiness of sectors and, in this case, the
dairy sector.
Jim Fitzpatrick: There is constant monitoring of all
manner of information and trends, Chairman, in
respect of monitoring price fluctuations, monitoring
the volumes that are being produced, monitoring
how much is going into which diVerent products and
what the performance of diVerent companies is. This
is a daily activity within the Department that we
are—

Q455 Chairman: So, when Dairy Farmers of Britain
was first constituted, did anybody from within Defra
write a little note to a Minister which said, “The
Minister might like to note that there is a new co-
operative come on to the radar made up of X, Y and
Z”, just giving a little background information
because obviously, now the thing has failed,
somebody might have got such a note out and said,
“Oh look, what did we say when it came into
existence? Do we note anything’s happened
subsequently and can we try and explain why we
think it failed?”
Jim Fitzpatrick: Well, obviously we have been
monitoring very closely the examination of what
went wrong, the receiver’s report, and we are very
interested obviously in your examination and what
you conclude as the background to reasons for
lessons to be learned. We have monitored the
company from the start and we are there to assist

companies, but it is not our responsibility to run the
companies for them, whether they are private or
collectives.

Q456 Chairman: Nobody is suggesting for one
moment that it is, but in the way that ministers are
kept informed and information is given to them, I
just wondered if you had had any commentary from
your oYcials as to what they thought were, if you
like, the reasons it failed.
Jim Fitzpatrick: Well, we became aware, I think,
initially anecdotally in late 2008 that there were
problems, but we did not actually get formal
notification until early 2009, so we do keep track of
how companies are performing, but, given that we
do not have the statutory responsibility to look at
their accounts, then it is not our role to run
companies as Government; that is the companies’
responsibility.

Q457 Chairman: Nobody, Minister, is suggesting
that that is your role, but you do have the watching
brief as the Agriculture Department, and I was just
interested to know whether anybody had sort of
given you the benefit of their views about it because
your evidence, for example, describes DFoB’s
business model as “uncompetitive”.35 Now, that
conclusion could not have been reached unless
somebody had analysed it, so I do not think it is an
unreasonable question for me to ask why did you
think it failed when somebody had come to the
conclusion that it was uncompetitive.
Jim Fitzpatrick: Well, the lessons learned in the
analysis of the problems that clearly arose give rise
to a number of explanations: global market
production; UK price; the price that they paid
initially for the assets that they took over; the lack of
investment in modernisation; and the competition
who had invested and who were modernising. There
were a whole number of reasons, looking back, as to
why DFoB did fail and why they were
uncompetitive, but, in respect of our monitoring
arrangements during the course of their activity, as I
say, it was not, in our view, our responsibility to
monitor the commercial viability of DFoB; that is
very much a matter for the company. Our job is to be
there to assist and to be there to advise. When DFoB
came to us, we indicated that, if we were able to
assist, we would be happy to do that. When they
went to DBERR, as it was, then we became aware of
that. There were meetings oVered, there were
suggestions made, but DFoB decided that they were
running the company, they would try their own
solutions and they followed the path which, sadly,
ended up in their going into receivership.

Q458 Chairman: That is all very interesting, but I did
not hear an answer to the question I asked which is
in paragraph 9 of your evidence. You indicate that,
when the company went belly-up, “Defra Ministers
discussed the situation with oYcials and concluded
that there were weak grounds for investing public
money into a business that was on the verge of

35 Ev 92
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bankruptcy”, and I quote, “whose business model
was uncompetitive, and where there were suYcient
competitors to take over viable elements of the
business”, et cetera, et cetera. All I am asking is:
when the person who wrote this evidence to the
Committee wrote, “whose business model was
uncompetitive”, why did they come to that
conclusion? What were the elements that led you to
that piece of analysis? That is all I want to know.36

Jim Fitzpatrick: Forgive me, Chairman, I thought
you were asking about the period leading up to their
diYculties, their obvious public diYculties, our
being informed of them and our response.

Q459 Chairman: I was.
Jim Fitzpatrick: In that instance, that was before our
responsibility. When we got involved and it was
looked at to see what we could do to help, obviously
questions were asked, “Should we step in? Should we
not step in? What are the conditions of the company?
What are the prospects?” and the evidence quite
clearly says that at that time, having looked at it, the
viability of the company did not suggest that what
we should be doing would be—

Q460 Chairman: The viability was not what I asked
about. What I asked about was the competitiveness,
and somebody has written down here on your
behalf, “whose business model was uncompetitive”.
I just want to know why you felt that the business
model, which was the one which it must have started
out with, was uncompetitive. Mr Bourne, can you
help us? How did you come to that conclusion? You
obviously advised the Minister that his evidence was
perfectly good enough to send to us and, therefore,
there must be something that underpins it. That is all
I want to know.
Mr Bourne: I think the very simple answer is that it
was, almost by definition, uncompetitive or it would
not have been in the situation it was compared with
its competitors, so its competitors were healthier
than it, so I think, in a sense, it is stating the obvious,
that it was uncompetitive.

Q461 Chairman: I just wondered if you would
develop that point a bit. In other words, why was it
not as good as its competitors, in your opinion?
Mr Bourne: Well, I would not put myself up as a
business expert, and we had talks—

Q462 Chairman: But the Minister has just talked
about economists and accountants coming out of
your ears.
Mr Bourne: They are slightly diVerent from business
experts, but we had talked with other stakeholders
for quite some time over Dairy Farmers of Britain
because it was not unknown amongst the
stakeholder community that it had its issues and, if
you took a sort of collection of thoughts from what
most people were saying, I think what we are doing
is reflecting what we were being told by other people.
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Q463 Chairman: What kinds of issues were the
stakeholder community communicating to you were
the problems that they faced?
Mr Bourne: I think very largely the one the Minister
has referred to and as you will see in the receiver’s
report. I think it is fair to say that there is a
considerable consensus of opinion about what the
issues were.

Q464 David Taylor: I too was intrigued by that
response, that Dairy Farmers of Britain was
uncompetitive because it had collapsed. That is a
little like a pathologist being faced with a corpse on
the slab, having the prime conclusion of their report
that that person has died. This is self-fulfilling surely.
There must have been other aspects of the activities,
the structure and the performance of DFOB which
had led to a more sort of insightful assessment before
it actually collapsed.
Jim Fitzpatrick: Well, as I have said and as Mr
Bourne has said, looking at where they were in terms
of their viability and the fact that they had paid the
price they had for the assets that they had, the lack
of investment in modernising—

Q465 David Taylor: Like ACC, the price they paid
for the investments they had?
Jim Fitzpatrick: The price that they paid for the
assets that they had taken on was felt to be high, the
fact that they had not invested in modernisation, the
fact that their competitors were in a better position
in respect of products, the price of milk going down,
the global demand downturn; there were a whole
number of factors which indicated that they were not
in as good a position.

Q466 David Taylor: So this is post-hoc
rationalisation then, is it?
Jim Fitzpatrick: This is an analysis of how they got
into the diYculty. We were not tracking the company
and saying to the company, “We’ll look after you,
we’ll do your accounts for you and we’ll give you
advice as to how to run your business”; that is
their job.
David Taylor: No one is suggesting that that should
happen, Minister, but this was a co-operative that
was responsible for a sizeable proportion of the
liquid milk market.

Q467 Chairman: Let us move on to the question
about co-operation because it is an important model
for organising activity in agriculture and obviously
in the dairy sector. From the Defra standpoint, could
you just give us your views as to what you think the
advantages and the disadvantages of the co-
operative model in the dairy industry are?
Jim Fitzpatrick: The advantages straightforwardly
would be, in terms of scale, the ability of bringing a
whole number of people together to be able to allow
them collectively to do that which they could not do
as individual, smaller operations. I think that is
obviously the most significant. The diYculty they
have, by virtue of being smaller operations, is the
ability to secure the investment and that is a major
obstacle which would still be there for them because,
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despite the fact that they come together as a larger
co-operative/collective with an ability to produce
products and to combine together to purchase
equipment which allows them to diversify into that
which they can produce for market, it is more
diYcult for them to be able to secure investment, to
secure finance from the banks because they do not
have the collective identity that one company would;
so there are advantages of scale, but there are still
disadvantages in respect of being a number of
smaller organisations combining together in a co-
operative/collective fashion.

Q468 Chairman: Well, given that the Friendly
Societies Act, as was, the Provident Societies Act, I
think it is now called, determines the legal
framework in which the co-ops operate and the
Financial Services Authority, a statutory body, looks
at the governance issues and given your observations
about the financial strengths and weaknesses of the
co-operative model, has Defra at any time in the last
five years done any analysis to see whether, given the
statutory underpinnings of co-operation, there
needed to be reform?
Jim Fitzpatrick: There is certainly consideration
being given in Government by the Treasury to the
rules of governance for co-operatives and collectives
and, given that they, via the Financial Services
Authority and other agencies, are responsible for
overseeing the workings of the co-operative sector, it
is their responsibility to modernise, to update and to
amend those rules of governance, and I am aware
that they are looking at those and I know that the
NFU have been asking to make sure that that has
been happening.

Q469 Chairman: Well, given the Secretary of State’s
very strong statements in recent times about the
importance of the food chain, the importance of
domestic agriculture, the need to sustain our
productive capacity and Defra’s lead role as the
advocate for the agricultural industry within
Government, have you been given any information,
observation or views about what you think the
Treasury ought to be looking at in terms of strengths
and weaknesses and how this exercise you have just
described should be addressing those factors for the
benefit of achieving the objectives which the
Secretary of State has laid out in terms of UK
agriculture?
Jim Fitzpatrick: Mr Bourne has been in direct
contact with Treasury oYcials on this, Mr Jack, so I
suspect he may be able to throw more light on the
answer.
Mr Bourne: I have, but not for the last five years. I
have done it largely in the light of Dairy Farmers of
Britain. I am not aware, to answer the question
directly, that Defra has done a specific analysis of co-
operatives in the form that you ask, but the Treasury
has been leading on it and it has come up in relation
not just to agricultural co-operatives, but, as you will
be aware, the much wider financial issues related to
some co-operative societies or co-operative-type
societies in recent years.

Q470 Chairman: Well, I suppose I am a little bit
surprised at that because it was encouraging to hear
that the Treasury are looking at this, but perhaps a
bit disappointing that Defra has not been giving
them some feedback, some input, from what I might
call the ‘front line’ because, am I not right in saying,
something of this scratches at the back of my mind,
that there was an English Food and Farming
Partnership set up by Defra and was it not expressly
tasked with assisting the development of co-
operation? When was that partnership formed?
Jim Fitzpatrick: Well, the EFFP business work on
this was, as I understand it, taken over in March
2008.

Q471 Chairman: No, that was not the question I
asked. The question I asked is because the
partnership has changed over time from what its
original objectives were, so let us start back at the
beginning. This was after Don Curry’s work, right?
Jim Fitzpatrick: Yes.

Q472 Chairman: And this body was established, as I
recall, but my memory is a bit rusty, to encourage the
development of co-operation within English
agriculture. Is that correct?
Jim Fitzpatrick: Yes.

Q473 Chairman: So when was that?
Jim Fitzpatrick: Well, EFFP was formed, as I
understand it, in 2003.

Q474 Chairman: So in 2003 you were happy to
underpin the role of a body which was designed to
strengthen co-operation. Did Defra monitor what
the partnership was doing, its work, its
achievements, its information? Did you do any of
that?
Jim Fitzpatrick: There was a report prepared for
Defra on the Food Chain Development Division in
April 2008, Chairman, to look at this particular—

Q475 Chairman: So this partnership sort of tootled
away for five years, tasked by Government to
encourage co-operation, and then in 2008 some kind
of report appeared. That is quite a long time of
silence really. The reason I am asking this is because
it was quite interesting and the Government at the
time, I remember, when Curry came out, felt that the
co-operative model was a good one to encourage
and, therefore, if it had taken five years to produce a
report, one might deduce from that that all might not
have been well, that the move to co-operation which
typifies much of mainland European agriculture had
not moved forward in quite the way that you had
hoped. Therefore, not unreasonably, one might have
asked the question why and, if the answer to why, if
you like, reflected on the work that Mr Bourne had
said, you might have thought that Defra would have
learnt from the partnership’s work and advised the
Treasury accordingly, but I do not get the impression
that that occurred.
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Jim Fitzpatrick: Well, the report was produced,
Chairman, and I would be very surprised if the
Treasury had not taken on board the
recommendations.

Q476 Chairman: That again is slightly ducking the
issue because you are the lead body for agriculture
and food in Government. You guys are on this great
Cabinet Sub-Committee that pulls it all together, so
you are number one in this and I would have thought
that, if there is work going on in the Treasury, given
that you have experience in the field of co-operation,
you would have been drawing upon that to inform
this exercise. Now, if it has not happened, just say so
because it helps us to understand where Government
is in terms of examining the co-operative model.
Jim Fitzpatrick: I do not think we are saying that it
has not happened. I think what we are saying is that
EFFP have produced a report, there are a number of
recommendations in there about governance, about
directors, about training and about collectives and,
at the same time and subsequent to that, the
Treasury have been looking at the governance rules
and modelling with the FSA and they have had
consultations earlier on this year about the amount
of money that can be staked in co-operatives about
governance, and they are looking at that, so forgive
me for not being able to answer the question directly
as to whether the Treasury read the EFFP report, but
I would be very surprised if they did not take on
board that background and research work when
they are coming forward with recommendations and
consultations.

Q477 Chairman: If you are looking at governance,
then would it not have been sensible to have
examined the governance structure of DFOB to see
if there were some lessons in the governance area, the
training area, which might have helped to inform the
work that has been going on? Was that done? Has
that been done, Mr Bourne?
Mr Bourne: What I can say is that EFFP during this
process worked closely with DFOB, so that was
actually part of the work they did.

Q478 Chairman: And over what period was that?
Mr Bourne: I cannot give you the answer to that as
I do not know.

Q479 Chairman: Well, could you find out for us and
let us know?37 The reason why I am asking all these
questions, and I am not just being awkward for the
sake of it, is that I am trying to establish whether the
real world of experience with a co-op which, sadly,
has gone is helping to inform the work which
Government is encouragingly doing to see if there
need to be improvements not just in governance, but
let me move on. Does governance act as a shorthand
proxy for structure and, to pick up on a point the
Minister made earlier about capital-raising, is that
all part and parcel of the Treasury’s work? Is it
looking at the whole package, eVectively?

37 Ev 110

Mr Bourne: Yes, I think, is the answer. I have spoken
to the Treasury and those are certainly some of the
issues that they are concerned with, and it is not just
the Treasury. If you look elsewhere in the world, if
you look at what is happening at the AGM for
Fonterra on 18 November in New Zealand, you will
see that they have got proposals for capital
restructuring over there, so there is an example of a
really big and successful co-op that has some of the
same challenges which, I suspect, you will be looking
at in this Committee.

Q480 Chairman: I have no doubt about that, but I
think what I am hoping to hear is that you are
making an analytical input to this work based on the
lessons learned from real-world problems, like
DFOB, and I am sort of just beginning to get the
inkling that there might be a bit of that, but I do not
get the impression that there is a thorough piece of
economic or structured analysis being done on it to
help inform the Treasury. When is the Treasury going
to conclude all this work?
Mr Bourne: I think it would be fair to say that, in a
sense, you are right in that we are at the beginning of
this, we are looking at DFOB and its collapse, just as
you are, and we will look at everything, including
your Report, in order to determine what should
happen next. Yes, I think this has raised some issues
and we will be looking more thoroughly at them, but
we have started and we are engaged with the
Treasury on it now.

Q481 Chairman: Well, let me ask about one aspect of
the operation of companies. A lot of companies now,
in some way or another, report quarterly to the
markets about their progress. A sort of FTSE 250
mid-cap company will normally issue some kind of
statement on a quarterly basis, so two quarterly
statements, a half year and a full year, which gives
people some indication of how they are doing, a sort
of trading update as to what their performance is. In
the case of dairy farmers, it is a £500 million turnover
business, so it would certainly be a FTSE mid-cap,
but there is no requirement for it to report either to
its members or to the wider market place about how
it is doing. Sometimes, when you tell people how you
are doing, it concentrates the mind about how is the
business doing. Do you think that is the kind of
development that should be happening in the world
of co-operatives?
Jim Fitzpatrick: It does not sound at all
unreasonable, Chairman.

Q482 Chairman: So we will take that as a tick in the
box as something that needs to be looked at. Now,
Mr Bourne, you very helpfully mentioned Fonterra
and I think members of the Committee who were
privileged enough to visit New Zealand some six or
seven years ago got some idea of the strength in New
Zealand’s dairy market in Fonterra, a very
impressive organisation, but we are equally aware
that in the UK dairy farmers, for example, are up
against the might of Arla, a ƒ6 billion turnover
company. I just wondered whether you had done any
analysis of other co-operative models, as you
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yourself alluded to the strengths and weaknesses, to
see whether there were lessons to be learned about
the structure, governance and funding arrangements
which, if you like, were benefiting competitor co-ops
both abroad and globally, but which are not
applied here.
Mr Bourne: I am not sure I would agree that
producers are “up against” the likes of Arla because
I think that, if you look at a supply chain, what we
would like to encourage is greater collaboration.
EFFP talked right the way around the world when
doing their work on co-operatives, including
America where there are some very big co-operatives
as well as in New Zealand and elsewhere, and I think
it is fair to say, to summarise what they have said to
me, and you would need to ask them in detail if they
agree with this, that a lot of it is around the fact that
you get good co-operatives and bad co-operatives
and there are diVerent structures around the world
which look at things in diVerent ways, but the
structure is less important than actually how well it
is governed, et cetera, and it is not just around
regulation, it is around how they do it which is as
much about training and leadership as it is around
the sort of, what you might call, hard, concrete
structure in which they operate.

Q483 Chairman: Have you done any analysis to
compare the elements of good governance that this
work has clearly identified with Dairy Farmers of
Britain to see what was missing?
Mr Bourne: I cannot say that we have, no, not yet.

Q484 Chairman: Are you going to do it?
Mr Bourne: I think, as I say, we would like to look at
what comes out of this review and others and that we
have read the receiver’s report, and there plainly will
be lessons to be learned from the collapse of DFOB.

Q485 Chairman: Could you let us have in writing
what the report says about what the elements of
good governance are because they have done that
piece of analysis, so can we see it?
Mr Bourne: I see no reason why not. I am sure we can
do it.

Q486 Chairman: Good news ought to be
promulgated widely, so would you send us a copy of
that and anything else that is relevant to the inquiries
that I have made. Can I just conclude this section by
asking a question that arose from an earlier evidence
session. One of the farmer members of the board said
that, when they were investing their money into
DFOB, they ended up having to pay tax on it. I just
wondered whether that matter had been drawn,
Minister, to your attention and, if so, why?
Jim Fitzpatrick: It has not, Chairman, no.
Chairman: Well, now that I have, could you ask your
friends in the Treasury, in HMRC, why because we
were a bit mystified as to why that was the case.

Q487 Paddy Tipping: Mr Bourne, you spoke to us
about co-operation in the dairy sector and I think
that is right, but there is a body, the Dairy Supply
Chain Forum, in Defra. What does it do?

Jim Fitzpatrick: The Supply Chain Forum brings
together all of the constituent parts of the industry
from the producers, the processors, the retail sector,
NGOs and Government so that we have an
opportunity to collectively look at issues concerning
dairy to try to co-operate, collaborate and help the
industry to be as productive, as eYcient and as
profitable as it can be, so it is a twice-yearly meeting,
which I have chaired once, and the next meeting is
on 1 December and, in that instance, it has, from my
reading of its history, been very helpful to the
industry.

Q488 Paddy Tipping: Because there is a lot of tension
and mistrust in some of the relationships in the dairy
sector I once tried to work out who was making a
profit in the milk chain and everybody told me a
diVerent story.
Jim Fitzpatrick: Well, if the forum does anything in
that instance, then it helps reduce those tensions by
simply bringing people together in the same room
and with the opportunity to express each other’s
suspicions or challenges or opportunities so that the
communication in that forum which, as I say, in itself
is only twice a year, but in terms of working groups
and the opportunity to identify areas where there can
be greater co-operation outside, then, if the
communications are strong, it ought to help the
individual parts to be able to work better together by
simply being able to communicate.

Q489 Paddy Tipping: But you will know better than
I do that many of the producers, many of the dairy
farmers, feel that the big supermarkets rip them oV,
and that is how they would put it. What do you do
about that? How can you ensure that there is a more
co-operative spirit in the industry because, by
joining it together, everyone would benefit, would
they not?
Jim Fitzpatrick: Well, certainly the fundamental of
the forum is to try to make sure that everybody can
benefit from the opportunity to discuss these issues,
and there are tensions because we do have the
suppliers, the processors and we have the retail
chains, so they are working together to all be able to
profit and to survive, but they are equally in a
straightforward market relationship where they are
trying to get the best deal for their diVerent
constituent parts. In that instance, making sure that
there is a greater awareness of the pressures that each
other works under and the frameworks within which
they are operating ought to make sure that, whatever
conclusions are drawn in the negotiations, they are
certainly not arrived at from a position of ignorance
as to the problems that the diVerent constituent parts
face. Clearly, the retailers want to be able to buy at
the cheapest price and the producers want to sell at
the highest price and therein lies the tale. Our view
obviously is that we want good products, we want
safe products, we want farmers who are able to earn
a living and, from the retail point of view, they know
that it is in their, I believe, long-term interests to
make sure we have a healthy dairy sector within the
UK, so it is not just a matter of beating the price
down to the minimum, and most of the big
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supermarkets have now got their premium contracts
with chosen producers to pay above market price for
a whole number of diVerent reasons, so those
relationships are continually dynamic.

Q490 Paddy Tipping: And you support that notion
of premium prices or niche marketing?
Jim Fitzpatrick: Do we support it?

Q491 Paddy Tipping: Yes.
Jim Fitzpatrick: We will support anything which
makes sure that the agriculture sector can be as
healthy as it possibly can be and that the consumer
gets the best possible products at a reasonable price,
and we naturally support industry. The
arrangements within those premium contracts seem
to work extremely well for the supermarkets and for
the farms, the producers and the holdings with
whom they have contracts. They both seem to
benefit from it, they both are very positive in
explaining how it operates and the benefits that
accrue are not just financial, but they are
environmental as well, so it does seem to be a very
positive development, although obviously, simply by
the nature of it, not every farm and not every
producer has been able to sign up to a contract, but
these are the chosen ones, as it were.

Q492 Paddy Tipping: So the whole process of a
supply chain is about creating a forum, sharing
knowledge and building relationships. When you
were talking to the Chairman earlier on, you were
very keen not to be seen to be intervening in the
market. Can you envisage any scenario where the
Department would intervene?
Jim Fitzpatrick: Well, as you are, I am sure, aware,
Mr Tipping, the Agriculture Council has set up a
high-level strategy group to look at dairy within the
European Union. We are participating in that at
senior oYcial level and that will report to the
Agriculture Council. The Supply Chain Forum, we
see, will have a role in making sure that the UK’s
evidence to it, working within the high-level group,
is as eVective as it can be in looking after our
industry and making sure that that which we want to
see coming out of the high-level group is helpful to
the UK and to UK producers, so, in that instance,
we are looking quite closely at the arrangements that
the Commission and the Agriculture Council
conclude and how that will influence the market
overall, so, in a European sense, there is some very
important work going on at the moment. We
certainly want to see the Supply Chain Forum
making a big contribution to that, and I have written
today or yesterday to the constituent members,
saying that this is going to be a major item at the next
forum meeting on 1 December and, in that instance,
I think that will stimulate the normal excellent
turnout at a very senior level from all the
constituent parts.

Q493 Paddy Tipping: I think there has been a
suspicion, not now, but in the past, that the major
supermarkets have been driving the price of a litre of
milk down as a loss leader to get people in. If that

pattern were continuing and the price that was given
to producers was going down and people really were
suVering, what would you do then?
Jim Fitzpatrick: Well, I think that is one of the major
issues that the high-level group is doing because it is
not just a UK predicament, but the evidence seems
to suggest that it is even more prevalent amongst
European partners, so, in the relationship between
the retailers and the producers and processors, the
farmgate price is one of the issues that they will be
examining. You will know that the Competition
Commission has produced its conclusions and that
is being studied by Government at the moment to see
whether or not the arrangements ought to be
amended and Government will come forward in due
course with its conclusions on that.

Q494 Paddy Tipping: I asked you this in Brighton.
When is “in due course” that you will make a
decision about the ombudsman?
Jim Fitzpatrick: I think it is sooner than it was in
Brighton, Mr Tipping!

Q495 Chairman: I will bring Anne McIntosh in in
just a second, but I just want to follow one thing up.
Are we still wedded to, from the United Kingdom
standpoint, getting rid of quotas by 2015?
Jim Fitzpatrick: That is still very much the policy
and that is what, we anticipate, will be happening. I
certainly assume that, having attended the last few
Agriculture Council meetings and learning about the
diVering views of European partner states in respect
of support, intervention and quotas, we have made
it quite clear that we expect the agreement and the
policy that we will be getting rid of quotas to be
followed. There has been no indication that certainly
the Commission are anything other than supportive
of that position.

Q496 Chairman: The reason I ask that question is
that we have, if you like, seen in the United Kingdom
a continuing trend of rationalisation within the dairy
sector and you might argue that Dairy Farmers of
Britain’s demise is a continuing part on the
processing side of the rationalisation because many
of their members have been absorbed into other
organisations because there is still a demand for that
quantum of milk, but in mainland Europe you have
a dichotomy. You have big people like Arla and
within other parts of Europe you have got a lot of
very small-scale producers, processors and what-
have-you, and there is a tendency to want to support
the status quo by almost trying to freeze the market
in aspic when in actual fact we would take a diVerent
view, that a healthy, dynamic market is a market that
changes. If natural advantage is to play any part in
this, the further west in Europe you go, the better we
are for dairy. How much is the British model and the
British view supported by our partners? It is all right
having all this high-level group stuV, but that is
usually an excuse in Europe for finding some way to
prop up something with somebody else’s money or
to stop change, so how much support have you
really got?
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Jim Fitzpatrick: I think the best way to describe the
balance of forces is that at the Agriculture Council
in Brussels last week, which was lobbied by 1,000
farmers with tractors with all the attendant elements
of burning tyres and firecrackers, loudspeakers, riot
police, tear gas and water cannon, we were in a
minority position in respect of the proposal that was
put forward by a group of 21, principally led by the
French Minister of Agriculture, which managed to
persuade the Commission to further subsidise, with
ƒ280 million, the dairy sector. We raised a whole
number of questions about how that was going to
operate and we are continuing to ask those
questions, so, if you were to ask, as you have, what
is the balance of forces, well, we were a minority of
four out of 27 last Monday in respect of a particular
proposal that was being put forward. Whether we
would be in such a minority in terms of
fundamentals, that is supporters, I really could not
answer that. I would not suspect that we would be in
that much of a minority because the Commission
had agreed with the statement of the 21 to accept
some of their requests and recommendations. You
are right, there is a dynamic here and there are
diVerent cultures and diVerent ways of operating.
We clearly are trying to do our best to represent that
which the NFU and the dairy sector are telling us is
what they want, and they are telling us, “You hold
the line and you make sure that we don’t get back
into the ballgame of artificial subsidies which will
distort the market” because we have made progress,
we have a sound dairy sector in the UK and we want
to make sure that that has the opportunity to
flourish in the future, and subventions and
additional distortions to the market will not help our
producers and, therefore, we are doing what we can
to make sure that we present the British view and
support the British farmers’ view of how the CAP
ought to be operating and how it ought to operate in
the future.

Q497 Miss McIntosh: When you, Minister, review
the role of the Competition Commission, will you
look at the evidence that we just heard this
afternoon, that co-operatives like Arla in Denmark,
which are virtually a monopoly, would not be
allowed by the Competition Commission in this
country? Looking at how co-operatives operate in
countries like Denmark, I am not saying that
necessarily a monopoly is the favoured form, but it
clearly is delivering for those farmers. Should we not
be looking at developing co-operatives of a similar
scale and a similar scenario which at the moment are
excluded by the Competition Commission? I do not
quite understand in a way how Denmark gets away
with it under the EU Competition Rules because my
understanding is that the Competition Commission
operates under similar rules.
Jim Fitzpatrick: I cannot say that Government
collectively would be able to look at the evidence
that you heard this afternoon because, as I said to
Mr Tipping, we are getting towards the end of our
consideration and the conclusions should be out
relatively soon, although, I am sorry, I cannot say
when because we have not got a definitive date, as I

understand it, as yet, but I would be surprised if
there had not been some evidence and some
submission during the course of the consultation
from a variety of organisations, perhaps the NFU, if
not individual co-operatives and companies, that
had not made that point.

Q498 Miss McIntosh: I would be surprised if they
had though because it was only in answer to a direct
question that they made the point, and I am only
aware of it because I have got family in Denmark,
but I think many Brits are not aware of it. It just
seems almost unfair competition to our farmers that
we are not allowing them to co-operate on that scale.
Jim Fitzpatrick: I am certainly familiar with the
points you are making because I have heard them
mentioned within Defra over the past few months
since I have been there, so, if the Department is
aware of the diVerent operation and the fact that a
Danish co-operative would not conform to the rules
that we have, then that is why I say I would be
surprised if it has not been fed in somewhere along
the line about the consideration of where we go in
respect of the Competition Commission’s proposals.
Mr Williams: The money that has now been
determined by the Commission to be available for
the EU dairy industry, presumably our opposition to
it will not preclude us from taking that money. Has
Defra got any ideas on how it is going to be spent in
Britain? One of the ways that it could be spent would
be to look at the co-operative movement again and
see if there are any improvements that could be made
in it.

Q499 Miss McIntosh: Matched funding.
Jim Fitzpatrick: Well, the ƒ280 million, we actually
asked the question, Mr Williams, about how it was
going to be divvied up because, although ƒ280
million is a huge amount of money, across 27
countries with the numbers of farmers and with the
number of dairy producers, if you start breaking it
down, and an oYcial or an NFU oYcial mentioned
the other day what the sum was, it is trifling in the
overall scheme of things.

Q500 Mr Williams: That is why I am asking.
Jim Fitzpatrick: We asked the question, but we have
not got the answer yet. We asked the question of how
is it going to be distributed and what are the criteria
going to be to determine who can apply and what
will it be spent on. These are matters which are being
examined. I am sorry, I do not have the answers yet.
Mr Williams: I am only suggesting that that might be
an input that the British Government might like to
make in this matter, that it could be a help to sustain
co-operatives.
Chairman: You are not bidding for some of this
money, are you!
Mr Williams: Are there any Fontainebleau
consequences of this because, when we used to have
a big rebate, in order to accept money from the
Commission, we used to have to put a lot of
money in?
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Q501 Miss McIntosh: It is called ‘matched funding’,
and presumably it is subject to matched funding.
Mr Bourne: We do not know, we are not clear as yet.
The debate in Europe at the moment is around the
total, the sum, and all the details are yet to be
discussed, so I think it is too early to predict whether
we will get the money, whether it will be compulsory,
whether it will require any matched funding, et
cetera, et cetera, and we will have to see, but I am
sure, Mr Chairman, you will be pleased to hear that
we have already started talking to people about, if
we had it, what would be the most rational and
proportionate use of it.
Jim Fitzpatrick: Can I just say that the one
consequence which was made clear by the
Commission was that this was draining the bottom
of the barrel for next year’s budget and, were there
to be anything that required some kind of urgent
assistance from the Commission, then the account
was dry and there was not going to be any and, if the
Member States wanted to spend that money, then do
not come later on asking for support if something
else happens, and that was a very serious
consequence, but the majority decided that was the
way they wanted to go.

Q502 David Taylor: A few minutes ago, you said,
and I wrote it down quite quickly, “We will support
anything which ensures that agriculture is as
competitive as it can be”. That is what you said, I
think, is it not, Minister?
Jim Fitzpatrick: Well, “anything”, that is probably
too wide a comment, but the essence was that Defra
is in business to support British agriculture and, if
there are proposals coming forward that they think
we ought to be implementing, then obviously we
would look at them.

Q503 David Taylor: I was taken by the word
“competitive” because you have been at pains to
stress that you do not want to intervene in the
market and it seems to me that you could construe
“competitive” in that context to mean that you
would be phlegmatic or relaxed about the weakest
animal from the dairy herd, in a sense—and this
might have been DFoB—falling behind and having
to be put down because it would make the industry
more competitive, so you would not see that you had
any role, as Defra, in trying to sustain the scale of the
dairy industry or to make a more secure future for
dairy farmers? You do not see that there is any role
there?
Jim Fitzpatrick: I think the Chairman made the
point in one of his questions or observations a
moment ago that the British dairy industry had
rationalised itself over a number of years and was,
from our point of view, in a far healthier state than
it had been previously in respect of the products, the
volumes and the quality that it is producing. Our
diYculty obviously always is that, if there is a Dairy
Farmers of Britain situation and it is clear that there
are diYculties, we would have to assess whether or
not it is appropriate to be of assistance and, in that
instance, we concluded that it was not.

Q504 David Taylor: Six weeks ago today, your
oYcials were in discussion with our Committee and
I think that we are struggling to establish what Defra
feels is its role in relation not just to the collapse of
DFoB, because you are obviously trying to say that
you had no part in its downfall, but what you see as
your role in ensuring a vibrant dairy industry. We
asked the oYcials and they said that one of their
main roles was horizon-scanning, which, to me,
makes Defra sound like some sort of parliamentary
home guard that are looking for incoming missiles or
something like that, a reactive role, in other words,
and not especially a proactive role. You said you
would help if it did not involve interfering in the milk
market, but you do have resources and you do have
powers which will not interfere in the market and
which will not unbalance anything, yet you gave a
flat refusal, not you personally. I do not know, but at
what point did you take up your role, Minister?
Jim Fitzpatrick: The reshuZe in late June/early July.

Q505 David Taylor: It was your predecessor then.
The NFU wrote to the Department in June 2009 to
ask, not unreasonably, that, in recognition of the
disruption caused by DFoB’s collapse—and you
had the powers to do it, you had the resources to do
it, it does not interfere with the market and it would
have helped secure in the medium term various parts
of the dairy industry—whether you could extend the
implementation period for nitrate-vulnerable zones
by a further year. We heard from the NFU, and
presumably the response was from your predecessor,
that there was a flat refusal, a flat rejection. That, to
me, does not sound like a department that is focused
on supporting British agriculture or a significant
part of it.
Jim Fitzpatrick: Well, in the conclusion, certainly we
were not able to accede to the requests that were
being made by the NFU, although there was at the
margin an extension of one year in respect of
elements of it. The Nitrates Directive, again as I
understand it, has been in force for 16/17 years.

Q506 David Taylor: Currently, 1 January 2012 is the
implementation date. Is that right, Mr Bourne?
Mr Bourne: Yes.

Q507 David Taylor: And you refused to extend
beyond that, or the Department refused to extend
beyond that?
Jim Fitzpatrick: We have been in a position
previously in respect of the action plans of being
‘infracted’ by the Commission because we had not
complied with the Directive which, as I say, has been
in being for some 16 years. Were we able to do so,
then we may have done, but the examination, as I
understand it, concluded that it was not appropriate
that we undertake that request.

Q508 David Taylor: The second and final way, and
this time it is not your Department, but you are a
part, in which the Government could have assisted
those that were aVected by the DFOB collapse, and
in fact you note it in paragraph 18 of your
submission, the final sentence, is that, “The Receiver
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had approached HMRC requesting sympathetic tax
treatment of DFoB members and Defra had liaised
with HMRC who confirmed their staV were aware of
the situation”.38 That, to me, sounds like a classic
Civil Service brush-oV. This is to do with the debt-
for-equity swap and the diYculties which farmers
have in classifying the money that they had invested
with DFoB and lost as a capital loss, and they
cannot now do that as the law stands, but they were
asking HMRC to treat this rather more
sympathetically. It was in your submission at
paragraph 18. Where are we on that because that
was four and a half months ago and you presumably
have been chasing HMRC for a more positive
response. What is happening?
Jim Fitzpatrick: As far as we are concerned, the
request for HMRC to be sensitive to the plight of
farmers caught up in the collapse was a sympathetic
one. We certainly did not get further requests from
individuals to say they were being badly treated by
the Treasury and could we revisit or put pressure
on to—

Q509 David Taylor: No, that is true, they were
seeking, what shall we say, a sympathetic
interpretation of the law as it stands, which is not
entirely unambiguous.
Jim Fitzpatrick: My understanding is that they got
that sympathetic treatment and hearing.

Q510 David Taylor: We have not heard that and the
NFU have not heard that.
Mr Bourne: I think that there are two issues here, Mr
Taylor, one of which is the generic one about, if you
had a farmer who had been a member of Dairy
Farmers of Britain and they were, not surprisingly,
going through short-term issues, including
struggling to meet their tax commitments in general,
whether they would get a sympathetic treatment,
and we pursued that as part of the wider
Government approach to dealing with businesses
that are suVering during the recession. As far as I am
aware, no one has come back to me to say that that
has not worked okay, but I cannot guarantee there
are not any issues. The separate issue which, I think,
you might be mentioning is the one around what is
the tax treatment of losses that farmers have endured
as a result of the collapse of Dairy Farmers of
Britain.

Q511 David Taylor: Yes, I have just said that, that
they have diYculty in getting the capital loss, which
they have undoubtedly suVered, treated as a taxable
loss because of the debt-for-equity swap that
occurred in March 2009, I think it was.
Mr Bourne: All I can say is that the receiver told me
that that was a very complicated accounting issue
which certainly went well beyond my skills. We
know that that has gone to HMRC and no one has
come back to me to say that it is unsatisfactory.

38 Ev 92

Q512 David Taylor: Could you recheck on that and
write to the Committee as a matter of urgency before
we draft our Report because it is a very important
matter generically and individually because some
DFoB members have had tax bills in the thousands
of pounds for this period when they have made very
substantial losses.39

Mr Bourne: And the other issue which I know the
receiver was concerned about was consistency of
treatment because it was so complicated, so there
was an issue of consistency as well as actual
treatment.

Q513 David Taylor: So you will check with your
colleagues in HMRC and give us an unambiguous
reply on that?40

Mr Bourne: Yes.

Q514 Chairman: Let us go back to the NVZs because
one of the things which, I think, is genuinely
concerning about this whole incident is that, when
we have had farmers in here, they have given
evidence and, when we have asked them how much
have they lost, sometimes their losses are running at
over £100,000 because they have lost their milk
cheques, they have lost the monies which they
invested in dairy farmers and the loans that they
gave to the business, so the practicalities for some of
these people in making the necessary investment in
appropriate facilities to comply with NVZs, it turns
out, if you like, for some of them to be an absolute
impossibility. Under those circumstances, and I
accept the point you make, Minister, about Britain
being somewhat laggard as far as the Nitrates
Directive was concerned, but, given that we have
here exceptional circumstances and also given the
fact that you gave us a helpful commentary on the
discussions in Europe about sustaining the dairy
industry, I am a little bit surprised to hear that you
did not go and have some conversation with the
Commission to ask if, for perhaps one year, those
farmers who have suVered like this could be given a
derogation from the necessary requirements to give
them a chance to recoup because practically I do not
see how they are going to have the money to make
these big investments in appropriate facilities.
Jim Fitzpatrick: Well, during the course of the
consultation which was had in respect of NVZs,
there were a number of amendments made to the
original proposal which, it was felt, were responding
to the concerns that were being articulated from
farmers, and those amendments were written in. As
a result of that which was submitted to us, we believe
that those amendments were relatively significant in
that which was introduced.

Q515 Chairman: Nobody is disputing the advocacy
which you undertook on behalf of UK agriculture,
but, when one looks, for example, at the kind of
financial flexibility which the Commission has given
in, for example, saving some of the banks, I do not
think it is unreasonable for more modestly funded
businesses, like farmers, to say, “Couldn’t you give

39 Ev 111
40 Ibid
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us a bit of a break?” The very fact is that, outwith the
general application of the diVering circumstances,
Minister, that you have just enunciated, you did not
go back and say, “Look, there’s a small group of
farmers here who in practical terms just haven’t got
the cash to make this investment. Could they be let
oV the hook for 12 months?” so did that question not
get asked and, if not, why not?
Jim Fitzpatrick: I am not aware of the reasons why
it was not asked if it was not asked, Chairman. All I
can say is that the responses which we received
through the consultation that was run created a
number of amendments to the position that was
consulted upon, and there were a number of actions
which were also taken by Government, short of
providing direct financial support, in terms of the
lead-in time, the advice and guidance, the money
from the Rural Development Programme for
storage on farms, et cetera, so there were some
adjustments made and there were some initiatives
undertaken.

Q516 Chairman: I know all of that, but the
practicality of the kinds of losses that these quite
modest farmers have suVered does raise the question
as to how are they going to do it. A business of this
size losing over £100,000, that is a major sum of
money, and I am just a little bit surprised that
somebody has not gone to the Commission. They
are not always that bad. If you ask for some special
help for particular circumstances, they are quite
willing to agree to a Member State’s request to give
some kind of assistance. This is not a case of asking
the state to pay, it is just recognising the practicality
that these guys have not got the money to invest and
a lot of them are fighting for their survival.
Jim Fitzpatrick: Well, I guess, given that the
Directive is some 16 years old and there have been
rollouts over a number of years and a whole range of
diVerent elements brought through, when we had the
discussion at Agriculture Council on EID, electrical
identification, which is almost seven years old, the
vast majority of Member States and the Commission
were saying, “You’ve had enough time and you don’t
need more time”, and this is not a surprise or ought
not to be a surprise as these things are quite clear.
Chairman: I have been where you are sat and I know
that you can have a conversation with the
Commission about these particular issues without,
in the nicest sense, trying to make a case out as a sort
of Trojan horse to slow the job down yet again. One
recognises, because we did some work on this, that
changes have been made, and I do not think that is
the issue, but anyway I think it would be nice if you
could at least re-examine the case as to whether there
can be some kind of derogation because these guys
are facing a practical problem. If I had lost £100,000
and I had to spend over the next two or three years
some thousands of pounds for a new slurry system,
survival of the business or take a chance?

Q517 David Taylor: Could you put into the public
domain the refusal letter that you sent to the NFU
with their consent?

Jim Fitzpatrick: What I will undertake would be to
research and write to the Committee via yourself,
Chairman, with our assessment and the action that
was or was not taken and the reasons behind it, and
I can get that research done and supply the
information, as requested.41

Q518 Mr Williams: In Wales, there was a very large
number of farmers that were aVected by this collapse
and also jobs in processing facilities as well. We will
come on in a minute to the fact that actually the
Assembly for Wales, even though it has more limited
powers, did actually do something to help farmers
that were aVected by this collapse, but was there any
work done between Defra and the Welsh Assembly
Government to ensure a co-ordinated response to
the collapse of Dairy Farmers of Britain?
Mr Bourne: Yes, as soon as Dairy Farmers of Britain
went into receivership and indeed before that, we
had been in discussion with the Welsh Assembly
Government at oYcial level and they attended our
meetings and we shared information with them
throughout the process.

Q519 Mr Williams: One thing which was asked by
the Farmers’ Union in Wales was whether there
would be the possibility of some advance payment of
the Single Farm Payment. Wales found that they
were able to do that, the Welsh Assembly
Government, but Defra was not. Why was that?
Jim Fitzpatrick: We have said, in response to the
issue being raised about advance payments/early
payments, that it would not, in our view, be
appropriate. Where exceptional circumstances were
raised, we would look at that, but, given that the
RPA’s performance over recent years has been
improving, given that 75%, if I remember correctly,
of the money last year was paid out by the end of
December and that payments would be starting on 1
December, we felt, particularly with the workload
that the RPA are working under at the moment with
the whole remapping exercise which is going on, that
to distract them from that and to divert attention
into saying that there was a possibility of early
payments and allowing people to come forward
would perhaps mean that there would be extra
pressure brought to bear on the RPA which we did
not think was appropriate. I have not come under
any pressure from the NFU to say, “That is a wrong
decision and we want you to revisit it because we
think there need to be early payments”, such as was
decided for in Wales by the Welsh Assembly
Government. There seems to be an acceptance that
we are not going for early payments and, in that
instance, we have been under no pressure to change
our minds on that subject.

Q520 Mr Williams: Well, all I can say is that it
probably is some reflection on the way the RPA still
is performing, and I think the Committee might be
looking at that again then perhaps after the
Christmas break. In Wales, 70% of the full value of
the Single Farm Payment was paid to people who

41 Ev 111
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have been aVected by the collapse and there is still a
commitment in Wales to pay 90% of the total Single
Farm Payment to everybody by the first week in
December. Surely something could have been done.
Turning again to the Chairman’s avenue of
questioning, these people are in real trouble and it is
within the competence of Defra in terms of
European regulation to make these payments.
Surely Defra would have been thought of so much
better by the farming community if it had gone the
extra mile and achieved what the Welsh Assembly
Government has done.
Jim Fitzpatrick: Well, I do not think I have got very
much more to add, Mr Williams, to the comment I
made which was that, unless we were approached
with exceptional circumstances, the decision of the
Department and the RPA was that we would not go
for early payments. Outlining the work that the RPA
is undertaking at the moment in terms of getting the
mapping completed so that we can re-populate the
maps within the appropriate timeframe for next year
to make them more eYcient and make them more
accurate to reduce the problems created for the
industry, and incidentally, for them, that was a

Further supplementary memorandum from Department for Environment, Food and Rural AVairs
(DFoB 10b)

Follow Up to 28 October EFRA Hearings on Dairy Farmers of Britain

Following my appearance in front of your committee on 28 October your clerk asked a number of follow
up questions. Our responses are below.

In addition I enclose a copy of the Report prepared for Defra that outlines the work EFFP did for Defra
from 2003–08 as requested. Please note that Annex 2 contains details of individual businesses and should not
be put in the public domain.42

I also enclose a report commissioned by Defra and prepared in 2005 by EFFP in collaboration with others
on legislative and fiscal barriers to greater collaboration and co-operation which is relevant to your
inquiry.43

This report contained a number of recommendations for change. Key issues included tax liabilities created
when reserves are allocated to members and maximum permitted shareholdings. Following its publication
Defra held discussions about taking forward the recommendations with HM Treasury, HMRC and the FSA
(facilitated by EFFP). Some of the key proposals, eg removal of the £20,000 limit on maximum
shareholding, involved changes to legislation and had potentially far reaching implications for the
cooperative sector as a whole, beyond that of agricultural businesses. With that in mind, government
concluded at that time that the evidence put forward by EFFP for those changes was insuYcient.

Over what period did the English Farming and Food Partnership work with DFB? (Q478 and Q497 in the
transcript)

Pages 33–34 of the 2003–08 report describe the work EFFP carried out with DFB. This does not give the
details of the period of this work but we understand from EFFP that this was part of a Plunkett Foundation
initiative that ran from April 2006 to October 2009 to help identify and develop potential future directors
of the business. EFFP’s direct involvement was to support two separate groups of scholars on two separate
occasions. The first was April 2006 to September 2006. The second was April 2007 to October 2007. In both
cases EFFP delivered personal development plans and training needs analysis. Both sets of scholars also
undertook further training with the Plunkett Foundation but without EFFP’s involvement.

From April 2007 to August 2007 and at the request of the DFB Council EFFP advised on the
establishment of a bespoke system to review and improve the council’s performance and in particular that
of the Regional Council Chairs. This included designing a bespoke set of competencies, conducting a
Training Needs Analysis exercise and a 360 degree appraisal exercise. All regional chairs were provided with

42 Not printed.
43 Not printed.

bigger priority, I have to say, as I outlined, I have not
had pressure and I bump into the NFU or meet them
on a weekly basis sometimes and usually more
frequently.

Q521 Mr Williams: It is a bit late now, is it not? The
time to make that sort of decision would have been
when this collapse had happened and you cannot
address it now because you are so far down the
process of processing the Single Farm Payments,
but, from my point of view and from the point of
view of lots of farmers and the farming community
as well, Defra could have been very well advised at
that early stage to make that commitment.
Jim Fitzpatrick: Well, we felt we made the right
strategic decision in respect of the issue, Mr
Williams, and obviously that is a matter of history
now.
Chairman: Well, Minister and Mr Bourne, thank you
very much for your contribution. You have agreed to
provide the Committee with some additional
information which we look forward to. Can we
thank you for your written submission towards the
evidence of the inquiry and thank you very much for
coming before us this afternoon.
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a Personal Development Plan, based on the findings of both these exercises. A report on the development
of the full group was also produced. Again, the Council members did some follow on work with the Plunkett
Foundation but EFFP were not involved in it.

What did EFFP’s report say about good governance in co-operatives? (Q485)

The 2003–08 report refers to the work it carried out on governance and leadership of Farmer Controlled
Businesses (FCBs) on pages 31–32. In general their goal was to encourage boards of FCBs to adopt
established governance best practice in line with the recommendations of the Combined Code for Listed
Companies. EFFP developed eight governance tools and services ranging from a short board health check
to a comprehensive governance review.

What is happening with regard to both general sympathetic tax treatment of former DFB members, and the
specific issue of the diVerence in tax treatment that has arisen because of the debt for equity swap that DFB
agreed in March 2009? (Q511 and Q512)

In general terms where a farmer is unable to recover monies owed from trade debts the loss can, subject
to certain conditions, be allowed for income tax purposes. If the loss is on capital account, for example from
certain types of loans or share capital, any loss incurred is normally relievable against capital gains. The facts
of each case will be determinative but it is likely that most farmers will have a mix of both.

The swap of members’ investment accounts for shares is a question of fact, and HMRC cannot ignore
transactions that have taken place. Income tax relief is not available for losses made on the shares in DFB.
Instead capital gains relief may be available on these shares and HMRC have requested additional
information from the receiver in order to clarify the position. Even if HMRC could overlook the debt for
equity swap, income tax relief would not have been available for losses made on the members’ investment
accounts.

The tax situation for farmer members of Dairy Farmers of Britain is complex and HMRC is working
towards a specific statement as soon as possible after the information is obtained from the OYcial Receiver.

What action was taken in response to the NFU’s letter about extending the implementation timetable for NVZ
requirements in the light of the disruption caused by the collapse of DFB? Was the Commission approached
about this matter? (Q517)

The NVZ Action Programme in England is a carefully considered package, based on the evidence, for
advancing our aims for protecting the water environment and meeting our legal obligations under the
European Nitrates Directive, whilst taking into account farmers’ practical concerns. In developing the
Action Programme, we built in a reasonable period of adjustment in recognition of the fact that farmers
needed time to comply with some of the measures. In the case of slurry storage facilities, we allowed a three
year compliance period, which we increased from our original proposal of two years in the light of comments
received during the consultation process.

The NFU’s request in light of the collapse of Dairy Farmers of Britain was to extend this slurry storage
compliance period by a further year, to 1 January 2013, for all dairy farmers. We considered that carefully.
However, we did not feel there was a case for extending the period further, as this NVZ Action Programme
only lasts for four years: granting an extra year to comply with the storage capacity requirements (and the
related “closed period” rules) would as good as remove dairy farmers entirely from the Programme. We also
took account of the fact that we had obtained, for the benefit of dairy farmers a derogation from the livestock
manure nitrogen farm limit of 170kg nitrogen per year, which is one of the more demanding requirements
of the Nitrates Directive. And that, in the case of the DFB farmers, we had taken action early on to alert
the banks to the situation facing them. All in all we concluded that we should not take a step which would
amount to exempting the dairy sector from the Action Programme: there simply was not suYcient
justification for so radically watering down what we have put in place to meet our environmental aims and
legal obligations.

You suggested that as a fallback we could extend the period only for those dairy farmers aVected by the
collapse of DFB. This would raise the issue of inequality between diVerent groups of dairy farmers, which
in turn could well mean that the extension would turn out to have to be applied to the whole sector, so
bringing us back to the position I have covered in my previous paragraph. But in any case almost all the
issues I have pointed to above would still apply under the fallback proposition. So extending the compliance
period for the DFB farmers is not a move which we consider justified. While the dairy industry may currently
be facing diYcult trading conditions due to the global economic situation following the commodity spike
in 2008, the longer term prospects for the dairy sector are encouraging and we have seen little evidence that
this particular issue is aVecting DFB farmers disproportionately.

I should like to emphasise that the derogation allowing grassland livestock farmers to apply annually for
permission to farm to a limit of 250kg, rather than 170kg, of livestock manure nitrogen per hectare will
substantially alleviate the burden imposed on dairy farmers by the new nitrate requirements. We estimate
that it will reduce the costs of complying with the Directive by £16.9–£21.7 million per annum—which
represents about 50% of the overall costs to the dairy sector. The European Commission decision granting
the derogation expires on 31 December 2012 and if we are to seek to extend this by a further four years, it
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is going to be important that we can convince the Commission and other member states that we have
committed ourselves to the Action Programme and that it is eVective and successful. That is another reason
why we believe we should only contemplate extending the compliance periods that we negotiated with the
Commission for specific measures within the NVZ Action Programme where there is very strong justification
to do so.

I trust that this addresses your questions and I look forward to hearing the results of your inquiry.

Department for Environment, Food and Rural AVairs

November 2009
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Chairman: Good afternoon. I was going to say ladies
and gentlemen, but most of the audience is made up
of gentlemen. Could I welcome you to this further
evidence session in the Committee’s inquiry into the
demise of Dairy Farmers of Britain. I hope the
members of the public who have been kind enough
to join us this afternoon will understand that in this
formal and public part of its business the Committee
would want to open and reflect for a few moments
on the very sad event which occurred on Boxing Day,
when David Taylor, who had been a Member of this
Committee since its inception in July 2001, very
sadly passed away. David, in every sense of the word,
was an assiduous attender at the meetings and had
arguably one of the best attendance records. His
contribution, without a shadow of a doubt, was very,
very considerable indeed. As colleagues may know,
I am retiring from Parliament when the General
Election comes, and so was David, and I can
remember having a number of conversations with
him, talking about his plans for the future, his hope
to be further involved in the National Forest—a
matter near and dear to him in his constituency
area—to perhaps return to work in the field of
accountancy. All of a sudden, all of those plans for
both David and obviously for his family were very
tragically cut short. The tributes that were paid in
the House earlier today reflect the fact that on all
sides of the political spectrum everybody had a great
deal of respect and, indeed, aVection for David
Taylor. He was feisty; as far as witnesses were
concerned on this Committee, he was a bit like the
proverbial bulldog, but in this case he had teeth. If
those before the Committee failed to give an answer,
he just carried on biting away at their ankles until
finally he got the truth from them. I received today a
letter from the Secretary of State for Defra, which I
hope the Committee will not mind if I just read out,
but I think it does reflect the way in which David’s
reputation was held. He says: “Dear Michael, I was
very distressed to learn about David Taylor. I liked
and admired him a great deal and I know he
contributed a lot to the work of your Committee. I
find it very hard to believe that he is no longer with
us. He had such a thirst for life and a passion for his
beliefs, we will all miss him.” I will miss him
enormously as a good friend, as somebody who had
a wicked sense of humour, who was always
respectful, but he was his own man in every sense of
the word. Whilst he would work with the

Committee, if there was ever an issue upon which he
disagreed, he would pursue it with his own unique
brand of relentlessness. He was a fantastic supporter
to the Committee. He often represented us on his
own when he was a rapporteur over our Rural
Payments Agency inquiry and, indeed, the work on
flooding which he did with David Drew. He was
loyal and courteous and, above all, he was a
delightful colleague and companion to have on the
Committee. Like many colleagues, I was shocked
and saddened to learn the news of his passing. The
constituency party in his constituency in
Leicestershire have lost a remarkable friend and
representative and I put on record the Committee’s
sincere appreciation in all the genuineness that one
can say, with words as our tools, for the work and
contribution that David Taylor made to this
Committee from him joining it in July 2001. It may
well be that other colleagues would wish to make a
brief contribution, but I would be grateful if we
could just keep a moment’s silence to reflect on the
life and contribution and work of David to this
Committee and, indeed, to Parliament itself. [A
moment’s silence followed.] If there are any
colleagues who would like to express their own
thoughts, please catch my eye.
Mr Cox: Chairman, since I come from a diVerent
political party from David, it is often thought that
those in diVerent parties are prevented by that from
mutual respect and teamwork. Nothing could be
further from the truth. David was an outstandingly
thoughtful and serious Member of this Committee,
with whom it was a privilege to serve and from
whom it was a privilege to learn.
Chairman: I will leave it to colleagues to decide as to
whether they want to participate in this particular
Division—I will not be. We will just wait until the
Division Bell concludes. Are there any other
colleagues who wish to say something at this
juncture?
Miss McIntosh: I would just like to echo what you
said and I hope that we can send a copy of your
comments to his family.
Paddy Tipping: I knew David before he came into
Parliament and he narrowly lost the 1992 election in
North West Derbyshire, when he ran under the title,
“Taylor made for North West Leicestershire”, and I
think that is a good epitaph for him throughout his
time in the House.
Mr Williams: I think we would all like to be
associated with the Chairman’s comments and I do
not think the Chairman has overstated anything in
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his opinion, because that really reflected David’s
character and his sincerity and loyalty. I did an
inquiry with him, visiting the Rural Payments
Agency in Reading, almost at the beginning of the
time that I was a Member of this Committee and he
was very supportive, but he was also very
appreciative of other people’s opinions and took
them into consideration. He was extraordinarily
generous as well.
Dr Strang: David was an exceptionally hardworking
and eVective Member of Parliament, I feel, in the
Committee but generally. He was a really nice guy to
be with; a tremendous sense of humour.
Lynne Jones: I must say that I really cannot believe
that David is no longer with us and that he will not
be walking through that door. It was such a shock to
learn of his sudden death, of which I learnt early
because my assistant who works for me, her partner
works for David. We will miss him greatly and I am
sure that his constituents will too, because I know he
was very highly regarded as a constituency Member
of Parliament, as well as an excellent contributor to
the work of this Committee.

Q522 Chairman: I thank colleagues for those words.
As Anne McIntosh suggests, and as I was going to
do, we will send an oYcial copy of the record of the
Committee to David’s widow, Pam. I will write
formally on behalf of the Committee to her and hope
that when she reads what we have said it will give her
some comfort and a genuine appreciation of the way
that David was so highly regarded by his colleagues.
I thank our witnesses and members of the public for
their patience, but I am sure you will appreciate that
it was only right that we proceeded in that manner
to record our thoughts at this sad time with David
passing on. I would like to move on to the formal
evidence session that we are about to do and thank
Rob Knight, the former Chairman of Dairy Farmers
of Britain, Philip Moody, the former board member
of DFB, and Mr Andrew Cooksey, the former Chief
Executive of the company, for coming to join us.
Gentlemen, I am grateful to you for your kindness in
giving your time. May I just reiterate something that
I said at the outset of this inquiry and just reflect for
a moment or two as to why you are here. What we
said was that we were not on a witch hunt. We were
not trying to pin the blame for the demise of Dairy
Farmers of Britain on any one individual. However,
the inquiry is designed to try and understand what
went wrong with a very important part of the dairy
industry, an important co-operative within UK
agriculture. One of the things we are seeking answers
to is whether there should be any fundamental
changes made to the way in which the governance
structure and other matters connected with the
operation of co-operatives should be altered in the
light of the lessons that are learned from Dairy
Farmers. Gentlemen, you will be unsurprised to
learn that in terms of the evidence that the
Committee has received and, indeed, comments
made from within the farming community, that there
are a number of searching questions that people were
hopeful that we could get on the record, and you
may well be able to provide certain information,

which on reflection, the Committee would be
interested in hearing. Let me start by putting this
question to you. We are obviously aware of the
governance structure of Dairy Farmers. You had a
board of directors, which eVectively comprised
farmers and non-executives, and eVectively as the
executive directors—two of you at least—you were
the servants of that structure. You provided them
with the information and the input to enable crucial
decisions about the future of DFB to be made.
Perhaps you could describe for me, for the time you
three were there, about how you saw in those times
the relationship between the board and the executive
team; how did it operate? Did it operate amicably
with good flows of information? Give me a pen
picture of how it worked.
Mr Knight: Thank you for that question and thank
you for your welcome and introduction. We are
delighted to be here. As Chairman of the board,
obviously I worked very closely with both these
gentlemen and with the board, but particularly with
Andrew Cooksey, who was Chief Executive. It is
important to note that the governance, the rules of
Dairy Farmers of Britain were very clear in the way
that the board was constructed, in that there had to
be a majority of farmer directors—not less than six
farmer directors—within the constitution of the
business, and always the farmer directors had to be
in the majority. Therefore, towards the end of Dairy
Farmers of Britain’s life, the board of directors
comprised six farmer directors—in actuality, it was
five because one resigned but that is just a matter of
detail—and four non-farmer directors; four non-
executive directors in modern parlance. Each of
those directors brought to the table some specific
range of skills, albeit finance, retail and, particularly
when we acquired Associated Co-operative
Creameries (ACC), engineering skills. Therefore, in
a reasonable question as to why were the executive
not board members, the reason they were not is
because it was not actually provided for within the
constitution or the rules of the business. We
endeavoured to work our way around that and had
an extremely close working relationship with the
executive. I would say on behalf of the board, and
certainly as Andrew Cooksey is sitting here he can
answer from his perspective, the relationship with
the executive team was excellent. It was professional,
courteous, friendly and testing, in exactly the same
way that you would expect any board to test that of
its executive. The regularity of the dialogue between
the executive team and the board was fulsome. The
board would oYcially have one board meeting per
month, but often there would be two. There would
be a number of sub-committees, of which the
executive were always present and always provided
information for the board. Outside of the meeting
schedule there would be regular contact, in fact, I
would go so far as to say, often daily contact,
between myself and certainly Andrew and key
members of his executive team, the finance director
in particular. That happened throughout the life of
Dairy Farmers of Britain.

Q523 Chairman: You mentioned that the board were
supplied with copious quantities of information.
You are a group of executives, you work closely
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together, you are in touch with the fine detail of the
business almost on a minute-by-minute basis, did
you have absolute transparency with the board or, in
the nicest sense, did you have inevitably to edit or
paraphrase some of the information that was passed
on to them?
Mr Cooksey: I can answer that. The executive team’s
responsibility was to produce clear and careful
information to the board, so we would produce a full
management account pack that detailed all aspects
of the business performance. That would be
reviewed but we would précis and provide a written
report to the board.

Q524 Chairman: In that management pack, for
example, were the board involved in the setting of
the annual budget for DFB, both from the sales and
the financial point of view?
Mr Cooksey: The executive would bring together a
budget, we would present it to the board and the
board would either approve it or not approve it, as
the case may be. In any normal corporate
governance process that budget would be
scrutinised. It is a £600 million business, highly
complex in its structure—2,800 employees operating
from 11 manufacturing sites and 44 depots—a
complex budget to bring together; you will always
have to summarise it and present it in a summarised
form, but with no lack of ability to access any form
of detail on the back of that.

Q525 Chairman: What form of independent advice
could the board have turned to if they had wanted to
have another critical eye looking at the fruits of your
labours in terms of the setting of the budget for each
financial year?
Mr Knight: I will try to answer the question but I will
come back because there is a lot of detail that we
want to give to you to help. There was one other
governance committee that is terribly important
within the framework of this particular discussion.
When we acquired the assets and business of
Associated Co-operative Creameries then, in truth,
what happened to the business was that the business
had about 150 souls in the business, that was it, it
was a milk brokerage co-operative; and then the next
day we had 2,200 employees and a business of £600
million and all of the complexity, technology assets
and all of that, which you can imagine goes with a
business of that size. There were some issues and
challenges in that in terms of communication with
both the membership and also ensuring that the
governance of the company could be kept at the
highest level when, in truth, the board structure was
that six of the directors had come from the farming
community and they were passionate and
committed and did an absolutely brilliant job to the
best of their abilities. We were faced with a situation
of saying, how do you distil some of this information
down and give the board the trust that it has gone
through, the rigour and the necessary scrutiny of
detail that they would require. With the board’s
approval a separate committee called “the finance
committee” was set up, which was comprised of
Andrew Cooksey, Chief Executive, the Finance

Director, Philip Moody, who is a lifelong financial
professional, and one of the advisers to the board,
who was a banking adviser, so we applied a second
level of scrutiny to some of the questions that you
have raised.

Q526 Chairman: Mr Moody, tell me, as a member of
the board, as such, you have maintained a dignified
silence in terms of the questions that I have asked.
Would you care to comment on any of the issues that
I have raised so far?
Mr Moody: I would be very happy to, Chairman.
My role as a director, in a corporate governance
sense, revolved around participation primarily not
only in the boardroom but in two sub-committees
that I sat, one of which was, as the chairman has
said, was the finance committee. The purpose of the
finance committee was to give the financial
information coming before the board a level of
detailed scrutiny so that in turn we could report to
the board what we regarded as being the key
elements upon which the board needed to reflect.
The finance committee had no powers, it was simply
a review and a corporate governance based
committee. That finance committee met every
month, before the board meeting, it produced
minutes which were circulated to all board members,
it was chaired by a farmer director and the formal
members of that committee were myself, an
individual called Mr Norman Coward, who was an
adviser to the board and formerly a senior banker
within HSBC and formerly a director of one of the
companies that was a predecessor to Dairy Farmers
of Britain. Mr Knight was in attendance at most of
those meetings, but he was not formally a member of
that committee. The chief executive and the finance
director attended every single finance committee
meeting.44

Q527 Chairman: Just so that I can understand the
detail, this finance committee was in place as part of
the governance structure ahead of the purchase of
ACC?
Mr Moody: No. It was put in place as a consequence
of the acquisition of ACC. Prior to ACC being
acquired, Dairy Farmers of Britain was a relatively
small and simple business. It was primarily a milk
brokerage, although it did own some processing
businesses but they themselves, certainly by
comparison to ACC, were very much smaller
businesses and very much easier to understand.

Q528 Chairman: We are going to come on obviously
and talk about the ACC situation in more detail a
little bit later on in our questioning but so that I
understand the mechanism, the actual governance
structure was the board, supported by the executive
group, that was the decision-making body, which
eVectively digested the proposal and ultimate
execution of the decision to purchase ACC. The
body that you have just described came along as a
consequence of that.

44 Subsequently amended by witness to read: The chief
executive and the finance director attended the
overwhelming majority of finance committee meetings.
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Mr Moody: That is correct, and I would just say that
the management accounts were presented and
interrogated by that finance committee each month,
the budget was presented in its draft form, usually in
two or three iterations of its draft form before it
reached its final form that went before the board.
That committee frequently asked for further
information on particular aspects of either the
financial performance or the budget on which it felt
it needed further explanation.

Q529 Chairman: But to be absolutely clear, the body
you have described did not exist until ACC became
part of DFB.
Mr Moody: Correct.

Q530 Paddy Tipping: I am interested in the role of
farmer directors. Clearly, they brought a lot to the
company but in a sense it was new territory for them
and I wondered what training was available for
them.
Mr Knight: It was absolutely new territory for them.
Let us look first and foremost at the election process.
The election process of the farmer directors was a
council-controlled mechanism completely. As
chairman of the board, I had no influence
whatsoever in that particular process and in many
respects they were given to me by the council, for all
the right reasons and for the reasons that were in the
constitution as it was set up. Of course, the council
tried within all of their powers to select the ones who
they believed would be the right calibre of
individuals for the business. The next challenge for
us was that immediately they were appointed, they
were then in such a significant position of
governance of the company and had to get up to
speed very quickly. The reality was at the end of the
day these gentlemen and ladies, in one instance, were
professional farmers and were part-time directors.
But the specific answer to your question is that first
and foremost they all had quite an extensive
induction programme. I was quite keen on that. It
was an absolute necessity and the induction
programme consisted of time spent with me, with the
executive team, with whatever agencies were deemed
to be necessary after discussion with the new
director, particularly a lot of time spent with the non-
farmer directors who were on the board. As I
mentioned, I tried to balance the board with areas of
specific expertise that were necessary for the running
of the business that we had then; finance,
engineering, retail, marketing. Probably in reality on
an eight-weekly basis, I would sit down with each of
the directors and talk about progress and areas that
they were feeling confident about or less confident
about. To give you a practical example, if they had
been in a board meeting and heard quite a lot of
jargon about mergers and acquisitions that really
was passing them by, to ask questions and to raise
red flags so that we could handle that particular part
of it. In terms of agencies, we used various agencies
en bloc, for example, Plunkett, EWFP, when it was
appropriate, and so forth, regular study tours to
overseas operators, I can think of a couple of
directors who went to the States, some went to

Belgium, to Holland, to see sister businesses. At
boards, we would have as and when necessary
training for legal training on competition law, for
example, when that law changed; unemployment
law when that law changed, and at the year end, we
would sit down and do a 360o appraisal mechanism
to get feedback from other directors, get feedback
from themselves and look to put some
improvements into practice. I have huge admiration
for the farmer directors, huge admiration for the
way that they balanced the eVorts of what they were
having to do on farms—some of them before a board
meeting had been up at four o’clock in the morning
milking and having to provide relief service—so,
huge admiration for the challenge that they had
taken on and, within the limitations of their working
life, what they achieved.

Q531 Paddy Tipping: I think you told us that you
met the farmer directors on an eight-weekly basis,
roughly. Was it a formal evaluation? What was the
nature of the chat?
Mr Knight: Sometimes yes and sometimes no, is the
honest answer to your question. The vice-chairman
and I would talk, probably daily, certainly meet up
once a week, and we would discuss areas that were
pertinent to the running of the business, pertinent to
the farmers, things that were coming up in the board
meeting, what the farmers’ views were, because
within the board their specific area of expertise both
backwards and forwards out from the board and
back into the board was the information of the issues
that were aVecting the membership. It could be
hygiene factors, it could be transportation factors, it
could be seasonality, all sorts of areas. Also, they
took great personal care in chairing some of the
district meetings and trying to pass some of the
messages that were in the business down to the
grassroots farmer level. That was the specific area of
real unique contribution within the board; also,
within the board room, looking at the decisions that
we had to make and putting an absolute farmer
member perspective into the board that would
counteract and balance some of the debates that
were coming in from the business level.

Q532 Paddy Tipping: Was it a process in which you
were saying, how is X doing, how are they growing,
what more do they need to do? Was it as full an
answer as that?
Mr Knight: At the year end, yes, absolutely. At the
year end, I would ask them to measure themselves on
the areas of performance: did they believe they were
up to speed on X, Y and Z; how did they believe they
coped on that particular area; what did they believe
their strengths and weaknesses were; what did they
like or not like about me and the way that I was
handling them? A complete 360o feedback. I did not
want it ever just to be an annual event, and I do not
think it was. It was an ongoing dialogue with
directors and that did start to establish itself so that
we could have that freedom. That is the best that I
can answer it.
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Q533 Chairman: Could I turn to you for a moment,
Mr Moody. We have just heard from Mr Knight that
a number of visits were paid to other co-operatives—
in fact, the United States was cited as one example.
Obviously, as a non-executive director of the
company, working with the farmer directors, you
would have had very close discussions with your
fellow board members. What lessons were brought
back? What did people learn from going out with the
company?
Mr Moody: It is a very interesting question and I
think that perhaps it would be helpful if I gave some
context around which the merger that created Dairy
Farmers of Britain was given because that is really
where the contact certainly with Dutch and other
continental co-operatives started. If I may, let me
give you that background and then lead on to answer
your questions, which will put the answers into
context for you. You are aware, I am sure, that Dairy
Farmers of Britain was formed out of the merger of
two other farmer-controlled businesses, the Milk
Group and Zenith Milk. At the time that the Dairy
Farmers of Britain merger was being contemplated,
dairy farmers were going through a particularly
desperate time; milk prices were at an all-time low
and many farmers were finding it very diYcult to
even manage to break even, let alone earn profits,
and the industry was under very great stress and
pressure. Consequently, there was a very strong sense
that farmers needed to do something to take destiny
into their own hands to try and create a longer-term
sustainable future. At that time, the boards of these
two businesses were approached by a consultancy
based in Holland that had considerable experience
of working with European co-operatives; European
co-operatives that had been established for many
years, had been able to build up substantial capital
and assets over those years and which had used those
assets to acquire processing businesses and were
successful processing vertically integrated
businesses, particularly in the dairy sector. They
encouraged these two boards to combine to form a
new generation UK co-operative that was formed on
the same lines, on the same basis, as some of these
European co-operatives to pursue a vertical
integration strategy within the UK dairy industry.
The boards of those two companies found that an
attractive prospect; they found that an eVective
means to try and address some of the concerns that
were inherent in the industry at the time, so Dairy
Farmers of Britain was conceived. In the merger
document that was sent to the members of those two
co-operatives asking them to vote in favour of the
merger and, indeed, at the many meetings of
members of those two co-operatives, it was very
much presented to them that the strategy was to try
and copy the European model. In fact, one such
European co-operative, namely Campina, was
specifically referred to and summarised in the
circular document that went to the farmer members
to support the creation of Dairy Farmers of Britain.
The visits that took place after the formation of
Dairy Farmers of Britain by the board directors were
following on a policy of then really trying to get
closer to these European co-operatives and to

understand much more closely how they conducted
their business and how they were eVective in the
establishment of vertical integration strategies.

Q534 Chairman: That is very helpful. Can you
refresh my memory as to how big an enterprise
Campina was at that time?
Mr Moody: I do not have the numbers in my head,
but a very substantial business and one of the major
European dairy processors.

Q535 Chairman: The reason I ask that question is
that if the model that was put to the founding two
co-ops and their members was of a very substantial
nature and visits and advice was given, again I am
interested because of what subsequently occurred, as
to what impressions might have been gained by
members because, as you rightly pointed out, the
industry was in a perilous financial state, you had
two small co-ops that were going to come together
to form one large—or larger—co-op, but within an
industry where even the “new” co-op, Dairy
Farmers of Britain, was still a relatively small player.
I think I remember looking at some comparative
figures, not for Campina but for Arla, which
indicated that it was a ƒ6 billion turnover business,
compared with your post-ACC of about £500–600
million turnover. If we wind the clock back, what we
are talking about is an example of a big business
being presented as, “This is where you could be”, to
a very small business which had yet to develop. I was
interested as to what lessons particularly the farmer
members and the non-executives derived from the
comparison between eVectively a financial minnow
in the world of European co-operatives and the big
fish that had already got there. What was the
impression?
Mr Moody: I think, Chairman, you have anticipated
well one of the major lessons that was learned by the
directors when they visited these businesses post the
merger of the two to create DFB because one of the
lessons that was learned was the sheer scale of those
businesses compared to their ambition, as distinct to
the scale of Dairy Farmers of Britain compared to its
ambition. If I were to anticipate a question you may
or may not be intending to ask later about what
lessons can be drawn out of this whole thing, one of
the lessons is to try and set anticipation and
expectation at realistic levels because Dairy Farmers
of Britain was always challenged in terms of having
the financial resources to enable it to be able to
eVectively carry out what was a huge task in terms of
its strategy.
Chairman: Part of the reason, Mr Moody, that I
asked that is the evidence which I read, and, indeed,
some of the comments we have heard, reflected the
underlying optimism of dairy farmers who accepted
that it would be a long, hard road and that they
would have to put their own hands in their pockets
at a very diYcult time, but in forming the new
enlarged co-operative, they went forward with
almost unreserved optimism that somehow it would
be better than what they already had, and I think
that was reflected in your answer.



Processed: 22-03-2010 23:49:26 Page Layout: COENEW [E] PPSysB Job: 001313 Unit: PAG5

Ev 118 Environment, Food and Rural Affairs Committee: Evidence

6 January 2010 Mr Andrew Cooksey, Mr Rob Knight and Mr Philip Moody

Q536 Mr Williams: Mr Knight, I think it was in
2005, the chief executive left the company and you
took over a position of combining the chief
executive’s role with the chairman’s role, to become
the executive chairman. What was the reasoning
behind that decision? Was it something that the
board discussed?
Mr Knight: Taking the last point first, it was
absolutely what the board discussed, and the reason
that I took up that challenge, for a shortish period of
time, being executive chairman and chief executive,
was absolutely at the board’s request in order to do
that. When we bought ACC and when we started to
look at the issues we were facing with ACC and the
diVerent skill sets which we would need to control a
business of that sort of size, that was when we
decided to modify and change the people that were
in the business at the time, and the DAT, and to the
best of my knowledge and recollection that was done
absolutely amicably. For a short period of time, I
combined both posts.

Q537 Mr Williams: In terms of governance, it is not
recommended really, is it?
Mr Knight: This is why it was for a short period of
time.

Q538 Mr Williams: How long was it, roughly?
Mr Knight: I have to draw on my recollection: nine
months to a year, perhaps.

Q539 Mr Williams: Only we have been told that the
remuneration that you received during that period of
time, 2005–2006, was in the region of £400,000.
Mr Knight: It probably was, yes.

Q540 Mr Williams: You think that figure is accurate?
Mr Knight: It was whatever has been printed into the
accounts. I can remember that it was of that sort of
order. My remuneration package has always been a
“sticky” point, it has always been a source of lots of
commentary, but the straightforward answer to the
question was that I was employed right from the
outset on a daily rate. That daily rate was subject to
remuneration approval, was subject to board
approval and was ultimately subject to council
approval. It was published each year in the annual
accounts and when the business found itself, in 2005,
in the position that it did, it asked me to work on a
full-time basis, and after consideration, I agreed.

Q541 Mr Williams: The daily rate was as a non-
executive chairman, in the first instance?
Mr Knight: The daily rate was the daily rate they
negotiated with me, it was just that it happened to be
then for a full-time period, for a period of time.

Q542 Mr Williams: Could you tell us why Smith &
Williamson was chosen to provide financial and
other advice for Dairy Farmers? How was that
done? Was it a beauty parade or did you go out for
tender?
Mr Knight: Mr Moody has been involved with the
business right from before I joined it in 2002, in an
advisory capacity. Maybe you could qualify that

from him later on. When it came to looking at
financial advice, Smith & Williamson were not the
only people that were involved in the financial advice
that was given around the ACC acquisition, there
was a whole host of diVerent people that came in,
ranging from Rabobank to other agencies. Each
year, when we looked at the financial advisers that
were needed for the business, then clearly we would
look and discuss it as a board. In many instances,
Philip Moody, who was a director of the business,
left the board room whilst that particular topic was
being discussed, the audit committee also discussed
the appointment of advisers and the board then
elected to take some decisions on which way they
wanted to go. I am very confident that the
governance process around the advisers was
fulsome—as the minutes of the business would
indicate.

Q543 Mr Williams: What was the range of advice
that Smith & Williamson gave to the company? Was
it just financial or was it on other matters as well?
Mr Moody: Perhaps I can answer this question by
giving you a much fuller understanding of the
involvement of Smith & Williamson in Dairy
Farmers of Britain, because I suspect that there may
be a misunderstanding as to our role. As a
professional, I have spent probably 30 years of my
life working with farmer-controlled businesses,
working with the farming community and have
served on the boards and, indeed, currently serve on
the boards of other farmer-controlled businesses. As
I am sure you will know, I am also a director of the
English Farming and Food Partnerships, a governor
of the Royal Agricultural College and am also
currently a senior non-executive director of
Openfield Limited, so I have considerable experience
in the sector.

Q544 Chairman: Just for the record, could you give
us a pen picture—what did Smith & Williamson do?
Mr Moody: Smith & Williamson is the eighth largest
UK financial advisory business, in terms of firms of
accountants; you will be aware of the big four—
Deloitte, Ernst & Young, KPMG and
PricewaterhouseCoopers. Then there are the next
four down, in terms of size, very much smaller
businesses, and Smith & Williamson would be one of
those four. It has two divisions within it. Roughly
50% of its business is involved in investment
management and in banking and has a UK banking
licence, and the other 50% of the business is what
you would much more readily understand as an
accountancy practice. Within the accountancy
practice side of it, there are a number of diVerent
services: there is an audit team, a tax team; and there
is also a corporate finance team. My role within
Smith & Williamson is that I am the head of that
corporate finance team, and I have a team of people
working for me in various oYces of Smith &
Williamson. It is a substantial business and the
corporate finance team is a relatively small part of
that substantial business.
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Q545 Mr Williams: What was the range of advice,
just financial or what was it?
Mr Moody: Allow me to go on to explain that. In
some senses, it was advice and in some senses, it was
not advice, it was outsourced work, and that is why
I need to explain the context of the arrangement. At
the time of the merger of Dairy Farmers of Britain, I
was acting as an adviser to the Milk Group and when
Dairy Farmers of Britain had been agreed to be
merged, facilitated by Rabobank, my firm was asked
to come along and project manage the creation of the
merger on the terms that had been agreed. That was
the involvement with the business that Mr Knight
referred to. Following that process, I was then not
involved with the business until I was approached by
Mr Knight in July 2003. The reason that I was
approached was that the board had been charged by
the membership with pursuing an acquisition-driven
strategy. It was perceived, therefore, that the board
needed to have corporate finance skills on its board
and it also recognised that it needed to have within
its own company a resource of people capable of
prosecuting a corporate finance strategy. You may
be aware that a number of very well resourced PLCs
in this country will have their own employed mergers
and acquisitions team. Clearly, Dairy Farmers of
Britain was not big enough to go out and employ
that kind of resource, so it was decided to invite me
to join the board and invite my team eVectively to be
an outsource of that M&A project management
capability that would be done in-house in a larger
business. It was always understood that because of
that involvement—we were, in fact, in those days,
Solomon Hare, which was subsequently acquired by
Smith & Williamson—that we could not act as
independent advisers to the board because that
would be in clear conflict with my position as a
board director. For example, on the ACC
acquisition, Smith & Williamson was not the
corporate finance adviser to Dairy Farmers of
Britain, it was the project manager that project
managed the transaction in line with the board
instructions. On smaller acquisitions, such as
Lincoln and Golden Vale, yes, we did go ahead and
advise them because the transactions were of much
less significance and it was believed that there were
fewer judgmental issues and more process issues
involved in those acquisitions. We never provided
any advice other than in relation to corporate
finance work circulated around the eVective delivery
of transactions.

Q546 Mr Williams: Can you clarify that? When you
said in terms of the acquisition of Associated Co-
operative Creameries, the project managers were the
advisers. Who were the project managers?
Mr Moody: We were the project managers because
we project managed it internally, so Smith &
Williamson project managed it on behalf of DFB,
subject to the decisions of the board and the board
decisions were informed by their advisers, and their
advisers were independent advisers. Smith &
Williamson was not the lead corporate finance
adviser on the ACC acquisition.

Q547 Mr Williams: So who were?
Mr Moody: Rabobank.

Q548 Chairman: Rabobank were the lead corporate
adviser on ACC?
Mr Moody: Correct.

Q549 Mr Williams: It has been put to us that there
was a conflict of interest between you as your role as
a director of DFB and you as a director of Smith &
Williamson. You explained that and you are happy
with that explanation?
Mr Moody: I think it is also helpful for you to
understand the corporate governance process that
operated around this, both inside Smith &
Williamson and inside Dairy Farmers of Britain. All
of the services delivered by Smith & Williamson were
headed up by somebody other than me. The director
in Smith & Williamson, who headed up the delivery
of services to Dairy Farmers of Britain, was a
corporate finance director called Sarah Thompson,
and she was in charge and responsible for the
delivery of all quality control. She directly reported
to the executive management of Dairy Farmers of
Britain, not to me. I operated separately as a director
of the company. The decision to engage Smith &
Williamson was led by the executive team and the
fees that Smith & Williamson were paid were
governed by fee arrangements between Sarah
Thompson and the executive team and overviewed
by the remuneration committee and board of Dairy
Farmers of Britain. I was not personally involved in
either securing work for Dairy Farmers of Britain or
in delivery but, of course, in my role as strategic
director for Dairy Farmers of Britain, I worked very
closely with my team that were engaged to do work
for DFB.

Q550 Mr Williams: Forgive me for being naı̈ve, but
you were recruited onto the board to give expertise in
mergers and acquisitions and then you were dealing
with the company with which you were already a
director. These were Chinese walls? Surely, people
looking at that from outside would think, this it is all
a bit strange, a bit diYcult? However, I am sure you
were trying in every way to follow proper
governance, but in terms of the public and people
like ourselves, we are told it is not good enough to be
perfect; you have got to be seen to be perfect as well.
Mr Moody: Absolutely. If you understand the work
that was being undertaken, if I had not been with
Smith & Williamson but I had been an individual
who was recruited to work directly for Dairy
Farmers of Britain as a strategic acquisitions
director, the first thing I would have done is to have
gone to my chief executive and said that I needed a
resource of people to prosecute the strategic
objectives of this company. I therefore need
permission to be able to go and recruit X number of
people to provide the information and to provide the
support and resource that I need to deliver the
strategy. Dairy Farmers of Britain chose not to go
down that course. Instead, they chose to outsource
on a project-by-project basis that work to a team
that I could work within my role as a director. Part
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of the reason that I was invited to join the board of
Dairy Farmers of Britain was because I had that
resource available that could be used to help Dairy
Farmers of Britain progress its strategic ambitions,
and that was always part of the arrangement from
the outset. In terms of using Smith & Williamson, it
was almost an implied assumption of me joining the
board that Smith & Williamson would be used—
provided, of course, that they provided an
appropriate level of service and, of course, provided
that their fees were competitive and good value for
money for members. That is where the engagement
of the separate engagement director and the
involvement with the executive came into play in
making sure that those arrangements were properly
and appropriately governed. Clearly, it would have
been a conflict for me to have sought to negotiate
fee levels.

Q551 Mr Cox: Suppose, as a director on the board,
you had come to the conclusion, quietly, reflecting
upon it in the watches of the night, that the policy of
the board hitherto was fundamentally misconceived,
and that an expansion-driven policy in an area of a
commodity like liquid milk was probably not the
way forward. By this time, your own firm had been
recruited on a very lucrative contract to work
precisely to advance the policy that you had
concluded—on my postulation—was
fundamentally wrong. That would have placed you,
would it not, in a pretty awkward conflict of interest?
Mr Moody: Not at all. My duty would have been
completely clear.

Q552 Mr Cox: That is what your duty would have
been, but to the perception of the public you would
have had a very powerful economic incentive not to
reach the conclusion that the policy currently being
pursued by the board was wrong.
Mr Moody: Personally or corporately?

Q553 Mr Cox: Well, you were a member of a firm
that was clearly going to do well. Were you a partner
in it?
Mr Moody: I was a fixed share partner.

Q554 Mr Cox: Therefore, there is no real diVerence,
is there? If your firm does well, you do well.
Mr Moody: No, I am sorry. I was a fixed share
partner. What that meant was that my personal
remuneration was not influenced by one penny as a
result of the fees paid to my firm.

Q555 Mr Cox: If one looks at the examples where
conflicts of interest have been held, even
employment for a firm that will do well out of a
particular contract or situation has been held in the
past to amount to a potential conflict of interest. My
colleague, Mr Williams, said that to the perception
of the public you would have been seen to have—
even if only for your employer or your fixed share
holding in Smith & Williamson—a direct conflict of
interest, would you not?

Mr Moody: I am not denying that there was a
conflict. What I am saying is that the role of my firm
was completely transparent; it was well governed in
terms of its corporate finance process.

Q556 Mr Cox: How could you perform your
functions as a member of the board? You were
obliged to do your utter best to make conclusions
and reach decisions about the way forward for the
co-operative. And yet, if you decided to arrest, if you
had decided to be the voice on the board saying,
“This policy is wrong”, you would have thereby been
cutting oV your own firm in which you held a fixed
share from a very lucrative source of work. Correct?
Mr Moody: First of all, Dairy Farmers of Britain
clearly paid significant fees to Smith & Williamson.

Q557 Mr Cox: How much, do we know?
Mr Moody: We know exactly, yes.

Q558 Mr Cox: How much was it?
Mr Moody: If you will allow me to consult my notes,
I will tell you, but it was openly disclosed in the
audited accounts. Dairy Farmers of Britain, whilst it
was a valued client of the firm, was not of such a size
that it was material to the performance of Smith &
Williamson as a whole.

Q559 Mr Cox: I am not sure that is particularly
relevant. What was the figure? You have it to hand?
Mr Moody: I will do, if you give me a moment. I will
look it up; I have the notes here. Let me continue to
answer the question before I do that. I am
completely satisfied in my own mind that my
judgment in acting as a director of Dairy Farmers of
Britain was not at any time impaired by the conflict
to which you allude. I am also completely confident
that all of the work that my firm did was suYciently
open, visible and transparent to the senior members
of the executive team and to the whole board that if
I had behaved in the way in which you have
hypothesised, that would have been open and
obvious to my colleagues very quickly, and I would
invite Mr Knight and Mr Cooksey to comment on
that. Whilst I accept the premise of your question, I
can assure you that at no time were my views inside
the boardroom in any way compromised. I would
say, in reality, quite the reverse. It put me in a
position of a greater level of knowledge to enable me
to base my opinions within the boardroom.

Q560 Mr Cox: May I say straightaway, Mr Moody,
I am not suggesting the contrary to that for you
personally. What I am exploring is the perception as
my colleague, Mr Williams, said that it might have
given rise to and the notional conflicts at least which
would have arisen. In this case, it is precisely the
policy of expansion that is under serious question,
particularly the acquisition of ACC.
Mr Moody: And I am sure we will come to that.

Q561 Mr Cox: We will. And to have a member of the
board who was recruited by the chairman, as I
understand it, specifically to give financial advice,
business advice of this kind, who had an interest to a
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perception of a third party, might have compromised
him was probably on reflection unfortunate, was it
not?
Mr Moody: I do not believe so. I believe that it was
a major source of capability, which was injected into
the company without which it would have found
diYculty in pursuing its ambitions, given the scale of
its ambition.
Mr Knight: There is nothing that Mr Moody has said
that I would not concur with, nothing.
Mr Cooksey: From the executive’s point of view, we
needed a team of people to work with who had a
depth of knowledge and understanding and,
particularly having project managed the acquisition
of ACC, we had invested eVectively in an outsourced
M&A team who had learnt all about the business
that we had acquired. When we were looking at
making infill acquisitions, they were absolutely the
right team, there was no cost to our business of
bringing a new team up to speed to be able to get into
the detail in relation to the right reasons for
acquiring that particular business. It was an
invaluable resource; it was capitalising on an
investment that we had made and they were a very
eVective team of people.

Q562 Mr Cox: It is not coincidence that it happened
to be the firm to which a member of the board
belonged?
Mr Cooksey: That is a given, but we had invested in
an outsourced team. It was not a team that was
internal. Do you then invite another team of
consultants to come in who then spend eight weeks
trying to understand the business that you have got?
The nature of acquisitions, particularly the kind of
infill acquisitions that we did, was rapid, so you had
to respond to the opportunities that were there.

Q563 Chairman: I think what Mr Cox is probing,
and I am grappling towards understanding, is
perhaps the diVerence between the objectivity of
policy decision-making as opposed to the execution
of policy.
Mr Moody: Exactly, that is the distinction,
Chairman. Smith & Williamson was involved in the
execution of policy, it was not involved in advising
on the setting of policy.

Q564 Mr Cox: No, but you were.
Mr Moody: I was not advising. I was participating as
a director; it is a diVerent thing.

Q565 Mr Cox: You were recruited to give the benefit
of your experience on the board to give advice to
fellow directors in the way that directors do on
boards. I think we are of a common ground. What
you are really saying, Mr Moody, and I understand
it, and for my part I have no reason to doubt it, that
in practice you preserved your ability to give your
own intellectual judgment and best business
judgment and advice to your colleagues on the
board, and the apparent conflict of interest, which
you accept existed, was not in fact impinging on the
execution of your duties as a director.

Mr Moody: Indeed.

Q566 Chairman: And was the members’ council
presented with this arrangement and did they
comment on it?
Mr Moody: At the time that I was invited to join the
board, I was invited to meet the council at a council
meeting, present my credentials and present what I
believed I could bring to the board of Dairy Farmers
of Britain. They then voted on whether or not to
appoint me and clearly they chose to appoint me.
The role of my firm was reported in the annual
accounts of every set of accounts during the time we
were involved with the firm, so it was completely
transparent and known to the council and, indeed,
every single member. I attended a significant number
of council meetings and on no occasion did a council
member come up to me and raise this as an issue.

Q567 Lynne Jones: I want to go back to a comment
that Mr Knight made some time ago when you were
acting chief executive and chairman, and you said
that there was a need to improve the skill set in the
business.
Mr Knight: I think I said “change”.

Q568 Lynne Jones: Could you tell us what changes
were introduced as a result of your identification of
whatever the need was?
Mr Knight: As I think I mentioned earlier, we had
looked at a business that was 130 souls and was
fundamentally a milk brokerage business and now,
all of a sudden, we were a major employer of some
2,000 or so people. It was judged by the board that
we needed to look at adapting and building on the
executive team in order to provide the necessary skill
sets: people who had been used to handling lots of
people, used to employment law and so on. That was
one of the reasons why we made the significant
change that we did at the executive level. In terms of
the board, as we evolved the board, then clearly there
was a need with the board to look at enhancing the
non-executive roles within the board and indeed,
that was the time when we brought in more branding
experience on the board in the form of Mr David
Felwick, who had been managing director of
Waitrose and deputy chairman of John Lewis
Partnership, and also brought in a gentlemen called
Mr Richard Fisher, an engineer of some note, who
had been with the Mars Corporation for a very
long time.

Q569 Lynne Jones: You were satisfied that you had
the appropriate skill sets by the time Mr Cooksey
took over as chief executive?
Mr Knight: That was the decision of the board. We
took a judgment that when Mr Cooksey finally took
over, having spent some time in the business as both
commercial director and then growing into
managing director, and then ultimately the chief
executive, that the board’s skill sets were suYcient.
That was the judgment.
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Q570 Lynne Jones: Would Mr Cooksey care to
comment on that? There were comments later on
when Lord Grantchester took over about the
inadequacy of the skill sets on the board.
Mr Cooksey: Defining the skill set of “the board” as
in the farmer and non-executive board versus the
executive team.

Q571 Lynne Jones: It is all the board, is it not? They
all have their roles to play.
Mr Cooksey: Yes, but as non-executive directors.
The board that I have access to as chief executive had
a very complementary skill set in terms of facing into
the challenges that we had by way of trying to
develop brands as a business, we had complex
challenges as far as customer relationships were
concerned, we had a manufacturing strategy where
we were investing in the restructuring of the
company, so I had the independent members of the
board who we could talk to and who were invaluable
to our executive team.

Q572 Lynne Jones: Mr Moody, you referred earlier
on to your sub-committee, the finance committee,
minutes from that being made available. You also
referred to documentation that was made available
to the board. Was this information made available to
the members’ council?
Mr Moody: No.

Q573 Lynne Jones: What information was made
available to the members’ council?
Mr Knight: The communication with the members
was fulsome in that we would meet—we being the
members of the board and the executive—the
regional chairmen, of which there were some eight or
nine, monthly, members of the board and the
executive, and talk through in a communication
manner and an informal manner the issues that we
were currently facing—not all of them, obviously. I
will come on to the reasons why.

Q574 Lynne Jones: Was written documentation
made available?
Mr Knight: Presentations were given to them at
those sorts of meetings and, yes, if they needed
written documentation and they requested it, they
would get it. I am going to come on to a particular
point in a moment, if I may. There were then five to
six full district council meetings per annum, which
were very formal meetings. A typical agenda of those
meetings would be probably about two to three
hours of the executive team talking the 60 or so
district chairmen through the issues that Andrew
Cooksey and his executive team were facing, and in
some detail. Given my business experience, I can
genuinely say it was fulsome. Then there would be
approximately one hour on the finances and banking
and issues surrounding that. There would always be
briefings from sub-committees of the board, so Lord
Grantchester, who chaired the audit committee, as
appropriate, would talk about the business of the
audit committee.

Q575 Lynne Jones: From what date did he chair the
audit committee?
Mr Knight: I would have to refer back to my notes
to be precise. Approximately, he chaired the audit
committee for two years.

Q576 Lynne Jones: From when?
Mr Knight: From 2005. The chairman would need to
qualify that, precisely the date.

Q577 Lynne Jones: After the acquisition of
Associated Co-operative Creameries?
Mr Knight: Yes, without a doubt. There would then
be possibly some training sessions or
communication, we certainly had major retailers
talk to them, and then there would always be a board
Q&A session. A very full day, five or six times a year.
The issue always with the council was obviously in
terms of information, they became very hungry for
information, that was completely understandable as
they took part in their own business. But the decision
and the judgment always was about information
that was confidential, that could have been
damaging to the business if it got out into the wider
world, that was customer sensitive, all sorts of
information like that. We had to be careful about
that. We were very open with the council. I was very
open in terms of my desire for openness and
transparency and trying to strike an understanding
with the council that there would be sensitive
information that we could not and would not be able
to pass on to them until appropriate. I always made
that very clear; always.

Q578 Lynne Jones: Apparently, a committee of the
council submitted a paper to the board, I am not sure
when, highlighting ways in which the capital
structure could be improved. Do you remember that,
and what happened about it? Mr Moody is nodding
his head.
Mr Knight: I do recall, but perhaps Mr Moody can
recall better than I.
Mr Moody: I certainly recall that one of the major
issues that Dairy Farmers of Britain faced
throughout its life was the extent to which it was able
to raise capital suYcient to pursue its strategic
mission. It was always clear to the board that the
capital aspirations of the company would exceed
either the ability or the willingness of the members to
be able to finance it. But that did not detract from the
fact that members were nevertheless providing in
aggregate very substantial sums of money compared
to their own wealth. Therefore, the form in which
that money was invested by members in the
company was always a matter of great interest to the
members and a matter of considerable issue to the
board. This was a matter that the board sought to
engage constructively the advice of the Council to
try and see whether a form of investment from
members in the company could be struck that met
the needs of farmer members and also met the needs
of the company. There was a sub-committee of the
council formed, under the chairmanship of Mr
Roger Taylor, who was a very experienced individual
within the council. That sub-committee came up
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with some recommendations, which it presented to
the board for the board to consider in the context of
its own capital structure. There was, certainly during
my period on the board, a continuing dialogue about
how one could evolve not only the basis of taking
money from members, but also the return that one
should be providing to members as investors, as
opposed to members as suppliers of product to the
company.

Q579 Lynne Jones: You left the board in 2008. What
were the circumstances of your leaving the board?
Mr Moody: I left the board because I believed at that
time that the company was in severe danger of
becoming insolvent and I did not believe that it was
consistent for me as a professional to stay on the
board of a company that was in imminent danger of
becoming insolvent.

Q580 Chairman: Would you refresh my memory,
when was it that you left?
Mr Moody: It was 30 October 2008.

Q581 Chairman: 30 October 2008. What was the end
of the financial year?
Mr Moody: 31 March.

Q582 Chairman: 31 March, because in 2008, the
accounts had a clear going concern statement in
them, did they not?
Mr Moody: Yes, they did.

Q583 Chairman: It was a pretty rapid deterioration
of the company’s position, was it not?
Mr Moody: It was triggered by a specific single
event, which was that the bankers to the company
issued the company with a formal notice of default,
stating that in the bank’s opinion, the company had
created an event of default capable of enabling the
bank to summarily withdraw its facilities. It was that
notice from the bank to the company that triggered
my resignation.

Q584 Chairman: Let us move into the issue that
appears to us as mere observers the heart of the
matter, namely the events that led up to the purchase
of ACC. If we go back for a moment and try and
draw some of the strands of the information you
have been kind enough to give us, you have given us
the impression that you have formed out of two
small co-ops a larger business where farmers felt that
they would have a greater opportunity to determine
their own future financial well-being, where many
had taken a long-term view of the prospects of the
new co-operative—DFB—where they were
prepared by various means of the £20,000 they could
subscribe and the loans that they gave to the business
to help capitalise it and they set oV in hope and
anticipation that the brokerage business would
move forward in a way that you described. Implicit
in that is that somehow you would acquire the shape
and format of a European co-operative model where
there was an element of vertical integration. I

assume that model is the thing that informed the
strategy of the board in the run-up to the purchase
of ACC. Is that correct?
Mr Moody: That is correct, yes.

Q585 Chairman: One of the things, Mr Moody, that
I am intrigued with is that you recognised the stresses
and strains of trying to raise very considerable sums
of capital for future investment against a basis where
inevitably the owners of the company—the
farmers—were constrained as to how much money
they could put in formally, and also how much they
could aVord, because, as you rightly pointed out,
you said the co-op came into existence at a time of
weakness in terms of the price for, particularly, liquid
milk in the market place. Mr Cooksey, you referred
to what you described as “in-fill investments”,
which, if I have understand that, is the purchase of
smaller processing and dairy production outwith of
the bigger picture of the ACC purchase. Is that
correct?
Mr Cooksey: They were as a consequence of the
ACC purchase. There had been some smaller
investments made into soft cheese manufacturing
and other matters.

Q586 Chairman: Before we get to the story about
how you decided to buy ACC, Mr Moody, I am
interested to know whether you were involved in
doing any calculations. Did you make any
recommendations to the board as to bluntly just how
much money the co-op could eVectively aVord to
invest in the strategy that the board had agreed? Did
you say to them, “Look, guys, this is the limit. This
is how much we can aVord to put forward on an
investment strategy to achieve the board’s
objectives”?
Mr Moody: The capital requirements necessary to
pursue the strategy were regularly the subject of
debate within the board room. Indeed, post the
acquisition of ACC, there was a separate sub-
committee of the board.

Q587 Chairman: I am going to stop you, Mr Moody,
because I am not interested at this moment in my
question as to what happened post the acquisition. I
am interested in the following: you are sitting there,
you have got a plan, you are going to pursue it but,
as with any business, you have a rough idea as to
how much money you can aVord to spend on the
plan, right? Before you set oV, it is like going out to
buy a car, all of us have aspirations, but then we are
tempered by the reality of “What can I aVord?” and
“How much is it going to cost to run?”. You come
down to the practicalities. My dream of owning
some vast exotic sports car might well be rapidly
tempered by the fact that I cannot aVord it; I have
got to have something more modest; and so I make
my personal choice as to what kind of a car I might
like to have. Was there a thought process like that? I
can imagine around the board table the excitement
of the opportunity of going into vertical integration
must inevitably have been tempered by someone
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saying, “Look, guys, this is the kind of rough limit as
to what we can aVord”. Did that kind of discussion
take place?
Mr Moody: Yes, it did.

Q588 Chairman: What was its conclusion?
Mr Moody: Its conclusion was that the combination
of funds capable of being invested by members,
together with realistic levels of borrowings, which
the company could take on board, was suYcient to
enable it to take a step to a point where it could
achieve a reasonable scale of processing vertical
integration.

Q589 Chairman: Can I ask you rather more
specifically, that is a lovely description in words of
what the policy was that you had already decided to
do. I would assume that is what you were going to
do. I am interested in the back-of-the-envelope
number. How much did you think you could aVord
to invest in pursuit of the objectives you have
described?
Mr Moody: In broad terms, it was always recognised
that the company could probably enable itself to
invest something between £100 million and £150
million into that level of strategy, but that would
depend entirely, of course, on what it used that
money to acquire, the level of profits of the business
it had acquired and the ability of those profits to
support it. What we also recognised at the time was
that if we invested that amount of money into a
processing business, that would then give us a
business that had in itself two assets. The first asset
was the financial return that business would provide
and the second asset was the strategic value that it
represented to the wider dairy industry. It was widely
recognised by the board of DFB that there was
overcapacity in dairy industry processing in the UK.

Q590 Chairman: That is true, but you were not a
philanthropic institution, you were not going out to
rationalise the dairy industry, you made it very clear
from the beginning that it was the interest of the
farmer members that was uppermost in your minds,
not sorting out the problems of the capacity in the
dairy industry.
Mr Moody: I am not suggesting that. What I am
suggesting is that the fact that there was over
capacity in the industry presented the opportunity to
people owning assets to combine them with assets
owned by others to the mutual benefit of the people
who owned those assets. In other words, there would
be the opportunity to derive synergistic benefits by
combining them with other assets that would enable
additional value to be released, and that was where
the strategy had a second leg to it.

Q591 Chairman: You quoted a figure of £100 million
to £150 million. Was that over a period of time, or
how much it could blow on the right one-oV
purchase?
Mr Moody: I think your use of the word “blow”
implies a somewhat cavalier attitude, which was
never present within the board, or the way in which
the board operated.

Q592 Chairman: What word would you use?
Mr Moody: I would use “invest”.

Q593 Chairman: All right, let us chose a word that
you are comfortable with. I will ask my question
again. You had a potential to invest between £100
million and £150 million; was that over the pursuit
of the strategy over a period of time, or as a one-oV
investment to achieve the strategy?
Mr Moody: It was our view that was the maximum
we could reasonably invest within the foreseeable
future. Obviously, the foreseeable future probably
would have meant something like a five to 10-year
timescale.

Q594 Chairman: A five to 10-year timescale. You
could argue that if you spent £15 million a year over
10 years, that would be one way of achieving it, or a
diVerent formulation of it. One comes to the
question of what was the comfortable level of
investment that you could aVord. That £100 million
to £150 million that you were indicating, was that
adding up the sum total of monies that farmers had
invested—the £20,000 touch—and then the loans
which they made available, plus what you could
sensibly borrow from the banks? Is that how it was
comprised?
Mr Moody: Yes, indeed, we would never have
envisaged raising all of that money from the
members; it would have been impractical to have
done so.

Q595 Chairman: Now, earlier on, when we were just
establishing your own credentials— By the way,
have you found the figure yet?
Mr Moody: Yes, I have.

Q596 Chairman: Would you like to put that figure on
for the record? We do not want to neglect that. Even
though Mr Cox is not here, his question lives on in
the record.
Mr Moody: The total fees paid to my firm in the year
ended 31 March 2004 was £381,650. The total fees
paid to my firm in the year ended 31 March 2005 was
£902,148; in the year to March 2006, £678,962; in the
year to March 2007, £688,188; and in the year to
March 2008, £423,466. I do not have information
relating to the period since that, but I would be more
than happy to supply it to the Committee if you
would like me to.45

Q597 Chairman: Thank you. We will consider that
oVer and thank you for making it. Let us come back
to the run-up to the purchase of ACC. Earlier on, if
I have understood you correctly, you said that the
process to advise and inform how you were going to
translate the strategy into reality was informed by
external advice from your bankers. I think you said
that Rabobank was the lead bank, is that correct?
Mr Moody: I never said that. I said that Rabobank
were the financial advisers on the ACC.

45 Ev 132
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Q598 Chairman: What I wrote down was,
“Rabobank lead the corporate advisers on ACC”.
Mr Moody: Exactly, but that is diVerent from a
lead bank.

Q599 Chairman: Let us just park that for a second.
You decided on the strategy; try and give us a
thumbnail sketch as to how was it that you decided
that ACC was the way forward. Were there any other
options that were looked at before you got to the
ACC decision-making process?
Mr Moody: Yes, there were. At the time that I joined
the board in December 2003, the company was
already in discussion with relation to the acquisition
of a diVerent set of processing assets from one of the
major dairy processors. I joined that set of
discussions to see whether or not it was an
appropriate set of assets for the company to acquire.
There was some degree of attractiveness in those
assets but Dairy Farmers of Britain had entered the
process late, it was not realistically able within the
time frame being set by the vendor of those assets to
be able to put forward a credible bid, or for Dairy
Farmers of Britain to have carried out the level of
rigour necessary to satisfy itself that they would have
been an appropriate acquisition.

Q600 Chairman: You mean by that, due diligence?
Mr Moody: No, it is really prior to due diligence. It
is really the evaluation process; trying to understand
the extent to which the business would be able to add
value; the extent to which one would be able to see a
long-term strategic future for it. Due diligence is very
much a question of ascertaining whether or not the
information that you have been presented with is
factually correct and accurate. That is the way I
would diVerentiate between the two. Therefore, that
transaction was not pursued, but it did lead to an
opportunity to look at a separate transaction of
similar assets from a diVerent vendor. Those
discussions were considered in detail, at length, and
were considered to be of strategic interest. As a
result, serious discussions were entered into with the
vendor, which very nearly resulted in an agreement
surrounding an oVer for those businesses, but
ultimately did not, and those discussions terminated.
By that time, ACC was being oVered as an
acquisition opportunity.

Q601 Chairman: Just before we get to ACC, can you
give us an order of magnitude, particularly of the
second option, which sounded an “almost right”
sort of solution. What kind of money would have
been involved in investing in the second option?
Mr Moody: Very similar. The price we were looking
at was in the order of about £50 million to £60
million.

Q602 Chairman: £50 million to £60 million, so you
did not quite make it with that one, and we move on
then to ACC.
Mr Moody: Correct. First of all, it is helpful to
understand the criteria that the board had set in
trying to pursue the vertical integration strategy
which, remember, its members had charged it with

pursuing. There was very much a view that the
company needed to become a broad-based dairy
company, with the scale and power to be able to
return a sustainable value to the members in the
future. That was the basis around which strategic
acquisitions were considered. To understand what a
broad-based dairy company means, if you looked at
the UK dairy industry as a whole at that time,
around 50% of milk produced in the UK was being
delivered to liquid assets, around 25% was being
delivered to cheese producing assets and the balance
of 25% was going into the remainder of the diVerent
types of sectors of the industry—condensed milk,
powder, butter, et cetera. Therefore, if we were going
to seek to be a broad-based dairy company once we
had pursued that first stage of acquisition, we needed
to make sure that either we acquired a business that
had that broad base or if we were looking at assets
that were only in one sector that we had suYcient
investment capability left to be able to invest in other
parts of the sector so as to end up with a broad-based
dairy company. In the case of ACC, ACC very
closely fitted that profile. It consumed about a billion
litres of milk a year and about 600 million litres went
through its liquid factories, with the other 400
million going through its other factories—cheese, et
cetera. Therefore, it was felt that certainly in the
context of having a balance across the various
sectors of the dairy industry was in, it had that
balance. It had a number of other features about it
that made it attractive to Dairy Farmers of Britain.
It also clearly had some aspects of it that made it less
attractive to Dairy Farmers of Britain. It was
recognised as being a processor through relatively
small regional dairies rather than large super dairies,
but it was also recognised that it had a distribution
network that enabled it to service sectors of the
industry that some of its better capitalised and more
resourced competitors were not directly operating
within and did not always have the distribution
structure to enable it to enter into parts of the
market. To help understand that observation, ACC
did sell into the multiple retailer sector but
predominantly through the co-operative retail
trading group, whereas many of its bigger and more
resourced competitors were very much stronger
players in the multiple sector and focused very much
on the multiple sector. ACC was a significant seller
of product to what many describe as the convenience
sector, the smaller regional stores and the smaller
national chains, and very much more profitable
parts of the sectors, margins were higher in that
sector generally. It also owned a doorstep delivery
business. There are two other companies that own
doorstep delivery, but in the area where it owned
doorstep delivery, it was a significant player and
consequently derived a level of profitability from
that business, albeit that it was as a national industry
in doorstep delivery in decline, it was still very
profitable. It was felt that there was a degree of
balance across sectors, that it oVered the
opportunity for the business to develop its
positioning within those sectors, rather than go up
head-to-head in competition with its better funded
and better capitalised and better resourced
competitors in some areas.
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Q603 Chairman: You are now convinced that you
have got an opportunity that ticks a lot of the boxes
that you wanted to tick in pursuing your strategy;
you get your group of bankers to come along,
Rabobank heading the corporate advisers, and you
start looking in some detail at ACC as a business
because, obviously, you have had to decide if you
were going to pursue it, how much you could aVord
to pay for it. How do you decide what it was right to
pay for it?
Mr Moody: In answering that question, let me first
explain the process that ACC was oVered for sale
within. Co-operative Wholesale Society (CWS) had
decided to conduct eVectively a sealed bid auction
process.

Q604 Chairman: Because they had got out of all of
this, they had decided it was not their business?
Mr Moody: Whatever their strategic reasoning to
invest and they had decided to sell. They had decided
to go through a very formal process of inviting
competitive tenders from interested parties for its
business. CWS had a well-resourced mergers and
acquisitions team, headed up by an experience M&A
individual, and they also took on board financial
advisers in the form of HSBC Investment Bank, who
were acting for CWS at the time. They issued an
information memorandum, which contained
information about the business and we were invited
to submit an indicative bid, by a deadline, setting out
various aspects of our level of interest, along with
any other interested parties. So, all interested parties
were given until this date to submit their bid. In
putting together DFB’s bid, DFB organised itself in
terms of a corporate governance process, a managed
process, and it also engaged a team of professional
advisers to enable it to evaluate the opportunity, and
it also engaged in a club of bankers to work with
DFB to help provide the finance to enable the
acquisition.

Q605 Chairman: Who were the advisers?
Mr Moody: The financial advisers were Rabobank;
the legal advisers were DLA—a very substantial UK
law firm; the project managers were Smith &
Williamson; the legal project managers were
BrookStreet des Roches; and there were then other
firms that we used in the due diligence process.

Q606 Chairman: Who was in the club of bankers?
Mr Moody: The club of bankers at that time
comprised four banks: Rabobank itself, HSBC,
Barclays and RBS. The intention was that each of
those four banks would lend £25 million, presenting
a funding capability of £100 million, part of which
was bridging future member contributions. The
board formed what was called an acquisition
steering group, which was a sub-committee of the
board. It was chaired by Mr Knight, I was a member
of it, and that acquisition steering group met weekly,
sometimes twice weekly. It was attended by advisers
and it was on the basis of reviewing the detailed
information provided by CWS, the advice from
advisers that it chose to make its recommendation to
the board. The board then considered the

recommendation of the Acquisitions Steering
Group (ASG). It also received the advice from
Rabobank and upon that decision, the board made
its decision on how much to bid in the indicative bid.
So, that was the process. In terms of the information
available to the ASG and to the board and to the
company’s advisers, the information obviously
comprised that contained in the information
memorandum produced by HSBC IB, acting for
CWS, and Rabobank, as advisers to DFB, provided
some benchmarking information to enable DFB to
form a judgment as to what level it should bid for
this company. That benchmarking information
contained their estimation of what they thought the
business was worth as a stand-alone static business;
what they thought that business was worth to
potential acquirers who might be rival bidders for
the business.

Q607 Chairman: Who did the benchmarking?
Mr Moody: Rabobank. They provided the detailed
paper to ASG and they talked it through in detail
with ASG. So, this benchmarking exercise sought to
guesstimate the value of the business to our potential
rivals for that business. Bear in mind the rivals were
existing processors in the liquids sector, in the main,
and therefore were they to have acquired ACC, they
would immediately have had rationalisation and
synergy benefits available to them to enable them to
reduce costs within the business. So, it is not
surprising that the advice from Rabobank was that
ACC would deliver greater value to one of them than
it would to DFB, which did not have any such
synergies to bring to the table. They also considered
what value DFB could derive from ACC, were it to
acquire it. That gave a bid range. They also
evaluated what the maximum price, in their opinion,
our competitors could bid for ACC if it wanted to do
so without diluting their own earnings. That gave a
ceiling, that was not to suggest that was the price
that the competitors would bid because, clearly, they
would want to derive value for their own
shareholders.

Q608 Chairman: Could you put some numbers on
this for us?
Mr Moody: I would suggest that is commercially
sensitive information, Chairman. I would be more
than happy to provide you with that information in
writing provided I could be allowed to do so on a
private basis. You will appreciate that we have
legally-binding confidentiality undertakings in place
with parties. I am also concerned that some of the
companies I am talking about are publicly-listed
companies and I would not wish to provide
information that could be regarded in any way as
price sensitive to those companies.46

Q609 Chairman: The Committee would be grateful
to have that information, on the basis that you have
described, simply because it would help us to relate

46 Not printed
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the generation of advice to what is supposedly the
published figure as to what you actually paid at the
end of the process.
Mr Moody: Yes, I am happy to provide that
information, in writing, if I can have the
Committee’s assurance that it will be received as
private and confidential information.

Q610 Chairman: It will.
Mr Moody: Fine, I will do that after this hearing.

Q611 Chairman: Rabobank gave you some
information and advice. You look at all of this and
you make an indicative bid for the business. What
happens then?
Mr Moody: We submitted the indicative bid and
CWS subsequently sought to clarify with us aspects
of that bid—as I am sure they would have done with
other bidders—and they then produced a short list
of people that they wanted to invite to proceed to the
next stage. The next stage was eVectively to provide
a final bid with any specific conditions attached to
that bid that the bidder would seek to impose. In
order to move from indicative bid to final bid,
further information was released by CWS, giving a
greater insight into the business and an opportunity
to meet the management of ACC in very controlled
conditions was presented to potential bidders. On
the basis of our ability to meet the management,
question them on our ability to receive further
information, that enabled DFB and its advisory
team to vary or confirm some of the assumptions
that it had made at the indicative bid stage.

Q612 Chairman: You go through that process, you
are getting a better insight into the ACC business
and we come to the point where you have to make
your mind up. You know that there are one or more
interested parties other than yourself in the business.
How much did you know about the others who were
bidding for this?
Mr Moody: We were never advised who the other
bidders were, so it was summation on our part as to
who they might be, but there are a relatively small
number of players in this sector and so it was not
diYcult to guess who they might be. At the point that
the final bid was issued—and I should state that it
was not just the decision of the board of Dairy
Farmers of Britain because we also had to have the
support of the banks in this process. Throughout this
whole process of indicative and final bid stage, there
were substantial teams within each of the banks
reviewing exactly the same information that Dairy
Farmers of Britain’s board was reviewing and
considering whether or not the view that the DFB
board was coming to, was supportable or not.

Q613 Chairman: When you got to the final figure as
to what you described, did all the banks agree that
the figure you oVered was a correct figure?

Mr Moody: Yes, they supported the oVer.

Q614 Chairman: Could you, therefore, explain why
I read in your board minutes that Rabobank
indicated that you had paid too much for the
business?
Mr Moody: We have to be careful which bit of
Rabobank we are talking about. There was the
bank, Rabobank, and the advisory Rabobank team.
In terms of the banking club, it is perhaps helpful to
explain that during the process of pursuing the
acquisition of ACC, not all of the four members of
the banking club decided that they wanted
ultimately to lend into the transaction, for diVerent
reasons. RBS was the first bank to withdraw from
the club.

Q615 Chairman: Why?
Mr Moody: I do not actually recall why. I am quite
happy to look back on my files to see whether I have
a note, and advise.

Q616 Chairman: Perhaps Mr Knight might assist?
Mr Knight: I do not recall either.

Q617 Chairman: We would like to know.
Mr Moody: I will do my best to advise you of that,
but certainly my recollection is that the transaction
team working within RBS were in support of it but
it failed to get credit approval. As I say, that is a
recollection, that may not be accurate and I will seek
to clarify that and advise the Committee
subsequently.47

Q618 Chairman: RBS are out. What happens next?
Mr Moody: We have to go to the other three banks.

Q619 Chairman: We have got Barclays, HSBC and
Rabobank?
Mr Moody: And we have to say to them, instead of
being four banks at £25 million, will you now be
three banks at £33 million? After considerable
consideration, going back to their respective credit
committees, they came back and said that they
would support at £33 million each. So, our financing
was still in place and we could continue to process
our final oVer.

Q620 Chairman: In terms of the Rabobank position,
what you are saying is that the Rabobank bankers
were on board, but the Rabobank bit that was giving
you the advice, was not.
Mr Moody: No, I am not saying that at all.

Q621 Chairman: Come back to what your minutes
say. The minute perhaps did not make the distinction
between two parts of the same bank. It is pretty clear
to me that Rabobank, a part of it, had said that the
final bid price that you were going to put in was too
high. Is that factually correct, or not?
Mr Moody: At the meeting of the ASG on 6 April
2004, Rabobank presented the information that I
have just talked you through about the potential

47 Ev 132
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value of the business. We then came on to a
discussion about what their opinion was of the
people who would bid for the business, and what
they thought those parties would bid, as opposed to
what they thought they might ultimately pay. They
advised a strategy to the ASG of bidding at a level
that was materially lower than the level at which the
board ultimately chose to bid. So I suspect that is
what the minutes are that you are referring to.

Q622 Chairman: It seems to me, as a layman in these
matters, quite a central point. A bank, which has
very considerable experience in European
agricultural funding, which is continentally based
and understands the co-operative model in some
depth, seems to have given an opinion that was at
odds with the ultimate decision that the board made,
viz. the level that it chose finally to bid for ACC.
Mr Moody: The opinion was based around bidding
strategy, rather than value.

Q623 Chairman: My recollection of the minutes
seems to be fairly clear that it was recorded in your
minutes, and I always stand to be corrected so if I
have not remembered because I have not got them in
front of me, but when I read them through it caught
my eye. There seemed to be a clarity of expression
that indicated that Rabobank basically thought that
the price was too high.
Mr Moody: Rabobank thought that we did not need
to bid at the level that we chose to bid.

Q624 Chairman: Are we not having a little bit of
linguistic semantics here?
Mr Moody: No, I do not think we are, Chairman.

Q625 Chairman: The Rabobank said—you just used
the words “you did not need to bid at the level you
did”.
Mr Moody: When I provide you with the
information in writing privately, which I have agreed
to provide to you, perhaps the comments that I am
making will make more sense. The only way in which
I can adequately address your challenge here and
now is to quote those numbers, which I feel unable
to do in a public session. What I am trying to say to
you is that there were two sets of numbers. There was
a set of numbers that it was advised the businesses
were worth to the bidders, and then a separate set of
numbers that were judgments about what one
needed to oVer for the business. Obviously, one
would not seek to oVer more than the business was
judged to be worth but there might be a perception
that you did not need to oVer as much as the business
might be worth in order still to acquire it. That is
where there was a diVerence of opinion. There was a
diVerence of opinion between what Rabobank
believed we needed to oVer, i.e., less than what they
thought it was worth, as opposed to what the board
of Dairy Farmers of Britain believed it needed to
oVer in order to be competitive in the bid process.
Dairy Farmers of Britain’s belief in its opinion was
based around the fact that its competitors had
greater value to derive from the acquisition from
industrial and commercial synergies than the DFB

itself could not benefit from. Therefore, if DFB
oVered materially less than the advice that the
company was worth to DFB, then it risked being left
out of the short-listing process because it may have
misjudged the level at which its competitors might
have sought to bid.

Q626 Chairman: Let me just remind you of what Mr
David Messom, who is the director of food retail at
the Co-operative Group said in front of this
Committee, “My personal view is that you could
argue that they [DFB] paid too much for the ACC
business originally which they acquired from the Co-
operative Group.”
Mr Moody: If you are asking me whether, with the
benefit of hindsight, I think Dairy Farmers of
Britain paid too much, my answer is, yes,
unquestionably. But whether you are asking me,
does that imply that there was a flaw in the
evaluation process, then I would say, no, there was
not. I think other circumstances led to that
conclusion.

Q627 Chairman: That process fully took into
account all of the costs of rationalisation, further
investment and the in-fill acquisition, which Mr
Cooksey alluded to earlier in the evidence. In other
words, it was a total picture that led you to bid £81
million that ultimately you paid for it.
Mr Moody: The basis of our financial evaluation of
ACC was based on information provided by the
management of ACC through CWS and CWS’s
advisers, HSBC IB. What they presented to us was
historical financial information together with
financial projections of the business, covering the
financial years 2005 through to including 2007. We
took those financial projections and applied over
them a Dairy Farmers of Britain overlay, so we
added to them the existing DFB business, then we
applied to it any changes that we were intending to
bring to the business post acquisition. That created
in aggregate an acquisition plan around which the
evaluation and funding capability of the business
was considered. That business plan was subject to
review by the banks, it was subject to review by PwC,
who reported both to the banks and to the board of
Dairy Farmers of Britain on it, and it was also
subject subsequently to due diligence, which no
doubt we are going to come on to discuss. But that
plan supported the price of £75 million.

Q628 Chairman: But I presume that it was also
totally underpinned by an assumption that there
would be no material change in the newly-formed
enlarged customer base that you were hoping to
serve.
Mr Moody: It was underpinned by the assumptions
that were inherent within the financial projections
that were presented to us.

Q629 Chairman: You retained Barclays, HSBC and
Rabo as the three finance banks for the project and
you then embarked on your due diligence. When
Lord Grantchester gave evidence to the Committee,
he said that all of a sudden you subsequently
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discovered what he described as a potential huge tax
liability of some £6 million, which you managed to
avoid only after spending £1 million on advice. He
also went on to say that you discovered a number of
commercial contracts that were uncompetitive. He
finally noted, “We even began to question how they
put the due diligence together as to where the profit
of one division stopped and the next division
started.” That does not sound like a ringing
endorsement for the due diligence process and yet, if
that was the case, Mr Moody, as somebody well
versed in these matters, you believed all of it in the
first instance, did you not?
Mr Moody: The vendors chose to operate what is
called a vendor due diligence process. A vendor due
diligence process is where the vendor engages a firm
of financial advisers, instructs them to carry out due
diligence on its own numbers and then presents that
information to the purchaser. Whereas, in the case of
a transaction that is prosecuted without a vendor
due diligence process, the purchaser would normally
appoint its own agents to go in and carry out its own
review of the numbers. Vendor due diligence is a
process which, at the time, was frequently used by
major corporates in auction processes where they
believed there would be strong interest, and
particularly in circumstances where potential
bidders would be competitors. It was an intent to
control the exposure of the business, which they then
still owned, to commercial risk and exploitation by
competitors. Dairy Farmers of Britain, of course,
was not a competitor in that sense but, nevertheless,
it was required to agree to participate in the vendor
due diligence process or withdraw from the process.
As an experienced corporate finance professional, I
have an inherent dislike of vendor due diligence
processes because I personally believe—I am not
suggesting in this case it was so—but I personally
believe there is an inherent conflict of interest for the
firm being invited to carry out the vendor due
diligence, because it is engaged by the party selling
the business and not the party buying the business.
However, that is the set of circumstances in which we
found ourselves.

Q630 Chairman: It was take it or leave it, basically?
Mr Moody: It was take it or leave it, yes. The
financial due diligence was prepared by a firm called
KPMG. KPMG provided extensive DD reports on
the historical trading data but did not provide,
initially, commentary on the financial projections.
The financial projections were, of course, of acute
interest to Dairy Farmers of Britain and its bankers.

Q631 Chairman: Would I be right in saying, because
I am not an accountant by training, but I had a quick
look at the due diligence report, and I struggled to
find anything where it was—easy perhaps is the
wrong word—but none the less I shall use it, nothing
that seemed to be an indicator of what the worth of
the business was going forward.
Mr Moody: No, that is not the purpose of due
diligence. Due diligence is not there to express an
opinion on value. It is there to provide information
and express opinions on information to enable

somebody to understand whether the information
that is being reviewed is reasonably based or
financially accurate.

Q632 Chairman: But it does have a significant part
to play, if not in terms of the financial projections to
which you yourself mentioned a second ago, as to
what the real worth of the business is. In other
words, are there any skeletons in the financial
cupboard?
Mr Moody: Absolutely, without question. As we
proceed with this discussion it will become clear
where the problems of Dairy Farmers of Britain
began to emerge. Within this process, having been
presented with vendor DD on historical
information, it was made clear to CWS and its
advisers that Dairy Farmers of Britain would be
unable to proceed with its acquisition interest if the
due diligence did not extend to commenting on the
financial projections going forwards. As a
consequence, an addendum to the vendor due
diligence report was prepared by KPMG, where they
reviewed the financial projections upon which Dairy
Farmers of Britain were relying, in terms of not only
arriving at its value, but also securing its banking
support to acquire the business. In due course, that
due diligence report was made available. That due
diligence report contained a number of comments
within it indicating that aspects of the financial
projections were challenging. Its overall conclusion
was that the underlying assumptions arrived at by
the ACC management in setting those projections
were prudent. That conclusion gave the comfort to
Dairy Farmers of Britain; to its advisers and to the
banks that the projections were capable of being
relying upon in pursuing the acquisition. I am sure
you will appreciate that with a transaction of this
size and with the credit committees of the banks
involved, those projections were given a very high
level of scrutiny and, of course, the assumptions
underlying them were also given a high level of
scrutiny. There were various elements that provided
that comfort, alongside the comfort provided by
KPMG.

Q633 Chairman: Did the assessment of these
financial projections also include proper sensitivity
testing, bearing in mind variations in potential sales
level, because at the end of the day, it is what you get
for selling the output of ACC, which is going to
determine whether the financial model works or not?
Mr Moody: Correct. There were three key areas of
sensitivity. The first area related to the business
operated from a plant in South West Wales called
Llangadog, which was a canning plant owned by
ACC. That business was disclosed to us as having
been historically loss-making. We were aware of that
in any event because of public concern in the area of
the factory and, indeed, I stand to be corrected, but
it is my personal recollection that prior to the
acquisition of ACC by DFB, concern was expressed
that led CWS to state categorically that it had no
intention of closing Llangadog. So we knew that
Llangadog had a troubled history. The financial
information presented to us stated that as a result of
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increases in retail prices and cost reduction measures
eVected by the ACC management, those losses had
been stemmed and the financial projections
demonstrated an elimination of those losses and a
modest return to profitability for Llangadog. That
was one of the key sensitivities. The second key
sensitivity related to volume being sold to its
principal customers. Volume had been declining and
there was a concern about whether that volume was
going to continue to decline or whether it was likely
to be reversed as the financial projections suggested.
Ultimately, comfort was received in respect of that
by the announcement that a significant sales
contract had been struck by the ACC management
with a third party, with a four-year duration, which
eVectively more than supported the revenue
projections contained within the financial
projections. The banks and DFB have the comfort
that its principal customer, the Co-operative Retail
Trading Group, were secured in terms of a three-year
supply contract to 2007, where the prices were
specified with adjustment mechanisms specified in
the contract and that there was also a four-year
contract in respect of this other significant party. We
considered that if we were buying any other
processing business without such customer revenue
contracts in place, the probability would have been
that as soon as we took over ownership of the
business, retailers would seek to use that as an
opportunity to renegotiate prices and margins, and
therefore we were protected from that risk through
those contracts.

Q634 Dr Strang: We have got to August 2004 and
you have acquired the ACC. It has been suggested to
us that it really took you a very long time—a year—
to really grasp some of the problems that existed
within ACC, that was after you had owned it. You
have said something about the plan you had for
ACC, perhaps we could hear more about that. But
also, could you say—we are now talking about post
acquisition, leaving aside the background to it,
which you have explained admirably, if I may say
so—anything about that, given where you were once
you had got this business, why did it take so long,
apparently, to get to grips with the problems, to some
extent what were the problems and what would you
have done diVerently looking back?
Mr Moody: Let me give a comment, but I am sure
the chairman will also want to comment on that.
First of all, it did not take us a year. I know that
Gerry Smith made that statement in his evidence,
but Gerry Smith was not involved in the liquids
business until the middle of 2005, and therefore it
would have been outside his knowledge. In fact, the
underperformance of the liquids business was
identified as early as November 2004, when a formal
report was written identifying that the business was
generating profits materially below those anticipated
within the financial projections that had been
presented and reviewed at the time of the
acquisition. There were two principal reasons for
this. The first reason was that contrary to our
understanding at the time, Llangadog had not
returned to breakeven, it was suVering very

considerable losses as a factory. Dairy Farmers of
Britain had to quickly consider whether or not that
factory had a future and, indeed, decided to close
that factory, which it did at the end of the first
quarter of 2005. That was a project which Gerry
Smith very competently managed as part of the
process. The second was that we identified that the
sales contract, which had been heralded to us as a
benefit for the business, was a contract entered into
to supply a competitor to Dairy Farmers of Britain
with processed products at a price that caused Dairy
Farmers of Britain to suVer losses. Those losses
eroded the profitability of the liquids division
directly, but also enabled a competitor to challenge
customers of Dairy Farmers of Britain in one of its
profitable sectors with product that was cheaper
than Dairy Farmers of Britain itself could produce.

Q635 Dr Strang: This is a four-year contract, you
said?
Mr Moody: Correct. And that was a fundamental
and material undermining of the profitability of the
business. When I said earlier that we overpaid for
ACC, had we known about the losses in Llangadog
and had we appreciated the nature of that contract,
then we would unquestionably not have paid the
price that we did.

Q636 Chairman: Could you help me for a second to
understand what you have said. What was the factor
that prevented you from knowing about the
implications of this contract?
Mr Moody: The sales process itself was very much
on the basis that there was not open and unrestricted
access to what the vendor regarded as commercially
sensitive information. I would point out that is quite
normal when a company is selling a business where
potential bidders are competitors. So I am not
implying for one second that the process pursued by
CWS was in any way improper or in any way
unusual, but it was nevertheless very restrictive for
somebody seeking to gain full and complete
information about the business it was acquiring.

Q637 Dr Strang: Could you have done something
diVerently to deal with these problems? Obviously
these problems were inherent, as soon as you got the
business you got these problems, could you have
done something diVerent to sustain Dairy Farmers
of Britain against that horrific acquisition?
Mr Knight: As Philip Moody has explained, we were
landed with two issues here—one was this long-term
supply contract and the second was Llangadog.
With Llangadog, we acted very swiftly on that
particular business. It was more diYcult with the
contract that was set up and that we inherited. The
reasons that you are investigating, quite correctly
investigating, and the reasons also that Philip
Moody is explaining in some full detail equally
reflects an accurate answer of events. That contract
was there soaking up the milk and for us at that time
it was a non-profitable contract. So the issues in the
liquid division started to emerge at that stage and we
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started to work through negotiations with the key
customers to try to ease the situation, and they
proved to be tough.

Q638 Dr Strang: Given the scale of this acquisition,
obviously in the context of how big Dairy Farmers
of Britain was at the time, it was a huge decision for
Dairy Farmers of Britain to take. In retrospect, it is
hard to resist a conclusion that was what it was all
about, your final demise was predetermined once
you had made that acquisition. Is that fair?
Mr Moody: No, I think that is unfair. Had the
business delivered the level of profitability that was
anticipated at the time of the acquisition, then the
acquisition would have been successful with some
margin for comfort. Bear in mind that the financing
of this business was totally driven around the
profitability and the cash flow that we were
expecting to generate from it. That determined our
ability to service bank debt; it determined our ability
to service the member investment that the members
had made in this business; and it also determined
ultimately our ability to influence the price that we
were going to pay our members for our milk. That
was overwhelmingly the purpose for which Dairy
Farmers of Britain was created—to build an
improvement in the sustainable milk price. That was
always our criterion. We did not need to look at an
acquisition on the basis of providing an investment
return, we needed to look at it on the basis of
providing a sustainable purchaser for the members’
milk and improving prices for that milk. That did set
us apart from the other bidders who obviously had
shareholders and investment returns that they
needed to take into consideration. Of course, the
amount that one pays for a business is an important
factor, because whatever you pay has to be financed
and has to be repaid at some point. With the benefit
of 20/20 hindsight, it was not the price that we paid
for this business that caused the problem, it was the
lack of profitability in it that we discovered once we
had bought it that was the problem.

Q639 Dr Strang: I understand that, but there were
some inherent problems there which, with the best
will in the world, you could not really tackle.
Mr Moody: No. Let me give you a chronology of just
how we tried to deal with that because it will help
you. In the period from November 2004 through to
the end of 2006, the executive management were very
strongly challenged by the board to look at all ways
of seeking to drive cost reductions and greater
profitability out of the business. They came up with
a range of initiatives, which were called PIPs—profit
improvement programmes. There were a huge
number of diVerent initiatives running within the
business at any one time. In my judgment, the
executive management did an exceedingly good job
in beginning to turn the business round in that
period, 2005–06. There was a belief that as we
approached the end of 2006, the business was getting
back on track and that there was an opportunity
therefore to start to derive the kind of benefits from
this business that we believed were there at the
outset. Unfortunately, what followed 2006 was 2007,

and two material events happened during 2007,
which fundamentally changed the financial
prospects for Dairy Farmers of Britain and, in my
judgment, proved ultimately to be something from
which the business was unable to recover. Andrew
Cooksey may want to talk about those events in
more detail, but I will identify what they were. The
first event was, of course, the CRTG contract came
up for renewal in August 2007.

Q640 Chairman: For the record, what is CRTG?
Mr Moody: Co-operative Retail Trading Group—
you have had Mr David Messom giving evidence
before this Committee. Like any retailer, of course,
they are always looking to derive the best value for
their shareholders and for their consumers, that is
their job, and CRTG did that job, so that when they
put the contract up for renewal, they put it out to
open tender. Clearly, that provided an opportunity
to competitors of Dairy Farmers of Britain to seek
to put forward some very competitive prices. As a
result of that, DFB was left with a choice of whether
to renew its contract on what proved to be the price
terms available to it. It was in a kind of a cleft stick
because the prices being oVered were materially
lower than was currently being enjoyed. Now,
market conditions change and I am not for one
moment suggesting that there was anything
improper about that process, I am merely stating the
facts. The facts are that the contract was renewed at
a considerably lower value than it had been under
the old contract. That caused evaporation of value
to DFB, which DFB had to address. The second
issue related to a freak of nature, in that the weather
that year caused a shortage of milk, which meant
that processors had to increase significantly the price
that they were prepared to pay per litre to enable
them to secure their milk supplies. There was a very
rapid escalation of milk price over that period.
Unfortunately, Dairy Farmers of Britain did not
have significant balance sheet reserves and it could
not aVord to pay a price to its members for the milk
that it had not yet secured from its customers.
Whereas, some of its larger competitors had the
ability to anticipate future market moves in order to
step in and gain milk supply. DFB’s price went up
substantially over that period, but it went up slower
than many of its competitors and that caused a
significant degree of membership concern, believing
that this was an indicator of an underperformance
within the business.

Q641 Chairman: Is that what led eventually to the
beginning of the members indicating that they were
going to withdraw?
Mr Moody: Yes, that started the resignation.
Mr Knight: That was a critical moment and I think
that was the turning point in the confidence point of
the business.

Q642 Chairman: Was that one of the contributory
elements to the loss of the Co-op business? In
evidence to us, they cited four reasons, one of which
was low milk price to members; they felt that you
were not looking after your members properly.
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Mr Cooksey: Yes, that would be one of the elements.
The other aspect in terms of the overall member
confidence was that there was a lot of noise in the
industry overall and that raised question marks.

Q643 Chairman: Would I be right in saying that
those of your competitors that were sniYng around
for that Co-op business could aVord to be almost
predatory in their pricing, knowing that they had got
the balance sheet strength to sustain a very
competitive bid, whereas you were struggling?
Mr Cooksey: It was a significant piece of volume,
probably one of the last remaining significant pieces
of volume, that was up for renewal within the market
place at that time. Other companies had invested
significantly in increasing capacity and clearly there
were marginal benefit opportunities available to
other customers, whereas the Co-op was our
primary customer. It is very diYcult to marginally
cost your largest customer.
Chairman: Gentlemen, we could go on, but I am very
conscious that you have been here for the best part
of two and a half hours. I am sure if we had all the
farmer members who have been in touch with us,
they would probably have a legion of questions that
they would like us to ask you. We have done our best
to reflect in our questioning the major area of
concern, however, which was the acquisition of

Memorandum submitted by Mr Philip Moody (DFoB 42)

RBS Withdrawal

Prior to pursuing the ACC opportunity, DFB had encouraged a club of four banks to commit to an
involvement in supporting DFB’s strategic implementation. It was this work that led us to believe that we
had a total investment capability of the range of £100 million to £150 million quoted by me during my
evidence.

The way in which the banking approval system worked at the time was for a relationship of confidence
to first be established by the banks in (a) DFB as a company, (b) DFB’s Management and Board, and (c)
DFB strategic mission. The banks would then maintain a regular dialogue with DFB until a hard acquisition
target was alighted upon. At that stage, each bank formed a transaction team which received and evaluated
the same information as was available to DFB itself (in the case of ACC, primarily the Information
Memorandum issued by HSBCib, DFB’s Acquisition Plan and Financial Projections, and subsequent due
diligence reports. At each stage of the process, DFB required its banks to confirm their support for the bids
submitted and this required formal credit approval by each of the banks concerned.

I have reviewed my files and have been unable to find any direct reference to the reasons given by RBS
for their early withdrawal. However, I have consulted with my colleagues in Smith & Williamson who were
involved at the time and we have a vague recollection that it related to a concern at a high level in the bank’s
organisation about a potential over exposure to the sector. I recall the acquisition finance team at RBS that
were hoping to fund the transaction were frustrated by the bank’s decision. We know that the RBS Group
were lenders to other major dairy companies. I am sorry that I cannot be more helpful.

Smith & Williamson Fees

Finally, I promised to advise you of the extent of fees charged by Smith & Williamson in the year ended
31 March 2009, and that amount was £387k.

I have reflected on your Committee’s questioning of the relationship between DFB and Smith &
Williamson in the context of my directorship, and wish to add that professional advisers constantly find
themselves in circumstances where the nature of their advice directly influences the extent of work that their
firms are required to undertake. This sometimes extends into situations which involve personal
appointments, such as that held by me as a director of DFB.

ACC, because it is quite clear from what you said
that from that followed the seeds being sown that
ultimately led to the downfall of the business—the
lack of profitability that you have referred to, and
the ultimate loss of a major customer. There is only
so much that any business can take and still continue
to trade successfully. As you said, with the benefit of
hindsight and the discovery of certain facts because
of the bidding process, you would argue that there
were things that you discovered that made your
acquisition less profitable than your model that
encouraged you to acquire the business had
suggested. Those would be the main bones that I
would pick out of what you have told us. Could I
thank you in advance, Mr Moody, for the
information that you will send the Committee,
which will be treated in confidence. I think you can
see very clearly what we are after to get an idea with
numbers as to how this process of acquisition finally
worked out. There may be on reflection some further
points that we might want to raise with you in
correspondence, but may I take the opportunity of
thanking you for coming here to assist us with our
inquiry. I hope it will not be too long before we can
draw this matter to a conclusion. In fairness, there
were many farmers who wanted to hear what you
had to say. You are now on the record and for that,
I am very grateful.
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For example, Stephen Oldfield is a partner in PwC and his position as Joint Receiver and Manager is a
personal appointment. He has a similar conflict of interest between his personal duty to maximise returns
for the debenture holder and minimise the costs of the receivership to creditors whilst having a corporate
duty as a partner in PwC to generate fees for the firm. In excess of £2.7 million has been paid to PwC to date
in respect of receivership fees.

As a matter of ordinary course, professionals rely on their internal processes and personal integrity to
manage conflicts of interest in an open and transparent way.

I would also point out that other conflicts existed amongst DFB directors in that each of the farmer
directors were faced with a direct conflict of interest when the milk price to be paid to farmer members was
debated by the Board.

It is the recognition of these conflicts within a Board that has resulted in reporting standards requiring
disclosure of transactions with related parties in companies’ financial statement.

The fact is that conflict exists, and the important issue is to ensure that they are managed, transparent,
governed by suitable processes and fully disclosed.

Philip Moody

January 2010

Supplementary memorandum submitted by Mr Philip Moody (DFoB 44)

Inquiry into Dairy Farmers of Britain Ltd (“DFB”)

I refer to the evidence given by me on Wednesday 6 January 2010 and am writing as requested in relation
to the evidence given by Mr Yates on 3 February 2010 in so far as that evidence relates to me.

Impartiality and Integrity as a Director of DFB

Mr Yates states that he constantly challenged my impartiality.

I can only restate that I was not aware of any challenges to my impartiality either prior to, at the time of, or
subsequent to my re-election, from Mr Yates (with whom I came into contact frequently at Member Council
Meetings), the chairman of the Board, Mr Knight, any other director, or from any member of Council. Mr
Knight confirmed to me on Thursday 4 February 2010 that he cannot recollect any occasion when Mr Yates
oYcially and with a mandate, challenged my impartiality with him.

Mr Knight recalls frequent questions about the performance of directors in their roles and that my own
performance was subject to equal scrutiny as other directors. However, he flatly denies trying to persuade
Mr Yates to support my re-election against Mr Yates’ wishes, as to do so would, as he put it to me in our
conversation on 4th February, “be improper given that re-election was purely a matter of a majority Council
decision and that process is set out in the Rules of the Society”.

Finally, my re-election as a director was approved by Members Council in October 2007 with no votes
recorded against.

Whilst writing, I wish to clarify an error of fact contained in Mr Malcolm Smith’s evidence of 10 February
2010 when he states that fees payable to my firm in respect of the acquisition of ACC were contingent on
the outcome of the transaction, implying that this influenced my impartiality as a director in relation to the
purchase price of ACC.

In fact, fees payable to my firm were not contingent on the outcome of the transaction but were payable
in any event, calculated by reference to the amount of time incurred on the assignment. Given that the final
pricing discussion took place late in the process, the overwhelming majority of the fee in question had
already been earned (and paid) and thus there was no material financial benefit to be gained by my firm
whether or not the transaction actually completed. This is in contrast to the fees payable to Rabobank
International which were, in the main, only payable in the event that the transaction completed and this may
be the source of Mr Smith’s confusion.

Knowledge of Llangadog

Mr Yates states in his evidence that I misled the Committee in blaming Llangadog as one of the causes
of DFB’s demise. He goes on to comment that in my evidence I stated that we did not know about the
performance of the business, and comments that this is a lie. You will, however, note, that in response to
question 633, I clearly state that we were aware of the historical losses and of the troubled history of the
plant prior to its acquisition. I refer to Llangadog as the first of three key areas of sensitivity considered at
the time.
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I confirm my evidence given to your committee to the eVect that, whilst the problems at Llangadog were
certainly known about prior to the acquisition of ACC, the full extent of losses being incurred at the time
of the acquisition, together with their underlying reasons, was not. We were informed at the time that losses
had been stemmed due to price rises to customers and cost reductions at the plant, and that it was then in
a break even position.

Immediately after acquiring ACC, Malcolm Smith moved two experienced persons, David Hare and
Gerry Smith, into Llangadog to manage the business. It quickly became apparent that the plant was not
only still incurring losses, but that these were at a much higher rate than previously. Early in November 2004,
a report was commission by the Board into the financial position of Llangadog including variances to plan.
Significant deficiencies in performance were identified and, on the recommendation of the Executive, the
Board took the decision to close the plant.

As Mr Yates states in his evidence, the Council was informed of the financial losses at the plant as well
as the decision to close it in January 2005. Gerry Smith successfully closed the factory later that year.

I do not regard Llangadog as being suYciently material to be regarded as a cause of DFB’s failure, but
it is true to say that we would, had the full extent of its losses been known at the time of the acquisition,
either have refused to buy the plant or otherwise reduced our price oVered for the business as a whole.

Reason for my Resignation

Mr Yates states that I lied in evidence concerning the reason for my resignation, suggesting that the real
reason was that set out in Talking Points (the Members’ Newsletter). This is a serious allegation which I
completely reject. My evidence given on 6 January 2010 is correct and I stand by it. Moreover, Mr Yates has
been fully aware of the reason why I resigned since at least 5 November 2008.

I resigned as a director because I was concerned that DFB was in imminent danger of becoming insolvent
and to stay on the Board in those circumstances would have been inconsistent with my capacity as an FSA
authorised professional adviser. The implication of the letter from HSBC, referred to in my evidence, was
fully discussed with both the Board and HSBC for some weeks prior to my resignation on 30 October 2008.

With regard to the statement in Talking Points, I was at that time leading negotiations which had reached
an advanced stage to sell DFB’s ailing liquids division to a competitor and the Board wished me to continue
to lead these discussions in my role as Managing Director of Smith & Williamson Corporate Finance Ltd
in order not to destabilise those negotiations.

The Board needed to announce my resignation and knew that any message given to Members would
inevitably end up in the public domain. It was considered by the Board not to be in the Members’ interests
to openly state that my resignation was due to a concern over impending insolvency and so the statement
in Talking Points was made.

In support of my recollection of events:

— Board Minute

The Minutes of the Board meeting on 30 October 2008 contains the following:

“In the light of the HSBC Letter questioning the solvency of DFB, Roger Taylor as the
Director of Amlin and PEM as MD of Smith & Williamson Corporate Finance found
themselves in diYcult territory as regards their own current compliance requirements.

PEM commented that he could not remain as a Director of an insolvent company and indeed
if the risk of insolvency was foreseen he was required to step away from the business.

PEM reported on various internal meetings that he had attended within Smith & Williamson.
While Smith & Williamson remain fully supportive of DFB, PEM has been required to step
down for so long as a serious question mark remains over the solvency of DFB. In good faith
PEM must follow through with the requirement to resign at the earliest opportunity. PEM is
willing to remain as an advisor to the Company if the Board wishes. However, PEM formally
tended his resignation. PGr requested that he submit the resignation in writing and then he
could respond to it appropriately. Suitable announcements and explanations as to the
resignation would be provided. The main reason would be identified as PEM leading the
position as Strategic Advisor and Managing Director of Smith & Williamson Corporate
Finance.”

In this extract, PGr refers to Paddy Gregan, solicitor and DFB Company Secretary, and PEM
refers to me. The reference to Mr Taylor is explained below.

— Meeting on 5 November 2008 at Hunters Lodge Inn

At that time, a farmer director election was taking place with Mr Roger Taylor standing against
the re-election of Mr David Wilkinson, the then farmer vice-chairman of the Board. When the
result was known on 4 November 2008, it was found that Mr Taylor had won the election.
However, in the days leading up to this election, Mr Taylor learned from me and others of the
underlying parlous state of DFB’s finances and became concerned at the prospect of being elected
a director.
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Mr Taylor is a man of considerable City experience and was, at the time, Chairman of Amlin Plc,
a substantial London based insurance company. When he learned of the underlying reason behind
my resignation, he declared that he equally could not accept appointment to the Board for exactly
the same reason that had compelled me to resign.

Mr Yates was informed of this position and, as a consequence of the result of the Director election
becoming known on 4 November 2008, he convened a meeting the following day to which the
farmer directors and myself were invited, to discuss how to deal with the fact that Mr Taylor,
although winning the election, would not accept appointment to the Board.

This presented Mr Yates with a dilemma as he had to announce the result of the election and also
explain to Members that, despite winning the election, Mr Taylor would not be taking up his
position on the Board. The purpose of the meeting on 5 November 2008, called by Mr Yates and
which I attended at his invitation, was to decide how Mr Yates could finesse this problem as he
clearly could not tell Members the whole truth as that would undermine the stability of the
company.

In the event, it was announced that, whilst Mr Taylor had won the election, his other commitments
prevented him from taking up his Board position straight away, and that Mr Wilkinson would
continue as a director until such time as he was able to do so. The hope of Mr Yates here was the
company would recover from its financial diYculties such to enable Mr Taylor to join the Board
at a later date. The hope was also expressed at that meeting that this would equally allow me to
rejoin the Board.

This meeting demonstrates that:

(a) within days of 30 October 2008, Mr Yates was fully aware of (i) the reason for my
resignation, and (ii) the Company’s sensitivities around any announcement to Members;
and he responded appropriately to the same concerns when dealing with Mr Taylor’s
election to the Board in place of Mr Wilkinson; and

(b) notwithstanding Mr Yates’ now stated position that I would not have been re-elected for
a third term had it been proposed, he invited me to a meeting after my resignation to advise
him and the farmer directors on how to handle a diYcult situation that he was facing as
Chairman of the Council. At the same meeting, the possibility of my future re-
appointment to the Board was also openly discussed.

My involvement following my resignation as a director

Mr Yates implies, although he does not actually state, that I had no further involvement with DFB
following my resignation. In fact, as stated above, I continued to act as adviser to DFB seeking to achieve
a M&A solution to the company’s diYculties. One of the projects at that time related to the potential sale
of the liquids business to a competitor and the other related to the merger of the rest of DFB with Milk Link.

I continued to act in this role until early February 2009 when my firm was replaced as M&A advisers by
PricewaterhouseCoopers (“PwC”) at the direction of HSBC, in its capacity as debenture holder. I therefore
continued to do all in my power to help resolve the situation long after my resignation as a director and up
until the appointment of PwC.

Given the seriousness of the charge made by Mr Yates that I lied to the Committee, I have discussed the
allegations with Messrs Knight, Wilkinson (who attended the meetings referred to and were in regular
contact with Mr Yates) and with Mr Gregan who is a qualified solicitor and attended Board and Council
Meetings as Company Secretary. They have all seen and confirm the facts recited in this letter.

Philip Moody

February 2010

Further supplementary memorandum submitted by Mr Philip Moody (DFoB 45)

Inquiry into Dairy Farmers of Britain Ltd (“DFB”)

I thought it would be helpful for me to draw to your attention those aspects of the DFB story that
demonstrate, in my opinion:

(a) why DFB failed;

(b) what lessons that can be learned from the failure of DFB; and

(c) the implications for cooperatives generally.
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Capitalisation

DFB was charged by its members to pursue a vertical integration strategy of acquiring and owning
processing businesses downstream from farm gate. However, for such a strategy to be pursued on a scale
suYcient to influence the overall milk price return to members for a business the size (in UK terms) of DFB,
was always likely to require an extent of capital in excess of the capability or willingness of members to
provide.

I stated in evidence that the Board assessed that the total amount of capital available to it to invest in the
strategy without outside investors was in the region of £100 million to £150 million. We always identified
that circa £50 million was the reasonable maximum that we could raise from members leaving the balance
to be secured from borrowings, dependent on the financial performance of the underlying business. At that
time, banks were typically lending between 50% and 65% of total capital assuming suitable debt performance
covenants.

I also stated that DFB was under-capitalised to achieve its strategic aims. This is because the Board
understood the need to be capable of raising capital of in the order of £250 million to £500 million in total,
such was the scale of ambition.

This identified a “capital gap” which was exacerbated with a reducing member base as this presented a
long term contraction in capital available to the business. However, DFB could not attract third party equity
investment due to the conflict between profit and milk price⁄members would want a high milk price whereby
investors would want the lowest milk price necessary to secure supply, in order to maximise profits.

The Board sought to innovate a solution by approaching the US Private Placement market (low yield long
term income bonds), and attracted strong interest in its strategic ambitions. However, the requirements of
this financial market are quite restrictive and whilst DFB may have been able to satisfy them, it is not an
opportunity aVorded to most cooperatives in the UK due as much to scale as anything else.

The fact is that most financial institutions do not understand the cooperative model and those that do are
not attracted to invest long term capital in most cases. That means that farmers have to bear the capital
strain in the development years and, unlike many successful European cooperatives who were helped in their
formative years with Government supported “soft loans”, and have had many years of steady growth to
build their balance sheets, the UK market is moving too fast to aVord that luxury. This places a huge burden
in the short term on farmers, leading to cooperatives being under-capitalised compared to their private
competitors.

If, therefore, the UK wishes to see the successful development of a strong cooperative sector, it needs to
provide long term capital to enable them to bridge this gap until the cooperatives have had an opportunity
to get established and to build their balance sheets as a result.

This issue has been identified by the English Farming & Food Partnerships Ltd who are seeking to identify
innovative solutions to this need. However, Government could help by improving the environment (such as
in areas of tax reliefs) to kick-start investment in this area. The reality, however, is that HM Customs &
Excise has ruled not to grant tax relief for farmers’ losses in DFB or, to put it another way, to tax them on
money they have never received, which can only add considerably to the damaging industry impact of DFB’s
collapse. Correcting this unfairness and granting tax relief for inward investment into focussed agrifood
funds or companies would be helpful.

Operating Model

To seek to bridge this capital gap, DFB chose to operate what is called a “margin organisation” business
model. That is to say that the milk price would always be set at a level that enabled the business to have
sound finances, passing the risk onto the members in proportion to their milk supply and thus utilising their
collective financial strength in support of the cooperative. It was on this basis that banks lent to DFB.

DFB also chose to retain capital from members through retention from their milk price, eVectively
deferring part of the payment for their milk price to form part of the businesses long term loan capital.
However, Council always opted to prevent this mechanism from being used to build reserves.

This proved ultimately to be a flawed model as members increasingly compared their milk price with
alternatives available from other milk processors whose capital needs and risk was borne by shareholders,
not the milk suppliers.

This put pressure on DFB to either pay an unsustainably high milk price that would undermine the
business, or to risk member disaVection and resignation that would equally undermine the business.

The point here is that this issue dominated financial policy in the Board as milk price was seen as the
overriding priority at all times (putting farmer directors who were in the majority in an impossible position
of conflict), leading to the delay or postponement of rationalisation projects if the cost suVered in any one
year was greater than the benefit returned.

Ultimately, the Board was forced through member pressure of resignations to pay a milk price that the
business could not aVord without implementing bold restructuring programmes, and this led to a
breakdown of trust with the banks who were depending on the margin organising principle of members
standing fully behind the risk of the business.
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I would suggest that the lesson to be learned from this experience is to ensure that the price paid for milk
is set by open market forces and that any losses sustained by the business be taken into context of the overall
capital needs. I would also suggest that sensible capital levels need to be established at the outset (including
general reserves) and for the ambitions of the strategy to be set accordingly.

Role of Council

In nearly all other farmer cooperatives with which I have come into contact, the Members Council is
treated as a communication body to enable the Board to assess likely member reaction to particular issues
under its consideration and to enable views expressed by members to filter through to the Board. Voting is
still held in the hands of individual members who all have the right to receive information, attend at general
meetings, ask questions of the directors, and vote.

In the case of DFB, however, the Council was given a very diVerent role in that it was formally
enfranchised by the members to vote on their behalf, with Council Members themselves being appointed by
a series of regional elections. Council was set up to enable a democratic streamlined voting process but ended
up as a Member governance body.

I believe this model had two fundamental flaws:

1. Council Members were burdened with a responsibility, for which they were not adequately trained
or experienced, to adopt a level of governance that they could never properly fulfil, simply due to
a lack of detailed knowledge of the business which, for essential commercial reasons, always had
to be held confidential to the Board; and

2. the Governance structure of the company was blurred in the sense that there was confusion as to
exactly what the role of Council was, and where the division of responsibility fell between the
Council and the Board.

I believe this structure, linked to the constant comparison with European cooperatives, led to confusion
between the role of the Council as devised in the Rules and the role of a supervisory board in a European
corporate model.

The lesson to be learned here is to ensure that all voting is retained in the hands of individual members
(as is the case with shareholders in publicly listed companies), to ensure full engagement by them directly
with their Board of Directors and to avoid confusion and conflict within the governance structure.

Constitution of the Board

DFB was set up to be “farmer controlled” as opposed to simply “farmer owned”. This farmer control was
embedded within the rules and culture of the business. The Rules limited the number of outside directors
and always ensured that the farmer directors were in the majority.

This structure denied the Board an essential commercial balance between farmer representatives,
experienced non-executives and executive management and placed an extremely onerous responsibility on
the farmer directors who knew that, ultimately, they had both the power and the obligation to direct Board
decisions.

It is important to add that there is no implied criticism here of the farmer directors themselves who always
discharged their responsibilities with diligence and commitment, and who earned my total respect for their
integrity and dedication to DFB.

I believe the lesson to be learned is for businesses of this complexity to have farmer representation, not
farmer control, and for the constitution of the Board of Directors to comprise farmer representation, senior
executives and outside non-executives.

What was the root cause of DFB’s Failure?

In the case of DFB, much focus has been applied to whether or not, too much was paid for ACC. The
fact is that, irrespective of whether or not this was the case, it wasn’t fundamental to the failure of the
business. Had the business generated the profit stream expected by the Board at the time of acquisition, the
company would have had no diYculty in meeting its obligations to the banks and members.

The most significant problem was an onerous 4 year contract that was signed by ACC immediately prior
to the sale, committing ACC to supply product to a competitor business at a price that was below the cost
at which DFB could produce and deliver the product. This contract generated losses of in the order of £4
million per annum and also enabled the competitor to use the cheap DFB product to quote against DFB in
respect of customers it was already supplying, thereby causing it either to lose these customers or reduce its
prices with the resultant impact on profit margin. The total financial impact was therefore much greater.

These losses had a dramatic impact on DFB:

(a) they eroded cash and profit which impacted directly on the ability of the business to pay a
competitive milk price which, in turn, aVected member confidence and support for the business;

(b) they worked against the eVorts of management to make the business less dependent on CRTG as
a customer;
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(c) they eroded the ability of the business to finance much needed capital expenditure with which to
improve the eYciency of the processing factories; and

(d) they dramatically reduced the re-sale value and opportunity of the business.

However, perhaps most importantly of all, it was well recognised by the DFB Board that CRTG would
most likely put the milk supply contract out for open tender when it came up for renewal in 2007, and that
competitors would aggressively price against DFB in that process. DFB therefore had a well articulated
business plan encompassing a range of profit improvement programmes (“PIPs”) designed to make the
business fully competitive by that time. In the end, the company delivered on virtually all of these PIPs but
their eVect was simply to recover some of the losses suVered through the onerous competitor supply contract
as opposed to enable the business to become more competitive. The 2007 renewal, which ultimately proved
to be more competitive than envisaged due to the impact of Wiseman’s new Bridgewater processing plant,
resulted in a material reduction in price paid by CRTG that placed a burden on the business from which it
was ultimately unable to recover.

There are many other contributory factors to the failure but that, in my opinion, was the root cause and
however the Board tried to find commercial and strategic solutions, the scale of the liquids division losses
were ultimately too great. This was foremost a commercial failure and was not caused by constitutional,
governance or structural issues. The corporate governance process was both rigorous and robust.

Philip Moody

February 2010
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Wednesday 3 February 2010

Members present:

Mr Michael Jack, in the Chair

Mr David Drew Dan Rogerson
David Lepper Mr Roger Williams
Miss Anne McIntosh

Witness: Mr Stephen Yates, former Chairman of the DFB Members’ Council, gave evidence.

Q644 Chairman: Good afternoon, ladies and
gentlemen to the penultimate evidence session on
our inquiry into Dairy Farmers of Britain, and we
welcome once again Stephen Yates, who is the
former Chairman of the Dairy Farmers of Britain
Members’ Council. Mr Yates was very kind in
coming and talking to the Committee a little while
ago when we held a hearing in private, but he said
some very important things so we decided to ask him
if he would be kind enough to come back and say
them in public, so here he is. It is not often, Mr Yates,
you get a double booking from this Committee, but
it just shows the popularity with the Committee to
hear what you had to say. I wonder if we could start
with what I might call a mechanical question: could
you describe the role and the powers of the Members
Council for DFB?
Mr Yates: Yes, thank you, and thank you for your
welcome. The Members Council’s basic functions
are governance functions, to represent the members.
If I can start with how we created a Members
Council, the total litreage was divided into 25 million
litre blocks and that was known as a district. It
wasn’t geographical, it wasn’t by the number of
farms, it was by litres of milk and it could encompass
any number of farms, depending on the size of those
farms. At the outset we had 82 such districts. Those
districts then elected a District Chairman once every
three years and they did that on one vote for 200,000
litres per farmer. So that was the only form of
proportional representation. From that point on the
District Chairman took forward the views of that
district. He took it to two forums. One was the
Regional Council, so that if the country was split up
into eight regions theirs would encompass 11 or 12
districts and they would meet, probably, bi-monthly.
They also went forward onto the main Members
Council, which met somewhere between four and six
times a year and it was one man, one vote on there.
The Council elected its own chair and vice-chair and
its principal roles were the selection and election of
the board, the appointment of the auditors, the
authorising of any rule changes, the authorising of
the business’s ability to borrow money and to spend
that money if that sum involved—initially £15
million was the ceiling, anything over that they had
to come to us for consent—and initially the board
could borrow up to £100 million. Two years after our
formation we raised the ceiling to £200 million.

Q645 Chairman: I just wanted to look at that
particular power because it was certainly obviously
on my list, the review of the limit. How did you go

about, as a Council, doing that? How often were you
asked to come to a decision as to whether the ceiling
on borrowings was correct for the company at the
time?
Mr Yates: We were only asked once to do so and we
agreed to, and that was in the months leading up to
the acquisition of Associated Co-operative
Creameries (ACC). If you recall Philip Moody’s
evidence, he told you that they were looking at three
projects at that time. The Council weren’t aware of
that. We knew they were looking at projects, but we
didn’t know what they were. Moody told you one
was in the same order as the ACC acquisition and he
used the figure £50–£60 million, and another one was
substantially more, it was £200 million plus. So at
that time when we asked we were given no details for
confidentiality reasons. You have to understand that
the Council was only brought into the loop of
understanding on projects when they were very, very
close to being finalised.

Q646 Chairman: Was one of those bigger projects
anything to do with buying out farmer members of
Arla, because we found something in the sort of
dairy press which indicated that there had been some
kind of sniYng around that. It was not entirely clear
what was being suggested, but there was public
mention of it in the dairy press.
Mr Yates: I can’t answer that question categorically
because we weren’t told. We were clearly told what
the second project was, the £50–£60 million project.
That was actually the potential purchase of the
assets of Dairy Crest that in fact First Milk went on
to purchase, which is the two cheese factories, and at
that time we were clearly told, “We’ve been in
negotiations. We’ve dropped them. It’s too dear,”
and Malcolm Smith’s words were, “At £60 million
quid it’s too dear. It’ll come back on the market in
two or three years’ time at £40 million.” If I can go
on to say that the larger one—I suspect the Arla
suggestion was a red herring to keep people away
from where it actually was. We had constant
discussions with Arla over the years about merging,
about this, about that, but in fact the target almost
certainly would have been Dairy Crest.

Q647 Chairman: On the one occasion you were
asked to review this, how did the Council come to a
decision that whatever number you said was the
number was the right number? What kind of advice
did you have access to?
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Mr Yates: Mr Moody did to the Council what he did
to your Select Committee, with respect, sir. He
talked for an hour and a half to the Council and at
the end of it he’d bamboozled us into agreeing.48

What he told us none of us could probably
remember to this day, but it all sounded very fine and
very noble, and we went down that route. You have
to remember that in the first year or two of
formation, if you imagine the first year of putting
together two very diVerent organisations, the Milk
Group and Zenith, the very, very diVerent cultures
they came from, putting those together was no easy
task and so for the first 12 months we were
scrambling and getting the structures in place, and
then we on the Council under the chairmanship of
the first Council chairman were very heavily
involved in training, in understanding our roles and
developing the functions of the Council.

Q648 Chairman: But in that context, so that I am
absolutely clear, you did not as a council feel the
need to go to an external advisor about, if you like,
what was the amount of borrowing that a business
like Dairy Farmers could actually absorb, stand and
service? You did not have any external advice on
that?
Mr Yates: Part of the process of creating Dairy
Farmers of Britain—and through that period I am
talking about we had quite a bit of coaching from
Rabobank, we had a guy called Gert van Dijk from
the Dutch Institute of Co-operation, who used to
attend most Council meetings and he would talk us
through various aspects of the business and how we
should handle it, and that sort of thing. In addition,
we would have had speakers. We had the Chairman
of Dairy Farmers of America. We had people trying
to bring us up to speed in what questions to ask.

Q649 Chairman: You made an interesting point
because obviously Mr Moody knew everything there
was to know and, you are quite right, he spoke very
eloquently in front of the Committee, but perhaps
where we have the advantage is that we can conduct
a compare and contrast operation between what one
witness says about something and what others say.
You perhaps were not in such a privileged position to
be able to undertake that kind of exercise, but what I
am just trying to pin down is, however much you
were being trained to be aware of the importance of
this kind of financial analysis you, as the Council,
were being asked to make a decision, which was,
“This is the level of borrowings which we feel
comfortable with,” that Dairy Farmers of Britain
can look after by the various means at your disposal
to raise that kind of money. Just for the record, you
said you were being coached by Rabobank, but
Rabobank at the beginning was one of a consortium
of four banks which were eVectively part of the
funding operation for Dairy Farmers, were they not?
Mr Yates: No, that was subsequent, that was when
we were doing the ACC acquisition, but there are
two very separate divisions of Rabobank. There is

48 For Mr Moody’s response to Mr Yate’s ansswer to this and
subsequent questions please see Evs 132–138.

the banking arm and there is the advice and
information arm. So we were talking to their
advisers.

Q650 Chairman: But did they give you a written
opinion?
Mr Yates: No, and we didn’t ask for it.

Q651 Chairman: Why not?
Mr Yates: We’ve all got, as you will understand—
I’ve got a BA Honours Degree in hindsight now! At
that point in time, there was a huge wealth of
information coming and I have to say, in defence of
some of the practices that took place, this co-op was
created in a surge of enthusiasm to get into
processing. So make no mistake about it, the
Council was pushing the board, “Get on with it.” I
told you before when I came we had a clear vision
and a clear strategy and our end game was a top
quartile milk price in three to five years. We knew
that members would not invest heavily without an
end game that produced a financial benefit on the
farm, so we pushed the board. I have to be honest,
we pushed, “Get on with it. Get us into liquid
processing.”

Q652 Chairman: So with your newly acquired BA in
hindsight, when you look at the advantages and
disadvantages of a governance model where there is
a council made up, if you like, of well-meaning
members, some of whom are trained, some of whom
have some knowledge and some just have a lot of
interest, what do you think the advantages and the
disadvantages of the Council set up actually were?
Mr Yates: It was a very robust body, I have to say.
I’m sure that once we’d got past that initial surge of
enthusiasm and the Council got much more skilled
in how to question the board, and through the board
the executive, it was a very robust body, but was it
the right mechanism? In the beginning it was too
large, for certain, 82 was an extraordinarily diYcult
body to control. Eventually, we actually reduced it
twice, we cut it down to 62 and then I, in my tenure
as chairman, cut it down to 35. So the mass was a
diYcult situation to handle, and indeed my
predecessor as chairman, John Loftus, one of the
reasons I think we elected him was that we knew he
was a strong disciplinarian, and he was. He didn’t
suVer fools gladly and he virtually made the training
compulsory. Although we were all free men, if you
like, if you didn’t do the training he felt your collar
and urged you to do it! With hindsight, well done to
him, because we all needed it. Most of us were raw
oV the farm, but as a body I feel that certainly after
that first year, 18 months, I think it worked very well.

Q653 Miss McIntosh: Just to follow up on what the
Chairman was asking and your comment, how did
you get up to a grand figure of 82? You said you had
advice from the Dutch and I am very interested in the
European model for co-operatives, but how relevant
was the advice from the Dutch to what you were
trying to do?
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Mr Yates: Very relevant. We should have listened
harder and acted upon some of it, as we did. For
instance, the Dutch on all their co-operatives have a
farmer chairman, full stop, and he was very, very,
very insistent we should have a farmer chairman and
was very upset when we didn’t. But the Dutch
models are slightly diVerent from ours. They have a
board which runs the business, which tends to be all
exec, or non-exec, and then they have what they call
a farmers’ supervisory board, so it is a slightly
diVerent model from ours. As ever, we looked at
their model, brought it over here and changed it. We
never seem to be able to bring something over that’s
successful and just use it, full stop, we have to change
it and fiddle with it! So that was the key diVerence as
far as that was concerned, we didn’t have a farmer
chairman.

Q654 Miss McIntosh: How did you get up to 82?
Mr Yates: Because at that stage we claimed to have
two billion litres of milk divided by, whatever it was,
25, and that’s how it worked out. So it was just
simply a mathematical equation. For instance, to get
down to the final Council that I was chair of with 35,
by then our litreage was down to 1.2 billion litres,
and we had upped the litreage to whatever, 35
million litres.

Q655 David Lepper: I was unable to attend some of
the earlier sessions of this inquiry, so you will forgive
me if I ask something which may well have been
dealt with then. It is my ignorance, perhaps. At any
stage in the formation of Dairy Farmers of Britain
was a form of governance other than the co-
operative or industrial and provident society model
considered? Would other models have been more
appropriate? Were they considered?
Mr Yates: From the Council’s point of view, the
interim board came to us and said, “This is the model
you’re going to follow,” full stop. It wasn’t a decision
of the Council. When Zenith and the Milk Group
were talking of coming together we created an
interim board which was part theirs, part ours, and
they set the rules, they set the constitution, in
negotiation primarily with Rabobank and with the
Dutch Institute of Co-operation. So we were not
involved in that. Did the board consider any other
models? I don’t know, is the honest answer, but
certainly from the ethos of the Milk Group I would
expect them to have done so.

Q656 Mr Williams: I think you said that the Council
had access to the executive team through the board.
Did you have any direct access to the executive
team?
Mr Yates: Yes, is the answer to that, but part of the
training that we did in roles and responsibility, and
governance, talked at length about who does what.
Now, the board employed the senior executives.
They were in eVect their line managers, they
answered to them, and therefore in open council
sessions we would talk with executives, they would
make presentations to us, but in no sense would we
grill them. We grilled the board, if you like, and it
tended to be in council sessions. The morning would

be executive presentations on various aspects of the
business and it may be the executive’s perspective on
a proposed move, and in the afternoon we would
have a board session where we could, as I say, go into
some more detail with the board. But the chairman
of the Council and the chairman of the board were
very insistent that we did not, as a council,
interrogate executives. That was not deemed to be
proper, but on a personal basis, as Chairman of the
Council, I did of course have access to them, but
once again most times I would do it through the
chair and if I had a problem I would always
approach the chair of the board and say, “Could I
talk to the chief exec about this?” So the protocols
were pretty strong. I would imagine I’d be fairly
confident in saying they were the same protocols that
are in the other main dairy co-operatives. The
executives can’t be answerable to everybody,
otherwise they’ll never get anything done, and if you
allow farmers to do it, the farmers take over and
they’ll question every aspect of the business and they
expect the chief executive to know. So there were
some very strong protocols that we respected and
which were there for a purpose so that you could get
on with the business of the Council.

Q657 Mr Williams: Just to remind us, the board had
a majority of farmer members but there were some
non-executive directors who were not farmers, but
the farmers were in the majority were they not?
Mr Yates: Yes. Mr Knight got a bit confused when
he was talking to you about what the board was and
wasn’t. It started oV as an interim board, as I’ve said,
and when we elected a board proper it was five
farmer directors and three non-farmer directors. The
five farmer directors were selected. The Council
instigated an interview process where anybody could
be nominated, but they had to go through an
interview process, and from that interview process
the interviewing panel, which was chaired
independently of the Council, made a
recommendation to Council of who should be voted
for. Now, the Council did not have to follow that
recommendation, but it did every time. So from
amongst the membership of the large, I think first
time round probably 20, 25 people put their names
forward and from that five were elected, and can I be
clear at this point Mr Knight tried to give you the
impression they were five farmers fresh oV the
tractor. Nonsense! Three of them were already with
board level experience. John Grantchester, Michael
Arlington and Robert Clarke all had board
experience, some of it fairly extensive, so there were
actually only two new boys on the block, two
completely new boys.

Q658 Chairman: These were paid appointments?
Mr Yates: These are directors, farmer directors
employed in exactly the same terms as the other non-
execs, at that time £20,000 a year plus some extra
days at £400 a day. Can I just go to say the non-exec
directors at that stage were gifted to us by the interim
board, of which Rob Knight was one and there were
two others. We had no say in that, other than to
formally elect them, and I think that is a key point
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for the future. Never again would I sit on a council
that took the board’s recommendation for a non-
exec director as openly as we did.

Q659 Chairman: Can I just cut in for a second?
Would you care to comment on a point which was
raised in our evidence session with Mr Moody about
a possible conflict of interest, because he was a non-
executive director, there because of his financial
expertise but his company was providing services on
a paid for basis professionally and he did not seem
to be too troubled about that and, in fairness, did
provide the Committee with details of what was
involved, but in terms of having a wholly uninvolved
independent financially qualified non-executive
director who could provide challenge, I think there
was a feeling when we probed that that might be a
problem. Did you ever think about that?
Mr Yates: The Council constantly challenged that.
Certainly in my tenure as chairman we constantly
challenged his impartiality, constantly, and indeed I
took some persuading by the chair of the board to
agree to Mr Moody’s re-election for his second term
of oYce. We were very uncomfortable with that and
we had twigged by then that Mr Moody talked a lot
and delivered very little. We had one member of the
board who shared those concerns and I will be
unequivocal: if we weren’t where we are today with
the collapse of DFB he would not have got another
term, that is certain, because the Council was tired of
the reassurance that it got, which never satisfied it on
that point.

Q660 Mr Williams: I probably misunderstood you,
but I thought you said that the chairman of the
board was not a farmer, but John Grantchester was
a farmer?
Mr Yates: No, the chairman of the board was Rob
Knight. John Grantchester became chair of the
board in November 2008 when Rob Knight was
sacked. When we merged the interim chairman was
David Stern, a farmer businessman from the Milk
Group side of it, and he brought Rob Knight to us
and indeed back in February 2003 proudly
introduced Rob Knight to us, “This is your
chairman.” Last night I read through what we were
told, the fact file on the new appointments, and I am
aghast that we accepted it then, but we did and, yes,
I have to hold my hand up, I was part of the Council
then. We simply took it as read that this man was
capable of chairing the company to where we were.
When I look at his brief c.v. in there now I realise
there is no way he could ever have done it. He had
never run anything other than a bath in his life! He
was a sales manager. He may have been a very good
sales manager, but he had never run a business. The
guy who had run the business, Malcolm Smith, who
you are meeting next week, was sacked after twelve
months. So twelve months down the line, having
bought ACC, we had a business headed up by
somebody who had never run a business!

Q661 Mr Williams: How can you describe the
relationship between the Council that you chaired
and were a member of before that and the board?

Mr Yates: It was a pretty robust relationship but it
wasn’t, as somebody picked up from me last time—
I can’t remember the term we used. It wasn’t hostile,
but it was robust.

Q662 Mr Williams: It was not a riot?
Mr Yates: It wasn’t a riot, no. I am very insistent
about this: the Council, both in John’s tenure and in
my tenure, always conducted itself absolutely
properly, but that didn’t stop it from being pretty
robust. There was only one occasion in my
chairmanship where I had to publicly face the
chairman and insist that he did something. The rest
of the time it was detailed, it was interrogative. They
would say that sometimes we were hostile, but at
times we had reason to be hostile to them, but
nonetheless it was civil, it was proper and it was very
thorough. On a private basis, I met the chairman of
the board probably once a month. That, most times,
was a complete waste of time because I knew what
he was going to tell me before I got there, and he told
me. He was not a man who liked to share
information with us. I think senior executives as a
whole don’t want to tell anybody more than they
have to and I suspect at times they didn’t tell the
board the whole picture. They told the board what
they were asked, but—

Q663 Chairman: That was a point you made before
because I have a note of the conversation there. Why
do you think there was this resentment from the
chairman of the board, and indeed the chief
executive, because the Council continued to probe
and ask for things? I thought the whole idea of the
co-operative ethos was together for the common
good?
Mr Yates: Well, some of the Council were more
intelligent than him, so that didn’t help, did it? I
mean, my vice-chairman, for instance, Jane. He was
terrified of Jane because she could outnumber him
any time of the day! He used to say, “For heaven’s
sake, don’t bring Jane with you.” She could just out-
think him, full stop. So some of it was protection. He
was trying to keep to himself and to hide his
inadequacies. He was at his most comfortable when
he’d got Philip Moody next to him because Philip
could do the talking for him, but all this is with
hindsight and I accept that. I mustn’t give the
impression that there was an internal war going on,
there was not. There most definitely was not. If it was
commercial information about brand development
or project this, they would tell you all the frothy
stuV, all the nice stuV, bring out the pictures, this is
what they’re going to do, that’s what they’re going
to do. When it came to numbers, that’s when they
get cagey.

Q664 Mr Williams: That is what I was going to ask
you. You said you had a session in the morning with
the executive and a session in the afternoon with the
board. Was it the executive that gave you the sort of
turnover figures, the profit margin?
Mr Yates: The CFO (Chief Finance OYcer) would
go through the numbers for us, quarterly, half-yearly
and yearly. He would go through them. We would
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then question the CFO, but we would also question
the chairman of finance, or indeed the chairman of
the audit committee as well, and if there was an area
where I felt, as chair, it was getting too intense, I
would stop the questioning there and bring it back
again on the board session, or indeed on a private
session, because we always had the ability to pull it
in and say, “Right, it’s private now. All staV out, all
executives out, and we need to get down to it.”

Q665 Mr Williams: What was your impression of the
level of financial detail that was provided?
Mr Yates: It was good. I need to pick up some of the
NFU’s views on this. The reporting standards at
Dairy Farmers of Britain were as in a plc. In the last
accounts they were done to IFRS, the same standard
as any plc, so the reporting standard and the annual
report contains all the info that it would have done
if it was a plc. In addition to that, I told you earlier
we appointed the auditors, Ernst & Young, and we
had the same auditors right through. The auditors
were good friends to the Council and it irritated Rob
Knight that I had a good relationship with the lead
auditor, and I have to say it irritated John
Grantchester also, who was chairman of the audit
committee, and both of those tried to stop me
meeting the auditor because they were aware that the
auditor was giving me information outside the
actual annual accounts and he was flagging
warnings up to me about what wasn’t being done
and what should be done but in monetary terms. But
at all times, I have to say, I am totally confident that
the financial information he gave was proper, was
right and it was at a depth that we could understand.
Bear in mind most of us had done at least two
diVerent modules of financial training to help us to
understand the balance sheets and the trading
accounts, et cetera, et cetera, so I am satisfied that
the level of the information was good.

Q666 Mr Williams: So after the morning session
with the executive you then had the opportunity to
talk about these things with the board. Did you get
the impression that the board understood the figures
or was keen enough to interrogate the figures and
were they able to answer your questions?
Mr Yates: Yes, is the honest answer to that, I think.
The area that they never took us into was the
banking, the key area. They would talk to us about
the level of borrowing that the business had, the
ceilings, and when they re-negotiated—during the
course of its life it re-negotiated its banking twice
and we were made aware that they were re-
negotiating the banking and when the negotiations
were concluded we were told, the last time for
instance, “Right, the ceiling is now 82 million.” We
were never told specifically about where the peaks
and troughs were and in any dairy business the peaks
and troughs are huge. You have two huge spikes
every month, on the 16th when you pay your
members and on the 25th when you pay your staV,
and those are always the problem areas. The further
we got down the line, and certainly when we knew
there was trouble afoot, then they did open up a little

bit but even I, as Chair of the Council, didn’t know
the truth about the banking numbers until the last
three months of the co-operative’s life.
Mr Williams: Can we just go back to the
composition of the board very quickly?

Q667 Chairman: Just before we leave that point, we
probed you earlier on about the Council’s role in
setting the borrowing limits. It seems to me if you are
going to be continually able to respond to that
agenda, in other words to know if the company was
in good health, that you as a council should have had
continual advice on the borrowings of the business.
You are almost sort of saying, “Well, we didn’t know
about it,” and I am saying, well, why didn’t you
know about it? Why didn’t you sort of gird your
loins and go back and say, “Oi, come on, we want a
‘health of the nation’ message here”?
Mr Yates: I think it was made pretty clear to us that
that was an area of detail that we were not entitled
to. In those questions we would have been told
clearly, “The farmer directors are your
representatives on the board. They know what’s
going on with the bank and they are comfortable
with it,” and in fact one of the key challenges I faced
in my chairmanship was at the start of my
chairmanship I approached both the chief executive
and the board chair and said, “What’s the key
problem?” and they all felt—there was unanimity—
the key problem was there was a wall between the
Council and the farmer directors and the farmer
directors were being held by the chairman of the
board saying, “Don’t tell them anything,” and the
Council was saying to these—it’s a very, very diYcult
role, farmer director. It is an extraordinarily diYcult
role. The non-exec directors do not get tested night
and day by farmers, by farmer members, by council
members for info. A farmer director cannot do
anything. He can’t go to a family party, he can’t go
to market, he can’t go anywhere without being
buttonholed!

Q668 Mr Williams: Like an MP!
Mr Yates: “What are you doing? What’s happening
about this? What have you done about that? What
have you done about the other?” So their defence
mechanism, probably like an MP, is to say as little
as possible!

Q669 Chairman: You’ve learnt something since
you’ve been here, I can see that!
Mr Yates: Because it is extraordinarily diYcult and
bear in mind—and the receiver told you this—they
investigated 33 projects in five or six years, so they’ve
got a huge amount of info going through their heads
and one slip of an info—and I can give you an
example of this. We were in talks with Milk Link to
merge in 2007 and all our projects had code names
and I found out the code name—it was Pall Mall, I’ll
tell you that now openly—but that merger talk failed
because they jilted us and started talking to First
Milk and that one, as you know, failed. After that
had failed, twelve months after, I met a director of
Milk Link at the Royal Show. I was just having a
chat with him and I dropped the name Pall Mall into
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it and within two days I was summoned by the board
chairman. The director of Milk Link had gone to the
Chief Executive OYcer (CEO) of Milk Link and
said, “Yates knows the code name. What else does he
know?” Our CEO rings the board chairman up and
I get slapped. That’s how tight information was kept
and that was a project that was long dead. That’s
how it worked and that’s why farmer directors will
be very, very cautious about what they say to people
because the wrong word—

Q670 Chairman: So you have got a sort of internal
tension then, have you not?
Mr Yates: Absolutely!

Q671 Chairman: I can understand the point you
make about farmer directors being vulnerable and I
can understand about the need for any company at
board level to keep certain confidences, but one of
the tasks you had as a council, which was eVective
communication with the members, was therefore
inhibited by a lack of clear information flow. In other
words, the candid exchange about the forthcoming
attractions eVectively was an impossible task to fulfil
because people were concerned about information in
confidence but they could not subject themselves to
the sort of creative challenge which the Council
might have given had the Council been privy to some
of the things you were talking about. So there is a
sort of fatal flaw in terms of the way the relationship
operated in these emerging commercial situations.
Would that be a fair summary?
Mr Yates: Yes, possibly. The Council would always
ask at every half year and every year, “Have we met
all our banking covenants?” “Yes.” The one time we
broke a banking covenant we were told what the
covenant was, what that one particular covenant
was. Now, I don’t know how many covenants there
were on it. I would imagine there were seven or eight,
but I don’t know. So we would ask that and that
would be our reassurance, if you like. We didn’t need
to know the numbers because we’d been reassured
that we had met all our covenants, we had stayed
within our banking. We were reassured, full stop. I
mean, if you look at 2008, in March 2008 the board
came to the Council with a proposal to pay dividend
interest, something we had been pressing them for,
but my Council’s capital group had said, “Don’t do
it yet. You can’t aVord it.” The board came to the
Council and said, “We’re going to do it and we’re
going to pay 7.5%,” and the Council, rightly or
wrongly, said, “Great!” My capital group, the
thinkers, the monetary thinkers on the Council, said,
“Wrong! Don’t do it. You shouldn’t promise a
dividend before you know what monies you’ve got
to pay.” However, the Council passed it. We went
round the membership, “Here we are, we’re going to
pay out a dividend.” Happy members! It’s not often
that happens. In June the board put on a 0.5p price
increase. So it’s agreed to pay a dividend and it’s put
a price increase. In September I approached one of
the non-exec directors to see if he would act as
interim chairman when I removed Mr Knight and he
said yes, so I had three clear signals that all was well
in the banking world, in the finances, clear, clear

signals. We had had Talking Point telling us some
rubbish about we were a business on track. We told
all our members. This is all at the same period of
time. All that tells you everything is well in the
world, and yet within six weeks the bank had
submitted a letter to the board that caused mayhem,
claiming that we were in danger of breaching it. How
does that happen in that space of time, in that speed?
That’s an area that nobody seems to have probed
into. It went from satisfactory to in dire trouble in a
very short space of time. Now, at what point should
the Council have been told that? They weren’t told
that then and, as I say, it was only in the dying
months that I find out the sort of figures they were
talking about at that stage. If we had known the
banking levels all the way through, it wouldn’t have
helped us in understanding what happened in that
period of time. I still don’t understand what
happened in that period of time. I haven’t had the
information. I haven’t got the information to be able
to do it, to understand it.

Q672 Mr Williams: Thank you for that. I have a few
quick questions about the structure of the board.
Why did the Council believe that there should be
more farming members on the board than non-
farming members? Was it because of some of the
poor experience you had with the non-farming
members?
Mr Yates: No, no, to start with it was thought that
we had to have a farmer majority to protect our
interests, probably through a lack of understanding
of the board members’ responsibility, because any
board member, it doesn’t matter whether he’s a non-
exec farmer or indeed an exec farmer, he has
identical responsibilities. His responsibilities are to
the business, not to the suppliers, not to the
employees, but to the whole business. So they had in
fact got exactly the same responsibilities. In those
early days we felt it absolutely paramount that we
had a strong majority so, as I have told you, we had
5:3. The board chairman came to us after a couple of
years and wanted another non-exec director and at
that stage we said, “Okay, you can have another
non-exec director, but we’re putting another farmer
director on to keep the majority.” So we then went to
6:4. I think in the last two or three years that thinking
changed and eventually when I put a restructure
paper forward for the board we restructured it down
to 4:3. With hindsight—the degree I told you about
earlier—my personal view is you want good
directors and what tag they have in front of that
doesn’t really matter. The key strength the farmer
directors have is that they are the key
communication tool because they can stand up in
front of a meeting of farmers and deliver the good,
the bad and the ugly in a robust manner. Some non-
exec directors, quite frankly, would run a mile before
they’d go into a room full of farmers, and that’s
perfectly understandable! Some of the farmer
directors were less good at that aspect of it, but that
was one of their key areas of strength. As I said, I
think with hindsight now and looking back now I am
sure that the Council as a body would be less
concerned about that balance. Having said that, as
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events have turned out, as DFB appeared to be in
trouble the non-execs fled, the rats jumped oV the
ship, and I was left with four farmer directors, and
if we hadn’t had four farmer directors left, where on
earth would we have been then? But make no bones
about it—I have forgotten which one of you it was,
but one of you asked Mr Moody why he resigned. I
have to say to you he lied to you. He categorically
lied to you because he told you—and I have got his
words here—he left the board because the company
was in severe danger of becoming insolvent and it
was not consistent for him as a professional to stay.
He told the Council an entirely diVerent pack of lies.

Q673 Chairman: What did he tell the Council then?
Mr Yates: He told the Council—he was stupid
enough to put it in black and white so I’ll quote it
exactly—
Mr Williams: Take your time. I think we would like
to hear this!

Q674 Chairman: Yes, don’t worry.
Mr Yates: “Non-executive director stands down.
Dairy Farmers of Britain non-exec director, Philip
Moody, has decided to resign from the board. Philip
has taken this decision to allow him to focus on the
role of the strategic adviser to the company in his
capacity as managing director of Smith Williamson
Corporate Finance.” That is not what he told you.
He’s a rat and he’s a lying rat!
Mr Williams: Right!

Q675 Mr Drew: It’s usually MPs who say this!
Mr Yates: Sorry about that.
Chairman: I think you have made that very clear and
it is on the record! Don’t be frightened. I won’t say
anything!

Q676 Mr Williams: Did the Council have a clear
understanding of the vision of the board? Was the
board able to convey that vision?
Mr Yates: Absolutely, yes, and I have to support the
board here. A lot of the evidence you have heard has
been about the acquisition of ACC. When we set out
the acquisition of liquid dairy processing was our
key objective. It was the objective of the Council. It
is what we tasked the board with. We wanted to be
in liquid and added value. We wanted the top
quartile milk price and I think I could say with
confidence if the board had ever come to us and put
forward the project that Moody talked about, the
purchase of the cheese factory from Dairy Crest,
personally I certainly would have rejected it. I
suspect the Council would have rejected it. We knew
that purchasing commodity cheese factories would
not get us a top quartile milk price. We were
convinced of that, so liquid processing was where we
wanted to be, and I have to say to this day—and I
disagree with the NFU evidence here where they say
our strategy was wrong—I believe our strategy was
right. I believe the purchase of ACC was right.
Maybe at the wrong money, but right to achieve
what we set out to achieve. What was wrong was
what we did with it thereafter. We took on some old,
tired factories, some not so old and not so tired, but

we had customers, we had a product, we had a
brand. We had what we wanted. What we needed
then was what Rabobank had advised us to get, a
nasty dog of a chairman—sorry, a CEO. We were
told, “Your CEO should be a nasty dog, kept on a
chain! Don’t talk to him, don’t get friendly with him,
just tell him to sort your business out and”—excuse
this language—“there needs to be some blood and
snot on the floor to sort the business out.” That was
the language used to us. Instead of that, we got a
pussycat—you saw him asleep here last week—Mr
Cooksey, who couldn’t sort out his ‘in’ tray, and
that’s where it went wrong, it was the management
thereafter.49 You have spent a lot of time talking
about the acquisition of ACC and the due diligence,
and this and that, who could have paid what. The
only clear figure I know for certain is that the interim
chairman, David Stern, started that negotiation at
£57 million. We finished up paying £75 million plus
£6 million costs. There is talk of due diligence
showing an issue of £10 to £12 million. I would urge
you to question Malcolm Smith because Malcolm
Smith privately claims he was told to pay £10 million
more. I don’t know why. That’s your job, to question
that guy and find that little bit out, but in terms of
that due diligence can I just nail that one as well? The
Council talked a lot about due diligence and at that
stage we were never told it was vendor due diligence.

Q677 Chairman: You were not?
Mr Yates: No. We were told that due diligence had
been done but the word “vendor” due diligence was
not used. Can I also correct another of Mr Moody’s
little lies—well, big ones actually? He blamed
Llangadog, which was the Welsh canning, drying
and butter production factory, as one of the causes
of our demise. He also said they didn’t know. Lies!
When we were asked to approve the acquisition of
the ACC group, Malcolm Smith’s words were—and
I remember them precisely—“Llangadog is a
problem. It’s a bag of nails. We’re going to put Gerry
Smith in there to look at it for three months and see
whether we can do anything with it.” He was true to
his word. In the following January he came to the
Council meeting. He said, “It is a bag of nails. We’re
going to get rid of it, but we can’t aVord to close it
now. We’re going to close it in the next financial year,
on 1st April, and it’s losing us £500,000 a month in
the meantime.” So we did know about it, the Council
knew about it, so Mr Moody and his project team
for certain knew about it. Why they bought it,
Heaven only knows!

Q678 Mr Williams: Okay. Can I just ask you one last
question then? What options were open to the
Members Council if it did not think that the board
or the executive team were doing an adequate job?
Mr Yates: Well, in theory we could sack the board,
and indeed Mr Knight left because I asked him to,
but he was the only one that we ever asked to leave.
Exactly why—that was the board’s responsibility. So
the board sacked Malcolm Smith. It happened to be
that they sacked him—I assume they timed it

49 The actual date of the evidence session was Wednesday 6
January 2010 (HC 227-ii)
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deliberately—this is about twelve months after the
ACC acquisition. The regional chairmen were
meeting for the first time ever at a hotel and having
an overnight stay before they did some factual visits
and training and they sacked him that day and came
and told us. We still don’t know the reasons why
Malcolm was sacked. I have no idea. If you asked
diVerent directors in later years you got diVerent
stories. So in terms of executives, none, and Rob
Knight wasn’t inclined to listen to you. I was urging
him to remove Andrew privately. I lost faith in
Andrew in January 2008—Andrew Cooksey, the
CEO. I knew the week when we had an incident that
occurred and I went to Rob and said, “Look, we
can’t have this.” I have to say, and the same goes for
Lord Grantchester, I urged John, when we made
John chairman—which was a mistake but it was an
unavoidable mistake, but when we made John
chairman I urged him to get rid of Andrew straight
away, and indeed Andrew was waving the surrender
flag. Andrew wanted to go because he knew he was
out of his depth. It didn’t happen, but I didn’t have
the power. The only time I could have had the power
was when John became Chairman. I’ve told you the
rats had left the ship. We had four farmer directors
left and I called a meeting of the board, the four and
Andrew, and said, “Right, what are we going to do?”

Q679 Mr Williams: You had four left?
Mr Yates: Yes, we had four farmer directors left, no
non-exec directors and a chief executive who was
waving the surrender flag, so I called a meeting and
said, “Right. Who’s going to chair the board?” It
actually came down to John Grantchester or
Stephen Yates, and I wasn’t even a member of the
board. The board were canvassing me to take the
chair of the board. I said, “It’s got to be John. He’s
got the City cred, he’s got the integrity. I know he’s
not a leader, but it’s got to be John.” It was a
mistake, but it’s all we were left with. That letter
which I’ve talked to you about before from the bank
crippled me as Chairman of the Council. It crippled
me for bringing in new non-executives. Once the
word was out, there was that letter floating around.
The non-exec directors, as soon as they looked at a
bit of due diligence on the company, they found that
letter and that was the killer. They were gone.
Nobody wanted to jump onto the ship.
Chairman: Okay. A brief supplementary from Dan
Rogerson and David for the other parts on ACC,
please.

Q680 Dan Rogerson: Thank you very much. My
apologies for not being here at the beginning of the
session. You commented about farmers having a
long-term vision for a top quartile milk price. With
your experience in hindsight, as you set out for us,
do you think there was a tension between that and
the sort of medium-term viability of the company,
that you were pushing too far too fast on that?
Mr Yates: I think the farmer directors exerted a
pressure on the board as a body to build a milk price.
That was an unfair pressure, but—and I know they
are behind me—First Milk have got exactly the same
pressure now and if you yield to that pressure and

pay more milk price than you should, you damage
the business. If you don’t yield to that pressure, you
damage the membership and once you’ve got a
member’s notice in you’ve got a problem because
when your next milk year starts you can’t put your
volume in your volumes going forward, so that is the
bank covenant. You have to repay his capital. I don’t
know what First Milk‘s terms are, but with us it was
10 years down the line and we knew we were looking
at having to pay, if we had remained in business, in
2015, the first year of pay out we would have had to
find £8 million in capital to pay out to the members.
The truth of it is that we wanted to be in dairy
processing but we didn’t want to pay for it. We
wanted to own the business, but we didn’t want to
pay for it and the price of building—I don’t think
anybody should underestimate the massive
challenge for the three—First Milk, Milk Link and
Dairy Farmers of Britain. The challenge of building
a modern processing business in this environment
with no capital whatsoever to start with is massive.
It is an enormous challenge and the mentality behind
it of farmers wanting a business but not being
prepared to pay is very, very diYcult.

Q681 Dan Rogerson: And in the long-term building
a culture of co-operation?
Mr Yates: Absolutely! Well, have we got a culture of
co-operation?
Dan Rogerson: That is what I am saying, if the
members are pushing in that direction there might be
tension there, of course.
Chairman: David, I think we have covered a fair
amount on that, but there are one or two things you
might want to raise.

Q682 David Lepper: I want to just take up a point
you have just made. There is perhaps also the
problem of having a business model which did not
allow the members of the organisation necessarily,
even if they were able to, to invest suYcient amounts
of money into that capital development?
Mr Yates: Apart from the retention money, which is
the compulsory investment, you could buy the
investment bonds as well, so you could over-invest if
you wished to, and a small number did, quite
substantially. I can think of one who put in over
£100,000 because he believed in what we were doing
and he also saw it, when he was promised 7.5%, as a
good investment. It doesn’t look so good now! Sorry,
I shouldn’t be facetious.

Q683 David Lepper: I want to also ask about the
acquisition of ACC, which you have already dealt
with, but if I could just ask one or two extra points
about that. I gather there was a series of regional
meetings over the weekend prior to the special
general meeting of the Council?
Mr Yates: Yes.

Q684 David Lepper: The directors and the executive
management team attended those regional
meetings?
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Mr Yates: Yes.

Q685 David Lepper: What kinds of information were
available at those regional meetings?
Mr Yates: They took two forms. At very short
notice, indeed on the Friday night, the regional
chairmen was rung by a board member and told,
“Get all your district chairmen together on Sunday
at one o’clock at this place and they mustn’t tell their
wives or anybody where they’re going.” So we went
to a clandestine meeting. People turned up, left
family christenings, left this, left that. In fairness to
the Council, every single Council member turned up
at his respective meeting and we had probably a two
hour presentation with an executive and a director
and they took us through the broad picture, some
detail about the sort of factories we were acquiring—
and I should say we had to individually sign
confidentiality agreements at this stage before we
even were allowed in the room—a few pictures, not
many. So we had the concept and we were then told
to go home, talk to the cows and only the cows, and
then we were called into a full council meeting the
next day when we had presentations, they built on
what we had been told the day before, primarily by
Malcolm Smith, and then there was a fairly long and
detailed questioning session and then a
straightforward vote and I have to say only one
member of Council voted against it.

Q686 David Lepper: So the timescale of that and the
mood in which those meetings took place was one
that suggested a kind of inevitability?
Mr Yates: Actually, what I missed out is that we were
put on red alert the week previously and that was
cancelled, and we were never told why. It was
because one of the bankers had pulled out, because
Rabobank pulled out. Subsequently we found that
bit of history out, but we weren’t told why.

Q687 Chairman: Why did they pull out?
Mr Yates: Rabobank? You’re asking the wrong guy.
You should have asked Mr Moody that. There were
two arms of Rabobank involved, weren’t there, and
if the banking arm didn’t follow the management
investment arm, I would have thought that was quite
a clear sign that there was something not pretty good
about this deal, and in fact what happened is the Co-
operative Bank stepped into their shoes. It was £11
million, I know what the figure was, and the Co-
operative Bank funded that £11 million slice of it and
they were the first to be repaid and come out of the
syndicate, but I don’t know the reasons for
Rabobank pulling out and we weren’t told at that
stage that a banker had pulled out and that had
caused the delay. We weren’t told that.

Q688 David Lepper: You were anticipating my next
question. So that was not known?
Mr Yates: That was not known, no. What was
known was—they gave us a reasonable description
of the properties and the customer base. There was
no mention of this Medina contract that proved to

be so damaging. I have to say they gave us an
impression, the board certainly gave the impression
they had seen most of it. I think that was a false
impression. I don’t think they’d seen very much of it
at all.

Q689 David Lepper: You did not know that the due
diligence was vendor due diligence?
Mr Yates: We were not told. We categorically were
not told it was vendor due diligence.

Q690 David Lepper: Therefore, my assumption is
that members of the Council did not see the due
diligence report?
Mr Yates: No, absolutely not.

Q691 David Lepper: You only knew what you were
told about it?
Mr Yates: Absolutely! Absolutely! The words
Malcolm Smith used were, “When the deal is
complete, then we will send a team in to lift the
manhole covers.” That was his terminology.

Q692 Chairman: I can partly respond to one of the
challenges you threw out. As I say, the Committee
has many and various ways in which it can find out
information and run a cross-check on what people
say to us, and we have been given on a commercial in
confidence basis the reasons why Rabobank did pull
out. I was just interested to know whether you knew
that. That was the reason I asked that question. One
of the things that comes across from what you were
saying, if we just go back a little way, you made it
very clear that you on the Council, and therefore
reflecting the members’ view, were absolutely clear
that you wanted to get into the processing business,
you had made it absolutely clear that you felt this
was the route to a higher milk price. I just wondered
whether you reflected at all, because you also made
another comment earlier on about the very
competitive nature of the world into which you were
going and the diYculties financially that that was
presenting, because one of the things, again with the
benefit of knowing what happened, was that when it
came to sustaining the business that was ACC (i.e.
supplying the Co-op) the package that Dairy
Farmers had acquired was not capable of being
suYciently competitive when that business was put
to the test in the commercial market place because it
would appear that when bids went in for the Co-op’s
business, if you read their evidence they had four
diVerent tests by which they were judging who was
going to win it, but ultimately they accepted a more
competitive bid for their milk business than Dairy
Farmers was able to make and given—
Mr Yates: “They” being CRTG you are talking
about, the Co-op Retail Trading Group?

Q693 Chairman: Yes. I was just wondering, because
you have obviously got, and a lot of the other
members have got, a very good feel for the milk
business, because that is what you are in, did it ever
occur to anybody that there was a potential
vulnerability in terms of competitiveness, reflecting
on the point you made a moment or two ago about
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the nature of the assets that you were acquiring? In
other words, if you were up against people like Arla
and Wiseman, who have got an enormous amount of
investment in brand new kit and were obviously
aggressive in the way they were pursuing business,
did anybody actually think, “Can we keep up with
them? How vulnerable is this business?” because it
seemed to be like a pack of cards? Once the Co-op
business had gone, then the rest just fell down
around it.
Mr Yates: Very much so, and we devoted a lot of
time to talking about this. The great strength of
ACC was that it had a distribution network.
Malcolm Smith’s words were, “The jewel in the
crown is its distribution network.” The Co-op
CRTG, the Co-op stores, at that stage none of them
had central distribution, it was all delivered direct to
store. To deliver direct to store you can’t do what Mr
Wiseman does, which is to back a 39 tonne
articulated lorry and shoot the milk out. You have to
have 39 tonners, 20 tonners, 7.5 tonners and dot
those here, there and everywhere, and we had that.
One of the things that CRTG told you was we
delivered a brilliant service to them and we
thought—the business believed—that the service
would maintain it whilst it developed another
customer base. We knew we were vulnerable from
day one. The Co-op was taking 600 million litres a
year, or 400 million. The Co-op were taking 60% of
the volume out of the factories. That was too big a
chunk, so we had to win business elsewhere, and I
remain very supportive of our ambition to get into
Tesco and the Local Choice scene. That was a
deliberate strategy, to reduce our reliance on the Co-
operative and get into another major multiple. But
sticking with the Co-operative, when we bought
ACC Robert Wiseman had not got planning consent
to build his new factory down in the South West at
that stage, so there was no significant competitor
down there at that stage. The day he got planning
consent we knew we had a problem, because we
knew that Robert Wiseman gets his eYciency by
filling his factory, full stop, and we knew he would
compete for volume at any price to fill his factory,
and that’s exactly what he did. When the first term
of the contract came up he tendered 1.34 a gallon
and we tendered 1.40 a gallon and we couldn’t do it
for less, so he got it. The second lump of CRTG
business, which was in the South East, at that same
negotiation Andrew Cooksey negotiated with the
CRTG Group that they would build a central
distribution centre and they would take on the
distribution, so we would deliver milk in the artic
lorries and that had a cost in that region of circa £10
million a year. Twelve months into the contract,
which would have been in August 2008, Andrew
went to the CRTG and said, “Where’s your central
distribution depot, which is part of the deal, and if
you’re not going to build it we need £10 million quid
more,” but of course by then you’ve got Robert
Wiseman who still wants to fill his factory further, so
we got knocked out there. The last third, the third
that killed DFB—and let’s be under no illusion
about this—the last third that CRTG took out they
took it knowing it would kill DFB and that was

tendered by DFB at £1.60 a gallon. Sorry about the
imperial thing but that’s how the trade worked,
metric going in and imperial coming out, probably
to obfuscate it so that none of us can find out what
their margin is!

Q694 Mr Drew: The missing money!
Mr Yates: Yes, but we tendered £1.60 a gallon and
just to give you a marker at that stage Local Choice
milk was making £2.70 a gallon out of our factories.
We tendered £1.60 and in the December knew that
we had not got it. Gerry Smith went back to the Co-
op, to CRTG, and said, “Look, you know, the loss
of that volume will be fatal to us. If it’s a couple of
pence we’ll have to come down a couple of pence,”
and the headshake, “No, it isn’t.” So that tells me
that Robert Wiseman took that at £1.55 a gallon.
Nobody could have lived with that. Robert
Wiseman couldn’t, but it gave him his factory
eYcient because it was that last 15% that filled his
factory up, so he’s got the eYciencies, full stop. This
is not a criticism of Robert Wiseman. I wish we had
such a ruthless bastard on our side, but we didn’t!
Excuse the phrase.

Q695 Chairman: It is important that we understand
and you have given us, if I may say, a very helpful
chronology of the ultimate removal of the business
that finally caused, if you like, the financial pack of
cards to fall down because in listening to what
everybody says we have been trying to establish
where did it go wrong? Did it go wrong because there
was something fundamentally flawed in the co-
operative model? Did it go wrong because there were
certain suboptimal commercial decisions that were
made? Where did it go wrong? Because if you are
going to draw any conclusions out of this exercise it
is how can you prevent it going wrong again for
others who have a co-operative style of doing
business as opposed to those who have a more
normal commercial style of doing it? So we are very
grateful to you for having shone some more light
into the way this particular problem occurred.
Mr Yates: With respect, Chairman, it doesn’t really
matter whether it’s a co-operative, an individual, a
plc, it is about who leads it and how they lead it. That
is all it’s about and once again with hindsight, the
NFU talked to you about how we need to have
better performance benchmarking, we need to have
an independent financial scrutiny of the business,
reporting to Council. Nonsense, absolute nonsense!
How on earth could you do that? Where councils
need help is in making sure that the people who run
that business are the right people and I would never
again be involved with a business where somebody
walked in the door and said, “This is your
chairman,” or, “This is your CEO.” If I was in a
position of responsibility I would pick that person
up, shake his pockets out, say, “Why you?” and
when he told me why I would say, “Well, prove it,”
and when he’d proven it I would take him out and
get him drunk and see what he told me then! I would
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be much more thorough in the choice of the
individual. It all, at the end of the day, comes down
to one or two key people at the top.

Q696 Chairman: Mr Yates, thank you for your
candour. It has been extremely refreshing to have
some straight answers to some questions we have
been able to put. I am glad you have been able to
come back and join us again this time on the record.
We very much appreciate your patience with us. I
think you have genuinely given us some extremely
helpful insights into what occurred and I suppose we
do have the luxury now of being able to compare and
contrast what you have said with what others have
said as well, but nonetheless we are very grateful to
you for coming in and giving evidence to us again
today. Thank you very much.
Mr Yates: Can I, in closing, just say that when the
decision was taken to close the business down can I
commend our staV? What happened from 2 June, on

Memorandum submitted by First Milk (DFoB 38)

1. DFB was in serious trouble for some years. Their purchase of the ACC business played a key part in
their demise. We considered making an oVer for ACC but did not follow this through after our investigation
into the state of that business.

2. Our balance sheet is strong, both quantitatively and qualitatively, and our approach to accounting is
conservative. Lloyds and Barclays banks have provided us with flexible borrowing facilities of up to £130
million and commented on the strength of our business in a press release of 28.08.09.50 We benefit from their
ongoing due diligence.

3. Mr GeoVrey Cox QC MP at Q10151 made an unjustified criticism of our 2008–09 results. Our Board
decided to shelter our members from the worst of the market downturn in late 2008 and therefore we used
some of our reserves to support members. We refer to our press release of 23.9.09.52

4. From Q95, the Committee may have formed an impression that we do not have robust processes to
ensure proper scrutiny—including external scrutiny. This is not true. Page 8 of our audited Financial
Report53 shows that in addition to the external audit by PricewaterhouseCoopers, we use Ernst & Young
as independent internal auditors. We take great care to ensure the independence of the external auditor. As
one example of our robust processes—prior to implementing our new capital structure, we consulted with
the FSA and also took independent legal, tax and corporate finance advice.

5. The benefits of being a co-operative: we are totally focussed on delivering returns to our members, and
not driven by external shareholder or stock market interests. We take a long view; in particular we
established the First Milk Academy54 to provide development for our producers, and First Milk Direct55

to harness the purchasing power of our members. Last year 990 members and farm employees attended an
Academy event and 1,150 members used First Milk Direct.

6. The drawbacks and changes in the legislative framework: although the framework is old, it has not
prevented our making substantial strategic investments. A substantial revision could take up much time for
no benefit. On the European and worldwide experience of cooperatives, we refer the Committee to research
that we commissioned from Promar and published.56

50 Here—First Milk completes £130M banking deal—or click on News on our website, www.firstmilk.co.uk
51 Q101 Mr Cox: Forgive me. I hear what you say about that, but we have had one of the main five go out of business and go bust;

we hear that First Milk is making a loss of, what was it, seven-odd million; we hear stories of problem in others. I do not buy this
story that somehow co-operatives are all fine and dandy . . .

52 Here—First Milk uses reserves to shelter members from Market Downturn under News on the website.
53 Here—or click on Our Business on Home Page of the website and then Annual Reports.
54 Brochure—or click on “Membership” on Home Page and then First Milk Academy.
55 Here—or click on ‘Membership’ and then First Milk Direct.
56 Here—or click on News and then Industry Reports.

through June, was a formidable task to get every
farmer away to a safe home with no loss of milk.
Thanks to the receiver for the way he acted and the
HSBC, who funded that, but predominantly to our
staV, not to those rats in the top oYces but the
people on the ground floor, the people on the end of
the phone. Our membership team were fantastic
because you can imagine what happened, what the
phones were like, and not a one ran, not finance, not
membership, not anybody. They stayed there and
did their job until the receiver said “Enough” and I
can’t praise them highly enough for that because it
would have been so easy to say, “I don’t want any of
this,” because you’ve got mad farmers screaming
down the phone at you. I absolutely commend what
they did. If our leadership had been half as good as
the rest of our staV, I wouldn’t be here today.
Chairman: That is on the record. Mr Yates, thank
you very much.
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7. Lessons to be learned: the importance of consistent, conservative and rigorous application of
accounting standards. In particular, a hard-headed approach to “goodwill”, an intangible asset that all too
often becomes a disappearing asset; and a transparent presentation of the true profit/loss and net assets in
published accounts.

8. Governance: for a full description of our governance arrangements we refer the Committee to our
annual reports and in particular to pages 6 and 7 of the Financial Report.57 We repeat point 4. Our farmer
directors fully recognise the importance of external non-executives and training (provided by the Institute
of Directors).

First Milk

November 2009

Supplementary memorandum from First Milk (DFoB 38a)

1. Since submitting our first Memorandum, we have announced the sale of 4,170,171 shares in Robert
Wiseman Dairies plc at £4.50 a share.58

2. We were unable to make any reference to this matter as any hint at the possibility of a disposal of shares
in a quoted company constitutes market abuse, prohibited under the Financial Services & Markets Act 2000.

3. The shares were acquired for £2.50 and sold for £4.50. In our accounts, the shares were valued at cost
of acquisition on the balance sheet, and the value at year end shown in a foot note—see Note 14.59 At point
7 of our first memorandum—lessons to be learned—we emphasised “the importance of consistent,
conservative and rigorous application of accounting standards”. Our treating cost of acquisition of these
shares as the appropriate basis for the balance sheet is an example of this.

4. At point 3, we referred to Mr GeoVrey Cox QC MP’s criticism of our 2008–09 results at Q101.60 As
we explained, our Board decided to shelter our members from the worst of the market downturn in late 2008
and therefore we used some of our reserves to support members. This led to the P&L showing a deficit of
£7 million. We referred to our press release of 23.9.09.61 We now invite the Committee to note that we have
crystallised a profit in excess of £8 million on the sale of shares. We hope that this will remove any remaining
doubts that the Committee may have had about our prudent and conservative approach to managing our
finances; and also that we were showing a proper care to our members in deciding to maintain the milk price
to ease their diYculties.

First Milk

November 2009

Witnesses: Mr Bill Mustoe, Chairman, and Mr Jim Maguire, Finance Director, First Milk, gave evidence.

Q697 Chairman: Welcome to our second evidence
session this afternoon and can I formally welcome
Mr Bill Mustoe, the Chairman of First Milk, and Mr
Jim Maguire, the Finance Director of First Milk.
Thank you very much for coming to talk to us this
afternoon. Just before we start, I think you have
another engagement that you have to go to, is that
correct?
Mr Mustoe: We have made a little bit more time in
view of the overrun, so we are fine. Whatever you
want to do is fine with us.

Q698 Chairman: Okay. We will try not to detain you
unnecessarily long. It has been good, though, that
you were here because I think you got a flavour of
the main sorts of areas of interest. You at one time
as a business, as I understand it, were interested in

57 Here—or click on Our Business then Annual Reports.
58 Here—or click on News on our website, www.firstmilk.co.uk
59 Here—or click on Our Business on Home Page of the website and then Annual Reports.
60 Q101 Mr Cox: Forgive me. I hear what you say about that, but we have had one of the main five go out of business and go bust;

we hear that First Milk is making a loss of, what was it, seven-odd million; we hear stories of problem in others. I do not buy this
story that somehow co-operatives are all fine and dandy . . .

61 Here—First Milk uses reserves to shelter members from Market Downturn under News on the website.

ACC but you decided not to make a bid on that.
What did you learn when you looked at ACC and
came to that conclusion?
Mr Mustoe: I think the best person to answer that is
Jim Maguire because I have been with First Milk
since the end of October so I was not around at that
point in time, although I do know some of the
stories, but I am sure Jim would like to tell you.

Q699 Chairman: Mr Maguire, what is the answer to
the question?
Mr Maguire: Chairman, thank you, I can answer
that. I was probably the lead executive looking at the
purchase of that business on behalf of First Milk. We
did enter the bidding process but our investigations
revealed that the business model was fundamentally
flawed. The business of ACC was over-reliant on one
customer and was therefore very vulnerable when
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that contract came up for renewal, which I think was
for a three year period. Our estimate at the point that
that business was for sale was that it needed further
investment of around £36 million just to bring the
factories up to speed.

Q700 Chairman: When you say the extra, that is just,
so that I understand, over and above what –
Mr Maguire: Over and above the purchase price.
Our assessment was that the factories needed further
investment just to bring them up to a reasonable
standard of £36 million.

Q701 Chairman: Are you able to tell us what you
thought it was worth?
Mr Maguire: For us, we wouldn’t have bought that
business. Our assessment was that the assets were
tired and ineYcient and really it had to be closed
down, so therefore from our assessment the only
viable purchasers of that business should have been
existing dairy processors, who could have closed it
down, merged it in with their existing facilities, got
the economies of scale and the resultant synergies.

Q702 Chairman: So what you are saying is that if you
had bought it, it is the customer base that would
have been the thing that was worth something and
the assets were worth nothing?
Mr Maguire: Yes. The customer base was certainly
worth something.

Q703 Chairman: I do not want to push you into
areas where you feel uncomfortable, but can you
give us some kind of order of magnitude as to what,
from your standpoint, that business was actually
worth in money terms? What would have been a
purchase price, a range, just a figure?
Mr Maguire: Well, for one of the existing processors
a fair price might have been £40 to £50 million, but
that’s with a view to then closing the factories down
and merging the production in with their existing
sites. That was one of the reasons why we didn’t
continue in the process to bid for that business. We
stood back because for us the only viable purchaser
would have been one of the existing dairy
companies.

Q704 Chairman: As Mr Yates said, with the great
qualification in hindsight that we have all now
acquired we have had a chance to observe the events
which sadly unfolded following Dairy Farmers of
Britain’s acquisition and then subsequent loss of
business, and then they lost their whole business.
When you watched that, if you like from the benefit
of the stands whilst the game was unfolding on the
pitch, did you draw any particular conclusions from
that apart from the fact, as you said, Mr Maguire,
“From our standpoint commercially it wasn’t the
right move to make”? Was there anything else you
derived from that by way of saying, “Hmm, we’ve
learnt a few lessons from that. It will guide our
business in the future”?
Mr Maguire: Well, certainly we didn’t take any
comfort from the demise of the Dairy Farmers of
Britain business, absolutely no comfort. What it did

do was it proved that our assessment was right,
which is not hindsight because we drew that
conclusion six years ago when we had an
opportunity to buy the business. Certainly what we
have learned is that we don’t overpay for assets. Any
investment that we have made, we have not overpaid
and we are very mindful of the balance between the
milk price that we pay and the requirements of
investment within the business that we have in terms
of capital investment or just investments in terms of
making the business more eYcient. So we are very
mindful of the balance between the milk price and
the investments we have to make. Unfortunately,
you heard from Mr Yates’s evidence that they were
perhaps overpaying on milk price, which in the end
brought the business down.
Mr Mustoe: Could I add a point about that? Having
done some 20 acquisitions or divestitures, when you
are involved in leaping forward and making a major
step there is a tendency among management to
underestimate the downside. In fact one always talks
about synergies, upsides, all that sort of thing and
the first thing you should probably talk about is the
risk to your existing business. I think that is
something that probably wasn’t done, from the
sound of it.

Q705 Chairman: In terms of the accounting
principles which you obviously will apply, at the end
of the day you can have a lot of discussion but it does
come down to an assessment of the hard numbers. I
think in your evidence to us you describe your
approach as conservative with a small “c”. Can you
just explain what you meant by that and how
perhaps that impacted on your assessment of ACC?
Mr Maguire: Well, in terms of our assessment we did
go through a rigorous process, albeit sometimes a
gut feel gives you an instinct if it doesn’t pass the
smell test. But we did go through a rigorous process.
We involved professional advisers as well just to
make sure that our management assessment was
being verified independently in terms of the price we
were prepared to pay. We certainly wouldn’t have
paid the sum that was spent in terms of the goodwill
premium for that business and in fact in terms of the
investment that we have made in our cheese
processing, just to give you an example, we bought
at net book value or in fact a discount to net book
value. We did not pay over the odds. We didn’t pay
a premium for goodwill. So in terms of conservatism
I think that’s what we are referring to.

Q706 Chairman: Just help me on one point, because
Mr Yates emphasised, if you like, an observation
which is consistent with all of the witnesses from
DFB, that their wish was to move forward in the
liquid milk business because they felt that was the
route to, I think it was, being in the upper quartile of
prices. You, on the other hand, went down the cheese
production side, but your farmers probably were just
as enthusiastic about getting a good price for their
milk as others were. Just help me to understand.
Why did you decide to go down the cheese route and
not the liquid route?
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Mr Maguire: Well, if I can expand just to give you a
bit more background about our business and how it
relates to the UK dairy industry as a whole, the UK
dairy industry is primarily made up of the liquid
market, which is around, I would say 50 per cent of
milk goes into the liquid market and around 30 per
cent goes into cheese and the balance goes into a
range of products. So therefore our strategy has been
to be involved in all of those sectors, not necessarily
owning the business outright, maybe through a joint
venture or maybe through a shareholding. For
example, we own 10 per cent of the Robert Wiseman
Dairies business, so we don’t feel we have to
necessarily own all of the assets on the liquid side but
we have developed a strong relationship over the
years with the Robert Wiseman Dairies business. We
have a fairly substantial shareholding, being 10 per
cent of that business, and we sell a substantial
amount of milk to the Robert Wiseman Dairies
business. Also, we have a strong relationship with
Dairy Crest, one of the other major players. We sell
a substantial amount of milk, raw milk, to Dairy
Crest. In fact the other major player, Arla, we also
sell milk to Arla, so in terms of liquid we have
developed our business through our relationships
with the major players.

Q707 Chairman: So it is more brokerage than
process?
Mr Maguire: It is, yes, but in terms of cheese, the
cheese market is obviously well established in the
UK. We feel we need to be involved in cheese
because in terms of where the cheese factories are
they tend to be sited where the farmers are, and we
have a substantial number of farmers in Cumbria
where we are involved in the Lake District creamery
and in West Wales our Pembrokeshire cheese factory.
So we are involved in cheese, we are involved in
liquid and we are also involved in ingredients, that
being skimmed milk powder, butter, through an
investment that we have in Wiltshire called Westbury
Dairies. So we have a range of investments.
Chairman: Very good. That is very helpful.

Q708 Mr Drew: As you appreciate, the premise upon
which we started this inquiry was to some extent how
fallible was the co-operative model and what level of
responsibility was there in the structure of the way in
which that model was operated which caused the
problems with Dairy Farmers of Britain. What is
your view on that premise now?
Mr Mustoe: The co-operative model, in my view, is
no diVerent from any other consumer goods
business. It is absolutely vital that you achieve four
things and those are the right product that the
consumer wants, great service to your customers,
which is usually the retailer, low cost of operating—
and you have to invest to get that low cost—and
innovate wherever you can, and in my 30-odd years
of experience in consumer goods the great
companies do those things. It is very simple.
Whether you are a co-op, a plc or a private company,
those are the bread and butter things of running a
business.

Q709 Mr Drew: Notwithstanding that, are there
specific things which actually lend co-operation to
this sector of farming and are there things, mainly
size, which militate against it being as eVective as
perhaps the plc?
Mr Mustoe: I think size is no guarantee of success in
the food industry because the end customers are
powerful people and they will make their presence
felt if they think you are getting a little bit above your
station. So you fall back on the eYciencies of how
you operate and the Wisemans of this world are very,
very good operators of their business and it is a
principle which in First Milk we are pursuing with
vigour. There is a diVerence from the plc and I think
it was brought home to me in the first months where
I met some 700 farmers out of our 2,500 plus, which
is that they are not ordinary shareholders in the sense
that they are expecting a dividend and if it goes down
it’s annoying but it’s not material in terms of their
existence. The diVerence with a co-op is that you
have the ability as a business to mess with people’s
lives and if you run your business poorly then those
people will suVer, and I think that’s a huge diVerence
and it makes for a massive responsibility on the co-
op’s shoulders in terms of they have a direct eVect on
people’s lives, not just the people who work for them
but their major shareholders. I think that in a sense
drives the sort of communication that you need to
do, which is diVerent, and you need to understand
that relationship in terms of how you actually
operate your board and your business.

Q710 Mr Drew: Is there anything we can learn from
abroad in terms of the way in which co-operatives
operate in the food industry and is there something
to do with our legislative framework that makes it
more diYcult for co-operatives to operate in this
country compared with Europe?
Mr Mustoe: With three months’ dairy experience I
am probably incredibly dangerous at the moment,
but clearly the co-ops in Europe historically have
been going a hell of a lot longer and I think you have
to look at how the current co-ops have actually
arrived, where they have come from. They are
relatively young businesses. It would be easy to
say—and I know Jim has a view—in terms of if you
look at their history governments have by and large
either supported or not put impediments in the way
of growth. I think your view, Jim, is that probably
there are some hoops that you have to go through in
the UK in terms of when you want to get bigger and
maybe when you want to merge.
Mr Maguire: Yes, just to add to that, there is a lot to
learn from co-operatives throughout the rest of
Europe and the rest of the world. In fact we are very
young in our evolution, we have only been going
now for around nine to ten years. The European co-
ops have been going for 50, 60 years, longer than
that, but a common factor in all the countries we
have studied is that the co-operatives grew up
organically and they merged with passive or active
encouragement from governments to create the
modern co-operatives that we see today. Our
international competitors in fact benefit from
positive and active support from their national
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governments both in their home and export markets.
For example, New Zealand’s Fonterra. The New
Zealand Government there facilitated Fonterra’s
creation through the merger of two large co-ops and
if I can contrast that with the UK and the Milk
Marque experience, Milk Marque was the company
formed at deregulation covering farmers throughout
England and Wales, so that was formed in 1994, but
come the year 2000 the UK Government wanted to
break up Milk Marque. So farmers have been
encouraged to co-operate and do things for
themselves and the UK Government then broke up
Milk Marque into three smaller co-ops, one of
which, Dairy Farmers of Britain, has now gone into
receivership and one of the other siblings called Axis
Milk had to merge with the successor to the Scottish
Milk Marketing Board called Scottish Milk. It had
to merge to get some semblance of scale. So we are
at a disadvantage in the UK, especially where
government support is concerned.

Q711 Mr Drew: Finally, just looking at a diVerent
area, this issue to do with the structure of your board
and the relationship between executive and non-
executive directors, I presume you are going to tell
me you got it right?
Mr Mustoe: No, I am not actually, I am going to tell
you we are changing it!
Mr Drew: Right. Okay, you write the script!

Q712 Chairman: This is the afternoon we had
expected!
Mr Mustoe: We have a board composed of 11
people: six farmer directors, so they have a majority;
three non-execs including the chairman, so non-
farmer non-execs; and two executives, the chief
executive and the finance director. What I think is
diYcult—and I feel for farmers greatly—is that in
order to be elected to First Milk’s board as a farmer
director you have to be two things: you have to be a
dairy farmer, and presumably fairly good at it, and
you have to know how to win local elections. The
principle of that means that there is a little bit
missing in terms of business acumen, potentially, and
it has concerned me. We have got some very good
farmer directors. We have got 26 local
representatives who are elected by the membership
and they then elect the six directors. On my trips
around it actually occurred to me that there might be
a better way of doing it and I floated an idea in
November which surprised me with the response it
got, which was, I think we should change the make-
up of the six farmer directors to have three elected
and three selected, and the process of selection is that
the membership can nominate, suggest names from
the membership of people who have proven business
acumen, who have perhaps done or are doing things
within their business beyond the traditional dairy
milk side, and we were not tapping into that
expertise because of the election system. Some of
these people do not want to go down that route of a
sort of step change, so I have instituted as of this
week a communication requesting if members would
like to nominate some people with experience. I have
been very surprised at the response, which has been

terrific. It is a rule change and we will put that to the
AGM subsequently, but I expect to get probably up
to ten members who are not in that system who have
some kind of expertise that may help the board in
terms of their involvement. So I intend to work with
those perhaps eight to ten people, however many
come forward, over the six months, assess their
characters—and they might tell me they don’t want
to become a director of First Milk, that’s entirely
possible, but we will use that time before we actually
try and make the changes, so I think that is good.
The other thing where I think we are wrong has been
historically and I think from listening to the earlier
session it maybe is something that is worth thinking
about, which is that in my experience businesses win
because they are good teams, and it is teams right
across the business, so what I did in November was
to allocate two farmer directors to each side of the
business, cheese, liquid and ingredients, because
what I want to do is fuse the farmers into the
business and vice versa so that you can’t have this
separation between executives who may wish to, in
times of stress, perhaps not be quite as open as they
should be, but also it helps the farmer directors in
terms of their learning. So we are already doing that
and that is actually working quite well.
Chairman: Thank you very much. David.

Q713 David Lepper: I am interested to hear about
that change that you are proposing. You know that
in their evidence to us I think the NFU suggested an
independent evaluation of the business performance
of co-ops. The former vice-chairman of the board of
DFB was rather critical of that suggestion. Where do
you stand on the issue?
Mr Mustoe: I think we should be as open as we
possibly can and we have changed significantly the
level of our communication with members. We do
have obviously auditors, we have some internal
extra work done by an outside company and I think
that, frankly, is the way you have to go because I
think the dangers come if you don’t communicate.
So we are communicating most weeks with the
membership in some form or other. We started a new
system where I record a message to members and
they can dial in and listen to what is going on. We tell
them, we are fairly open. Obviously when you get
into some of the commercial areas it is always
diYcult and you have to get a balance of that, but I
believe you have to be straight with them, you have
to tell them when you’ve got a problem and you have
to tell them how you’re going to fix it, and just be
open and do that. That’s what we’ve done.
David Lepper: Thank you.

Q714 Chairman: I would like to move on to the
question of the co-operative model and the tough
job of raising capital. You have made the point, and
in fact Mr Yates in his earlier evidence underlined
the fact that our co-operative dairy ventures are
fishing in a pool which is occupied by people who are
able to raise money commercially or they are big co-
operatives like Arla of very longstanding and they
have accumulated a war chest of capital investment
funds. Our late starters in the field have got a big job
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of catch-up to do. You have obviously got a clear
strategy for your business and you are a co-op, but
are there any things in the way that the co-operative
model is presently structured which, if you like,
inhibits you in terms of the progress you would like
to make, because I think you made the point that to
all intents and purposes you were like any other plc
but you have got slightly one arm tied behind your
back because of the constraints of the co-operative
model, so what are those?
Mr Maguire: It is probably well documented that
there are constraints of the co-operative model in
terms of current legislation, which limits the capital
investment by individual members to £20,000 and
that is set out in well outdated legislation. There are
suggested reforms going through Parliament to take
away that £20,000 limit, which we would fully
endorse. So within a co-op there is a balance there
that we have to strike in terms of raising capital and
at the moment it has to be largely debt-based
because of that £20,000 limit for members. It means
that for us to grow the business we have to take
money from our members in the form of debt, which
has to be repaid, and we also have to borrow from
banks, which again has to be repaid at some point.
Therefore, there are constraints within the co-op
model that a plc wouldn’t have, it is able to tap into
shareholder funds, but we are diVerent from a plc.
Our aim is to maximise the income for our members,
for our farmers, whereas for plcs it is to lower their
input cost and to pay as much as they can to
shareholders. So the objectives of plcs and co-ops are
diVerent.

Q715 Chairman: Let me just pick you up, because I
have been trying to understand the proposed
amendment to the Industrial and Provident Societies
and Credit Unions Order, which as you right say has
been laid before Parliament, and as I understand it
what this particular measure proposes is to remove
any limit on permanent member capital by stating
that any nominal withdrawal of equity in a co-
operative is ignored for the purposes of the £20,000
limit. Just help me to understand in practical reality
terms what on earth does that mean?
Mr Maguire: What it means is that our members pay
a retention—well, they did up until last year but we
have stopped at the moment, but our members have
been building up funds over a number of years. Co-
operatives in Europe and the rest of the world have
been building up funds over a number of years and
putting it into members’ capital accounts. For the
rest of the world they can put as much as they like
into members’ capital accounts. For our members it
has to stop at £20,000 and once the £20,000 has been
invested then it becomes a debt instrument which
has to be repaid, and in Mr Yates’s earlier evidence
he said that some investors had invested £100,000, so
there are substantial investments that have been
made by members but because of current legislation
it is capped at £20,000 and anything over and above
£20,000 becomes a debt instrument which has to be
repaid, so there is a bar on the permanent capital
that co-ops can currently raise, which inhibits co-ops
to grow because it then become a debt instrument,

which in turn makes it more diYcult to borrow
money from banks because they see the existing
debt, whereas if they saw more fixed capital for the
business in turn, if need be, we would be able to
borrow public funds.

Q716 Chairman: You have given me a very good
explanation of where we are, but what I was actually
seeking was to understand whether this proposed
legislative change would actually make a material
diVerence, which is why I read out carefully my
understanding of what it actually achieved because I
am struggling. When it says “removes the limit”, any
limit, “on permanent member capital,” in other
words it removes the £20,000, the mechanism
appears to be by stating that any non-withdrawable
equity in the co-operative is ignored for the purpose
of the £20,000 limit, because I had understood
exactly what you said, which is eVectively the
retentions became a loan note so they ended up as
debt on the balance sheet under the existing
arrangements. That is why I was struggling to
understand what this proposed change was going to
give you that you could not already achieve by the
existing mechanism that you so eloquently describe.
That is where I was struggling.
Mr Maguire: My understanding is that there would
be no cap on the £20,000 so a member could invest
£50,000 in capital, which at some point could
become tradable and there would be no requirement
on the business to fund that exit.

Q717 Chairman: Okay. Just explain one thing to me
because there appears to be obviously a conflict
between the various ways in which a private
company can set about raising capital and what is
permitted under the co-operative model. Whilst I
can understand that a placement of equity would be
incompatible because the business is already owned
by the members, so we can rule that out, but what
about corporate bonds, in other words capital
instruments? What is the problem with them as
opposed to going all the time to the banks?
Mr Maguire: The way the co-ops are set up the co-
ops are not very attractive to attract corporate bonds
and from the co-op’s point of view it could create a
conflict between milk price and the interest on
capital that I think we would need to pay out to
those corporate bonds. There is not a great demand
in the corporate bond market to invest in co-ops,
especially since the co-ops in the UK are so young.

Q718 Chairman: If you go to the bank to get your
funding the bank will quote you a commercial rate
commensurate with the risk they see in your
business, it is as straightforward as that, and in terms
of long-term finance, which if you are funding
capital investment maybe you are looking for
funding over five, possibly ten years, I don’t know, it
depends on the nature of the project, and the
characteristic of the debt that you would then be
taking on with the bank does not seem to me to be a
million miles away from what a corporate bond
would look like because the advantage of a bond is
that once you have placed it in the market place you
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know what you are in for, you have got a certain
percentage or a certain interest rate you have got to
pay and you know there is an end date where you
have got to pay it back. That is, again, a similar
parallel situation to borrowing from a bank, where
the bank says, “Okay, you can have this money for
ten years and at the end of the ten years you’ve got
to pay it back.” So just help me to understand.
Technically there is no reason why you could not
have corporate bonds, am I right in saying?
Mr Maguire: Absolutely! Technically what you say
is spot on. The diYculty for someone investing in
our business is that—it is not just our business, other
co-ops within the UK are relatively young, so they in
turn would need to balance up the risk of them
investing in our business. So technically what you
say is possible, but in reality there is no market there.

Q719 Chairman: In other words, the rating that your
paper would get would be relatively low and the
premium would be accordingly high?
Mr Maguire: The premium would be huge.

Q720 Chairman: So we can rule out equity, we can
rule out corporate bonds, we have currently got
perhaps some strictures on what members can put in
because of the mechanism we have discussed, so I
suppose at the end of the day it is the banks or bust
really, is it?
Mr Maguire: That’s right, the banks and members
through the debt instruments, but yes, it’s all linked
to borrowing from members and borrowing from
banks.

Q721 Chairman: So there is not another way round
the problem of funding? In other words, what we
have seen before us is really the only route down
which you can go?
Mr Maguire: Well, the route of members being
allowed to invest fixed capital that doesn’t have to be
repaid, that would improve our position.

Q722 Chairman: Because the Continental
counterparts, again just to be clear, you are saying
that the bulk of their capital has come because of
retentions over a very long period of time, which has
given them their war chest to do whatever they are
going to do?
Mr Maguire: That’s right, and those capital sums,
for example with Fonterra, are tradable so if a
member wants to release some capital he trades it.
It’s not the Fonterra business that has to repay
capital to him, so Fonterra can get on doing its
business without having to worry about repaying the
members.

Q723 Chairman: So when you say the debt is
repayable, they have got an instrument saying,
“Fonterra owes me £10,000,” and they can take that,
I presume, to a bank who will pay them out at
discount?
Mr Maguire: Similar to the way the stock market
works, they can trade it.

Q724 Chairman: Right. So there are people who will
buy that paper knowing eVectively, in the case of
Fonterra, that you have got a global dairy player, a
big strong business? In other words, they are looking
at it almost as a corporate bond, are they not?
Mr Maguire: Yes, that’s right.

Q725 Chairman: Because they are saying it is
quality paper?
Mr Maguire: Yes.
Chairman: There is no element of default likely to
come on it. Dan, you wanted to come in?

Q726 Dan Rogerson: Just briefly, one of the
restrictions is £20,000, that is it, and over and above
that it is counted as borrowing?
Mr Maguire: Yes.

Q727 Dan Rogerson: Is there a period in which the
co-op has to pay that back, or is it open-ended?
Mr Maguire: Well, it depends whether the member
retires from milk production. There is a set period
over which that would be paid. In our case it is five
years after retirement. Over a period of five years we
would repay that money.

Q728 Chairman: Can I just be clear, because we have
debated around the Bill that is before the House, or
the measures before the House and the alternatives.
If you had a clean sheet of paper and you said,
“Right, I’ve got a one-oV opportunity to help with
our capital raising,” I get the impression that for you
capital at the moment is not a problem?
Mr Maguire: At the moment it is not a problem, no,
but it could be in the future.

Q729 Chairman: Let us say, hypothetically speaking,
you saw a great opportunity and you wanted £50
million and you thought, “Do we really want to go
back to the banks again?” and you had a clean piece
of paper to design a model to raise it, have you got
any thoughts as to what would be on the piece of
paper?
Mr Maguire: Well, if we could operate the same as a
plc in terms of being able to tap into a range of
markets that would be ideal, but realistically that is
not possible, so realistically the funds will have to
come from members and from banks.

Q730 Chairman: Can I just be very clear? Because of
the constitution of a co-op there is no way that you
could create a minority class of equity? In other
words, I can understand that the members own the
business, but let us say the business is worth £500
million for argument’s sake if it is going to go on the
market and it is sold. So you have got some kind of
equivalent of a market capitalisation for it. There is
no way you could create a class of share that would
say, “Well, okay, we’ll sell 10 per cent of it. In other
words, 10 per cent anybody can buy, they can invest
in it, they will get a dividend and we’ll create some
kind of market for that paper”? Is that
theoretically possible?
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Mr Maguire: It is theoretically possible and it is
something that we have looked at, so it is something
that I wouldn’t rule out for the future, but First Milk
is very young in its development. It’s not at this stage
in a position to be attractive to outside investors, but
we certainly wouldn’t rule that out in the future. It
is possible.

Q731 Chairman: Are there any examples from the
Continent where “novel” forms of capital raising
that you have observed have been carried out?
Mr Maguire: There are many examples, yes. Dairy
Farmers of America have corporate bonds, they
have substantial amounts of dollars in corporate
bonds, so there are examples throughout the world.

Q732 Chairman: So if I have understood you
correctly, the co-operative model as such does not
inhibit using the same array of market possibilities
that a plc would have. The message clearly from you
is that you are a young business and at this moment
in time some of those alternatives would not be
compatible with where you are, the market would
not view you with much comfort, and I suppose at
the end of the day it could cost you more to try and
raise capital by these other means than by going to
straight bank finance?
Mr Maguire: You have summed it up pretty well.
Chairman: Right. Okay. It is just that, again coming
back to why we are doing this report, is there
anything we need to be saying to the Government,
because that is where ultimately our report goes, that
says, “Look, the co-operative model weaves its way
through various parts of agriculture and production
in the United Kingdom. It is a model which is well
supported by people who want to trade in that way,
but they are up against it and therefore as a
government what should you be doing to assist this
model to grow and strengthen against a background
where, in the case of Dairy Farmers, that particular
enterprise failed?” and it is sort of picking out from
that piece of analysis whether the problem was
intrinsically because it was a co-op or whether it was
other factors. I think we are beginning to see that.
Okay. Let us move on then to David.
Mr Drew: I would have been asking some questions
of Mr Yates about communication, but he was so
forthright in explaining the nature of the problems I
did not think there was any point, and the Chairman
did not call on me anyway, so we will fast forward on
that without much ado!
Chairman: I apologise for that.

Q733 Mr Drew: I am just interested in how First
Milk works. How would you sum up your
communication strategy in keeping your members
informed of what you are doing?
Mr Mustoe: I think it is pretty good. I think it is
improving. We are attempting to make
communication swifter. For instance, historically we
have always viewed printed material as a way of
doing it, letters, newsletters. We are now into the
digital age so we now communicate by text, emails
and recorded messages. That actually allows us to
get to members quicker. It also saves us money. We

have a members’ dedicated website which is kept
right up to date, a weekly bulletin which includes not
only First Milk but UK and global industry news, a
monthly newsletter, annual meetings around the
country with all our members and they are all invited
to it, quarterly discussion groups in local areas, and
an annual AGM, so I think we actually are pretty
open and pursue it quite vigorously and in an
orderly manner.

Q734 Mr Drew: If you were to want to make
changes, is one of the areas that you are forever
reflecting on how much information the members
can handle, but more particularly on your side what
level of confidentiality you should, if you like,
disclose—on the basis that one of the apparent
problems with Dairy Farmers of Britain was there
were people who did want to spill the beans but there
were all sorts of reasons why it was diYcult to do so,
not the least of which not everybody was telling
apparently the whole truth all of the time? How do
you cope with that issue?
Mr Mustoe: I think in normal times it is not an issue.
Where you come up against a big acquisition then
that is where the rubber hits the road and I am sure
there are lots of examples of openness that have gone
wrong, because everybody has a best friend they
want to tell, and so it goes on. I know there have been
examples of that in my short time, but you just have
to make a judgment and at the end of the day the
final point is when a deal is done members have got
to be aware of the ramifications of that deal. They
have got to be aware of the risk and they have got to
be aware of the potential upsides, and I think as long
as you are open about that without disclosing
commercial confidences then I think that has to
suYce and I think it is appropriate.

Q735 David Lepper: The NFU, and indeed the
Minister in his evidence to us, talked about the
importance of developing dedicated supply chain
arrangements between the retailers and the farmer
suppliers and the Co-op group have told us that at
the time they were negotiating with DFB they made
just such a suggestion about developing a pool, a
farmer pool of suppliers. DFB didn’t seem to want
to know, according to the Co-op group.
Mr Mustoe: You mean dedicated to a particular
retailer? Yes, we do have an example.

Q736 David Lepper: Yes. What is First Milk’s view
about that?
Mr Mustoe: We do. We have, through Wiseman, a
dedicated pool of, I think it is 76, or something like
that, isn’t it, of farmers –
Mr Maguire: Farmers, yes.
Mr Mustoe: -- who are teamed up with Tesco. We
have got other discussions going on along that whole
structure with other retailers. I cannot tell you which
ones at the moment, but that is an ongoing process
and I think it’s certainly a way that we will continue
to go and I think the industry will.
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Q737 David Lepper: Are there no longer term
dangers in that for the suppliers in terms of the
control that the retailer might have?
Mr Mustoe: The retailer has ultimate control now.
That’s not going to change whichever system it is. It
comes back to my four points about performance—
the right product, the right service, those are the
things on which you are judged.

Q738 Mr Williams: I was going to come back to your
four issues. Not included in those four was
developing a loyal supply base. Now, we have heard
today from Mr Yates about a dividend and then an
increase in the price of milk. People are involved in
co-operatives, or whatever, to maximise the return
on their eVorts really. They invest their time, their
money, whatever, in producing milk and they want a
good return on it. How do you decide what return
your members should get and basically is that good
enough then to generate the loyalty that you need
really if you are going to supply your retailer clients?
Mr Mustoe: I think the return is never good enough
is the sort of position I think a lot of the farmers
would take, and I understand that because it is very
important to them, but there is one principle and it
comes back to this awful, boring fact on the way that
you run your business. If you don’t earn it, you can’t
pay it, and that is the issue. So you have to maximise
the earnings by running the business in the best
possible way. We have just recently all been aware of
the terrible weather and the fact that milk has had to
be thrown away because the milk tankers are unable
to get it. We announced this week that we are
compensating dairy farmers at the milk price that
they would normally receive for December and
January because we think it’s the right thing to do.
Not everybody has taken that view in the industry,
but I think that’s where a co-operative comes into
force. I have to say we have also said that in the event
that we get this kind of weather in the future then we
are not going to be able to do it, so we would advise
members to take insurance, and some have already
done that anyway, which is provided by NFU
Mutual and places like that at reasonable cost, but

we felt this time it was particularly important to
support our members in a diYcult time and therefore
we have agreed to pay compensation.

Q739 Chairman: Could I, Mr Maguire, just probe
you on one small point? One of the issues that were
raised with us was that when you have the tension,
the amount of money that a farmer, if you like, puts
in through that route is deemed by the tax authorities
to be income and therefore they end up paying tax
on it. Do you think that is a fair way to deal with that
money where eVectively technically it is income
because it is a withdrawal from a payment that the
farmer would have received but in reality he can’t do
anything with the money, he hasn’t got it? It’s a bit
like making a contribution to a pension. You get tax
when it comes out as income on the way out, but it
goes in tax free on the way in.
Mr Maguire: Yes, I think it is rather unfair in the
way it is treated and you asked earlier were there any
recommendations that your group could put
forward in terms of supporting co-ops, and that
would certainly be one to relax, the tax
considerations, because we certainly think it is
unfair that the notional income that a farmer gets he
is actually taxed on it, so he is not getting the cash
because it is a deduction from his milk price, and yet
he is expected to pay, and does pay, a tax on it. I think
to rub salt in the wounds, the Dairy Farmers of
Britain guys who lost out are unable to claim those
tax credits back for money they never received and
tax that they had to pay. So I think that is
particularly unfair.
Chairman: Gentlemen, thank you very much indeed.
Thank you for sparing us extra time. I think your
insight, if you like, from the co-operative standpoint
of somebody who was not involved in what
happened to DFB has been particularly valuable
because we were anxious to hear from a co-op which
had traded successfully as opposed to, sadly, one
which eventually went out of business. So thank you
very much for the perspective that you have brought
us and for sharing your experiences with us. We
appreciate it. Thank you.
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Witness: Mr Malcolm Smith (former Chief Executive, Dairy Farmers of Britain), gave evidence.

Q740 Chairman: Good afternoon and welcome to
the final public evidence session in the Committee’s
inquiry into the collapse of Dairy Farmers of
Britain. I would like formally to welcome Mr
Malcolm Smith, the former Chief Executive of
Dairy Farmers of Britain. There will be a vote at
about 3.45pm and after the vote, if there are any
remaining questions, we will continue. Mr Smith,
you were not there all the time. You actually resigned
in 2005 from Dairy Farmers of Britain. Would you
like to tell us why?
Mr Smith: I did not resign. I was sacked.

Q741 Chairman: Why were you sacked?
Mr Smith: That is an interesting question. There was
a disagreement between myself and the chairman
and some of the members of the board as to where
the company was going. I did not feel it was
appropriate for it to carry on the way it was and I
told the chairman that and consequently he had the
board remove me.

Q742 Chairman: We are going to talk to you in some
detail, you will not be surprised to know, about the
events surrounding the purchase of Associated
Co-operative Creameries (ACC) and events
afterwards. You have just said that you were not
satisfied about the way the company was going. It
had just been through what we were advised was the
achievement of one of its key strategic aims, which
was to get into processing, to acquire a bigger
customer base, to acquire a distribution service.
According to the other directors who were there
when you were there, the business in their judgment
was clearly going in the right direction. Why did you
feel it was going in the wrong direction at the time
you were fired?
Mr Smith: It is very complex. I have listened
carefully to what has been said. I have taken the time
to read the transcripts of what has been said to you.
If I may say, first of all, and I am not trying to
grandstand, I am here for one reason and that is not
for me but for the farmers. Personally I am very
disappointed and very upset about what has
happened to some very nice people, many of whom
I knew personally. I got on extremely well with them.
The reason I am here today is because they have
asked me to come, otherwise I would have refused. I
finished in 2005; we are now in 2010. What CEO can
be held responsible for something that happened
four years after he left?

Q743 Chairman: For the record, may I repeat
something you may have seen but of which you
might not have understood the significance. We are
not in the position of conducting a “whodunit”’; we
are not here to blame people, nor, as you say, to hold
people to account. The purpose of this inquiry is to
understand why a very important co-operatively
based organisation went out of business with a lot of
pain and suVering for farmers who, from the
evidence that they were kind enough to send us,
indicated very clearly that they had set oV with a
great deal of hope and enthusiasm and optimism
about having a co-operative of which they were part,
which would, in the long term, enable them to
control the way that their milk was sold and
hopefully give them an improved return. The task of
our inquiry is to gain an understanding as to what
went wrong. Was it because of fundamental business
decision failures; was there something wrong
intrinsically with the co-operative model; or were
there other factors? Clearly within agriculture the
co-operative model is still favoured by many people.
We want to discover whether the model needs fixing
or whether the demise of Dairy Farmers was due to
failures in the business decision process. You are
quite right, any business is complicated and it would
be improper for us to single out an individual in the
blame game. That is not what we are about. I hope
that has reassured you about what we are doing. We
are not here to try and get you to remember things
that are somewhat distant but to help us to gain an
understanding of what went wrong. You are quite
right, part of the reason that you are here and the
other directors were summoned is that farmers made
it very clear to us that they wanted the Committee to
talk to those people, not just the last chairman who
obviously, if you like, was the repository of some
knowledge at the time. We have listened carefully to
the voices of farmers and we have invited others,
including you, to come and talk to us. That is why
you are here today in terms of pursuing that
particular agenda. To go back, so that again we can
understand the strategic context in which you left the
business, perhaps you could answer my question,
Mr Smith: I was not trying to avoid your question.
I was making one or two things quite clear at the
outset. I think basically what went wrong with Dairy
Farmers of Britain is not anything to do with the
co-operative model particularly. The co-operative
model is very successful across the world, and always
will be, for farmers, and Fonterra is probably the
best example and there are many others. There are
also some bad ones. Where they have gone wrong
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has been I think in the failure of the board of
directors and of the governance of the company. I
was very proud of the company. We turned round
two of the major loss-making companies with our
best result. We had bought the company we had tried
to buy. We paid far too much money for it, and I can
go into that and why that happened. I think I can
give you some quite good insight into that because I
know all abut what happened. We could still resolve
the situation. We had done the numbers. Mark
Strickland, the Finance Director, and I had a clear
understanding of where we wanted to go, and in fact
the farmers who have spoken to me were confident
that we could do it, and I know we could have done
it. We were stopped from doing what would have
been the most eVective course of action with the
company and that really was the beginning of the
point when I started to worry about the motives of
some of the individuals on the board, and I still do
worry about their motives. I cannot tell you what
their motives were; that is only supposition. I know
the individuals and I am very concerned about them
and I just feel that they were not being stopped from
a personal agenda. The problem with Dairy Farmers
of Britain was that the executives were not on the
board. I have been a CEO for a lot of years and I
have never not been on the board. I am going to
make one very startling and sad admission to you.
When I joined the company I was under the
impression I was going to be on the board. I was
given that impression and when I joined I was told
that I was not. I would not have joined if that was the
case, but I did not walk away from it because I was
very worried about the chairman, whose knowledge
and experience did not span the requirements of the
task. I could have worked with him because actually
he was not a bad chairman, in fairness, and I learnt
a lot from him. I have to tell you that and that is an
honest opinion of someone who gave me the sack. It
was not all bad. The fact that I was not on the board
was a major and fundamental reason why the
company went down.

Q744 Chairman: Just refresh my memory: what did
you do before you became the Chief Executive of
DFB?
Mr Smith: I was CEO of Grampian Country Food
Group, Chicken Division, and I was on the main
board of a £1.4 billion turnover business. In my own
part of the business I employed 10,000 people with
a £600 million turnover. I had been doing that
for some years, so I had a lot of experience of
running businesses and acquisitions. I had made five
acquisitions. That is why they headhunted me; they
knew that I knew what I was doing in the sector they
were involved in. I knew a lot about agriculture; I
had been in it for 20 years; and I did what I was sent
there to do.

Q745 Chairman: As a member of DFB’s executive
team, and the point you made is very relevant that
you were not on the board, how would you describe
the relationship between the executive team and the

board, because it was a rather odd relationship that
you were not one and the same in the same
organisation?
Mr Smith: I have got to start at the beginning. When
I joined the company, they had just formed a new
company from the Milk Group and Zenith and they
were two very diVerent companies. When I arrived
there were two CEOs—I did not know that either—
and I was one of them. So I went about sacking the
other one quickly because he was incompetent, and
fortunately the board agreed with me; that was why
they brought me in, and so he went. He was not an
incompetent man; he was just incompetent at the job
he was doing. That is not the same thing at all. So we
cleared that one up. Then I knocked heads together
and I moved everybody around because in one part
of the oYce there was the Milk Group and in another
part there was Zenith and they did not talk. I
explained to them that if they did not start to work
together as a team then they would not be on the
team. That was not a threat; it was just a statement
because the farmers’ livelihoods were at risk. Once
they realised I meant it and that I was not prepared
to accept anything less than yes for an answer,
everything went really well. There were very few
people left. They realised that I was not a nasty
person; I was just trying to make money for the
farmers. In fact, I found the whole atmosphere with
the executives very harmonious. The previous
chairman, David Stern, was a very interesting
character. He ran his own business and I liked him a
lot actually; he was a proper businessman, and a bit
of a gentleman too. When Rob Knight came in I had
one or two serious doubts when I first met him. I said
to George Risley, the non-executive director who
brought me in, “Are you sure you want this guy as
chairman because I am not sure I want to work for
him?” He said, “We would rather you came. We can
always get another chairman”. I thought, “That’s
good because we will have to”. Then what happened
was that basically, when I discovered I was not on the
board, it was made rather tricky for me. The farmer
directors were a pretty good bunch in general, pretty
incompetent in some ways, did not know how to run
a fish and chip shop, to put it crudely, to use language
that Steve Yates when he spoke to you, and I
watched his webcast with some amusement—very
little truth in it but a lot of amusement. The fact
is that these people were given a task of reining
in someone who had worked for the Mars
Corporation, quite a business individual, quite
bright, in fairness, and by no means a fool in any
way, shape or form, and he set about doing things the
way he wanted to do them. He came in as a non-exec
chairman and immediately asked me to try and get
him on the bonus scheme. Yes, he wanted to go on
the bonus scheme. I said, “Hang on; you had better
talk to the remuneration committee about that
because it is nothing to do with me”. He tried to get
his wage put up, and that had nothing to do with me
either, and I would have nothing to do with it. Then
he tried to get an oYce so that he could work five
days a week, at our oYce. I said, “Hang on, are you
not a non-exec chairman as opposed to an exec
chairman?” He seemed to be confused about the
two. I was not but he was.
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Q746 Lynne Jones: Did you have a non-exec CEO
and non-exec chairman?
Mr Smith: No, I was the CEO; that was it, full stop,
that was my role. He was trying to become the exec
chairman, which would have meant that he went
across my bows. I have not been used to that
situation. Having worked in large companies most
of my life, you do not get an exec chairman dealing
with a pretty hands-on CEO, which is what I am,
because it does not work—everybody gets confused.
A good board could have sorted that out pretty
quickly, in my view, and the chairman was not a bad
chairman in many ways; in fact, as a chairman I
learnt from him, but he was not being reined in and
no one was reining him in. I was not on the board to
say, “Hang on, I am not having it” when everybody
was there, and when I was not there I did not know
what was being said because I was not there.

Q747 Chairman: Help me to understand a bit more
clearly about the relationship between the board and
the executive team in practical terms. You have given
us an insight into a chairman; the job of the
chairman is to provide leadership and strategic
overview and direction to a board of directors. The
impression I get is that instead of perhaps following
the collective’s ambitions, people had their own
ambitions and agendas. Normally if you have a
board that is comprised of executive and non-
executive, there is what I call a bit of creative tension
between the two as the non-executives probe the
executives about what it is they are doing. The
impression you have given is that sort of probing,
interaction, was missing from the board of DFB.
What were the channels of communication between
the board and the executive, the two groups?
Mr Smith: At the main board meeting I was present
and so was Mark Strickland and so was Martin
Armstrong, the guy in charge of logistics, and we
were questioned in the board meeting, but, generally
speaking, the connection between the board and the
executive was between me and the Chairman. There
was a little bit with the non-execs but not much.

Q748 Chairman: In terms of the day-to-day
communication, and I suppose what I am grasping
to try to understand it is how did the board set its
agenda because obviously the board has to be
informed by the executives about what is going on;
they are the principal source of information in a
company because that is what they do, day in and
day out. Did you as an executive group determine
what was reported to the board or did the board
initiate a reporting structure?
Mr Smith: There was never any follow-up in
reporting to the board. I have got a very clear view
about transparency and I did not need to be told that
by anybody on the board and I just told them it like
it was. The board were pretty well informed about
what was going on at all times, except if there was a
real issue of confidentiality, in which case, fair do’s,
there had be a degree of a veil of secrecy in some
instances for a period of time, and that did happen.
There was a very clear agenda in terms of what was
on the board. I agreed the agenda with the chairman.

I put forward an agenda to him for each board
meeting personally, like I used to do at Grampian,
and basically he either accepted it, in most cases, or
he added something to it, most of which was quite
sensible actually.

Q749 Chairman: When the board was actually
meeting, in other words, you had got the farmer
directors and the non-executives sitting round the
table, I presume that the executive directors were in
attendance?
Mr Smith: Of course, yes.

Q750 Chairman: When you were around the board
table, the chairman obviously drove the agenda in
the meeting but did he regularly bring in the
executive directors to give advice?
Mr Smith: Yes, in fact it was quite well done. Each
of the exec directors made his own presentation
about his own section of the business to the board
himself and gave a pretty full explanation of what
was going on too.

Q751 Chairman: So around the board table you were
there but you did not actually have any
responsibility ultimately for the decisions, if you
like, made round the board table, you had no
statutory power in that respect?
Mr Smith: I had no statutory power, but I was told
specifically at the outset that I was there to find
processing facilities for the farmers as an outlet for
their milk, and I agreed with that principle and I still
do. I think it was a good idea. I was given the task of
putting a strategy document to the board. The
chairman is not a strategist in this particular case.
Most often the chairman is, but very often what you
will find is that there is a collaboration between the
chairman and the CEO in most major companies;
between the two of them they work out their
strategy, they agree it with the board, and then it is
the CEO’s sole responsibility to drive the strategy
which has been agreed by the board.

Q752 Chairman: Let me ask you this question. Let
us turn it round the other way. If you had been on the
board what would have been the diVerence?
Mr Smith: I would have had a lot more to say about
the chairman’s budget and I would have had a lot
more to say about the price that was ultimately paid
for ACC, and I was not very happy about that at all.
Whether I would have swung the day, I do not know
because I would have been one among many on the
board, so fair do’s, I would not have been the only
voice. I would have hoped they would have listened,
but I did try and tell them and I was overruled, the
only time, on the ACC purchase.

Q753 Miss McIntosh: Who set the budget?
Presumably there was a finance director as well?
Mr Smith: The finance director set the budget for
what I will call the operations of the business, but
there was a very curious situation where the
chairman set the budget for the board. The board
budget was getting a bit out of hand, particularly his
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own part of it and one other member of the board
who took an awful lot of money out of that
company.

Q754 Chairman: Are you talking about Mr Moody?
Mr Smith: That is indeed the person I am talking
about. He did very well out of all this, and can you
blame him? I guess not because nobody stopped
him.

Q755 Chairman: Were you happy about Mr Moody?
He told us when he came to see us that he was asked
to become a non-executive director because his
company provided professional services for the
business and that because he understood the type of
business he was in, it was a good idea to have him on
the non-executive part, notwithstanding the fact
that the company he was part of, Smith and Williams
I understand, provided on a paid for basis services to
the company. Was that a healthy situation?
Mr Smith: It was shameful and I made that point to
the chairman, as indeed did the finance director.

Q756 Chairman: Was that ever put explicitly to the
board?
Mr Smith: No. It was put to board members
individually.

Q757 Mr Williams: You say there was a board
budget and part of that was the chairman’s budget
and part of it was this other director, Mr Moody, as
I understand it?
Mr Smith: The chairman set the board budget and
then Mark Strickland and I set the budget for the
operations, everything outwith the board.

Q758 Mr Williams: You were critical of the board
budget because you thought perhaps the returns that
people were getting were beyond the contribution
they were making, but was that a reason why the
business failed or was that just what you saw to be
mismanagement of the resources that were available
to the board?
Mr Smith: That is a very subtle point you have made
there, and it is a very good one. Personally, it does
not matter what the board were paid. If they were
doing a great job, they could have been paid £10
million a year; it would not bother me. I have been
used to people getting £1 million bonuses in
companies I worked in, but that is because they put
in £50 million on the bottom line of the company so
who cares? It is all about returns, is it not? If
somebody is doing a great job, it does not matter
what they get paid, bankers notwithstanding. The
reality is I have to say my view was that the board
budget was out of hand and it was a symptom of a
lack of control of elements within the board. It was
a symptom of a disease. It did not really matter; it
was a symptom of a major disease, and it said to me
that there was something desperately wrong within
the board, and there was, but that is not what
brought it down; it is not what brought the company
down at all. It is almost insignificant. However, the
advice we got was bad.

Q759 Miss McIntosh: From?
Mr Smith: It was not just one individual. Really the
object of the exercise here is to find out if there is a
way of stopping this happening again, is it not?
There are bad people in the world, are there not? I
have not met many of them but I have met a couple.
The reality is that laws are meant to keep bad people
in check because there will always be bad people. I
do not think there was anybody specifically bad on
the board of DFB, I really do not believe that. I think
there were some people with some ulterior motives
and they were allowed to get away with it. I do not
know how, but they were. I have got to be honest, I
think the chairman is one of them and I think Mr
Moody is the other. Let us name names; let us not
muck about.

Q760 Miss McIntosh: When you say “bad advice”,
you are saying that is where the advice came from?
Mr Smith: I think that Mr Moody’s advice was at
times very good and at times dubious. I will give you
a specific example because you deserve that. In the
case of ACC, for example, when we were buying
ACC, it was a very interesting situation; we believed
we were one bidder among three. I think Wiseman
was sniYng around just to find out what was going
on but they were not really interested, in my opinion
anyway. The only other interested party was First
Milk and I knew John Duncan the CEO very well
and we had a very cordial relationship. I was trying
to get First Milk and Dairy Farmers of Britain
together and that was ultimately stopped. The fact is
that I know they bid a lot less than we did, and I
made that known to the board at a meeting. They
were at least £7 million below us. I said, “They have
dropped out, why don’t we drop our bid?” Mr
Moody’s view was, “Oh, we cannot be seen to be
chipping because when we buy our next company
people will say we will chip at the last moment and
nobody will sell to us”. Those were his exact words—
utter nonsense but never mind. Then, worse than
that, in the midst of the sale, in fact the sale was
organised on the part of ACC or the Co-op buyer,
they brought this guy from Hillsdown, Guy
something or other; I have met him before. He was a
right smoothie and I had dealt with him before and,
frankly, he was just doing his best for the Co-op, and
fine play. Moody prevented me from ever meeting
him, basically saying that Guy did not want me as
part of those discussions. In other words, Moody got
himself as the only negotiator in the room, even
though I had done as many deals in this sector as he
has. So that was interesting and I was not happy
about that and I told the Chairman. He said, “No,
no, we have got to go in with Mr Moody”—fair do’s.
In the middle of the purchase it transpired that the
Co-op had sold Country Life to Dairy Crest. In the
IM (information memorandum) Country Life was
included in the sale, so Mark Strickland and I
calculated what it was worth and we said it was
worth at least £6 million in terms of purchasing price
because of the PE ratio. We were told, “No, no, look
back at the IM, it was not in there or anything like
that at all. We have got to go in at the same price”
and we did not even make a reduction when they
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sold Country Life. Country Life today is the UK’s
biggest home-grown brand. That is pretty damning,
in my opinion.

Q761 Miss McIntosh: For the record, what would
you say it was worth?
Mr Smith: £6 million.

Q762 Miss McIntosh: What did it sell for?
Mr Smith: I do not know what it was sold for, a
couple of million, I guess, £3 or £4 million. In terms
of what it was worth to us—

Q763 Chairman: That business was sold before—
Mr Smith: It was in the IM and in the middle of the
sale, as we were going towards the point of buying
the company, it was sold to Dairy Crest, and Philip
told us in a meeting, “Oh, by the way, they have sold
Country Life”. I said, “What? Can we just go back a
little bit there?” because this was a brand and brands
have value. Everything else in the company was
pretty tawdry stuV, frankly, but that was a brand,
and we were told, “It is worth nothing. We cannot
chip the price”. That is a fact because that actually
took place.

Q764 Mr Williams: You have talked a little bit about
the purchase of ACC. Perhaps you could briefly
précis the strategy behind the purchase and what was
the reasoning, as you saw it.
Mr Smith: Several things happened before we got
ACC. For example, there was Project Robson,
which was the purchase of Dairy Crest’s cheese
assets, and we looked at trying to buy them at first.
My first strategy was to try and buy Wiseman in
conjunction with First Milk, which would have been
the right thing to do. It would have cost a fortune but
it was worth a fortune because it is the best assets in
the UK, perhaps with the exclusion of Arla’s new
factory near Leeds, but best in the UK, and one of
the best dairy companies in Europe. So we had
organised a meeting at Ernst & Young at which there
was myself, Mark Strickland, Rob Knight, John
Duncan and his finance guy from First Milk with
Ernst & Young in London to discuss a combination
of companies to go and buy shares in Wiseman,
which actually First Milk subsequently did on their
own. In the middle of this meeting there was a
mysterious phone call supposed to have come from
one of the Wiseman brothers saying, “You have got
to stop this meeting, we can’t have it”. I do not
believe that. I had said previously to the chairman
that if we join with First Milk and try to buy
Wiseman, which was the right thing to do and my
first choice, then both of us, he and I, would have to
put ourselves up as an option for the chairman and
the chief exec and we might not get it. I said, “I am
willing to do that” and, frankly, I was. I might not
have got the job actually. I was not that confident I
was going to get it, but I was prepared to do it
because I believed it was the right thing for the
farmers, and actually I was being paid by the
farmers, not by the board. That is a fact and that
conversation took place and Rob immediately ran
for the hills because he had not got a chance of

getting that job. He was interested in his own
livelihood and I think that is what actually runs
through this whole sad torrid little aVair and I
cannot believe what he was being paid when he left.
I read it in the press and I could not believe what he
was paying himself and I could not believe the board
had paid him it. I just could not believe it.

Q765 Mr Williams: That is a much more serious
comment. The suggestion that he was putting his
own interests before the interests of the company of
which he was chairman is almost a more serious
accusation than saying he paid himself too much
money.
Mr Smith: I would say paying himself too much
money was a symptom of the first problem, I agree.

Q766 Mr Williams: You have said that there was an
interest in working with First Milk to make a
purchase of Wiseman?
Mr Smith: Or at least a chunk of the shares.

Q767 Mr Williams: Or part of Wiseman’s, but was
there a deal possibly with Arla or Express?
Mr Smith: As you know, Arla is a co-op of their own.
I met with some of the board of Arla with Rob at
DFB, and that was a very interesting meeting. I did
not think there was any chance at all of us doing a
deal with them, and I did not think actually it was the
right thing to do, and neither did anybody else, in
fairness, and I think we were all right about that one.
So we walked away from that. We looked at Milk
Link. We did not see that that made a lot of sense at
the time; it might have done but we did not really see
it as being the right thing to do. Geographically and
emotionally First Milk was the best mix and the best
fit with our company, and it would have made one
heck of a sized business. We even looked at the
monopolies issues associated with it very closely and
we could have actually met those requirements quite
nicely. We did a lot of work on it because it was the
right thing to do.

Q768 Mr Williams: Can you then describe the
process that Dairy Farmers of Britain went through
in the run-up to the purchase of ACC, and
particularly the diVerent roles of the board, the
executive and the acquisition steering group? You
have been through a number of these things.
Mr Smith: Basically what happened was that we
were stopped from doing the First Milk deal by
whatever means, and I do not know so I am not
going to speculate. With regard to Dairy Crest, they
were not going to play ball by letting us have the
brand and I was not going to pay a lot of money for
a lot of old creameries, which was what was being
oVered, so I advised the board and everyone agreed
that it was not the right thing to do, So we walked
away, having spent over £1 million on due diligence
and all the rest of it, and I just said, “No, that is not
going to work”. So we did not do that. That was
when ACC came into play. What happened there
was I got a whisper that it was up for sale, so myself
and Mark Strickland met with the financial director
of that organisation. He met with us in Manchester
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and said, “Yes, there is a possibility it is for sale and
we might do business” and then we started the ball
rolling. I went back to the board and said, “It looks
like there is a possibility of doing business, let’s have
a look at it”.

Q769 Mr Williams: You talk about spending £1
million on due diligence.
Mr Smith: Legal costs and the rest.

Q770 Mr Williams: Perhaps this is one thing we will
come on to. There has been a criticism that vendor
due diligence was part of the process and some
people have been very critical of that. Perhaps you
could tell us whether the whole process then was
thorough and rigorous or as you would have liked to
see it.
Mr Smith: To be honest, vendor due diligence is not
that unusual, you know. It certainly cuts out a lot of
time when you are trying to get an auction going for
a company and everybody gets to see the same stuV.
You have got to understand it is necessarily slanted
towards the vendor because they are paying for it,
but you know that when you go into it. I have been
involved with vendor due diligence before. I am not
frightened of it. I do not believe it, but so what?
Knowing that you have a problem is half way to
solving it, is it not? We actually went to see one or
two of the facilities, the more critical ones, one of
which was Llandyrnog which was not a good place.
When I went in to Dairy Farmers, Lubborn was
losing £1.5 million a year on a £7 million turnover
and we turned that into a profit in 18 months. Nene
Valley Foods was losing not far oV the same and we
turned that into a profit in 18 months. So I was
confident, taking the Co-op assets, and we did not
even own the land in many cases, we were renting the
land, as you may well know from your previous
investigations, we could have done something with
it, particularly if we had started working with First
Milk again to use our combined buying power and
move on from the ACC because ACC was a stepping
stone; it was not the end. We tried to create a brand
in CardiV with Welsh Milk and it went quite well. We
were doing all sorts of stuV. I was not frightened of
any due diligence. I do not think we did a bad job on
DD (due diligence). I think we knew we had
problems. I was very concerned about the buying
price. I think we were misled by our advisers on the
buying price; we should have dropped the price, and
I think also we should have dropped it again when
we found out we had lost Country Life and we
should probably have paid about £12 million less for
it than we did. That is not to say we should not have
done it. It was a deal that was there to be done. It was
the best deal we could do given that we were stopped
doing other deals for whatever reason, and I think
we could have got our way through it because I have
been in worse places.

Q771 Lynne Jones: A few minutes ago you said that
you thought you paid £7 million over and now you
have just said £12 million.

Mr Smith: With the loss of Country Life and the fact
that we could have dropped because we were the last
bidder, add the two together, it is at least £12 million
overpaid.

Q772 Chairman: Who was responsible for pulling
together, if you like, your approach on ACC? Who
actually took the responsibility of valuing what it
was worth to Dairy Farmers so that you could then
determine what you were going to pay for it?
Mr Smith: I think that Philip led that. He was not
alone in it. I am not going to blame him entirely for
that. I think our original valuation was based upon
what we thought the opposition would pay. Look,
how do you set a price for buying something? Forget
about discounting cash flow, if you want to buy
something, it is a question of what it is going to cost
to buy it, and that is what I do for a living; I buy and
sell companies, so I know, and I think that bit of it
was not wrong. I think where we went wrong was
when we realised it was too much we did not pull
back and we were stopped from pulling back by
somebody who had a vested interest in the deal being
done. Let us not kid ourselves, Philip was not going
to get paid if it did not get done. I am sorry to say it,
but let us call a spade a spade.
Chairman: Do not apologise. You are here to say
things to us to help us to understand what was
going on.

Q773 Mr Williams: Can you tell us if you were a
member of the acquisition steering group?
Mr Smith: I was, yes.

Q774 Mr Williams: You are basically saying that
nobody along the line had enough information
really to make that tough decision to pull out?
Mr Smith: Oh, I think we had enough information
because it was provided. I told them we were paying
too much. I told the steering committee that in fact
First Milk had walked away. I even told them that I
knew what they had bid; although I did not really
know, I had a damn good idea because I was mates
with the CEO. Not putting too fine a point on it, we
had a bit of a good guess at what that oVer was, and
we also knew Wiseman had walked away and they
were not going to come back and buy it because
Wiseman have got better assets than anything ACC
ever had, far better assets. So we knew and I told the
steering committee we could have chipped. Philip
persuaded them not to chip and then when we lost
Country Life, myself and Mark Strickland, who did
a good job for us as FD, told them what we felt, that
we should have dropped the price back, and the
feeling was among the board that we should not
drop the price.

Q775 Mr Williams: You said that you came to a view
eventually not that the acquisition should not go
ahead but should not go ahead at the price that it did
go ahead. How strongly were you of that view on the
acquisition group in your advice to the board?
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Mr Smith: I just gave my view; I felt we could have
dropped the price and I felt we should have dropped
the price and the decision of the board, and it was a
collective decision, or the acquisition committee,
was that we were not going to do that.

Q776 Lynne Jones: Was there a vote?
Mr Smith: You know, I cannot remember, to tell you
the truth. That is a terrible thing to admit but it was
pretty obvious they were all going to follow Philip
because he had got them all there. When I was not
there board meetings were taking place at which
another point of view was being put forward. I was
not there.

Q777 Lynne Jones: You did not press for any kind
of vote then, otherwise you would have remembered
that, would you not?
Mr Smith: Well, we would have lost because it was
obvious to a blind man what was going to happen.

Q778 Lynne Jones: Who is “we”?
Mr Smith: Myself and Mark Strickland, the FD.

Q779 Chairman: Help me to understand one thing.
In terms of valuing it, you were quite right in saying,
if you like, the formulaic approach does not always
deliver the answer, it is what your gut tells you you
can aVord to pay, but in your business you would
have known that you would have been buying X
more litres worth of customer base; you would have
been able to get some idea of the margin that would
have been generated from that. You said that you
had been to see some of the assets and some of that
was not very good. The one thing you have not
mentioned, which has come through in some of the
evidence we have had, was in determining what the
value was, nobody seemed to have really looked
critically at what you would have to do, to quote
your own words, to knock it into shape, and that
might have meant rationalising the estate that you
were buying, closing down creameries; it might have
meant reinvesting in things to bring them up to
speed, I do not know enough about what the mix
was. Was that element taken into account in
determining what the bid price would be?
Mr Smith: Not really, although we had a fair notion
that there was going to be a fair chunk of money to
be spent over the coming years. That bit of it I do not
think was remiss by the board or the acquisition
committee. I think we knew. We came into this with
our eyes open. We were definitely misled in the case
of Llandyrnog very much more than you would
expect to be by vendor due diligence. We actually
took a lot of time thinking about whether we would
take action against the due diligence on Llandyrnog
particularly and we were advised that we could not
do that. I think that was probably good advice on
that occasion. If you get caught, you get caught and
we got caught on Llandrynog particularly.

Q780 Chairman: When you said you told the board
of your views, did you produce, if you like, a formal
paper saying, “Look, I am the CEO. I have looked
at these assets. I have looked at the cash flow of this

new business. I have looked at the extra business it
is going to bring us. Here is my assessment of what
I think it is worth”? Did you produce, if you like,
formal costing paper on it?
Mr Smith: Not as such because, to be honest, I just
went in to find out what we were going to be able to
buy it at and they said to me, “Do you think you can
turn it round at that?” I said, “Yes, given that when
I have had a look at it, I will tell you whether I can
or not”, and I thought I could. I still think I could
have done it.

Q781 Chairman: Do you think that the board were
influenced by the fact that they appear to have put
together ultimately a sort of consortium of banks
who would have lent up to £100 million? In other
words, was there any comfort derived from the fact
that the banks would not have said yes to the
lending, whatever it was they were in for, if they had
not been convinced of the business case? Did that
reinforce the board’s view that somehow they were
doing the right thing because “these banks had
looked at it and they thought it was okay to lend us
up to £100 million”?
Mr Smith: No. I had no part of it at all. In fact two
of the banks walked away.

Q782 Chairman: That is true but, nonetheless, other
banks formed a view that this was an investment or
money that they could make available for an
investment because the bank at the end of the day
has got to answer the simple question: (a) are we
going to get paid for the interest; and (b) are we
going to get our money back?
Mr Smith: I do not think that had any part to play
in that decision at all.

Q783 Chairman: So the main driver was the
ambition of the business and the ambitions of
certain individuals to pursue this almost at all costs?
Mr Smith: I think it would be a little bit unkind to
say “at all costs”. I think we pursued it at more cost
than we might have been able to pursue it at, and I
think for various curious reasons.

Q784 Chairman: We are going to talk about the
bidding process in a moment. You made a comment
that one of the targets you had examined was
Wiseman. You also commented about the
eVectiveness and the eYciency of Wiseman as a
company and you told us that it was probably one of
the best dairy companies in Europe. That is a pretty
star-studded series of headlines for a business, so you
knew what you were up against. Bearing in mind
that part of the reason for buying ACC, as I
understand it, was to get involved with the Co-op’s
milk business, to become a supplier to them, and
bearing in mind that there is a bidding process for
contracts in the industry, a highly competitive
activity, was any thought given, bearing in mind at
some point in the future you were going to have to
renew the contract with the Co-op, that you would
be up against the most eYcient, perhaps the most
ruthless dairy company in Europe as a major
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competitor and that you, that is Dairy Farmers of
Britain, with your enhanced capacity would be in
their sights bidding for that business?
Mr Smith: We knew that and it is inevitable when
you go into processing you know you are going to be
up against the best. I knew the Wiseman brothers
anyway personally, two very astute gentlemen and
they had been kind enough to show me round some
of their facilities before we bought ACC. I had gone
to pick their brains, frankly, to see what it was we
would have to compete with after we had done the
ACC deal. I went into this with my eyes wide open
because I had been used to being up against really
high-class opposition all my working life. Frankly,
myself and Mark and one or two of the board who
were more thoughtful realised that the only way this
was actually going to work was if somehow we got
together with another co-op during a three-year
period, a kind of three-year interregnum while we
had the contract, when we could tidy the business
up, join together with another co-op and somehow
go after Wiseman again. That would have been the
only way to do and that was one of the reasons that
we entered into this process from my point of view.
It was not my ideal solution; it was a solution. The
farmers, the more thoughtful ones, realised it was
not the end game; it was some way towards the end
game. I was astonished to see what happened
subsequently about some of the acquisitions that
were made later which were just absolutely crazy.
The fact is that this was a stepping-stone towards us
joining with another co-op. That is all it really was
in my view, and we were never going to be able to
make it as a stand-alone processor because our
opposition had better facilities.
The Committee suspended from 3.44 pm to 4.08 pm
for a division in the House.
Chairman: We will move on to ask some questions
about how the figure for ACC’s valuation was
arrived at.

Q785 David Lepper: In a way we have skirted around
this point already. It seems to me there were three
factors at play. One was that Dairy Farmers of
Britain wanted an acquisition of that kind and
maybe this was not the best available but it was there
and it was available. That was one factor. Secondly,
in determining what price you oVered I guess there
was the state of what was available, the equipment
and the locations that were available from
Associated Creameries. Thirdly, I have the
impression, and I think you said it yourself, that
there was the question of what would possible rival
bidders be willing to oVer. Did one of those factors
play a major part or were they all part of the process
of arriving at the bid that Dairy Famers of Britain
were willing to put forward?
Mr Smith: We were given a bit of an indication by
ACC about where they wanted us to be, because you
tend to find that in an auction. Mind you, they
always tip it higher, obviously. We did an analysis of
the cash flow on the basis of the limited information
we had.

Q786 David Lepper: Of their cash flow?
Mr Smith: Yes, the acquired cash flow, and we
thought we could just about handle somewhere
round about the 65 or 70 mark and we would get
away without losing too much skin. The farmers
were going to have to pay more than they should
have had to pay for that company because it was one
of the few that was for sale, particularly in liquid,
and ACC knew that. It would have given us access
to customers and ACC knew that as well. It gave us
processing capacity which we did not currently have.
All those factors were obviously relevant to the price
they knew they could extract from us. It was worth
a lot more to us as a co-op than it was ever worth to
anybody like Wiseman who would not have wanted
to buy it really. The only other potential real bidders
were possibly Milk Link, but that was unlikely
because they were fairly indebted having bought a
lot of stuV from Glanbia prior to this, but mostly
First Milk, who ultimately used their money in fact
to do a much better thing, which was to buy shares
in Wiseman.

Q787 David Lepper: One of the board members, Mr
Oakes, said to us in his oral evidence: “We believed
there were two other serious competitors, both plcs,
and the advice that we were given was that the price
we bid at the end of the day was what it would take
to acquire the factories.”62 Were there two others?
Mr Smith: There were two other bids. I think
Wiseman were in there just for the sake of it but First
Milk were definitely involved; they were a co-op and
not a plc as such. So I do not think that information
was misleading at all.

Q788 David Lepper: Did you feel this about the price
at the time or with hindsight?
Mr Smith: I knew at the time our price was full, and
I found out that First Milk had withdrawn because
they told me they had, and I advised the acquisition
committee that we did not have to stay where we
were, but Mr Moody made the point very strongly—
it was always the same point—that he did not like to
get involved in chipping a price because then you got
a reputation as someone who would always drop the
price at the last minute and that made you a less
credible bidder.

Q789 David Lepper: Is that a general business rule?
You told us you have been involved in this sort of
thing a lot.
Mr Smith: My old chairman in Grampian did much
the same in many ways and to my despair on
occasions, but if you are known to be a chipper and
a malicious chipper, in other words you go in and
you oVer a price which you know you are going to
chip later, then you get known for that, but I do not
agree that it would have been illogical for us to drop
the price, and in particular especially when they sold
Country Life out from under our feet. It would have
been totally logical to drop the price because there
was a very justifiable reason for doing that.
Unfortunately, I had been prevented from being a

62 Q 399, Ev 85
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party to the negotiations with the ACC selling agent
by Mr Moody for reasons which are diYcult to
understand, particularly as I had a lot of experience
and the board accepted that position. I was not
allowed to go into those negotiations, which I would
have liked very dearly to have been involved in.

Q790 David Lepper: So there was quite important
information that you were not privy to, both factual
information and strategic?
Mr Smith: I was not present at the actual
negotiations between ourselves and the agent for
ACC. I suspect that we had a version of what was
said from Mr Moody which may or may not have
been totally and completely the truth.

Q791 David Lepper: The Chairman has already
referred to the group of four banks that you started
out with: Rabobank, HSBC, Barclays and RBS.
Then Rabobank and Royal Bank of Scotland
dropped out. I am naı̈ve in these matters, but I would
have thought that would have been a sign to the
board that there was something—
Mr Smith: Rabobank have a reputation for
dropping out, unfortunately. That would be quite
normal. They talk a good story but when it comes to
getting money on the table they are not good at it.
That is a fact. I have dealt with Rabobank before.
They are an extraordinarily good bank, a AAA
bank, one of the few banks to get through the
disaster, and they did it by extremely prudent
lending, but they were always keen to talk the deal
up and at the last moment when you had to give the
money, then it was diYcult to get it. I have had
experience of that in Grampian as well, by the way.
In fact, we went back to Rabobank and did them for
the fees. The chairman met, and I was with him, the
MD of our own bank, UK, and said that we felt we
were being unreasonably and unfairly dealt with
actually because we were led to believe that the
money was coming and then all of a sudden it did not
at the last minute which cost us a lot of money, and
they filed charges of £400,000 for advisory fees. In
fairness to the chairman, he did a good job. I cannot
fault him on that. Together the two of us went and
we got a reduction, a very significant reduction, from
Rabobank. That is another example that the
chairman was not all bad.

Q792 David Lepper: What about the Royal Bank of
Scotland situation? Did that have an impact?
Mr Smith: Not really. HSBC was always our ace in
the hole because Steve Dalwood was their
agricultural adviser and he was very well known. He
and Philip Moody had done deals together. I must
confess, I found Steve Dalwood to be quite a smart
guy. I dealt with him and I was quite impressed with
him. Barclays basically were not too keen on a deal
in the end because they did not feel there was enough
in it for them and I did not blame them for falling by
the wayside at the last minute, and that was when we
were in Crewkerne. That day was the fateful day we
decided we would ask the farmers for a penny
contribution and that came from David Wilkinson;
he was the deputy chairman.

Q793 David Lepper: Tell us about the significance of
the penny contribution.
Mr Smith: We were going to go for a halfpenny
contribution and the only way that HSBC would
back us was if we got a penny contribution from the
farmers and we all thought that was going to be the
end of that, and I certainly did. We were near
Lubborn across the road in a conference room and
everybody was feeling a bit depressed about it,
including me, I have to say. Even though I felt we
could have got it cheaper, I still felt it was a shame to
have got so far. David Wilkinson at that point said,
“Let us go with the farmers and ask them for a penny
contribution”. That is what we did and they
accepted it. That is the only way we got the deal.

Q794 David Lepper: You also had to have, did you
not, a loan from the Co-operative Group?
Mr Smith: There was a top-up of about £12 or £13
million I think in the end from the Co-op, which was
the first one that was repaid. That was like vendor
finance.

Q795 David Lepper: So not an unusual
arrangement?
Mr Smith: To be fair, it was a bit unusual but not
totally. It is not the first time it has ever happened in
the history of man. It just indicated to us all that the
Co-op knew they were getting a good deal.

Q796 David Lepper: Did their involvement with the
loan come at the price of the board agreeing to a
particular price for ACC?
Mr Smith: Yes.

Q797 David Lepper: So it was contingent upon it?
Mr Smith: It was contingent upon us paying an
excessive price for the company, and in fact you
could almost say that the bid they gave us was
equivalent to what we were overpaying them.

Q798 David Lepper: You say that was the first part
of the three phases.
Mr Smith: Yes, that was the deal. The only way they
would lend us the money was if they got it back first.

Q799 David Lepper: None of these arrangements
that we have heard about—the involvement, then
the non-involvement of the two banks, the
involvement of the Co-operative Group so close to
the company or the co-op you were acquiring—were
unusual in this kind of business?
Mr Smith: Well, let me put it this way. This was a bit
of an unusual deal all round. It was the first time a
co-op had ever done a deal like this, this big in the
world. It was world news when it did it. You could
say there were a lot of unusual things about this deal.
Did we get deal happy? Probably, at the end, and
that is not unusual. Was it a totally bad deal all
round? No. Did we overpay? Yes. Were we misled
into overpaying? Yes, in my opinion.
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Q800 Lynne Jones: By whom?
Mr Smith: As I have said already, and I am repeating
myself, our adviser strongly supported it against
myself and my FD’s recommendation to drop the
price when they sold Country Life. We felt we were
totally within our rights to do that; in fact we were.
That was silly, not doing that was stupid actually.
Then not dropping the price after First Milk
dropped out was I think also a missed opportunity.
I certainly did strongly put my case forward at an
acquisition committee meeting and I remember it
vividly now. I said, “Why are we bidding this price
when there is no opposition?”

Q801 David Lepper: Had you been a board member,
would you have been in a stronger position?
Mr Smith: I doubt it, to be honest, because you are
just one among others. Ultimately, in a board
meeting, as you know, you very rarely take an open
vote, in my experience of 20 years on boards,
because the chairman never allows an open vote in a
board meeting in any kind of business, never mind a
co-op or anything else.

Q802 Chairman: You had these reservations. You
felt they were well founded, particularly in the light
of the removal from the equation of Country Life.
You said that the finance director and yourself had
made a recommendation. Who was that to?
Mr Smith: To the acquisition committee. All the
board members were there. We said we felt it was
particularly unreasonable and, in fact, ridiculous to
continue to pay the same price.

Q803 Chairman: When you went to the acquisition
committee, did you produce some kind of
documentary analysis so that the board could have
sat down, looked at a presentation and said, “Okay,
here we are”? Against that background, would the
other members of the acquisition committee, the
people who were on the board, have had a chance of
turning to Mr Moody, saying, “Look, Mr Smith says
this. You say that” and have a debate about
rationalising the two positions?
Mr Smith: Moody rubbished it. We heard about this
in a meeting. It did not quite happen in a clinical
manner. We were in an acquisition group meeting.
Philip Moody came back and gave us the latest
words from on high about his last meeting with Guy.
He dropped in, “Oh, by the way, they have sold
Country Life”. Immediately Mark, quite rightly,
because he is not thick, said, “Hang on. That means
we have lost earnings, therefore the price ought to be
significantly reduced”. Those were his words:
“significantly reduced” by millions. Immediately
Moody said it was not an agreed EBITDA (Earnings
before interest, tax, depreciation and amortisation)
and therefore they can sell it and it does not aVect the
volume of business and carried the board.
Absolutely astonishing.

Q804 Chairman: His reaction, the one you have just
described, just took everybody else along?

Mr Smith: Yes. On the board there were, I think, six
farmers at that point who were not stupid at all, but
they were not versed in this kind of fairly esoteric
analysis of the evaluation of companies. If you said
to them, “What is the average EBITDA multiple for
the purchase of a business like this?” they would not
have really known because that was not what they
did. In fairness, they were a wee bit bamboozled. I
still to this day do not actually understand because
Philip is a very bright guy. He has many faults but he
is bright. I do not understand now even why he was
not prepared to do it because he understood exactly
what we were talking about.

Q805 Chairman: Understanding the point you make
about financial ratios and measures which may not
be the lingua franca of farmers, most farmers can
understand that if you take something out of a
business it is going to be worth less. That is a very
straightforward concept. Are we saying that, when
the farmer directors who were on the acquisition
committee were confronted with this relatively
straightforward piece of information that a part of
the business that had previously added value had
gone, nobody said, “Perhaps that does aVect the
price”?
Mr Smith: There were one or two dissenting voices.
Michael Oakes was always a dissenting voice and he
saw it pretty quickly. I think we had got into a wee
bit of deal mania by that time. I was astonished. Of
all the things that happened, I thought that was the
most worrying.

Q806 Chairman: If you had had, hypothetically
speaking, a genuinely independent adviser—in other
words, you were not in a Philip Moody situation—
somebody who you brought along to give a watching
brief, it might well have been that said person could
have said, “Just a minute. If you want my judgment,
this alters the name of the game”, but there was not,
if you like, a whistle blower on the deal.
Mr Smith: I entirely agree. That is a very astute
point. Typically, when you are making purchases
you will employ somebody of an independent
nature. I have worked in the venture capital world
for the last three years and it is black and white. For
example, we have used Ernst & Young. Ernst &
Young were our auditors at Dairy Farmers of
Britain. We used Ernst & Young when I was in the
venture capital world until recently. The advisers
there would never let anybody get away with that.
They would be like a rat down a drain. They would
say, “Look, you cannot possibly pay the same price.
They have taken a brand out and sold it. Come on.
Get real”. That did not happen.

Q807 Chairman: What do you think Dairy Farmers
would have looked like if it had not bought ACC? In
other words, the acquisition of it was compliant with
the objectives of the business to buy more customers,
processing capacity, distribution system. If you had
come to a conclusion and said, “This ain’t the deal
for us”, what would have happened to ACC? Can
you help us to understand that?
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Mr Smith: I think ACC was in severe diYculties. The
Co-op had more to do with ACC, more to the point.
They were playing a very clever sales game. They did
a very good job with the negotiations, there is no
doubt about that. They knew we needed to do
something and they knew the farmers were minded
to do something. I think they used that very cleverly
against us, which is fair play from their side of the
table. What would you do in their situation? You
would do the same. As to what they would have
done, they may well have carried on for a wee while.
Who knows? It is diYcult to say.

Q808 Chairman: Forgive me if I have not made
myself clear. I was trying to understand whether
Dairy Farmers could have carried on.
Mr Smith: I misunderstood. I think the Co-op’s
point of view was more interesting than the Dairy
Farmers’, but that is another side of the coin. If you
take the Dairy Farmers’ point of view, I said to the
board that there was only one alternative to us if we
did not buy ACC. That was to join with First Milk,
come what may. I did not see a third way. We had a
low average milk production against competing co-
ops. Milk Link had done a reasonable job under
quite a good CEO, in my opinion, and a good
chairman. They had done a good job and continue
to do so in getting into milk processing and I think
they were extremely well advised and did well. I felt
First Milk were in a bit of a state and they still are
actually. That is no disrespect to the chairman who is
doing a great job, in my opinion. Some of his farmer
directors are truly trying hard to make the best of a
bad job, but you do not need to be a genius to see
that First Milk has one or two strategic issues facing
it at the moment. Combined, the two companies
could have done great things. Paradoxically, the
CEO of First Milk at the time had also been brought
in, an ex-Mars employee. Peter Humphreys, I think
his name was, who has just recently left the company.
He had no particular interest in joining the two
companies together, I dare say. For my part, I got on
extremely well with John Duncan, the CEO. I think
he was minded to try and work together to join the
two companies at the hip. We did an awful lot of
work on anti-competitive stuV to find out if that was
possible. That was a definite nixed opportunity for
us. There was only one thing. There could only been
one chairman and one CEO and they would not
have needed an adviser.

Q809 Chairman: That rather underscores again the
argument that you put to us at the outset, which is
part of the reason we are where we are is the personal
agenda and the protection of the positions of others
on the board.
Mr Smith: I think you might say that I am pushing
that point overly. That is my opinion. I think that
most people on boards have an agenda of their own,
in my experience, having worked on boards a long
time. What you tend to find normally is that the
robust nature of the board dynamic prevents them
getting control. That did not happen in DFB.
Nobody was stopping it happen. You cannot blame
somebody for getting his hand in the till when he

can. Somebody is going to get his hand in the till
unless you stop him. I have worked in private
business all my life and in business people will dip
their hand in the till unless there are systems to stop
them doing it. Even MPs have done that in the past,
sadly, but, moving on from that point, it is true in the
world, is it not?

Q810 Lynne Jones: I gather that the Members’
Council was given a presentation on the purchase, in
favour of the purchase, after which there was
overwhelming support. Who gave that presentation?
Mr Smith: I was involved heavily in that
presentation in terms of what I saw as the
operational advantage of being involved in the
liquid milk business. I genuinely felt I could turn it
round. I have a history of turning businesses round.
We presented to the council. It was at Stoke. We
always used to present at the Britannia Stadium. I
remember the day vividly. The farmers had some
reservations about ACC. It would be unfair to say
they were totally behind it, although only one person
voted against it. We had a long presentation; we
discussed it with them and they saw perhaps it was
one of our only two opportunities. They all knew
what the other one was, which was joining First
Milk, because they had worked it out for themselves.

Q811 Lynne Jones: Was there any discussion about
the price that was to be paid?
Mr Smith: Not a lot, to be honest.

Q812 Lynne Jones: Why did you not express your
reservations that you had at the presentation?
Mr Smith: At that point in time, the die was cast. I
was on the acquisition group. It is a bit like Cabinet
responsibility. You have done the deal. What is the
point in rubbishing it to the poor guys who are going
to pay for it? I still felt we could make it happen. I
felt personally we had overpaid, but I felt that that
was not the major issue. I felt we could have made it
happen even having overpaid. I felt it was
inappropriate at that point in time to go through
that dirty washing because it would not have helped
the farmers and, more importantly, I still felt we
could make the deal work.

Q813 Lynne Jones: Would that have been diVerent if
you had been a member of the board?
Mr Smith: That is a very good question because as
you know probably from previous knowledge you
have gained the board met privately with the
council. The interesting thing was the council
chairman—the last one was Steve Yates; before him
was a diVerent character altogether—the previous
one and I used to have regular meetings for dinner
once a month, because I asked to do that. I did not
know that the board was actually giving the truth,
the whole truth and nothing but the truth. I arranged
to see him and meet him for dinner, sometimes at his
house, sometimes at a hotel or wherever. The
chairman stopped those meetings between six and
nine months before I was sacked.
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Q814 Lynne Jones: Was there a presentation about
how the deal stacked up financially?
Mr Smith: You are missing something. What I have
just said is very significant.

Q815 Chairman: I did not ask the question because
I thought Lynne would ask it. Why?
Mr Smith: I was hoping she would.
Chairman: Go on. Tell us the story then.

Q816 Lynne Jones: I wanted to finish asking the
question.
Mr Smith: My apologies.

Q817 Chairman: Answer the question as to why and
then we can go back to your answers.
Mr Smith: The answer to the question why, in my
opinion, is because I was telling it like it was and
giving an opposing point of view. The chairman did
not like that. He wanted only his point of view to be
accepted by the chairman of the committee because
the chairman of the committee had the potential to
stop things happening that the board was
recommending.

Q818 Lynne Jones: Could I have an answer to my
question then in terms of what finances were
presented?
Mr Smith: We gave them a presentation of the cash
flow that we thought was going to come out of it. We
told them it was going to be hard work and I told
them upfront it was going to cost them for a couple
of years at least. The penny a litre they were not
going to get back on the selling price initially.

Q819 Lynne Jones: Did you feel that you had told
the truth in terms of your presentation?
Mr Smith: I am not a liar.

Q820 Lynne Jones: Did you omit certain things?
Mr Smith: I am not a liar by omission.

Q821 Lynne Jones: You still gave a presentation
which gave them the impression or you felt at the
time that the purchase at that price was something
that was reasonable at the end of the day?
Mr Smith: They wanted us to get into liquid. We got
into liquid. I told them at the time we paid a lot of
money for it, but that was the only way we could get
it. It transpires that maybe it was not the case but I
did not know that exactly at the time. I found out
more later.

Q822 Lynne Jones: Why do you say it was the only
way? Earlier on you were talking about the Co-op
and the fact that the implication was that there was
some discussion with the Co-op about paying a
lower price. You implied that the price for the deal
of having the loan was that in eVect you paid more.
Mr Smith: No. That is not the case at all. You are
mixing everything up there. The reality is I told the
acquisition committee I thought they were paying
too much. That information was not conveyed to the

Co-op by Philip Moody at all, ever, and the Co-op
extracted the additional loan because we could not
get that money from the HSBC.

Q823 Lynne Jones: I think in the discussion it was
implied that you only got that loan because you paid
more than it was worth.
Mr Smith: In retrospect, I suspect that is the case.

Q824 Lynne Jones: The way you gave evidence
implied there was some discussion over that point.
Mr Smith: No. That is not the way I gave evidence.
I did not imply it.

Q825 Lynne Jones: You said at the start of your
evidence session that you were sacked, and you just
repeated it, although on your CV I think you write
that to the surprise of the industry Dairy UK was
born and unified the dairy sector for the first time
since deregulation in 1994. “My work being done,
the board agreed a generous exit.” That is a
somewhat diVerent gloss on the situation than
being sacked.
Mr Smith: I got a lot of people writing to me in the
industry at the time, including the Wiseman
brothers, asking what was going on. Also, I got a
nice letter from Sir Ben Gill, who I had worked with
at Westbury, and various people were ringing asking
what was going on. I did not think it was very
appropriate for me to rubbish Dairy Farmers of
Britain, which had been my employer, and the
chairman and the board to the industry at the time.
I think it is appropriate now because you have asked
me a direct question. I did not know at the time,
when I originally wrote that, that of course Dairy
Farmers of Britain was going to go down the tubes.

Q826 Lynne Jones: You also say in your CV that
DFB posted record profits in 2003–04 and a
turnover of £550 million and you also say with an
employee base of approximately 3,000. That must
have been before the acquisition.
Mr Smith: No. We employed about 400 people
before we bought ACC.

Q827 Lynne Jones: That was 2003–04. You talk
about an employee base of approximately 3,000.
That must have been the period before the purchase
of ACC.
Mr Smith: I would have to look at the numbers
again. We had Lubborn. We had Nene Valley Foods.
We had a lot of drivers. I would need to look at that.

Q828 Lynne Jones: That is not actually accurate.
Mr Smith: In your opinion it is not. I will have to
check that.

Q829 Chairman: She is only reading out what is
written down here.
Mr Smith: Her opinion is not accurate. I am saying I
do not know. I will have to check the exact numbers.
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Q830 Lynne Jones: You also earlier on implied that
Mr Knight was somewhat overpaid for the work
that he did. I presume both the chairman’s and the
CEO’s salaries were on public record?
Mr Smith: Yes.

Q831 Lynne Jones: You also referred to a generous
payout that you received. I am not necessarily asking
for the exact figures, but in terms of the orders of
magnitude what was the proportion of the chief
executive’s salary that the chairman was receiving
and what was the proportion of that, in multiples
perhaps, that you received in your generous exit?
Mr Smith: It is a matter of public record. It is in my
contract. I got a year’s pay. I say “generous”; it was
what I was due really. It was not an issue which
caused any atmosphere.

Q832 Lynne Jones: As a proportion of your salary,
what was the chairman paid?
Mr Smith: The chairman was earning at least as
much as me by the time I left.

Q833 Lynne Jones: Mr Moody?
Mr Smith: An awful lot more than that.

Q834 Lynne Jones: He was earning more than the
chairman?
Mr Smith: I would think so.

Q835 Lynne Jones: I think we had the figures from
him.
Mr Smith: He got five million I think over a five year
period. Not him personally, I have to say, but his
company. However, he was the lead partner and he
would have had a rather nice bonus out of that.

Q836 Mr Williams: In evidence he said he had a
salary, he was a particular type of partner and his
remuneration was not dependent on either the
income or profit of the business.
Mr Smith: It was unique in my experience but I have
no reason to doubt his written word.

Q837 Chairman: Just help me to understand what
happened after you had acquired ACC. You had
these assets of various eYciencies and vintages.
What did you then do with ACC?
Mr Smith: That is an altogether more interesting
question and I think it is very germane. I have a
policy of visiting every company that I run, even
when I had an international business. I visit them all
to get a feel for it. With Llandyrnog immediately I
just knew there was a major problem and that
frankly we were being misled at the DD. I believe to
this day we were misled at the DD. Proving it is one
heck of a thing to do. We did try to prove it. Once
again, fair play to the chairman, he did do his best to
try and get reparation on that, but we did not get
very far. You tend not to. We decided to shut it and
we got on with it. I employed a guy called Gerry
Smith, who was a very experienced operator, who
did a great job in a diYcult circumstance. I wanted
to close Whitby, but I was prevented from closing
Whitby by the chairman who felt that the farmers

would revolt if we closed that too soon. I said,
“What is the point in not closing it? I will go to the
farmers. I will explain why we are doing it. I will take
the rap”. He still would not do it, so there was an
element of not biting the bullet going on here, which
I have to say was a bit disappointing. Frankly, I
could see his point but he was wrong. Economically
and in every other sense he was wrong, but he would
not let us get and do it. I was keen for taking the
knife out because I did not see an alternative. It is not
because I like sacking people. I had no choice. The
farmers’ money was just disappearing down the
drain and, frankly, Whitby was a hopeless asset
anyway. There was a wee bit of vacillation about
making tough decisions, and that is a fact. I think the
board was at fault in allowing that to carry on. I
think they should have actually just taken our advice
and done it because that is what it is all about. That
is what I do for a living. I had previously turned
round two other assets which were losing wadges of
money by taking some diYcult decisions and I felt
there were political considerations starting to come
into play which had no part to play in making hard
business decisions. I was disappointed in that.

Q838 Chairman: You really left the business before
the radical plans. I think we heard that towards the
end there was Project 523 which had begun.
Supposedly, profitability had returned to the
business but at the end of the day the customer base
had disappeared. You did not really advance the
rationalisation agenda very much for ACC.
Mr Smith: I was not really allowed to get on with
that in the way that I thought was appropriate. I
brought in a really good guy in Gerry. He did a pretty
good job in diYcult circumstances subsequent to my
departure. He was a very experienced operator. They
brought a guy called Andrew Cooksey in, a nice
young lad but not fit for the role he was given. They
interviewed Gerry for it and they interviewed
Andrew for it. Andrew was given a job way beyond
his competence, I mean way beyond his competence.
I could speculate on the reasons for that but it would
be really rather pointless.

Q839 Chairman: One of the things which I probed
about a little bit earlier, but perhaps we could just
revisit so that we really understand it, is this question
of the bidding for the Co-op’s business. In terms of
the diversification strategy, you had had very good
support, it seems to us, from Tesco. With their local
milk initiative, they strike me as having gone out of
their way to try and be helpful. When things went
wrong they accepted some diYculties in then
developing what they wanted to do, but they still
stuck by you as a supplier. On the other hand, the
ruthlessness of the bidding process for the contract
for the Co-op’s business obviously was the undoing
of ACC. It still bothers me that, for better or worse,
there were a lot of people who knew something
about the dairy industry who would have realised
that when it came for that contract to be renewed
you would have been up against people like
Wiseman, who had an awful lot of capacity to fill.
Seemingly, their reputation is one of getting business
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to fill up their factories because obviously it makes
sense so to do. There is a strong probability that they
are going to bid you down to the last whatever.
Perhaps you did not have the necessary assets and
eYciencies to rival the Wiseman’s of this world. Did
that kind of analysis go on when, if you were like,
you were saying, “We have ACC but its wellbeing is
going to be dependent on keeping the customer base
alive”? The only way to do that was to be as eYcient
as the best in the industry because, by definition, if
you were not you were going to lose out in a contract
bidding war.
Mr Smith: As I said previously, you are absolutely
right. Your analysis is spot on. We were never going
to win that one. That was why I said, “Look, there
is only one thing to do here. We have to take the next
step and consolidate with another co-op.” The DFB
board was known as the £1 million board in the
industry because of what was being taken out of it by
one means or another by the board. One of the
reasons for my final departure was I strongly
objected to the chairman’s budget. I said, “Look, at
a time of stringent operations when you are asking
us to take the costs down on everything, I notice the
board budget has gone up”. He told me to get lost;
it was none of my business.

Q840 Chairman: Was it solely the personal agendas
of certain members of the board—the chairman and
others perhaps—that meant they did not pursue the
merger strategy? In other words, was it examined
rationally as opposed to emotionally?
Mr Smith: In fairness, I had made a point of making
the board discuss it on many occasions. It was not
new. They all knew this. As to why it did not happen,
there may be all sorts of reasons. It is no good just
blaming one or two individuals because, let us face
it, there was a board there, was there not?
Unfortunately, they were being misled for whatever
reason, we do not know. I do not know what goes on
inside another person’s head. I wish I did sometimes.
I just do not. The fact is that I think there were some
bad decisions taken. If you said to me, “What really
went wrong?” the board governance did not work.
We did not have a truly independent oversight of
what was going on and there was not a truly
representative view being given to the council, who I
think were trying to work in a bit of a vacuum.

Q841 Chairman: Bearing in mind you had externally
appointed non-executive directors, and, in other
words, on a normal plc board you have a simpler
arrangement, you have the executive directors and
the non-executive directors.
Mr Smith: It got a bit cosy. Philip knew one of the
other directors, who was meant to be our financial
guru, very well from his days at HSBC. George
Risley was about to retire and was an older man
obviously. He had done a very good job but
obviously he was going. The time had come to move
on. Subsequent to my departure, you only have to
look at the people who came on the board as non-
executives. Some of them were good people, but they
were all acolytes of Rob Knight. They were people
he had known from his previous experience. They

were not independent at all. They were good people
in themselves but there was a relationship with the
chairman which necessarily was a little unhealthy. I
am not being critical of individuals because that is
not what this is all about. I just do not think that
there was that independence of spirit among the
independent, so-called, directors.

Q842 Mr Williams: As I understand it, it was the
chairman of the council who appointed the non-
executive directors.
Mr Smith: No.

Q843 Mr Williams: That is the impression he gave
us.
Mr Smith: Was that Stephen Yates?

Q844 Mr Williams: Yes.
Mr Smith: That is not true. Stephen would not have
been so daft. The reality is the people who came on
were acolytes of the chairman. Some of them were
very good individuals but the trouble is it got a bit
incestuous, frankly. You just need to look at the
relationship he had had with them over the years. It
did not take a long time to work it out. It lacked
independent oversight. I am really sorry for the
farmers and for my part in this whole sad aVair I am
totally apologetic to the farmers. I feel I could have
done better.

Q845 Mr Williams: You are saying that the
chairman was solely and absolutely responsible for
the appointment of the non-executive directors?
Mr Smith: After my departure, looking at the people
he brought in, and he tried to bring some of them in
when I was there but I blocked it, or I had done my
best to block it, because I knew what he was at.

Q846 Lynne Jones: In what way could you have
done better?
Mr Smith: I am really good at looking back. I
suppose if I said to you what could I have done
better, maybe I should have blown the whistle to the
council during the process of the bidding. Maybe I
got tied up in the bid myself. I am not totally
blameless in all of this. I cannot hold myself
blameless. I felt I could have turned it round. I did
not get the chance to do it, but maybe I should have
been more strident at the time in telling the members.

Q847 Lynne Jones: Do you think it would have been
diVerent if your dinners with Mr Yates had
continued?
Mr Smith: It was not Mr Yates. It was the previous
chairman, John Loftus. It might have been. Rob is a
very charming man and quite a smart guy. I think
John fell under his spell a bit. I actually think that
Rob fell under Mr Moody’s spell. That is part of
what went wrong here. I am not being critical. I am
not going to start blaming everything on Philip
Moody because it is not all his fault, but I really
rather suspect there was a pretty unhealthy
relationship developed between them. I think that
really kind of formed what the board did and I could
have tried harder to do something about that. You
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have asked a very good question: would my dinners
with John Loftus have made any diVerence? I think
they might.

Q848 Lynne Jones: Was it in order for the chairman
to tell the chief executive not to meet the chair of the
members’ board? Did you have any choice but to
stop?
Mr Smith: It would have been diYcult. I was not on
the board. I was being told by the chairman of the
board that this was no longer appropriate.

Q849 Lynne Jones: The chairman of the members’
committee could have protested about it.
Mr Smith: He could have done, but he did not.

Q850 Chairman: Thank you very much indeed. You
have provided a unique insight into the workings of
the board during the period of the purchase of ACC.
You have given us some helpful commentary about
the governance issues for which we are very grateful.
I think we see perhaps just a modicum clearer as to

some of the reasons why sadly the business went
down. As we come to the end, one of the great
sadnesses—and it reflects on your own observations
as to why you decided to come and talk to us, namely
the farmers—is the sense of optimism that so many
of them started oV with when the co-operative was
first formed. Their evidence to us gives almost a
naı̈ve optimism that by pursuing the strategy that we
have been discussing they would at last be able to
take control of their destiny to their own long-term
advantage. Sadly, the way that thought process was
translated into reality delivered the opposite result
with all the pain and suVering that some of them
have had to endure. Thank you very much for your
contribution to our inquiry. We are very grateful.
Mr Smith: Sadly, I think it could have worked. That
is the bit that sickens me to my stomach.
Chairman: As one of our witnesses said with a BA in
hindsight, “We could all see how it could have been
done better”. Clearly at the time you had your
thoughts but, for the reasons you have stated, you
were not able to pursue them. Thank you.
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Written evidence

Memorandum submitted by Milk Pension Fund Trustees Limited (the “Trustee”) of Milk Pension Fund
(the “Fund”) in respect of Dairy Farmers of Britain Limited (“DFOB”) (DFoB 01)

Executive Summary

1. Outline scenario—The Fund was first established as an approved final salary occupational pension
scheme in 1955 by the Milk Marketing Board (“MMB”). As a result of various government initiatives in
respect of the dairy industry the original single employer evolved into 10 employers participating in the
Fund. They form a disparate group both in terms of ownership and commercially. However, they are jointly
and severally liable for the liabilities of the Fund (estimated at £369 million).

2. Governance—The Trustee became aware of financial problems at DFOB towards the end of 2008 and
endeavoured to engage with the company. A timeline is provided in the appendix to this submission which
reinforces the view that there was prevarication on the part of the DFOB management, which led to the
avoidance of its liabilities to the Fund.

3. Impact—The potential impact of DFOB’s receivership is that the anticipated increased deficit funding
requirements may result in the failure of other participating employers, such that further liabilities will fall
on to the remaining employers, to create a domino eVect.

A History of the Employers participating in the Fund

1950’s–1990’s

4. MMB was a statutory body established under the Agricultural Marketing Act 1931, for the purpose
of regulating the production and supply of milk and milk products throughout England and Wales.

5. Until 1987, MMB was the sole employer participating in the Fund. In that year, its commercial (eg
liquid milk and milk haulage) and manufacturing operations (eg for the production of butter, cheese and
milk products, such as yoghurt) were transferred to its wholly owned subsidiary company, Dairy Crest
Limited (“DCL”) which became a Participating Employer.

6. By the early 1990’s, there were some 12,000 members of the Fund.

1993 and 1994

7. In 1993, the Government decided that the milk industry should be de-regulated and MMB be
disbanded. In 1993 preparation for the flotation of DCL began. DCL members of the Fund were transferred
to a new retirement benefits scheme established by DCL and a group transfer was paid by the Fund and into
the new DCL Scheme. That group transfer was calculated on a share of fund basis, including a share of
actuarial surplus, leaving the Fund, very approximately, with one half of its former member liabilities and
assets.

8. In 1994, as part of the statutory scheme of re-organisation of the industry, Milk Marque Limited
(“MMQ”) came into being as a new co-operative, formed under the Industrial and Provident Societies Act
1965. Under that statutory scheme, the business of MMB was, generally speaking, divided between MMQ
and a new company, Genus. Again, broadly speaking, MMQ inherited the head oYce staV and marketing
staV of MMB and Genus inherited those employees who had previously been involved in the Genus division
of MMB (specialising in cattle genetics and associated products). A similar attribution was made for the
Fund’s purposes.

9. On 1 November 1994, MMQ became the Principal Employer, in place of MMB and Genus commenced
to participate in the Fund as a Participating Employer. MMB continued to participate in the Fund,
operating under the trading name of Residuary Milk Marketing Board (“RMMB”).

10. The sole function of RMMB was to manage MMB’s residual functions, including the business of
National Milk Records (“NMR”), with a view to the hiving oV of NMR, completing the winding-up of those
residual functions and ultimately, of RMMB itself.

1997–1999

11. In 1997, the NMR business was transferred by RMMB to a new company, National Milk Records
Limited (now National Milk Records plc). NMR became a Participating Employer in the Fund on
30 April 1997.

12. By 1998, the four main Participating Employers in the Fund were:

MMQ

Genus

NMR

RMMB
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13. There were, in addition, various haulage companies participating in the Fund. Originally, haulage
functions had been provided by Dairy Products Transport (a division of DCL). The drivers of the haulage
lorries in question and certain ancillary staV became members of the Fund on various dates. On 1 November
1994, MMQ contracted with the various haulage companies to haul milk for MMQ and the drivers
previously employed by the Dairy Products Transport Division at DCL had their employment transferred
to these hauliers. To ensure the continuation of accrued pension rights, the hauliers adhered to the Fund as
Participating Employers.

April 2000–June 2001

14. During 1999, the Monopolies and Mergers Commission carried out an inquiry and issued a report
into the operation of the dairy industry in Great Britain. The Report concluded that MMQ was carrying
out certain anti-competitive practices. MMQ decided to devolve much of its business to three geographically
distinct new co-operatives, and thereafter to proceed with a members’ voluntary liquidation. The new co-
operatives were established under the Industrial & Provident Societies Act 1965 by the names of Meadow
Fresh Milk Limited (now Milk Link Limited), Zenith Milk Limited (now Dairy Farmers of Britain Limited)
and Axis Milk Limited (now First Milk Limited). With eVect from 1 April 2000, most of the employees of
MMQ either became employees of the respective new co-operatives or became deferred pensioners or
pensioners. The new co-operatives commenced participation in the Fund as Participating Employers with
eVect from 4 January 2000.

15. RMMB terminated its participation in the Fund on terms agreed with the Trustee.

November 2005–December 2006

16. Cancellation of MMQ’s registration as an Industrial and Provident Society and registration of MMQ
as a limited company.

17. MMQ acquisition of Community Foods Limited. (In May 2007 MMQ changed its name to
Community Foods Group Limited.)

18. Milk Development Council ceased to participate in the Fund, following a buy out of its liabilities.

Position as at 2 June 2009

19. By an Agreement dated 18 January 1995, made between (1) MMB; (2) MMQ; (3) Genus and (4)
Dedicated Pension Services Limited (“the Employers’ Contribution Agreement”), the parties agreed
between themselves the manner and extent to which they would share responsibility for making employer
contributions to the Fund in the future. The Trustee was not a party to that agreement. The agreement was
subsequently amended by a Deed of Variation dated 30 April 1997, whereby NMR became a party to the
Employers’ Contribution Agreement. This agreement has not been extended to include the co-operatives.
Dedicated Pension Services Limited, a party to the Agreement, was a company formed to provide
administration services to the Fund but it ceased to participate in the Fund in March 1996.

20. On 24 January 2000, MMQ and the 3 co-operatives entered into a 1 year agreement, relating to their
respective contributions to the Fund as between themselves. The Trustee was not a party to this agreement.

21. The practical result of the Employers’ Contribution Agreements is that from 1 November 1994, the
Fund has in practice been funded as though it were a sectionalised rather than a common trust fund. In other
words, in calculating employer contributions to the Fund, members of the Fund have since that date, been
attributed to a particular Participating Employer and the value of the assets of the Fund as a whole have,
for that purpose, been attributed among the Participating Employers’ parts of the Fund. This was originally
in proportion to the employers’ respective calculated shares of liabilities and was subsequently modified by
each part of the Fund’s experience. Contributions to the fund payable by Participating Employers have been
calculated and paid accordingly. Although not a party to the Employers’ Contribution Agreement, the
Trustee has, on actuarial and legal advice, administered the Fund since 1994 in accordance with these
funding arrangements. Nonetheless, the Fund remains in ostensible legal terms a common trust fund.

22. The Participating Employers are a disparate group both in terms of ownership and commercially. The
Employers’ Contribution Agreement is aimed at limiting cross subsidies and the eVect of deficits. An attempt
was made in 2003 to divide the Fund into separate legal sections but the new debt legislation rendered this
impracticable and High Court proceedings to sectionalise the Fund were discontinued.

23. The main participating employers:

— Community Foods Group Limited

— Genus and certain subsidiaries

— NMR and its subsidiary

— First Milk Limited and the haulier, Lloyd Fraser (Dairy Services) Limited

— Dairy Farmers of Britain Limited (“DFOB”) and the haulier Lloyd Fraser (Bulk Liquids)
Limited (“LFB”)
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— Milk Link Limited and the haulier Gregory Distribution Limited

— Interoute Transport Services Limited

DFOB Receivership

24. DFOB was put into receivership on 3 June 2009 by its bankers, HSBC. The Fund had already put in
a claim to DFOB for payment of accelerated contributions relating to the DFOB membership, amounting to
£314,000. However, the Receiver indicated that there was little likelihood of that being paid because DFOB
had substantial debts which took priority over those of the Fund. The Trustee also made a demand to DFOB
for payment of the sum of c. £8.5 million being the buy out deficit triggered by its receivership. No payment
has been made.

25. The Receiver notified the Pension Protection Fund but the Fund is a last man standing scheme.

Impact of DFOB Receivership

26. Under the Fund’s present constitution, the participating employers are jointly and severally liable for
the pension liabilities of the Fund. Therefore, the responsibilities for the pension liabilities relating to DFOB
pass to the other employers. Benefits for DFOB members will not therefore be aVected and the employees
concerned will remain as members of the Fund.

27. LFB has lost its contract to haul milk for DFOB and the automatic reimbursement of its pension
contributions. It intends to continue in the business of milk haulage.

28. The Pensions Regulator has been kept informed of the course of events with both DFOB and
subsequently with LFB.

29. The Fund is currently undertaking an Actuarial Valuation as at 31 March 2009. It is anticipated that
there will be a significantly increased deficit to be funded by the remaining employers, additionally burdened
by the DFOB liabilities.

DFOB Governance and Accountability Issues

30. The Trustee became aware of financial problems at DFOB and endeavoured to engage with the
company, to assess its ability to meet its pension obligations. A timeline is provided in the appendix to this
submission which reinforces the view that there was prevarication on the part of the DFOB management,
which led to the avoidance of its liabilities to the Fund.

Addendum

Date Item Comment

30/9/08 DFOB AGM
7/11/08 Phillip Moody resigns as Director
14/11/08 Rob Knights resigns as non-executive chairman
26/11/08 DFOB notify TPR of these changes
28/11/08 DFOB’s milk price paid to farmer reduced by 2p

per litre
Announce plan to restructure business

16/12/08 Meeting between DFOB and Trustee Committee
15/1/09 DFOB ask Sharemark to temporarily suspend

auctions of DFOB loan stock
18/2/09 Trustee letter to DFOB consulting on proposed

review of DFOB’s part of the Fund’s recovery
plan

24/2/09 Trustee meeting with DFOB Agreed that the Trustee would
establish independent group to
consider DFOB’s confidential
business plan.

8/4/09 DFOB announces further reduction of milk price
of 2.2p per litre

17/4/09 Proposed further meeting between DFOB and Cancelled by DFOB
Trustee Committee

21/4/09 DFOB announces completion of restructuring
CEO steps down

23/4/09 DFOB loses its £130m slice of the fresh milk
contract with the Co-operative Group

27/4/09 Conversion of Member Investment Accounts, Proposals to convert loan stock to “A
Member Capital Accounts and Preference shares Ordinary Shares” fail
into “A Ordinary Shares”
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Date Item Comment

30/4/09 Proposed further meeting between DFOB and Cancelled by DFOB
Trustee Committee

30/4/09 Sale of part of business
20/5/09 Sale of further part of business

Fourth reminder to DFOB to complete the
Trustee’s standard covenant monitoring form

21/5/09 DFOB pays its loan stock holders the delayed
half yearly interest.

27/5/09 Proposed further meeting between DFOB and Cancelled by DFOB. Refusal to
Trustee release any information.

3/6/09 Letter from Trustee re accelerated recovery plan
Receiver appointed
Letter from Trustee re contingent exit demand.

Milk Trustees Pension Fund

August 2009

Memorandum submitted by David Lloyd Davies (DFoB 02)

1. My Name is David Lloyd Davies and have been a member and a producer with DFoB from the outset.

I am also one of the many members or DFoB who has lost a milk cheque of £80000, capital in the form
of shares of £28,000 Loan stock to the value of £800 and also have had to endure a milk price 2 pence per
litre below my fellow farmers who sold their milk to other buyers of milk. All this from a cooperative who
were saying that they were a well run business with great potential, I was a district chairman in the period
when DFoB purchased the ACC business and I recall that while we had to vote on giving the green light to
go ahead with the deal we were given assurances that due diligence process was followed and that the price
paid was the correct one. We were not allowed to talk with anyone outside the tight circle of people
associated with the deal in the four days between given notice of the intended purchase and asked to vote,
and therefore were very disappointed when we realised that we probably paid to much for the company when
we saw the condition of some of the plants after purchases. We were not privy to any information deemed
confidential any criticism was deemed an insult to the board and we were given the assurance that all was
well and we would be pleased with the work in progress and would also be benefiting a milk price in the top
quartile of British milk prices.

Moving on the performance of the company was giving me cause for concern and after a meeting of a few
producers with similar worries at the Llandyrnog factory I sent out this email to all who attended the
meeting.

2. Sent Saturday, 20 October 2007

After last Thursday nights meeting I have had a few thoughts I would like to share.

Stephen said that the main fears in the coop is the need to secure milk and capital to sustain and hopefully
expand the business.

A thought I had was if a young family starting out from scratch (like a few of us have) and came to me
for advice about who would I recommend them to go and sell their milk to, would I suggest DFoB? .

There are two things to take account of here, disregarding going to any company that could default on
paying for the milk like Longslows etc.

One would be going to a coop and building up assets which would oVer a secure home for the milk and
get a stake in a company which would pay added interest of money for the capital invested.

Or get paid the maximum amount for the milk and not need to invest in a coop (which remember is
taxable) and concentrate on expanding the business at home.

To be honest I would definitely not recommend any one to join DFoB at the present moment with our
lower milk price, high capital requirement and poor communication of the future planning and the state of
the company’s financial security after the heavy loss of last year.

I hope this will be of use and would like any one disagreeing with this to “reply to all” their thoughts so
I can be corrected and to have a discussion.

regards Dei

3. Reply from Stephen Yates Chairman of District chairmen, dated 4 November 2007.
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I am not sure whether the lack of response to your e-mail from your colleagues indicates that they share
your sentiments, or, like me, were so disappointed in them that they have disregarded them. I won’t beat
about the bush because I don’t do that, but I have to say that your reasoning lacks balance and judgement
and you clearly haven’t been listening to what your business has been telling you, but have chosen instead
to listen to the siren voices of the ill-informed commentator.

DFB did not make heavy financial losses in its last financial year but through the accounting procedures
it chooses to utilise to give as much transparency as possible, it writes oV goodwill and rationalisation costs.
The modest trading loss of some £700,000 on a turnover of over £520 million is a disappointment, but within
the context of our business, far from a disaster. That said, the business will have to repair that damage to
our balance sheet and indeed, the ongoing damage that will be inflicted by this year’s budgeted position.
From scant resources our business continues to reinvest in the quality of our assets and you yourself were
so pleased with the turnaround that has occurred at Llandyrnog over the last year or two, that you oVered
to repurchase that asset for farmers. See what I mean about being confused? Farmers, you included, own
Llandyrnog, it’s your business, it’s your investment, and it is now well and truly fit for purpose. It is not as
you asserted, the jewel in the crown of DFB because Lubborn, Lincoln and Bridgend are similarly well
invested resources which tick all the boxes for supplying the major retailers. Other dairies such as Fole, are
currently part way through their investment programme, which will always be an ongoing process to ensure
they remain capable of supplying the quality of customer that we desire.

You talk of high capital requirement. I beg to diVer. In global terms, our cooperative investment is tiny.
Yes, of course I know for our own individual farm businesses it has been a diYcult time to fund this exfarm
business, but if you genuinely aspire, as I do, to be part of a farmer owned farmer controlled business which
can have a real eVect in the market place long term, our investment is modest and very necessary. That said,
I do take on board the points that Terrig made about future investment by expanding businesses. We have
to find a way around this problem because we need our existing producers to be encouraged to expand and
we also have to question the fairness of the average member having circa £18,000 in the business, whilst large
volume members have six figure sums in it. Here again, the cooperative ethos should be challenged. Is it still
right that we all should be invested equally per litre, because if so, there is no solution to Terrig’s problem
and we will lose him, and others like him, which will be a loss for our business going forward. Just as with
Tesco localChoice, we should not be afraid to encompass change and there should be no sacred cows which
cannot be sacrificed if they bring real benefit to the business. I have asked those that are charged with
reviewing the capital structure of our business to look into the “Terrig question” as a matter of urgency.

Next, you talk of poor communication and I can but agree with you on that one but will assert that over
the past two weeks a small group of us have been bringing about a sea change in the way we communicate
with our members and the agriculture community at large. The first visible eVorts are the Members Update,
which, when we get it right, and only when, will be circulated to the membership at large. I will not detail
our other plans as yet but I am confident you will notice the diVerence shortly.

Current milk price remains our biggest diYculty and I continue to express forcefully to both the Board
and the Executive that our patience is running out on this issue. Indeed, I have spoken to the Chairman of
the Board today, much to his displeasure on a Sunday morning, and demanded that both the Board and the
Executive make an opportunity in the next few days to explain to the Regional Chairmen just what is going
on in our commercial division. I have given him 24 hours to respond to that challenge.

In conclusion, I would reiterate Dei what I said on the night, we members and particularly Council
members, would have the biggest bearing on the future of Dairy Farmers of Britain. To succeed, it needs
the continuing commitment and milk volume of all of us and given that, I still have absolutely no reason to
doubt that it can achieve the position in the market place that we set out four short years ago to attain. I
do not make that assertion through blind faith or self importance in my role as Council Chairman, I make
it content with the level of knowledge I am privileged to have of this business is such that I share the
confidence of the Board and senior Executive that our growing business is becoming a real force in the UK
dairy market and will have a big role to play in all our futures.

DFB’s future relies on us farmers—no one else. The rest are but tools to achieve that aim.

Stephen

4. To conclude there has in my opinion been a disregard within the company of DFoB from the beginning
to any criticism from us producers and while I knew they were not the best run company I did not envisage
they were so far from the truth, which they portrayed to me.

David Lloyd Davies

August 2009
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Memorandum submitted by the Scottish Agricultural Organisation Society Ltd (DFoB 03)

Introduction

SAOS is the membership organisation of primary sector co-operatives in Scotland. We have represented,
promoted and advised agricultural co-operative businesses, and those interested in forming co-operatives
in farming, food and rural industries in Scotland, for more than 100 years.

SAOS has approximately 75 member co-ops, which in turn have more than 600 directors and more than
44,000 members. The financial throughput of the membership in 2007–08 was £1.6 billion. 72 of SAOS’
members are registered Industrial and Provident Societies (IPS). Some of our members are capital intensive,
vertically integrated businesses, while others are horizontally integrated with little members’ capital
employed. Key capital intensive sectors are dairy processing, red meat processing, cereals and potatoes/
vegetables processing and storage.

SAOS is a not for profit democratic organisation (an IPS), owned by its member co-ops and governed by
its Rules in conjunction with a comprehensive Governance Charter.

Our Purpose in Making a Submission to the Inquiry

Dairy Farmers of Britain was not a member of SAOS, and we do not believe it had farmer members in
Scotland. However, having observed the failure of this co-op, and the instigation of the Inquiry, we have an
interest in the Inquiry on three counts:

1. The role of agricultural co-ops, their capitalisation, and issues of governance have a wider
agricultural co-op development context than that of any individual co-op business. We believe it is
important that the Committee is informed of at least some of the broader context. Any Committee
findings that relate to the broader development of agricultural co-ops will help inform our
contributions to future policy development.

2. The circumstances that result in the failure of any business, however constituted, are always highly
individual to that particular business. We are concerned at the risk of unintended collateral
reputational damage to other agricultural co-ops should circumstances or shortcomings that are
highly specific to Dairy Farmers of Britain be inappropriately represented as applying to other co-
ops. We would request that the Committee recognise this risk, and guard against this outcome.

3. We do however recognise that valuable specific lessons may emerge from the Inquiry. We would
wish to fully understand those lessons, and to take a proactive role through our advisory services,
to assist co-operatives to put in place whatever measures are necessary to minimise the risks of
similar shortcomings arising in future.

For these reasons, we are pleased to make this brief submission to the Inquiry.

The Strategic Role of Agricultural Co-ops and the Drive for Rapid Growth

Whilst agricultural co-operatives of immense, even global, scale have evolved in other EU countries, and
other market economies (such as USA, New Zealand, Australia), agricultural co-ops in the UK are small
by comparison. The reasons for this relate directly to the market support structures that were deployed in the
UK for approximately 50 years from the 1930s to the 1980s. The creation of marketing boards with statutory
powers to purchase all farm produce, and various other support mechanisms, removed the need for farmers
to create agricultural marketing co-ops to safeguard their position in the market.

In this same period, the Governments of many other countries supported the development and growth
of producer co-operatives with a range of incentives and assistance. Many of their early 20th century
agricultural co-ops consolidated to become regional, national and international in scale, accumulating
member capital in each merger, which was used to invest in vertical integration to add value to commodity
farm produce, and develop branded consumer products for both domestic and export markets. Many of
their products can be seen today in UK supermarkets.

When EU membership required that the UK abandon marketing boards and other forms of price support,
UK farmers found themselves fragmented and weak when exposed to the market, and unfamiliar with
agricultural marketing co-ops. The legacy of all this is that many UK farmers now recognise the need to
create vertically integrated agricultural co-ops to optimise market position and secure fair returns from the
market. One consequence is that the current generation of farmers is being required to invest (or guarantee)
the capital required to achieve accelerated growth, and to accept, in some cases, considerable financial risk
in so doing.

As vertical integration, through co-operatives, has been proven around the world to be the most
sustainable and advantageous long term strategy for farmers, it is perhaps regrettable that Government in
the UK has not been more understanding of the strategic role of co-operatives, the necessity for rapid
development and growth, and more enabling in helping to overcome constraints to rapid growth.
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The Challenges of Capitalising Agricultural Co-ops and Requirement for More Solutions

The defining purpose of a co-operative is that it exists to transfer benefit to members’ own farm businesses
through their use of its services and facilities, rather than as a direct return on financial investment. (For
example, returning the maximum milk price is the primary purpose of most dairy co-ops, rather than
maximum return through dividend or capital growth on monies invested in the co-op.) The singular purpose
of maximising the commercial benefits to farmers is the reason why co-operatives are attractive, and why
farmers around the world have adopted distinct co-operative structures. In addition, a co-operative
constitution guarantees democratic control and equitability, thereby providing fairness, with maximum
protection from takeover or diversion from the primary purpose.

However, adopting a co-operative structure has several distinct consequences with regard to capitalising
the business:

— Farmer members must carry the burden of providing risk capital, as the option of generating funds
from the stock market are not open to them. There is no place for external speculative investors in
a co-op, as rewarding external investors is inconsistent with the primary purpose and with co-op
legislation.

— Given that the number of farmers in any agricultural co-op is limited, the availability of risk capital
is inevitably a key business constraint. While farmer members may be able to aVord regular, small
investments in their co-op (typically by a “levy” deducted from the sale proceeds of their produce)
they are often unable to make large one-oV investments. This makes rapid growth, as required now,
through acquisitions and large scale investments, quite challenging. Banks may agree to provide
what is in eVect “bridging” finance until such time as the co-op generates suYcient capital from
members to replace bank loans. This may be an extended period of years. In some cases, a co-op
may not be able to secure suYcient finance to implement its plans.

— Under current IPS law, the maximum an individual member may invest in the shares of a co-op is
£20,000. This is entirely inadequate in relation to the massive sums required to invest in food
processing on a meaningful scale. As a consequence, “loan” funding or “debt equity” structures
have been adopted by capital intensive co-ops as a way of accommodating member investment.
However, such loan funds are a liability, rather than an asset and are discounted by bankers when
considering requests for bank loans. There are also diVering terms and conditions (including terms
agreed with bankers) surrounding the loan funds of individual co-ops.

— Farmers require an exit strategy from their co-op that enables them to redeem their investment,
even at par value. This is a necessary condition of investing, given the large sums involved, and
relative importance of this in a typical farming family’s wealth. However, it places an additional
demand on capitalisation as the co-op must plan for the redemption and replacement of some
proportion of member capital each year.

These points indicate that although UK farmers recognise the requirement to invest in their co-ops, to
enable them rapidly to vertically integrate, there are several constraints to securing the scale of capital
required. Whilst current updating of co-op legislation (IPS) is taking the needs of agricultural co-ops into
account, it is unlikely to be suYcient to address all the constraints. Farmers and governments in other
countries have together developed ways to overcome the inherent constraints to capitalising their
agricultural co-ops, in some cases by opening co-ops to a degree of external investment, and in others by
providing generous loan guarantees.

We suggest that the Committee give consideration to recommending the formation of an industry/
government/FSA task force with a remit to investigate ways to overcome constraints to capitalising UK
agricultural co-ops, with reference to developments in other key countries, in order to facilitate their
development and growth.

Good Governance Practice in Agricultural Co-ops

The final points we wish to make are in reference to governance practice in agricultural co-ops. The success
of any business is contingent on eVective governance, and in agricultural co-ops, the burden of responsibility
on directors is magnified by the fact that the financial viability of farmer members depends directly on the
performance of their co-op. We have summarised points that we believe may be pertinent to the Inquiry
under sub-headings below.

(a) Involvement of Members in Governance

Participation and democracy are defining features of co-operatives. The members of agricultural co-ops
construct and adopt governance structures appropriate to the scale and sophistication of their co-op, that
enable members to participate in key decisions. The decisions that must be referred to a member vote are
generally specified in a “governance charter” that can only be amended by the members themselves. For
example, investments, acquisitions and sales of assets that exceed specified value thresholds would typically
require approval by either a majority, or 75%, of members.
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(b) Governance Charters

In addition to specifying occasions on which member consent is required, governance charters are
important in creating transparency and understanding amongst all members of the roles and responsibilities
vested in various governance positions, and governance practices. We would typically expect a governance
charter to contain information on the following:

(a) The membership and role of member councils or member communications forums.

(b) Membership of the Board.

(c) The Board’s roles and responsibilities, and proceedings of the Board.

(d) The roles and responsibilities of the chairman, vice chairman, non-executive directors, chief
executive, executive directors, senior independent director, company secretary.

(e) Matters reserved for the Board and matters to be referred to members.

(f) The terms of reference and authorities of Board sub-committees.

(g) Advice for any Board member on engaging external advisers.

(c) Board Evaluation and Development

In large and highly capitalised agricultural co-ops, the eVectiveness of the Board in discharging it’s
responsibilities, and the eVectiveness of individual directors, require at least bi-annual evaluation.
Agricultural co-ops use a variety of external and internal evaluation techniques, which lead to the
identification of collective and individual development needs, and shortcomings in Board practices, that
must be addressed. Lack of either specific or appropriate expertise or experience usually results in
recruitment of external non-executive directors. Farmer directors are required to undergo training and
development to equip them better to discharge their responsibilities. We would expect a succession policy
to ensure suYcient continuity of directors, and the periodic introduction of new directors. In addition, we
expect co-ops to pay realistic fees to Directors in recognition of the responsibilities they carry.

Benchmarking of fees paid to agricultural co-op directors is carried out by SAOS and English Farming
and Food Partnerships, and other benchmark surveys are available from a variety of sources.

(d) Lack of a Common Governance Code and Availability of Specialist Advice

There is no single comprehensive common code of governance designed to meet the needs of agricultural
co-ops, and we do not believe that the codes devised for listed plcs are appropriate, as the core relationship
between the co-op and its members diVers significantly from that between a plc and its shareholders.
However, specialist advice is available from co-op membership and development organisations in diVerent
areas of the UK.
SAOS provides the following services that are tailored especially for Boards and farmer directors of
agricultural co-ops:

— Advice and assistance on governance structures

— Guidelines on governance standards for agricultural co-ops

— Foundation skills training for farmer directors

— Assistance to co-ops on induction of new directors

— Advice and assistance in creating governance and policy charters

— Evaluations of Board eVectiveness

— Advice and assistance in creating corporate risk management systems

— Confidential advice line for directors

— Update seminars

— Directors Update Newsletter

— Annual Conference

We suggest that the Committee give consideration to recommending an industry/Co-operatives UK/FSA
task force to produce a comprehensive “code of governance best practice” for agricultural co-ops that could
ultimately be made available to all members of agricultural co-ops.
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Conclusion

Given the clear imperative for farmers to continue investing with confidence in agricultural co-operatives,
we request that the Committee take into account the information we have provided in our submission in
formulating any recommendations that arise from its Inquiry into the failure of Dairy Farmers of Britain.
SAOS will be pleased to discuss further any of the information we have submitted.

Scottish Agricultural Organisation Society Ltd

August 2009

Memorandum submitted by the Co-operativesUK Limited (DFoB 04)

Executive Summary

1. As the apex body for the co-operative movement, Co-operativesUK is submitting this evidence to
provide information to the Committee on the co-operative movement in the UK, and industrial and
provident societies the legal form used by Dairy Farmers of Britain.

Co-operativesUK

2. Co-operativesUK is the apex body for all kinds of co-operatives in the UK, and an industrial and
provident society that is democratically controlled by its members. We are the guardian of co operative
values and principles for the UK movement, and a strategic voice for co-operation across the country. Our
member co operatives create and sustain approaching 132,000 jobs, turnover £16 billion per annum and are
controlled by 8.5 million individual members. As of August 2009 we have 588 members of which 510 are co-
operative enterprises. Our membership also includes 14 federal bodies that in turn represent hundreds of co
operatives.

3. Providing a framework for the co-operative movement to network is a key role of Co-operativesUK in
addition we provide a range of services to members including governance advice and support and training
for the lay directors of co-operatives. The co-operative movement through membership of Co-operativesUK

has a long and reliable history of self governance especially in regard to governance and financial
monitoring. In the 1980’s our Co-operative Performance Committee was established, its role is to monitor
and influence accounting legislation on behalf of our members and to promote and encourage best practice.
In 1996 this Committee produced a recommendation that all co-operatives of a certain size in membership
of Co-operativesUK should publish half year reports in the form of an interim financial report which is then
proactively monitored by Co-operativesUK, compliance of this and other areas is published to the
movement annually

4. Dairy Farmers of Britain have never been a member of Co-operativesUK.

Background

5. The co-operative movement was established in the UK over 160 years ago, whilst the modern day
population will be aware of the successful high street food shops, funeral services and chemists of the
consumer co-operative societies. They do not always realise how embedded the co operative movement is
to the national infrastructure, particularly so in food production and farming. The 438 known agriculture
co-operatives have a combined turnover of £5.117 billion, providing many household staples in addition
to milk.

Legal Structures

6. Whilst there is no definitive legislation for co-operatives, as many as eight diVerent legal forms are used,
the principle form is the industrial and provident society. There are approximately 9800 IPSs, half of which
are co-operatives, the other half being societies for the benefit of the community.

7. Government and all political parties have accepted that industrial and provident legislation is in need
of modernisation and is currently subject to a process of reform being carried out by HM Treasury the
government department responsible for this legislation.

8. The legislation is being amended by a variety of legal processes including a legislative reform order,
private member’s bill and statutory instruments. Due to the nature of these procedures, reform has been and
continues to be a lengthy process. In order to be eVective in the long term it is important that progress is
maintained and prioritised by the Treasury. Co-operativesUK can provide further details of this work, the
length of which will be outside of the 2000 words required for this submission.

9. The legislative and regulatory environment for industrial and provident societies is equally as
important as amendments to the law. The role of the Financial Services Authority as the holder of the register
of societies is key to the form being fit for purpose. Proposed powers to be introduced by provisions
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contained in the private member’s bill promoted by Malcolm Wicks; Co-operative, Community Benefit
Society and Credit Union Bill 2009, will provide the registrar with the opportunity to be more proactive in
ensuring societies comply with the legislation.

Governance

10. The co-operative movement has a long history and association with good corporate governance. The
values and principles established by the Rochdale Pioneers in 1862 laid the cornerstones by which all co-
operatives govern themselves. Co-operativesUK created the first edition of its code of best practice on
corporate governance in 1995, long before it became an issue in the wider corporate world as mentioned
previously compliance with this code by our members is monitored and reported on annually.

11. The development of co-operation amongst farmers (in England) has been assisted through the
encouragement and professional advice of government-supported organisations since 1967. Initially, this
was through the Central Council for Horticultural and Agricultural Co-operation and then through its
incorporation in 1983 with Food From Britain until 1993. Since 2003, English Farming and Food
Partnerships have continued and expanded the range of businesses to which professional advice is given,
and it continues to develop relationships between farmers and others within the food chain. In Scotland,
SAOS (Scottish Agricultural Organisation Society) has been successfully providing support and
development services to agricultural co-operatives since 1905.

12. Throughout this long period, experience and expertise has been gained which is now available to
provide clear advice both in terms of the legal requirements which farmers must meet if they are to set up
collaborative businesses, and clear documentation eg Rules for a Society and Memorandum & Articles for
a Company which are proven to provide both good corporate governance procedures and farmer
(membership) control as well as meeting all current legislative requirements.

13. The benefits to be gained by co-operative businesses which are able to provide the structure and
business skills necessary to compete in the market place are many. Some are detailed below:

— Competitive strength

— Local knowledge

— New product development/branding

— Access to greater market information

— Professional management

— Ability to spread risk

— Ability to identify and manage change

— Technical advice

— Market research

— Promotion

— Reduced unit costs of inputs/services

— Improved method/systems of planned production

— Better utilisation of facilities for preparation for specific markets

— Realisation of new market opportunities

— Greater security

— Saving of producers’ time and anxiety

— Economies of scale

— Optimisation of overall return

— Member control and engagement

14. However, it must be recognised that the formation of a co-operative (in whatever legal form) is no
diVerent than any other form of business. It must provide the same level of professional management,
financial control and planning, and ensure that the board of directors are able to provide the necessary skills
level to set clear objectives and a strategy that meets the demands of the market place. It must also ensure
that the business plan put in place can be supported by its membership both in terms of their usage of the
services and their financial commitments.

15. The development of co-operation in all its forms is an essential element of the way in which farmers
are able to compete in the global market place. It is not however a “panacea”. The demands on the
organisation from the members, through management and its board are not any diVerent to those demanded
by any other form of business enterprise.

16. Co-operatives like other commercial enterprises can fail and are aVected by bad governance and
management as well as external commercial pressures in the same way as all businesses.
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17. It would appear that a number of factors led to the demise of Dairy Farmer of Britain, some of which
may be identified by this enquiry, there is evidence to indicate that co-operative structures can and do work
and benefit the farmers involved.

18. Further evidence

18.1 Key facts from Independent Research carried out for SAOS (Scottish Agricultural Organisation
Society) March 2009

“Of farms in Scotland 85% will co-operate the same or more in the next 5 years, 72% of Borders
Farms co-operative, and 71% identify cost savings as the main advantage”

18.2 John Swinney, Cabinet Secretary for Finance and Sustainable Growth, stated “Agriculture would
not survive without co-ops. I see the evidence on my own doorstep at East of Scotland Farmers …”—SAOS
Annual Report 2008.

18.3 Commission of the European Communities, Communication from the Commission to the Council,
Dairy market situation 2009 report [SEC(2009) 1050]

“Recommends Farmers should be actively encouraged to work together to improve the eYciency of
their operations by increasing their economies of scale and scope”.

18.4 Mike Bessey, dairy analyst quoted in the Grocer 1st August 2009

“UK authorities should encourage dairy co-operatives because they allow their farmer members to
secure more of the cash generated by the business. DFB which recently went into receivership was an
exceptional case, its demise had not more been because it relied on the co-operative model. Major
co-ops such as Milk Link and First Milk had been successful in the short space of time since their
formation”

19. Conclusion

Co-operativesUK would be pleased to discuss any of the details contained above if it would assist the
enquiry.

Co-operativesUK

August 2009

Memorandum submitted by Jill Cawood (DFoB 05)

General

I was a DFoB farmer member until June 2009 and lost my milk for May and June 2009 as well as my
members capital. I was refused consent to be released from supplying DFoB despite satisfying them at a
meeting in January 2009 that I was losing money on every litre of milk supplied due to the price being paid
and the costs of production on the Isle of Wight

I set out my comments below and under subsequent headings.

However, although I complained to the receivers and met with Stephen Oldfield on 23 July 2009 in
response to my complaints, he declined to supply me with information prior to that meeting on 23 July
2009 (he also declined to permit his co-receivers to meet with me prior to that date although he was on
holiday) and he made it clear at that meeting that he was not going to answer most of the questions I asked
to be answered. He gave no detailed history as to DFoB and refused to state when PWC were first appointed.
I said I did not want to ask for the terms of the retainer just the dates showing how long they had been
advising both the bank and the company.

I am left with a whole range of unanswered questions as to the history and particularly unable to obtain
advice whether the bank obtained any preference from the May and June milk monies and whether PWC
should or should not have accepted their appointment as receivers as they had been advising both the bank
and the directors of DFoB. (These were major issues that I raised at that meeting.)

I understood that the Receiver’s report was to be sent to members by mid August. (See also end of July
report which says: This report is due to be released between 17–21 August and will be sent to all creditors and
members including ex members.) It has not been sent to me at all and I would not know about this enquiry if
I had not got it from the web. I expect many members and creditors do not use the internet nor know when
or where to look and will not know about this enquiry.

However, as stated, I have not received any report yet and I understand that it did not appear on the web
page until 25 August 2009 making it very diYcult to prepare notes for submissions to EFRA before the
closing date of 31 August 2009. I have read it today and make my submissions on notes prepared today in
much haste.
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Although I have now seen the report on the web page and had a limited opportunity to study it, I have
had no opportunity to make further enquiries.I cannot attend the meeting on 7 September 2009 in the North
of England and I would need answers to further enquiries in order to know what questions to ask and make
any use of that meeting. It is unlikely that any other creditors will be able to make use of that meeting for
similar reasons. I ask you to note how slim the report is also and that it does not deal with many issues nor
give suYcient detail for any views to be taken on its contents.

I ask you to note that in connection with the issue of the May and June milk, the report is silent except
as to the advice that it is unlikely to be paid for.

The report is also silent as to why the receivers were able to make this judgment and give this advice on
the web announcement on the day of their appointment.

It also makes no reference to obtaining legal advice on this issue (I had asked Stephen Oldfield to advise
members to take advice on this issue and amend his public advice that was to write it oV.)

Nor does the report give any consideration of whether the bank has obtained any preference (in respect
of our May and June monies for milk supplied but not paid for) as to which I made express reference when
I met him on 23 July 2009 and explained why I took that view.

It does not deal with the floating charges which the bank hold either although, I again raised the issue
with him, that such could be set aside if made within 12 months of entering insolvent arrangements. (I
understood that the bank had floating charges entered into in June and July 2008 within 12 months
previously—however such information has not been possible to check in the short time available.)

Mr Oldfield has not responded to these issues in writing or orally since that meeting so I make these
submissions conditionally and reserve the right to amend or make further submissions when the detailed
history is made known to me.

However, in the limited time available I have put together some notes (for which see later) on the issues
which I wish to be considered as follows:

A. Did the bank obtain a preference in respect of the monies for the farmers’ milk for May and June?

B. In what circumstances and when were the charges/floating charges given to the bank?

C. Why the company continued to trade paying a price less than the cost of production?

D. Why did the company which is a provident society refuse to seek member approval for continued
trading as above?

E. Why did the company refuse to release members although it was known that most members were
losing money for every litre of milk produced from November 2008 and certainly from April 2009?

F. Why did the company trade in April, and May and until 3 June 2009 and what benefit was there
to the members or the bank for this period of trading?

G. Should the receiver investigate and report on whether the bank obtained a preference in respect of
the May and June milk? If so, should this be another company as PWC advised the board since
February 2009 and the bank from some other date being at least March 2009?

Legal Issues

The fact that the bank has a floating charge does not exclude the bank from having obtained a preference.
The test under section 239(4) is “the company does or suVers anything to be done which (in either case) has
the eVect of putting that person into a position which, in the event of the company going into insolvent
liquidation, will be better than the position he would have been in if that thing had not been done”

If the company continued trading and the bank recovered the monies from our May and June milk which
it would not otherwise have done, and it has put the bank in better position then that may be a preference
and set aside.

Should members have been released and DFoB placed into insolvent administration by PWC on 3 June
2009 (or earlier if properly advised) or now without further delay.

The relevant time for a preference is stated under section 240(1)(b) of the Insolvency Act 1986 “in the case
of a preference which is not such a transaction and is not so given, at a time in the period of six months
ending with the onset of insolvency”

The next question is whether any floating charge in favour of the bank can be set aside so that the bank
do not have priority.

Section 245(2) of the Insolvency Act 1986 says “Subject as follows, a floating charge on the company’s
undertaking or property created at a relevant time is invalid except to the extent of the aggregate of ….”
(Basically the value given at the time or later)

The relevant time is defined in Section 245(3)(b) “in the case of a charge which is created in favour of any
other person, at a time in the period of 12 months ending with the onset of insolvency.”
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If so, then a floating charge which was made in favour of the bank less than a year previously, may be set
aside and the bank in those circumstances might lose its priority.

Should the company have gone into insolvency months earlier? Should it do so now?

Notes and Comments on the History

A. Reports 2008

1. Turnover £562 million

2. 2300 farmer members

3. 1.5 billion litres raw milk

4. 7.5% interest to be paid on members investment accounts for 2008–09

5. New supply contract no longer provide members guarantee

6. Consolidation phase moving from loss to break even to profit in future years

7. Market share 11.5%

8. Members’ investment accounts to be the core capital from April 2008 set at 4p per litre with
0.5 deduction until collected

B. Recent history

1. DiYcult market conditions summer 2008.

2. 28 November 2008. Back dated price cut.

3. Announcement 28 November 2008:

“it has not been possible to deliver acceptable returns within its liquid milk division without wide scale
change. In the short term this had adverse eVects on the overall performance of the business.

With increased pressure from the marketplace, it is now essential to restructure the business to ensure
that DFB can succeed in the future. The proposed restructuring programme is designed to return the
business to profitability in the next financial year and to enhance member returns in the future.

DFB is committed to managing this restructuring process professionally as it may result in the loss
of up to 640 jobs out of a total workforce of 2200.”

4. Meeting with Isle of Wight members.12 January 2009.

A Director and our local manager attended and we were told:

“Problem is liquid business

(a) over capacity

(b) large customer base

(c) high investment

Second half-DFB will not hit plan.

Sooner or later would have to come clean and announce changes.

Had to adjust price to market

Need £10 million to beginning of March 2009—had to have that or would not get there.”

Agree I cannot continue to sell milk to DFoB who were paying prices below the cost of production.

DFoB agree to consider release and will consult with the directors in next day.

I do not hear so I chase response and told nevertheless refused to allow me to leave without 12 months
notice (despite the severe hardship it would cause).

5. January 2009. Failed court action by DFoB attempting to obtain injunctions against farmers who
had left.

6. Announcement 12 February 2009 and letter from John Grantchester that :

“DFB is committed to achieving the best outcome for the long-term benefit for its farmer members
and will therefore explore any opportunity that will enhance member value.

As a result, DFB has engaged leading corporate mergers and acquisitions advisers from
PricewaterhouseCoopers (“PwC”) to help us review this approach.” “This new team will replace our
previous advisers, Smith Williamson Corporate Finance Ltd” (These last words being included in the
letter to DFB members by John Grantchester but left out of the public announcement).”
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7. Members update 13 February 2009

“From the outset we made it clear we needed to see rapid progress being made in achieving the
promised operating savings and eYciency gains”….“we are pleased to see the physical restructuring
moving ahead to its established targets and will be continuing to keep a close eye on progress through
to completion by the end of March”

“However, I have to say that the speed and scale of the deterioration we have seen across the whole
UK market in the past month in particular is causing us huge concern. It is really diYcult to see
anything positive in our industry’s market place at the moment”

8. Members update 9 March 2009

“By the end of March the major liquid business restructuring and overhead reduction programme to
improve operating profitability announced in November will have been completed within budget.”

9. 27 March 2009 movement of £55 million member debt into equity shares but failure to convert loan
stock into equity shares. Board intend to hold another vote as consider conversion of loan stock into equity
is in best interests of business and all stakeholders.

10. Meeting 31 March 2009. PWC jointly instructed by bank and directors at this meeting on disposal of
business (—per Stephen Oldfield, receiver of PWC to me at meeting with me on 23 July 2009)

Bank appointed Sandy Birnie as its troubleshooter. Sandy Birnie to attend board meetings.

11. DFoB Letter 7 April 2009.

Back dated price reduction of 2.2 ppl.

“The dairy markets (both liquid and cheese) have weakened significantly…”… “we should not
speculate on short term market position or price recovery”….” our core business continues to be in
challenging circumstances”… “It is important that we address these issues to ensure we are in the best
possible position for our future development. This is the aim of the strategic M&A work that PWC
are conducting for the business….Much of this must remain confidential, but we are pleased with the
progress we are making and are hopeful that we should, in the near term future be able to announce
changes that will materially aVect the shape of our processing business and the value of our co-op”.

NB see update of 9 March 2009.The restructuring would have been completed.

What did PWC do, what advice did they give? How was it possible to form a view that DFB could
continue to trade for the benefit of its members as a provident society when it was clear from outside experts
and admitted by DFoB that the price being paid was below the cost of production? NB.This is at a time
when members’ capital has been converted into equity. Was it not clear that the position taken later on 3 June
2009 must have already arisen and that the directors should have been advised that members could not
expect to be forced to sell milk at below the cost of production and also forced to stay with DFoB.PWC had
replaced the previous advisers in February 2009 and therefore had been advising as the very diYcult trading
conditions deteriorated. However, they were also advising the bank.

12. 23 April 2009 announcement that the CO-OP Group had awarded its supply contracts to Wiseman,
Dairy Crest and Yeo Valley.

[It must have been clear that this was the end of the road for DFoB. Why did DFoB not cease trading
then? How much was at risk for the bank and for farmers? The whole of the farmers’ income was at risk.
What benefit was there to continue trading for the members? Any equity they had in the conversion of their
shares would be of no value after the bank had taken its first charge over the assets and monies. In the
meantime, farmers’ best hope would be to be paid less for any milk they produced than it cost!

It seems that there was no conceivable benefit for the continued trading for the members and DFoB
should have ceased trading no later than this date. However, it continued to trade forcing members to supply
milk for May and the beginning of June which was not paid for.

What advantage was there to the bank? It is not known as the report of PWC does not disclose the bank’s
position suYciently to answer this question. However, if it is assumed that there was a shortfall for the bank
at that date, the position must have been that the bank would hope to improve its position from the
continued trading as it would not have continued if it feared its losses would increase. This may have created
a preference for the bank in respect of the trading from 23 April 2009 to 3 June 2009 whereby the bank had
the benefit of the farmer’s supply of milk for this period.

PWC have not reported on this issue although I raised it expressly with Stephen Oldfield when he came
to meet me on the Isle of Wight on 23 July 2009.
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13. Note to PWC announcement of 3 June 2009:

Stephen Oldfield, joint receiver and partner at PricewaterhouseCoopers LLP, said:

“Dairy Farmers of Britain (DFOB) has experienced very challenging trading conditions in its
liquids business. EVorts to sell the liquids businesses continue, but the DFOB Board were unable
to identify a viable way forward given the trading losses and the inability to pay an economic milk
price. As such, they were left with no option than to invite the appointment of receivers.”

ENDS

Notes to Editors:

“Background on Dairy Farmers of Britain

DFOB suVered significant losses in its liquids division and therefore in November 2008 it
announced the closure of its Fole and Portsmouth dairies to achieve a return to profitability in this
division. During the following months, DFOB was not able to pay its farmer members a
competitive milk price, which resulted in members tendering their resignations in large numbers.
These members are currently serving their 12 months notice period to terminate their contracts
with DFOB.

Since the closure of the 2 dairies, the liquids division has suVered the further loss of the Co-
Operative supermarket contract, which comes into eVect on 1 August 2009. This made the
restructure insuYcient to turnaround the liquids division.”…

17. Extracts from receiver’s report:

“A major contributory factor to the demise of DFB was the failure of its Liquids division to deliver
sustainable profits. Ultimately, it was loss-making, proved unsaleable as a business either before
or during Receivership, and (at least in one such negotiation) was cited as the reason why a
“significant next step” merger or joint venture deal was not possible.”

“What to do with members milk contracts? Continue current arrangements or vary them,
particularly given over half the members had given notice of their intention to resign.”

“For a considerable time, before the appointment of the Receivers and Managers, an extensive
marketing of the Liquids business had taken place on behalf of the Directors with some limited
initial interest being shown in parts of the business, none of which resulted in any final oVers subject
to contract”

“As indicated at the onset of the Receivership and despite significant progress on selling the
businesses and assets of DFB to date, the Receivers and Managers do not currently believe any
dividend will become payable to the unsecured creditors.”

“In April 2009, after the Member Council had rejected a capital injection proposal due in late
March 2009, the Bank agreed to provide additional ABL and overdraft facilities until 11 June 2009,
in eVect, bridging the funding gap whilst sales discussions progress, alternate restructuring plans
were considered and to see through the spring flush”

Final comments

The above history shows that DFoB were in serious diYculties long before the receivers were appointed
in June 2009. The history shows that for some months all that was possible was a faint hope of selling as a
going concern but not one with any evidential base to support and requiring members to sell at below the
cost of production. The fact that over half the members had given notice was clear evidence that they did
not wish to continue with this unacceptable position.

When it was clear that the CO-OP group contract had gone elsewhere, there was no prospect of saving
the company since April 2009 and trading should have ceased then.

In the circumstances, the farmers suVered the greatest loss by the continued trading in April, May and
the beginning of June.

Jill Cawood

August 2009

Memorandum submitted by Philip Dunn (DFoB 06)

I am writing as an ex-DFoB supplier to voice my views surrounding the collapse of DFoB and to highlight
the pressures that my business is still facing many weeks on from the receivership date.

I am a young (20 years old) tenant farmer in Yorkshire currently running a 75 cow herd producing circa
0.5m litres per annum. When DFoB were placed into administration on 3 June, I had already tendered my
resignation with the company but at that point had been unable to gain a definite “yes” from alternative
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milk buyers. As soon as DFoB were placed into administration I was immediately cast to the bottom of the
pile as the larger suppliers were gradually cherry picked by the major processors. I was consistently told that
I did not fit the volume or location criteria demanded by purchasers, despite the fact that my farm is located
next to a major main road and is passed by a tanker of a major rival milk processor.

Having been unable to source an alternative milk contract, I was forced to endure a month of supplying
milk to the receivers at what shall now be 15.7ppl before I started supplying a small local dairy on a market
related contract on 1 July. This dairy paid the equivalent of 15.5ppl to those members who transferred in
June, and I have recently learnt that the price for July milk will be 16.4ppl. The table below provides a resume
of the financial implications that the receivership has had on my business so far in terms of milk sales. For
comparative purposes, the value of the milk is also shown if sold at a typical industry price at the time of
23ppl.

Month Production Price (ppl) Value (£) Value (w23p) DiVerence (£)

May 42,030 0 0 9,667 "9,667
June 37,801 15.85 5,991 8,694 "2,703
July 42,530 16.4 6,975 9,782 "2,807

Total "15,177

As well as losses of over £15K on milk sales in the last three months, my business has also lost
approximately £20k as a result of the money held in my DFoB Member Investment Account (MIA). Given
the desperately low milk prices involved, it is extremely infuriating to hear various industry commentators
stating phrases such as “most ex-DFoB members have now secured contracts at much higher prices than
DFoB were paying, and should therefore make up the losses with time”. This is simply not true, especially
in the Yorkshire and North East region. First Milk will now only be paying 18.65ppl for a standard industry
litre, alongside Arla at 18.4ppl and Milk Link at 18.45ppl. Added to this list are a number of smaller,
independent dairies in the region who are paying substantially less than 18ppl. The last DFoB milk cheque
that most producers received was paying in the region of 19ppl, so it is certainly not fair to say that most
members are now better oV.

I increasingly believe that milk purchasers are now using this situation to their advantage. Whilst many
of the milk purchasers are to be commended for recruiting ex-DFoB suppliers in the first place, I now believe
that their treatment of us warrants further investigation. I completely accept that the secondary milk market
in the UK is currently in a terrible state. However, I fail to believe that nearly all of DFoB’s milk pool is
now being traded on the spot market as most processors would make us believe, even with the volume of
cheap milk and cheese coming in from Ireland. First Milk are stating that all of the ex-DFoB milk is going
on the spot market or into Westbury, as are Arla, Meadow Foods, Milk Link and a number of smaller
independents such as Paynes Dairies and Wensleydale Creamery. Somehow it just doesn’t all add up.

What is most worrying is the reaction of most producers to the pathetically low prices that are currently
being paid to ex-DFoB members. Most producers have simply accepted the abysmal prices on oVer without
so much of a whisper. The fact is that most producers are frightened to speak out and take action as most
have no other option. Milk purchasers have recognised this, and I strongly believe that the milk purchasers
will exploit this advantage for some time in the future. My concern is that if there is a more general
weakening of the UK dairy sector, it will be the ex-DFoB suppliers that will be first in line for a price cut.
This will enable the milk purchasers to sustain the current payments to larger, existing suppliers and avoid
a PR disaster. How long can this two tier industry continue, with one cohort of producers receiving 23–24ppl
and another cohort receiving sub-18ppl?

Prior to the collapse of DFoB, haulage of milk in the North Yorkshire region was deemed to be relatively
eYcient, as shared haulage agreements existed between DFoB and First Milk, and DFoB and Arla. I
understand that a similar agreement cannot be reached between First Milk and Arla. In this area of North
Yorkshire, we now have the ridiculous situation of several milk tankers passing each other to collect from
neighbouring farms. In one isolated dale, there are only two milk producers left, and despite the fact that
these milk producers are on neighbouring farms, there are now separate milk tankers picking up the milk
from each farm. This is supposedly called eYciency.

I am now having to question how long I can continue to produce milk at sub-18ppl, especially given the
huge losses that my business sustained at the time of receivership. Like all other dairy businesses, my
thoughts are focused on Nitrate Vulnerable Zone (NVZ) compliance by 2012. With the milk prices I am
receiving and the losses incurred through the DFoB receivership, I have no idea how I can make the figures
stack up to comply with the legislation. My business has been knocked back by several years and I find it
incredible that the ex-DFoB cohort can be expected to comply with the legislation in the same timescale
as other producers on standard contracts. I was initially very pleased to hear the NFU calling for an NVZ
compliance extension back in June, but the issue seems to have died away. This issue must not be allowed
to go quiet, as this is one area where aVected producers can really be assisted. The government does not have
the power to manipulate the milk market, but it does have the power to apply for a derogation to this
legislation. NVZs are already going to claim a significant number of victims, but the losses could be huge if
action is not taken soon.
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To rub salt into the wound I am now facing a four figure tax bill for the last financial year as a result of
the money I had invested in my DFoB Member Investment Account. Due to DFoB’s March 2009 debt for
equity swap (which members could never individually vote on) the capital retention payments held in my
MIA are now classed as a capital loss rather than an income loss. If this debt for equity swap had not taken
place, the funds would be classed as an income loss and I would thus have gained eVective relief from
taxation in the previous year. I am now facing a large taxation demand at the same time as I shall make a
huge loss due to the problems at DFoB.

It should also be brought to your attention that members have been taxed in previous years for interest
payments on the funds held in the MIA. These interest payments were always rolled over into the MIA
however ie no cash payment was ever made. Paying tax on money that I have never had and never will have
is inconceivable. The member council capitalised the debt in March 09 to facilitate extra bank lending, but
since there was obviously no guarantee of further bank lending when this was done, the council surely acted
negligently and irresponsibly. As stated before, individual members were never allowed to vote on this
proposal and would never have allowed it. The council members who made this decision must therefore be
held to account, as they did not represent the views of members. Refunding these tax demands will aVect
no one else apart from HM Revenue and Customs. Once again, this is a key area where Government can
assist aVected producers without interfering with the milk market.

The problems at DFoB could not have come at a worse time for my business, as I am currently in the
process of expanding my herd, with the construction of new housing facilities, cow tracks, fencing etc. Sadly,
I am one of a number of younger producers in this area that have been caught up in this debacle. We are all
committed to milk production in the long term and are making significant investments to do so, but sadly
we may be forced out of the industry due to some serious short-termism on behalf of milk purchasers.

Whilst we accept that nothing can be done about the present fragilities of the UK milk market, there are
key areas where the current pain could be eased, with NVZ compliance being the main example. So far
assistance from Defra has not been forthcoming. We sincerely hope that the Government can recognise that
the UK dairy industry is currently on a knife-edge and that urgent action is needed to prevent the critical
mass from being lost from the industry.

Philip Dunn

August 2009

Memorandum submitted by the Farmers’ Union of Wales (DFoB 07)

Executive Summary

On 3 June 2009, Dairy Farmers of Britain took the decision to call in receivers, resulting in major financial
losses for one in every eight Welsh dairy producers, and threatening more than 450 Welsh jobs, with similar
repercussions for farmers and DFB employees in other regions of Great Britain. The average financial loss
for those FUW members who have contacted the FUW is £31,563, with individual losses lying in the range
£5,000–£110,000.

The receivership came as no surprise, and brought to an end months of speculation regarding the financial
stability of DFB, during which the Farmers’ Union of Wales (FUW) had held numerous meetings with
suppliers, DFB management, and legal advisors.

While the collapse, and subsequent receivers’ report,63 raises a number of pertinent questions about the
events that led to the collapse, it also raises wider questions regarding the governance structures and
regulation of producer owned cooperatives, and the contractual relationships that exist between producers
and processors in general.

Given that matters relating to DFB’s receivership are still developing, it would be inappropriate for the
FUW to comment on the precise events that led to the receivership of DFB. However, it is suggested that
the collapse raises wider concerns relating to the relationships between suppliers and processors, and that
these warrant significant action by government in order to ensure transparency and redress imbalances
within the dairy supply chain, particularly given governments’ promotion of more cooperation amongst
farmers.

The Impact of the Collapse of DFB on Dairy Farmers and the Industry

1. The impact of the collapse of DFB on dairy farmers and the dairy industry as a whole is many-fold,
but can be divided into a number of general categories:

(i) The impact of the financial problems faced by DFB prior to the collapse, and the collapse itself,
on the dairy industry as a whole, in terms of commodity prices and farmgate prices for non DFB

63 PriceWaterhouseCoopers: Receivers’ report to creditors, members and ex-members, 24 August 2009.
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members. In particular, while it is nigh impossible to quantify the impact of DFB’s financial
problems on GB commodity and farmgate prices, there is little doubt that these led to downward
pressure on the market as a whole (Figures 1 and 2).

(ii) The direct financial impact for DFB suppliers, both prior to and after the collapse of the
cooperative, resulting in reductions in investment on farms, severe cash-flow problems, and,
ultimately, the departure of some from the dairy industry. Such eVects will have been concentrated
within those geographic areas associated with DFB’s milk fields, and it is likely that these will have
had a knock on eVect on other businesses within those areas.

Figures made available by FUW members show that the collapse resulted in an average loss of
£31,563 for those DFB suppliers, comprising an average loss of £23,154 in terms of milk supplied
in May/early June, and a loss of £8,409 in terms of assets. The losses upon which these averages
are based lie in the range £5,000–£110,000.

(iii) A significant reduction in confidence regarding the viability of producer-owned cooperatives, at a
time when UK and devolved governments continue to encourage such cooperation.

(iv) The collapse had a particularly acute impact on smaller family farms, many of which found it
diYcult or, in some cases, impossible to find replacement milk buyers following the collapse, as
highlighted in the receivers’ report, published on 24 August 2009.64 It is also notable that the
collapse eVectively created a “buyers’ market”, allowing some companies to oVer new contracts at
reduced farmgate prices to businesses that had little choice but to accept such oVers.

Figure 1

COMPARISON OF GB FARMGATE MILK PRICES WITH THOSE OF DFB
BETWEEN AUGUST 2008 AND APRIL 2009
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64 PriceWaterhouseCoopers: Receivers’ report to creditors, members and ex-members, 24 August 2009.
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Figure 2

MILD CHEDDAR PRICES BETWEEN AUGUST 2008 AND JULY 2009
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The Governance and Accountability Structures of DFB

2. In the months running up to the collapse of DFB, the FUW was contacted by numerous DFB suppliers
who were concerned regarding the finances of the cooperative, including calls from Council and Regional
Council members, and numerous meetings were held with suppliers, DFB management, and legal advisors
in order to discuss these concerns.

3. Foremost amongst these was the concern that projections and assurances made by DFB oYcials
regarding the financial wellbeing of DFB were unfounded, and that a lack of transparency regarding such
matters was restricting the ability of DFB members to make balanced business decisions.

4. While it would not be appropriate for the FUW judge the validity of such claims, it must be
acknowledged that cooperatives, by their very nature, rely on the continued support of their members, and
maintaining the confidence of suppliers is therefore of utmost importance. However, where such confidence
is engendered, this should be done on genuine grounds.

5. The FUW therefore believes that the concerns of DFB members who believe that information
regarding the financial status of the cooperative may have been withheld should be addressed through the
release of all relevant correspondence and paperwork.

6. Notwithstanding such concerns, it should be noted that the contracts under which members supplied
DFB severely restricted the options available to those who suspected that the cooperative was in financial
jeopardy.

7. Thus, had substantial numbers of DFB members believed that the cooperative would enter
receivership, their business options would nevertheless have been extremely restricted, and in this context it
is worth drawing attention to the receiver’s statement that “Legal advice suggested we could have held
members to existing contracts and enforced the 12 month notice periods”.65

8. Thus, the events leading up to and following the collapse of DFB raises significant concerns regarding
the inflexibility of supply contracts with all processors, be they private companies or producer-owned
cooperatives.

9. While the principle concern with regard to inflexibility relates to the notice period, it should also be
noted that such contracts invariably limit a producer’s ability to supply other processors, thus preventing
businesses from spreading potential risks.

10. With regard to this issue, the FUW also acknowledges that the introduction of more flexible contracts
by any one processor ahead of similar moves by competitors may make it vulnerable to large migrations of
producers over short periods, thus weakening its position within the market place, and leaving it particularly
vulnerable to aggressive moves by companies wishing to expand their milk fields.

65 PriceWaterhouseCoopers: Receivers’ report to creditors, members and ex-members, 24 August 2009.
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11. The FUW therefore believes that there is a clear need for government to introduce regulations that
allow more flexibility for all producers.

12. Moreover, given the clear need for greater flexibility in terms of contracts, concerns amongst former
DFB suppliers regarding transparency, the failure of the Enterprise Act 2003 to account for cooperatives,
and concerns expressed by the OYce of Fair Trading and the Competition Commission regarding the supply
chain, the FUW believes there is a strong argument in favour of introducing regulations that redress the
imbalances that currently exist in the dairy supply chain.

Defra’s Response to the Collapse of DFB

13. Notwithstanding the above statement regarding the need for regulations that address concerns
regarding the dairy supply chain as a whole, as a Welsh farming union operating within a devolved region,
the FUW is not in a position to comment on the role played directly by DEFRA in relation to the collapse
of DFB.

14. However, regarding the parallel role played by the Welsh Assembly Government (WAG) following
the collapse, the Minister for Rural AVairs, Elin Jones, gave assurances on 4 June 2009 that moves would
be made by WAG to safeguard jobs in Llandyrnog and Bridgend, and protect the livelihood of producers
who supply aVected processing plants.

15. The FUW has attended a number of meetings with WAG and the receivers following the collapse of
DFB, during which a numerous possible courses of action have been discussed, in terms of supporting both
former DFB employees and suppliers.

16. Information, provided both during such meetings and in the receivers report1, suggests that potential
buyers did not regard the purchase of DFB’s Bridgend plant as a viable option. While the subsequent loss
of 279 jobs in Bridgend is a significant regret for the FUW, the union is unaware of any possible actions that
might have been taken by WAG to secure the sale of the plant.

17. Conversely, the purchase of DFB’s Llandyrnog plant by Milk Link, along with the transfer of DFB’s
Llandurnog suppliers, has significantly reduced the impact of DFB’s demise within Wales.

18. During meetings with WAG, the FUW discussed possible actions that might be taken to reduce the
impact of DFB’s collapse for members. These included Farming Connect66 contacting those DFB members
who had failed to find new processors in the weeks following the collapse, giving priority to DFB members
applying through Farming Connect for business development grants, and making advance Single Payments
to aVected members.

19. Given that all actions relating to Farming Connect have now been taken, and that Single Payments
amounting to 70% of their full value will be accessible to aVected businesses from 16 October 2009, the FUW
commends the actions taken by WAG following the collapse of DFB, and acknowledges that the courses of
action available to WAG were relatively limited.

20. It is also notable that WAG’s commitment to make such early payments should not aVect the payment
of around 90% of all Single Payments in early December 2009.

The Causes and Lessons to be Learned from the Collapse of DFB

21. Given that the Committee has already been provided with a copy of the receivers report,67 the FUW
does not intend to reiterate the numerous problems that led to the Directors of DFB inviting the
appointment of Receivers and Managers on 3 June 2009.

22. Moreover, the complexities of the issues surrounding the collapse, and ongoing considerations,
including forthcoming meetings between the receivers and members, anticipated reports, and legal
considerations, make any significant dissection by the FUW of the events that led to DFBs collapse
inappropriate at this time.

23. However, Committee will note the concerns expressed by some individuals, as referred to in
paragraph 3, and the subsequent comments made in paragraphs 6 to 12.

Farmers’ Union of Wales

August 2009

66 Farming Connect is a Welsh Assembly Government run service for farm businesses, funded through the Rural Development
Plan. The service provides business help and advice for farmers and their families, including the administration of farm
business development grants.

67 PriceWaterhouseCoopers: Receivers’ report to creditors, members and ex-members, 24 August 2009.
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Memorandum submitted by the Financial Services Authority (FSA) (DFoB 08)

A. Executive Summary

1. This memorandum is submitted to the Committee as part of its inquiry to examine the implications of
the collapse of the Dairy Farmers of Britain Ltd (DFB). The memorandum explains that:

— we have been the registering authority for Industrial and Provident Societies such as DFB under
the Industrial and Provident Societies Act 1965 (“the Act”) since 1 December 2001, when the
function was transferred to the FSA from the Registry of Friendly Societies;

— our main functions under the Act are twofold: to register societies which provides them with
corporate status; and to register their rules (and subsequent changes to those rules) and other
relevant documents;

— we have no duty to regulate these societies under the Act, nor do we monitor their compliance with
their rules. Ours is primarily a registration function; (consistent with this, we only have limited
powers of investigation under the Act);

— under the Act, power is vested in a society’s members, exercisable through a democratic structure;
the governance arrangements in place at DFB are typical of those adopted by agricultural co-
operatives;

— the Treasury has responsibility for the Act; drawing on our experience as registering authority, we
make recommendations to the Treasury for changes to the Act.

B. Industrial and Provident Societies: The FSA’s Role

2. We have been the registering authority for Industrial and Provident Societies since 1 December 2001,
when the function transferred to us from the Registry of Friendly Societies and that government department
ceased to exist. Our functions as registering authority include:

— satisfying ourselves that societies meet one of the conditions for registration set out in section 1(2)
of the Act ie it must be a “bona fide” co-operative society or community benefit society (see
Appendix A);

— entering the names of societies on our public register;

— registering societies’ rules (applications must be supported by a statutory declaration of the society
that its rules and the process followed in adopting them comply with the Act) and other documents
eg annual returns; and

— prosecuting oVences under the Act.

3. Our function as registering authority is similar to that which Companies House performs for
companies. However, our responsibilities are more extensive as we must take steps to satisfy ourselves that
a society meets one of the conditions for registration.

4. This registration function is separate and very diVerent from our role as regulator of the financial
services industry in the UK, under the Financial Services and Markets Act 2000.

5. There are currently 8,254 Industrial and Provident Societies registered under the Act. Since 2001, we
have registered 1,673 new societies. Within the same timeframe, 1,750 societies have deregistered.

6. We are not responsible under the Act for establishing that societies are prudently managed. This is
consistent with the 4th Principle on Autonomy and Independence in the Statement on the Co-operative
Identity Societies which states “Co-operatives are autonomous, self-help organisations controlled by their
members. If they enter into agreements with other organisations, including governments, or raise capital from
external sources, they do so on terms that ensure democratic control by their members and maintain their co-
operative autonomy”. As a result societies are owned and controlled by their members and have a democratic
structure of governance, so such a function would seem inconsistent with the spirit of the Act. We therefore
have no legal ground for inquiring into the collapse of societies such as DFB.

7. Our routine activity as the registering authority is funded by an annual fee levied on all societies. The
registration of a new society costs between £40 and £950 depending on whether a society drafts its own rules,
or buys in a model rule book from a trade body. Where model rules are used, the fee depends on the number
of changes made by the society to the model. An annual fee is payable by registered societies. The amount
payable depends on the society’s total assets and ranges from £55 to £425. This fee covers the cost of filing
the annual return and any other documents which may be submitted during a year, such as rule amendments
and the recording of charges. In addition, the costs of other actions under the Act such as an investigation
may be recovered from an individual society, or how we may direct.

8. Registration under the Act provides a society with corporate status. This enables the society to sue and
be sued in its name and provides members with limited liability for its debts.

9. When we register a society, we issue it with a formal acknowledgement of its registration, which the
Act provides is conclusive evidence that the society is duly registered. However, the existence of that
acknowledgement is not evidence that a society is operating in line with the Act, or that its rules are in
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accordance with the law and are fair and fit for purpose. These are matters for the members to agree on,
taking legal advice as appropriate. The Act does not give us the power to monitor societies’ compliance with
the Act and their own rules.

10. We do not have a role in the interpreting rules submitted to us for registration. That is a matter for
the Court. However, the process of registration allows us to satisfy ourselves that the proposed rules have
been adopted in accordance with the procedures set out in the Act and that they do not compromise the
society’s registration either as a co-operative or a community benefit society.

11. The Act provides us with limited powers of investigation, exercisable only in certain circumstances.
Section 48 allows us to require the production of books and accounts where, among other things, it appears
that a society may no longer be satisfying the condition of its registration. The examination of the books and
accounts would be confined to providing the evidence we need to form an opinion on a society’s continued
qualification for registration. Such an investigation would be a necessary part of our consideration of the
action which we should take in such cases and is normally driven by allegations received from members and
other stakeholders. Where we consider these allegations are more properly for the police, we make a report.
If they are matters for some other authority, we pass on the information if a legal power to do so exists.

12. Ten members of at least 12 months’ standing may petition us to appoint an accountant or actuary to
inspect the society’s books and prepare a report under section 47 of the Act, but a substantial deposit might
be required and the full cost might ultimately be borne by the members, or paid out of any remaining funds.
We have not received a request for the appointment of an accountant or actuary to inspect the books of
the DFB.

13. In the case of a society with more than 1,000 members,68 if more than 100 members apply to the FSA,
we may appoint an inspector to examine into and report on the aVairs of the society or to call a special
meeting under section 49 of the Act. However, security for costs might be required. We have not received a
request for the appointment of an inspector to examine the aVairs of the DFB or for a special meeting.

14. We do not routinely inspect societies. The day-to-day management of a society is a matter for its
members through the democratic structure which lies at the heart of societies registered under the Act. The
powers of investigation which we hold are available for use only where the criteria specified in the Act are
met.

15. The directors of DFB appointed the receiver on 3 June. Section 43 of the Act sets out the receiver’s
duties to the FSA. The receiver must notify us of their appointment within one month of his appointment,
submit a six-monthly return showing their receipts and repayments; and within one month after they cease
to act as receiver, they must submit a return showing their receipts and payments during the final period
ending with any distribution and the total amount of their receipts and payments since their appointment.

C. Governance Models for Co-operatives

16. Co-operatives may be formed using one of a number of diVerent corporate vehicles. The Act provides
for the registration of two types of Industrial and Provident Society—“bona fide” co-operative societies and
community benefit societies. The DFB is a bona fide co-operative society. The Act does not provide a
definition of the term bona fide co-operative society. So in exercising judgement about whether an applicant
society qualifies for registration, we take into account the provisions of the Statement on the Co-operative
Identity (see Appendix B), which is published by the International Co-operative Alliance and current
developments in co-operative thinking, both in the UK and overseas. We also take account of the traditional
forms of governance in particular industries.

17. Unlike some other co-operatives where the “one member, one vote” form of democracy applies, most
agricultural co-operatives have agreed with their members a form of democracy which is linked to the extent
of an individual member’s participation in the business. Those members who place most business with the
co-operative, and so are more exposed to risk, therefore have more votes. This form of governance is a
common feature of agricultural co-operatives throughout the world.

D. The Registration of Dairy Farmers of Britain

18. DFB was registered in 1999 by the Registry of Friendly Societies as a bona fide co-operative. Our role
as registering authority for the DFB is the same as it is for all societies registered under the Act ie to maintain
the society’s name on the register until such time as it ceases to exist; and to register and record documents
such as rule changes.

19. The form of democracy chosen by the members of the DFB is “representative democracy”. Under this
arrangement individual farmer members elect one of their number to represent their district on a Members’
Council which in turn elects some of its number to serve on the Board of Directors, with other directors
being independent professional persons. Governance structures of this kind are common in the co-operative
movement.

68 In the case of a society of 1,000 or fewer members, the relevant number of members is one-tenth of the membership.
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E. Areas for Improvement

20. The Treasury is responsible for the Industrial and Provident Societies Act and legislation made under
it. The FSA, as registering authority, makes proposals to the Treasury for changes to Industrial and
Provident Society law where we consider that these would assist it in the conduct of its function. Among
these have been proposals for increased powers of investigation; and the application of the Company
Directors Disqualification Act 1986 (CDDA) to registered societies. We have found that our existing powers
do not give us the authority to investigate where we consider an investigation might assist, for example, in
the prevention of fraud, or where we have suspicions that a society may be formed by a particular group of
individuals only because the CDDA does not apply. These proposals feature in measures currently before
Parliament in the Co-operative and Community Benefit Societies and Credit Unions Bill.

21. On the basis of the facts as we currently understand them, we do not consider that the collapse of
DFB could have been prevented by any proportionate, additional powers being conferred on the FSA under
the Act.

Financial Services Authority

September 2009

Appendix A

Extract from the Industrial and Provident Societies Act 1965

Societies which may be registered

1 (1) … … … a society for carrying on any industry, business or trade (including dealings of any
description with land), whether wholesale or retail, may be registered under this Act if—

(a) it is shown to the satisfaction of the Authority that one of the conditions specified in subsection
(2) of this section is fulfilled; and

(b) the society’s rules contain provision in respect of the matters mentioned in Schedule 1 to this
Act; and

(c) the place which under those rules is to be the society’s registered oYce is situated in Great Britain
or the Channel Islands.

(2) The conditions referred to in subsection (1)(a) of this section are—

(a) that the society is a bona fide co-operative society; or

(b) that, in view of the fact that the business of the society is being, or is intended to be, conducted for
the benefit of the community, there are special reasons why the society should be registered under
this Act rather than as a company under the Companies Act 1985.

Appendix B

Statement on the Co-operative Identity

Definition

A co-operative is an autonomous association of persons united voluntarily to meet their common
economic, social, and cultural needs and aspirations through a jointly-owned and democratically-controlled
enterprise.

Values

Co-operatives are based on the values of self-help, self-responsibility, democracy, equality, equity and
solidarity. In the tradition of their founders, co-operative members believe in the ethical values of honesty,
openness, social responsibility and caring for others.

Principles

The co-operative principles are guidelines by which co-operatives put their values into practice.

1st Principle: Voluntary and Open Membership

Co-operatives are voluntary organisations, open to all persons able to use their services and willing to
accept the responsibilities of membership, without gender, social, racial, political or religious discrimination.

2nd Principle: Democratic Member Control

Co-operatives are democratic organisations controlled by their members, who actively participate in
setting their policies and making decisions. Men and women serving as elected representatives are
accountable to the membership. In primary co-operatives members have equal voting rights (one member,
one vote) and co-operatives at other levels are also organised in a democratic manner.
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3rd Principle: Member Economic Participation

Members contribute equitably to, and democratically control, the capital of their co-operative. At least
part of that capital is usually the common property of the co-operative. Members usually receive limited
compensation, if any, on capital subscribed as a condition of membership. Members allocate surpluses for
any or all of the following purposes: developing their co-operative, possibly by setting up reserves, part of
which at least would be indivisible; benefiting members in proportion to their transactions with the co-
operative; and supporting other activities approved by the membership.

4th Principle: Autonomy and Independence

Co-operatives are autonomous, self-help organisations controlled by their members. If they enter into
agreements with other organisations, including governments, or raise capital from external sources, they do
so on terms that ensure democratic control by their members and maintain their co-operative autonomy.

5th Principle: Education, Training and Information

Co-operatives provide education and training for their members, elected representatives, managers, and
employees so they can contribute eVectively to the development of their co-operatives. They inform the
general public—particularly young people and opinion leaders—about the nature and benefits of co-
operation.

6th Principle: Co-operation among Co-operatives

Co-operatives serve their members most eVectively and strengthen the co-operative movement by
working together through local, national, regional and international structures.

7th Principle: Concern for Community

Co-operatives work for the sustainable development of their communities through policies approved by
their members.

Supplementary memorandum submitted by the Financial Services Authority (FSA) (DFoB 08a)

1. This memorandum is submitted by the Financial Services Authority in response to the Committee’s
follow-up questions. It supplements the information in our memorandum dated 1 September.

Does the FSA think that there is a need for a regulatory authority for Industrial and Provident Societies?

2. We believe that the current legislation adopts a proportionate and risk-based approach to the oversight
of the co-operative movement. Conferring regulatory powers over Industrial and Provident societies on a
new, or existing, regulatory authority could undermine control of these societies by their members and
prejudice the co-operative principles of autonomy and independence. The current approach is consistent
with the ethos and achieves protection for members without imposing a disproportionate burden on their
business.

3. The business activities of societies registered under the Industrial and Provident Societies Act 1965 (the
1965 Act) are many and varied. They include certain businesses which are already regulated in their own
right: for example, the Tenant Services Authority regulates the provision of social housing by housing
associations registered under the 1965 Act; and co-operative insurance societies are regulated by us under
the Financial Services and Markets Act 2000 for the provision of their insurance business.

4. Registration as an Industrial and Provident society provides a co-operative with a corporate vehicle.
Some co-operatives choose an alternative vehicle such as companies, including community interest
companies, or limited liability partnerships. We have no responsibilities for co-operatives registered using
those alternative vehicles. Precise numbers are not known, but information received from formation agents
suggests that about 25% of new co-operatives chose these alternative corporate forms.

5. Registered societies have obligations under the 1965 Act, both to us and to their members. These
include holding meetings and publishing accounts and submitting them to us. Our duties and powers under
the 1965 Act are intended to protect the interests of the membership of registered societies. These include
an FSA duty to make documents available for public inspection and a power to suspend or cancel a society’s
registration if, in our opinion, it ceases to operate as a co-operative.

6. In addition to the powers conferred on us by the 1965 Act, we are working with the co-operative
movement and other stakeholders to develop a series of Codes of Practice which will give transparency, both
to our decision-making and to our expectation of how societies will uphold the co-operative ethos. The 1965
Act does not include a definition of a “co-operative” and the absence of a statutory definition enables us to
keep our interpretation of the characteristics of “a co-operative” and “co-operative behaviour” under
continual review. The Codes of Practice represent our guidance to co-operatives on the standards that we
expect as a condition of continued registration under the 1965 Act.
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Does the FSA believe that there are any lessons to be learned from the collapse of DFB, in terms of the legislative
framework for Industrial and Provident Societies?

7. Although we have no statutory obligation to investigate the causes of DFB’s collapse, we are members
of a working group established to identify the weaknesses in the co-operative model that have come to light
since the collapse of DFB. The group comprises representatives of English Farming and Food Partnerships,
the Scottish Agricultural Organisation Society, the Plunkett Foundation and Co-operatives UK, as well as
the FSA. The Department for Environment, Food and Rural AVairs has also been invited to participate.
The Group is looking at matters that have already emerged such as the skills and training appropriate for
board membership, governance issues and the provision to members of regular trading statements and other
information which is essential for them to understand the health of their business. We plan to publish
standards in a Code of Practice by the end of September 2010.

8. We have no role in the practical aspects of handling insolvent societies, but we understand that in the
case of DFB, the absence of an administration provision made the work of the receiver more diYcult. Under
the current legislation, an Industrial and Provident society in financial diYculty is usually either wound up
or its engagements transferred to another society. However, section 255 of the Enterprise Act 2002 gives the
Treasury, with the agreement of the Secretary of State, an order-making power to apply the law about
company arrangements or administration to non-companies including Industrial and Provident societies.
There has been some opposition from societies to this measure, as some saw it as a way in which to force
demutualisation. However, we understand that the Treasury intends to publish a consultation document on
implementing this power for Industrial and Provident societies in the New Year. We welcome this move.

9. We consider that the current legislation, when taken together with the Government’s legislative
proposals for the administration and investigation of societies (referred to below), adopts a proportionate
and risk-based approach to the oversight of the co-operative status of registered societies and leaves control
properly in the hands of the members. Member empowerment and determination are fundamental to the
co-operative ethos; and requirements, beyond what is necessary to confer on members an appropriate level
of democratic control, carry with them the risk of prejudicing the co-operative identity.

Please could the FSA supply more information about the increased powers of investigation it would like to be
given in relation to Industrial and Provident Societies? (para 20 of the original written evidence)

10. The 1965 Act provides us with limited powers of investigation, exercisable only in certain
circumstances. Our current powers of investigation under s48 of the 1965 Act are limited to a power to
require a society to produce books and provide information where it appears that a society may no longer
be satisfying the condition of its registration, eg that the society is no longer a bona fide co-operative. While
this limitation on our power to require the provision of information under s48 has not been an issue for us
generally, there have been occasions where we suspect societies have been set up to conduct an illegal activity
and a further power of investigation would be desirable. Relying on the power of members to direct their
society in such circumstances is clearly not in the public interest.

11. The limited additional power of investigation we have sought is an expansion of the grounds on which
we may investigate a society. This is intended to help us investigate societies where we cannot rely on member
engagement, such as where there is suspected criminal activity. These powers were the subject of clause 4 (see
Appendix) of the Co-operative and Community Benefit Societies Bill. This Bill ran out of time in the House
of Lords, but has been reintroduced in the new Parliamentary session. The clause provides inter alia that
the Treasury may by regulations make provisions corresponding to the provisions in Parts 14 and 15 of the
Companies Act 1985 (investigations). We would welcome this addition to our powers.

FSA

November 2009

APPENDIX

CLAUSE 4 OF THE CO-OPERATIVE AND COMMUNITY BENEFIT SOCIETIES BILL

4 Power to apply certain other provisions relating to companies

(1) The Treasury may by regulations—

(a) make provision applying to societies registered under the Industrial and Provident Societies
Act 1965 (c. 12) any provision mentioned in subsection (2), or

(b) make provision for such societies corresponding to any such provision, in either case, with such
modifications as appear to the Treasury to be appropriate.

(2) The provisions are—

(a) Parts 14 and 15 of the Companies Act 1965 (c. 6) (investigations);

(b) Part 5 of the Companies Act 2006 (c. 46) (company names);

(c) Part 31 of that Act (dissoluation and restoration to the register).
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(3) Regulations made by virtue of subsection (2)(a) may amend or repeal the following provisions—

(a) section 47 of the Industrial and Provident Societies Act 1965 (inspection of books by order of
Authority);

(b) section 48 of that Act (production of documents and provision of information);

(c) section 49 of that Act (appointment of inspectors and calling of special meeting), so far as
relating to the appointment of inspectors.

(4) Regulations made by virtue of subsection (2)(b) may amend or repeal section 5 of the Industrial
and Provident Societies Act 1965 (c. 12) (name of society).

(5) Regulations made by virtue of subsection (2)(c) may amend or repeal the following provisions of
the Industrial and Provident Societies Act 1965—

(a) section 16(1)(a)(iii) (cancellation of registration society having ceased to exist);

(b) section 59 (restriction on dissolution or cancellation of registration).

(6) Subsections (3) to (5) above are not to be read as restricting the power conferred by section 6 of
this Act (general power to make consequential amendments).

(7) Regulation under this section may—

(a) confer power to make orders, regulations and other subordinate legislation;

(b) create criminal oVence;

(c) provide for the charging of fees (but not any charge in the nature of taxation).

Memorandum submitted by Dairy UK (DFoB 09)

Executive Summary

— The rationalisation of Dairy Farmers of Britain (DFB) took place during a general industry
downturn that has aVected the global dairy industry and not just the UK.

— The demise of DFB is part of the continuing process of industry rationalisation that benefits the
supply chain and consumers.

— The inability of DFB to compete was specific to the shortcomings of its business model:

— Paying a below average milk price resulting in the loss of membership

— The ineYciency of its liquid processing assets making it unable to compete against more
modern better invested plants

— The decline in its customer base and the loss of key customers

The collapse of DFB does not therefore reflect the overall state of the UK dairy industry.

— DFB farmers were rapidly recruited by the rest of the dairy industry which demonstrates the strong
demand for milk produced in Great Britain.

— All DFB farmers have suVered short term losses and the financial repercussions for many will be
serious. However it is probable that the majority of the milk from ex-DFB farmers will now go to
higher returning markets in the long run.

— The global outlook for the balance of supply and demand means that future prospects for the
industry are strongly positive.

Introduction

1. Dairy UK is the trade association of the UK dairy industry. Dairy UK represents the interests of dairy
farmers, producer co-operatives, manufacturers of dairy products, and processors and distributors of liquid
milk throughout the United Kingdom.

2. Between them Dairy UK’s members collect and process about 85% of UK milk production.

3. In respect of the questions set out in the terms of reference for the inquiry the focus of this submission
will be on;

(a) the impact of the collapse of DFB on dairy farmers and the industry;

(b) the causes and lessons to be learnt from the collapse of DFB.
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Other Questions

Governance and Accountability Structures of DFB

4. Dairy UK cannot comment in detail on the governance structure of DFB. We can note that it was
unusual in that it did not have executives on its main Board. However DFB would have been subject to high
levels of scrutiny by both its auditors and its banks.

Defra’s Response to the Collapse of DFB

5. Defra’s response was constrained by Government policy and EU state aid regulations against
interference in the operation of the market place. Fortunately industry circumstances were such that the
market was able to absorb the collapse of DFB with minimum disruption.

Constraints on Dairy UK’s response

6. Dairy UK’s response is constrained by the fact that as an industry trade association operating in
compliance with competition law we are not privy to the business decisions taken by our members and we
do not keep information on their operating performance. Dairy UK also cannot speak with authority on
behalf of any individual business on any of their commercial decisions. We can however describe the
industry’s operating environment, communicate our understanding of the consensus opinion on certain
points of interest and provide an overview of the industry’s prospects.

The Impact of the Collapse of DFB on Dairy Farmers and the Industry

Impact on DFB farmers

7. Of the 1,813 farmers supplying DFB at the time of the receivership a total of 1,765 were able to find
new buyers within four weeks. Only 48 decided to retire from the industry. The rapidity with which farmers
were signed up demonstrates a strong inherent demand for milk produced in Great Britain.

8. DFB farmers lost income from milk produced in May and for several days in June for which they did
not receive payment from DFB. They also lost their capital investment in the co-op.

9. DFB farmers have signed up under a variety of terms with new buyers. The majority of DFB farmers,
now and in the future, will be receiving a higher milk price than they would have from DFB because of the
relatively low price paid by DFB and the reallocation of their milk into higher returning markets.

10. A portion of DFB farmers have signed up under contracts directly linked to returns from commodity
markets as their milk is being used for the manufacture of butter and skimmed milk powder. The utilisation
of this milk reflects the relatively depressed state of the cheese market which has resulted in a decline in UK
cheese production and the redirection of milk to commodity production.

11. This has meant the establishment of a volume of milk that could be switched into higher returning
markets. This could create some additional pressure for farmgate prices to follow trends in commodity
markets. However there are some nascent signs of a recovery in commodity prices.

12. A further realignment of ex-DFB farmers between buyers and contract types can be expected over
the medium term. This will take place within the context of the industry evolution towards arrangements
whereby milk is assigned in long term contractual arrangements to;

(a) vertically integrated co-operative processors

(b) individual processors, plants, products and customers

13. This process will see the pool of “unassigned” milk created by the collapse of DFB gradually mopped
up into longer term commitments within specific supply chains which will reduce the impact of commodity
markets on milk pricing.

14. Overall the dissolution of DFB has been rapidly absorbed by the industry and any depressive impact
on the raw milk market should be relatively short-lived.

Impact on Processing Operations

15. DFB’s processing sites at Bridgend, Blaydon and Lincoln were closed which took surplus processing
capacity out of the liquid milk sector. These closures had no impact on the supply of dairy products to
consumers as capacity was available elsewhere in the industry.

16. The Lubborn Cheese factory was sold to Lactalis and the Llandyrnog cheese factory sold to Milk
Link. A number of depots were also successfully sold.

Long term impact

17. The economic life of the dairy industry is principally governed by the market place. Market
competition drives improvements in eYciency and the quality of product oVering to the consumer. The
process of improvement includes rationalisation of plants and operators and regretfully the collapse of DFB
represented part of this process.
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18. It is important to stress and acknowledge that the failure of DFB has impacted on every member who
had invested in this business. The financial repercussions for many are serious, and there is understandable
anger amongst those who have been aVected. However, we are optimistic that for DFB farmers, the industry
and consumers, the future might be more positive:

(a) DFB farmers should benefit from higher farm gate prices from selling their milk to more eYcient
processors selling products into higher returning markets.

(b) The industry will benefit from the consolidation of the processing sector into stronger companies
that are better able to compete in the market place through:

(i) superior processing eYciency

(ii) greater resources for the development and marketing of new products

(c) The consumer should benefit through a more cost eYcient domestic dairy sector providing an
improving product oVering.

The Causes and Lessons to be Learned from the collapse of DFB

Market Context

General commercial environment

19. The collapse of DFB took place during a cyclical downturn which has aVected the dairy industry
globally. Farmgate prices around the world have followed a downturn in commodity markets.

Graph 1
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20. The underlying reason for the downturn is that raw milk prices are driven by returns from commodity
markets, such as bulk butter and skimmed milk powder. This is because raw milk has a multiplicity of
diVerent uses. Consequently the price paid by processors for raw milk for use in the production of any type
of dairy product has to be competitive with the raw milk that can be redirected away from the manufacture
of commodity products.

21. The downturn was caused by a global imbalance between supply and demand. Global supply was
aVected by the increase in milk production encouraged by the surge in prices in 2007 and 2008. Global
demand was aVected by the onset of the recession.

22. Dairy markets should recover with growth in milk production around the world slowing down and
demand recovering as economies come out of recession.

23. The eVect of the downturn on the UK industry has been partially oVset by the recent devaluation of
sterling. This has reduced the impact on market prices of imports into the UK market.
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24. The pressure on average milk prices has also been oVset by the strength of returns from markets
returning a premium such as liquid milk supplied under integrated supply chain arrangements operated by
major retailers.

UK Market Trends

25. The UK dairy industry is fundamentally market led. The market is increasingly global in its drivers
and extent and as a result processing is a fiercely competitive business.

26. As the majority of the products demanded by British consumers are staple products such as liquid
milk and cheddar, then the imperative on processors supplying these markets is to achieve cost eYciency to
maintain price competitiveness. This requires size of operation to achieve economies of scale. Small
operators can prosper if they find niche or premium markets.

27. Other recent significant trends in the UK market have been:

(a) A shift by major retailers towards integrated supply chains for liquid milk.

(b) The emergence of new entrants in the middle ground liquid milk market

(c) A shift towards higher quality cheese with demonstrable provenance

(d) Greater availability of imported cheddar cheese

(e) The move by major retailers towards a greater emphasis on British sourcing

28. The pressure of the overall UK market environment and trends within it created particular challenges
for DFB’s business model.

Specific Causes of DFB’s Collapse

29. As stated above Dairy UK was not privy to the business decisions taken by DFB and we can only
communicate our understanding of the consensus view of the reasons behind the failure of DFB.

30. DFB started as a milk brokering co-op which then invested in processing capacity. The liquid milk
plants purchased were relatively old and small in scale compared to the capacity operated by its main
competitors.

Table 1

ESTIMATED PROCESSING CAPACITY OF DFB LIQUID MILK PLANTS:
MILLION LITRES PER YEAR

Blaydon 200
Bridgend 200
Lincoln 100

32. This compares with some of the newer liquid milk processing plants in the industry which process
500 million litres per annum.

33. DFB’s investments meant that it was primarily selling into the commodity cheddar cheese market and
the middle ground liquid milk market. Historically these have been lower returning markets.

34. DFB did invest in its Llandyrnog and Lubborn cheese making creameries but was unable to invest
significantly in its liquid milk business, which was No.4 in a highly competitive marketplace, and which
supplied only one major retailer. DFB was unable to finance the required restructuring of its liquid milk
business because it was handicapped by:

(a) Paying a below average milk price resulting in the loss of membership

(b) The ineYciency of its liquid processing assets making it unable to compete against more modern
better invested plants

(c) The decline in its customer base and the loss of key customers

35. The cumulative impact of these pressures ultimately led to the failure of the business.
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36. Nothing in the failure of DFB can be attributed specifically to its legal form as a co-op. The failure
was largely its inability to compete as a processor and consequently it is in no way indicative of the condition
of remaining industry operators.

Long Term Industry Prospects

37. The UK dairy industry possesses all the ingredients necessary for a successful future.

Demand

38. UK demand for dairy products is stable or growing. This creates a solid foundation for the
domestic industry.

Table 2

ANNUAL PERCENTAGE CHANGE IN UK CONSUMPTION

Liquid milk !0.8%
Yogurts !0.4 %
Cheese !2.0%
Source: DairyCo Datum

39. There is also growing interest by British consumers in the provenance of foods. The industry would
be better placed to meet this opportunity if there was a requirement for accurate and transparent country
of origin labelling.

40. The FSA is seeking to alter consumption patterns for dairy products by its campaigns on saturated
fat, salt and the ban on advertising to children. The dairy industry has made good progress on the
development of new “lighter” alternatives eg liquid milks, yogurts and cheeses, and is working with the FSA
through the Dairy Partnership to examine how this can be further encouraged. Dairy UK believes it is
important that the FSA’s future policy reflects the demonstrable nutritional benefits of dairy as part of a
balanced diet.

41. Long term global demand is rising. This will help the industry to cope with the impact of further CAP
reform, trade liberalisation and de-regulation by providing a benign price environment and opportunities
for export.

Table 3

OECD/FAO DEMAND FORECASTS FOR DAIRY PRODUCTS:

% CHANGE FROM 2009 TO 2018

OECD !12.8
Non-OECD !26.9
Europe !10.0
America !20.2
China !25.0
India !44.6
Source: OECD-FAO Agricultural Outlook

Volatility

42. The CAP reform process will result in EU dairy markets being more volatile in future. Supply will no
longer be constrained by quotas and the EU will also be more exposed to variations in the world market as
the use of export refunds is scaled back. Because of the relative demand inelasticity of staple agricultural
products the dairy industry will be faced with the challenge of operating in a more volatile price environment
in the future.

43. The retention of an eVective intervention purchasing system will greatly assist in the reduction of price
volatility. In respect of the industry’s response, shifting production towards value added markets and
developing supply chain relationships are the most eVective methods for mitigating the eVect of price
volatility. These strategies are being energetically pursued by the industry.
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Milk Production

44. UK milk producers are eYcient compared to their European counterparts.

Table 4

AVERAGE DAIRY HERD SIZE

EU 9
EU 15 42
EU 10 5
UK 137
Source: Eurostatnt

45. The UK’s average comparative cost of production is also better than most of our EU competitors.
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Production costs have increased significantly since 2007 but this has aVected all dairy farmers across
the EU.

46. There has been a reluctance to invest by dairy farmers because of:

(a) Volatile milk prices

(b) Regulatory burdens

(c) The Government’s failure to address TB

(d) Lack of confidence

However there are some signs of a stabilisation in UK milk production.

47. The rate of industry exit is also falling. Latest figures from the Animal Health OYce show that the
number of dairy producers in England and Wales fell by 3.8% from July 2008, to 11,709 in July 2009. Over
the past six years the average annual fall has been 6.4%, which suggests that the rate of decline in dairy
farmer numbers is slowing.
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Processors

48. UK processors are eYcient and well invested;

Table 5

CAPITAL EXPENDITURE BY FIVE LARGEST UK DAIRIES: £M

Financial year ending:
2005 121.6
2006 104.5
2007 119.1
2008 139.2
2009 131.2

Source: Dairy UK

49. Processors are also investing heavily in marketing.

Table 6

TOTAL EXPENDITURE ON THE MARKETING OF DAIRY PRODUCTS IN THE UK

1997–98 £84.7m
2006–07 £117.6m
2007–08 £124.2m

Source: A C Nielsen

50. The UK industry is also enjoying success in shifting its product portfolio to include more value
added items.

Table 7

PERCENTAGE SHARE OF SALES OF BRANDED PRODUCTS IN
UK DOMESTIC PRODUCTION

2003 2005 2008
Liquid milk na 4.9 9.7
Cheese 26.2 29.3 38.2

Source: Diverse

51. The industry also enjoys strong partnerships with retailers for both the liquid and cheese markets.

Table 8

SUMMARY OF INTEGRATED SUPPLY CHAIN RELATIONSHIPS FOR LIQUID MARKET

Retailer No. of farmers Pricing system

Marks & Spencer 50 Formula taking account of costs and market returns
Waitrose 80 Negotiation taking account of capital investment

requirements
Sainsburys 330 Premium over processor standard price
Asda 500 Premium over processor standard price
Tesco 800 Formula taking account of costs and market returns
Morrisons — Premium over processor standard prices shared over

processor’s total non-aligned supply pool

Source: Diverse

Environment

52. Society’s expectations of the industry are growing, particularly in respect of environmental
performance. The industry is addressing these demands, primarily through the Milk Road Map, which sets
out challenging targets for improving its performance over the short, medium and long term. A report on
progress against these targets has been published and is appended to this submission as annex I.

Conclusion

53. The UK dairy industry has the potential to be a first class national asset that has a strong positive
future. Industry rationalisation can be painful and occasionally abrupt, but it is part of the process by which
the industry becomes more eYcient and competitive, to the long term benefit of suppliers, producers,
processors, customers and consumers.
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54. There are challenges, but first and foremost the industry needs confidence and partnership with
government. We therefore hope this inquiry can make a constructive and positive contribution to the
industry’s development.

Dairy UK

September 2009

Memorandum submitted by Ernst & Young (DFoB 11)

1. Introduction

1.1. We welcome the opportunity to respond to the Committee’s inquiry into Dairy Farmers of Britain
Limited (DFB). Ernst & Young LLP were appointed as auditors to DFB in 2002.

1.2. We issued an audit opinion on the consolidated financial statements of DFB for the year ended
31 March 2008 (“the 2008 accounts”) on 31 July 2008.

1.3. No audit opinion has been issued in respect of the consolidated financial statements of DFB for the
year ended 31 March 2009 (“the 2009 accounts”) due to the incomplete status of the 2009 audit. DFB did
not issue an interim report for the six months ended 30 September 2008 (“the 2008 interim accounts”) and,
therefore, we were not engaged to perform any procedures on the 2008 interim accounts. See Section 5 for
more details.

2. Executive Summary

2.1. The 2008 audit was performed in accordance with International Standard on Auditing (UK and
Ireland) 570 Going Concern (“ISA 570”). ISA 570 sets out the respective responsibilities of management
and auditors in reaching a conclusion as to whether an entity is a going concern.

2.2. It is the responsibility of the directors of an entity to evaluate whether it is appropriate to prepare the
accounts on the going concern basis, which involves considering the period extending at least twelve months
from the date on which the accounts are signed.

2.3. It is the responsibility of the auditors to evaluate this assessment and consider the audit findings in
the context of the audit opinion.

2.4. When planning the 2008 audit we were aware, through our regular meetings with management, that
DFB were due to renew their bank facilities during 2008 and that the group was loss-making. Our audit plan
for the 2008 audit, which we issued to the DFB Audit Committee in March 2008, included going concern
as a key area of focus as a result and set out the additional procedures we would perform.

2.5. The group’s forecasts for the three years ending 31 March 2010, which was the basis on which bank
financing had been provided, had assumed losses in the year ended 31 March 2008 as the group sought to
complete a planned restructuring of the business. The actual losses for the year ended 31 March 2008 were
broadly in line with those that had been forecast. Our meetings with management had also indicated
confidence that the bank facilities would be renewed prior to the signing of the 2008 accounts, which proved
to be the case.

2.6. The three year forecast assumed that DFB would break even in the year ended 31 March 2009 and
then return to profitability in the year ending 31 March 2010.

2.7. The directors of DFB concluded that the group was a going concern when the 2008 accounts were
signed on 31 July 2008. The Directors’ Report in the 2008 accounts states that “after making enquiries, the
directors have reasonable expectation that the Group has adequate resources to continue in operational
existence for the foreseeable future. For this reason, they have adopted the going concern basis in preparing
the financial statements.”

2.8. As a result of the audit procedures performed and the related audit findings, we were satisfied that
management’s evaluation was appropriate. Therefore, the audit opinion issued on the 2008 accounts was
unqualified and did not include an emphasis of matter or disclaimer in respect of going concern.

3. Background to the 2008 Audit of Dairy Farmers of Britain Limited

3.1. DFB is a society registered under the Industrial and Provident Societies Act 1965. The 2008 accounts
were prepared in accordance with the Industrial and Provident Societies Acts 1965 to 2002 and the Industrial
and Provident Societies (Group Accounts) Regulations 1969. These Acts do not specifically address
responsibilities of either directors or auditors as regards going concern.

3.2. Although not required to comply with the more prescriptive Companies Act 1985 or the FSA Listing
Rules, the Board of DFB sought to adopt practices that were more akin to those of a listed entity wherever
practical.
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3.3. For example, the 2008 accounts includes a Corporate Governance statement which states that while
“compliance with the Combined Code (the “Code”) is not mandatory for an Industrial and Provident
Society, the Group believes it is appropriate to comply wherever practical to do so in order to maintain the
high standards the Group aims to achieve.”

3.4. In following this approach DFB also established an Audit Committee to whom we reported and
which in turn reported to the Board of Directors. The Board of Directors consisted entirely of non-executive
directors to whom the executive management team also reported.

3.5. Our communications to the Audit Committee included setting out our planned approach to the audit
and our results and observations in formal reports issued at the planning and completion stages of the audit
respectively. For the 2008 audit we formally met with the Audit Committee on four occasions. In addition,
we met formally and informally with management throughout the audit cycle.

3.6. DFB also voluntarily adopted International Financial Reporting Standards (“IFRS”) for the first
time in the 2008 accounts, resulting in a restatement of the 2007 comparatives and the inclusion of additional
disclosures required by IFRS 1 “First-time Adoption of International Financial Reporting Standards”. As
the 2008 accounts state, as an Industrial and Provident Society this was not required and was instead a
“voluntary adoption to follow “plc” standards”.

3.7. By following “plc” standards wherever practical, including referring to the Combined Code and
adopting IFRS, this resulted in greater disclosures in the 2008 accounts than would otherwise be required
by an Industrial and Provident Society. For example, DFB included within the 2008 accounts a Business
Review, a Statement of Corporate Governance and a Remuneration Report. In addition, though not
required as an Industrial and Provident Society, the 2008 accounts also set out a statement as to the
Directors’ Responsibilities which states that the directors are “required to prepare the financial statements
on a going concern basis, unless it is inappropriate to presume that the Group will continue in business”.

3.8. As a result of voluntarily choosing to adopt IFRS in the 2008 accounts, DFB were required to comply
with International Accounting Standard IAS 1 “Presentation of Financial Statements”. This requires that
management make an assessment of an enterprise’s ability to continue as a going concern. In assessing
whether the going concern assumption is appropriate, IAS 1 paragraph 24 requires that “management takes
into account all available information about the future, which is at least, but is not limited to, twelve months
from the balance sheet date” and that “financial statements shall be prepared on a going concern basis unless
management either intends to liquidate the entity or to cease trading, or has no realistic alternative but to
do so.”

3.9. ISA 570 paragraph 3 states that under the going concern assumption, “an entity is ordinarily viewed
as continuing in business for the foreseeable future with neither the intention nor the necessity of liquidation,
ceasing trading or seeking protection from creditors pursuant to laws or regulations.”

3.10. IAS 570 paragraph 9 states that the auditor’s responsibility is “to consider the appropriateness of
management’s use of the going concern assumption in the preparation of the financial statements, and
consider whether there are material uncertainties about the entity’s ability to continue as a going concern
that need to be disclosed in the financial statements” The auditor also “considers whether there are adequate
disclosures regarding the going concern basis in the financial statements in order that they give a true and
fair view. The auditor’s procedures necessarily involve a consideration of the entity’s ability to continue in
operational existence for the foreseeable future. In turn, that necessitates consideration both of the current
and the possible future circumstances of the business and the environment in which it operates.”

3.11. IAS 570 paragraph 10 states that “the auditor cannot predict future events or conditions that may
cause an entity to cease to continue as a going concern. Accordingly, the absence of any reference to going
concern uncertainty in an auditor’s report cannot be viewed as a guarantee as to the entity’s ability to
continue as a going concern.”

4. Audit of Dairy Farmers of Britain Limited for the year ended 31 March 2008

4.1. In accordance with IAS 570 paragraph 11 we considered at the planning stage of the 2008 audit
whether there were events or conditions, and related business risks, which may cast significant doubt on the
entity’s ability to continue as a going concern.

4.2. We set out in our Audit Planning Report to the Audit Committee, issued on 27 February 2008, our
key areas of audit emphasis which included the renegotiation of banking facilities and the going concern
assumption, review of financial and non-financial covenant compliance, impact of the “credit crunch” and
related areas such as recoverability of trade debtors, stock valuation, goodwill impairment testing,
accounting for restructuring costs and the valuation of defined benefit pension scheme liabilities.

4.3. It was known at the planning stage that the group’s bank facilities (with HSBC) were due to expire
in August 2008 with an option to extend for six months. Management had informed us in April 2008 that
the meetings with HSBC had been positive and that it was expected that new bank facilities would be signed
prior to the completion of the 2008 accounts.
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4.4. In addition, in April 2008 management had confirmed that although DFB had been loss making for
the year ended 31 March 2008, the result for the year ended 31 March 2008 were broadly in line with their
three year plan, on which they were reporting to HSBC. This is referred to in the Chairman’s Statement of
the 2008 accounts.

4.5. Member resignations during the year ended 31 March 2008 had not been significantly diVerent from
those in prior years and were not identified by management as an area for concern with respect to the
achievement of forecast results and going concern.

4.6. At the planning stage we observed that the management team appeared to be taking appropriate
actions to remedy the risks arising from the group’s financial position and that the going concern assumption
had been discussed openly with management and the Audit Committee.

4.7. Our planned audit procedures to allow us to evaluate management’s assessment of going concern for
a period extending at least twelve months from the date on which the 2008 accounts were signed were set
out in the Audit Planning Report. These were to include a review of covenants compliance to date, a review
of forecasts and sensitivities of key assumptions, review of new bank facilities, review of post year end
trading and cash flows and other post balance sheet events procedures. We note also that our team was
supplemented by the appointment of an Ernst & Young audit partner independent of the engagement team
whose role was to review and challenge our approach and conclusions in key areas of the audit particularly
in relation to Going Concern procedures as highlighted at the planning stage of our audit work.

4.8. Our planned procedures are consistent with the guidance to auditors for the evaluation of
management’s assessment of going concern set out in ISA 570.

4.9. In completing our planned audit procedures, we identified that, as noted in 2.5 (above), the group’s
results for the year ended 31 March 2008 were in line with the first year of the three year forecast and the
restructuring actions that management had planned within the three year forecast, including business
restructuring and the restructuring of the members’ capital arrangements, had been executed. Covenants for
the year ended 31 March 2008 had been met and compliance had been forecast throughout the 12 months
from the date on which the accounts had been signed.

4.10. The review of forecasts identified that, in addition to maintaining the existing relationships with key
customers such as The Co-operative Group, continuing the growth of the “localchoice” relationship with
Tesco was a key factor in achieving future forecasts. The importance of this relationship was disclosed in
the 2008 accounts—see and 4.19 below for further information in this regard, including evidence obtained
regarding the Tesco Category Director and Manager’s meeting with the DFB Council on 4 June 2008. In
addition, we also obtained press releases and other relevant information from the Tesco website which
referred to Tesco’s plans to expand the availability of “localchoice” milk. Maintaining membership numbers
was also important and this is also referred to in the Future Outlook section of the 2008 accounts—see
4.21 below.

4.11. Our audit procedures also included reviewing a “profit bridge” that compared the actual results for
the year ended 31 March 2008 and the forecast for the year ended 31 March 2009 which enabled us to
understand the necessary improvements and assumptions underpinning the forecast improvement in results
in the 2009 financial year. Our audit procedures included testing of the key assumptions and areas of
improvement including enquiries of the appropriate members of the executive management team and
carrying out sensitivity analysis on these key assumptions.

4.12. As noted in 4.13 (below) the renewed bank facilities were signed on 15 July 2008 and we had
obtained and reviewed these. Our subsequent events procedures, referred to in 4.17 (below) indicated a short
fall against forecast results and cash flow, but that these were due to factors that were within management’s
control and, therefore, could be remediated during the remainder of the period. In addition, we noted that
membership numbers were not subject to significant numbers of resignations and that while DFB had
resigned from a contract with the Co-operative Group in the South East this had largely been anticipated
by DFB. See 4.18 below for more information on both of these points.

4.13. We issued our Audit Results Report to the Audit Committee on 19 May 2008 with an Addendum
issued on 22 July 2008 following the signing of the renewed banking facilities with HSBC on 15 July 2008 (the
“HSBC agreement”), both of which addressed the work performed on going concern. All findings and
observations arising from the audit were set out in these two reports. These reports expressed our view that
“the Board therefore need to be confident that the current year forecasts are achievable”. This was in the
context of goodwill impairment evaluation but is also relevant to their evaluation as to whether DFB is a
going concern or not. The minutes for a meeting of the Board of Directors on 25 July 2008 noted that “the
meeting held a lengthy discussion surrounding the achievement of business plans, and the Board’s ultimate
commitment to margin organisation.” “Margin organisation” is the ability of the group to reduce prices paid
to members in order to maintain margins on product sold within the business.

4.14. The HSBC agreement was for three years and provided DFB with facilities totalling £82.9 million.
This consisted of invoice financing of £43 million, cheese stocking finance of £16.5 million, asset backed
financing of £7.8 million, a term loan for a minimum of £10.6 million and a revolving credit facility of
£5 million.
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4.15. The HSBC agreement had been provided based on DFB’s forecasts for the three years ending
31 March 2010. The facility that was renewed in July 2008 had been entered into in August 2007 when the
facilities in place prior to this were refinanced, resulting in an increased debt facility and a larger proportion
of debt that was asset backed. Having met the forecast results for the year ended 31 March 2008 the same
three year forecast that was reviewed by HSBC then formed the basis for the renewal of the facilities in
July 2008.

4.16. We note that as at 31 March 2008, DFB’s total bank borrowings were £47.3 million with cash of
£4.4 million, resulting in net borrowings of £42.9 million. At 30 June 2008, DFB’s management accounts
were showing net borrowings of £54.4 million, still significantly within the available bank facilities.

4.17. Our Audit Results Report Addendum noted that results for the first three months of the post
balance sheet events period were circa £1.1 million behind forecast. This was primarily due to the Board of
Directors’ decision to increase milk prices paid to members by 0.5 pence per litre, which had not been
included in the original budget, and the acceleration of restructuring costs that had been included in the
forecast, albeit in a later month. Milk prices paid to members were within DFB’s control, subject to monthly
votes by the DFB Council, and therefore there was scope for milk prices to be reduced subsequently should
it be necessary to achieve forecast results or cash flows. As noted in 4.13 (above) the Directors of DFB had
confirmed in their meeting on 25 July 2008 their “ultimate commitment to margin organisation”.

4.18. At the time the 2008 accounts were signed on 31 July 2008 we noted that there had been no
significant change in member resignations. In a meeting with the Chairman of the Council on 18 July 2008 he
had confirmed that the mood of the members was positive. We were aware that DFB had resigned from its
South East supply contract with the Co-operative Group in July 2008, which represented circa 50 million
litres of milk supply per annum, and prior to signing the 2008 accounts we had performed procedures to
evaluate the impact of this on their ability to meet their forecasts for the year ended 31 March 2008. DFB
had requested a significant price increase to continue supplying the Co-operative Group in the South East
and as a result the potential loss of this contract was anticipated by management.

4.19. The 2008 accounts disclose the key customer relationships on which forecast results were based. The
Future Outlook section of the 2008 accounts states that “DFB works with its existing strong customer base
which includes a significant number of national retailers including the Co-operative Retail Trading Group,
Sainsbury’s, Morrisons, Waitrose and Asda. The Group is committed to maintaining these relationships
whilst developing an expanded customer portfolio which together with the further development of the
“localchoice” milk initiative and our developing partnership with Tesco are seen as key to future success.”

4.20. The success of the relationship with Tesco was an important factor behind DFB’s forecast
improvement in results. In considering this we noted the minutes of a DFB council meeting on 4 June 2008 in
which the Tesco Category Director and Category Manager presented their outlook for the relationship
between Tesco and DFB, which supported the assertions being made by DFB management.

4.21. However, the Future Outlook section also states that “as with any business, changing market
conditions and the dynamics of the market itself—in the UK and overseas—could have significant financial
eVects. DFB is aware of these threats and imbalances and has contingency plans in place to oVset their
eVects. There are also uncertainties surrounding market and commodity pricing and the potential eVects this
could have on membership numbers. As a member owned co-operative, DFB knows that our members are
of critical importance to the future success of the business.”

4.22. Management’s formal evaluation in respect of the 2008 accounts was that it was appropriate to
conclude that DFB would continue as a going concern for a period extending at least twelve months from the
date on which the accounts were signed. As a result of our audit testing we were satisfied that management’s
evaluation was appropriate and we issued an audit opinion in respect of the 2008 accounts which was neither
qualified nor modified in respect of going concern.

5. Audit of Dairy Farmers of Britain Limited for the year ended 31 March 2009

5.1. The commencement of our audit of the 2009 accounts was delayed until the week commencing
20 April 2009. Prior to this point, and subsequently, DFB had been investigating a number of strategic
options for the group and, at their request, the start of the audit was delayed as long as possible so as not
to incur potentially unnecessary costs. One of the options being pursued was for the members to provide
further funding to the business in order to facilitate agreement of a revised HSBC banking agreement. We
were asked to commence our onsite audit work prior to the DFB Council voting on this resolution in order
that there could be a timely completion of the 2009 audit subsequent to the vote.

5.2. It was anticipated that an audit opinion would not be issued until the uncertainty relating to the
strategic direction of the group was closer to resolution, which included in April/May 2009 further funding
being provided by the members and the revision of the banking agreement with HSBC, which would then
allow DFB and ourselves to consider whether the group was a going concern.

5.3. Following the decision of the DFB Council to vote against the request for further funding by the
members, the audit was halted in the week commencing 11 May 2009. At this point we had not reached a
position where we were able to report to the Audit Committee or issue an audit opinion.



Processed: 23-03-2010 01:03:34 Page Layout: COENEW [O] PPSysB Job: 438700 Unit: PAG1

Environment, Food and Rural Affairs Committee: Evidence Ev 209

5.4. No formal audit procedures took place during the period following the signing of the 2008 accounts
and the start of the 2009 audit in April 2009 as DFB did not issue an interim report for the six months ended
30 September 2008. Therefore we performed no procedures on any interim financial information, we
however continued to maintain contact with DFB’s management, Chairman of the DFB Council and the
Audit Committee Chairman on an informal basis. As a result we were kept informed of developments and
strategic options that DFB were pursuing up until the appointment of PricewaterhouseCoopers as Receivers
and Managers on 3 June 2009 .

Ernst & Young LLP

August 2009

Memorandum submitted by the Regional Development Agencies (DFoB 12)

1. England’s nine Regional Development Agencies (RDAs) have a common mission: to transform
England’s regions through sustainable economic development. RDAs are uniquely placed to understand the
needs of business and to deliver immediate, eVective and appropriate financial support and advice to firms,
especially small and medium-sized enterprises (SMEs). As private sector-led public bodies, RDAs are
leading the regional response to the economic downturn and are at the forefront of eVorts to support
business.

2. RDAs are delivering vital help and support to businesses during the recession. RDAs have:

— Provided £110 million of funding for national schemes to support business.

— Brought forward £100 million of funding for regeneration projects to boost the economy during
the recession.

— Delivered over 51,000 free business health checks, via the RDA-funded Business Link service
between October 2008 and May 2009.

— Launched Transition Loan Funds to help businesses access finance and allocated nearly
£17 million of funding.

— Worked with Defra to increase the intervention rates for funding available through certain
measures of the Rural Development Programme for England (RDPE) to provide further support
to businesses aVected by the recession.

— Provided a fast and eVective response to economic shocks and large scale redundancies.

3. RDAs have substantial experience in helping businesses, such as those aVected by the collapse of Dairy
Farmers of Britain (DFoB), to recover from economic shocks. RDAs provided significant support to
business during the Foot & Mouth (FMD) crisis of 2001 and the FMD outbreak in 2007. RDAs have helped
businesses respond to and plan for Bird Flu and Blue Tongue Virus and in summer 2007, RDAs played a
vital role in helping businesses to respond to the flooding.

4. The potential impact of the collapse of Dairy Farmers of Britain inevitably varied from region to
region, and therefore the RDA response was targeted to meet the needs of their individual regions. Each
Regional Development Agency started from the same basis, identifying the likely impact of the closure. This
assessment was made through working closely with DFoB and the regional National Farmers Union (NFU)
and decisions on how best to intervene were also subject to discussion with the NFU. Where there was an
identified need for assistance, the RDAs intervened, ensuring that eVort was targeted at meeting needs and
filling gaps. Where the consensus was that there was no need for immediate intervention, the RDAs kept
the situation under regular review, ready to take action if the situation should require it.

Advantage West Midlands

5. In the first few days of DFoB going into administration, Advantage West Midlands was unable to find
out how many farmers in the region were aVected as DFoB staV were focussed on supporting aVected
businesses. Evidence indicated there were c1600 dairy holdings in the region, which, if 10% of producers were
with DFoB, would mean the West Midlands had c160 farmers directly aVected. AWM was aware, however,
that DFoB had a strong foothold in the region and the figure was likely to be higher. It was diYcult to
estimate because the West Midlands was covered by two DFoB regions which extended into Wales. DFoB,
working with AWM and the regional NFU, eventually estimated that 250–300 farmers were directly aVected
in the region.

6. The issue AWM originally identified was that farmers holding DFoB contracts needed to find a new
milk buyer. The administrators enabled farmers to transfer contracts quickly from DFoB. Through AWM’s
dialogue with NFU and DFoB, AWM found that about half the aVected farmers already had new contracts
and were within the resignation period prior to administration; in West Midlands there were five or six active
buyers contacting DFoB farmers and the contact details were available through a number of routes for
farmers.
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7. The AWM business model is structured to provide business support, advice and planning to businesses.
In providing this service Business Link signposts businesses to available grants and loans. In some cases,
however, State Aid rules may prevent some more mainstream business related grants and loans being used
to support agricultural businesses. Due to these constraints, the Agency could not provide cash flow support
to aVected businesses. AWM kept the situation under constant review and was aware of a few “at risk”
farmers who, due to location and/or size of herd, may not attract a new contract. Within a few days AWM
established that these farmers were in dialogue with dairy companies.

8. When Defra provided figures on farmers without a contract, a couple of weeks after DFoB going in
to administration, there were 16 in West Midlands. These were being contacted with support directly by
PWC. Aware of the support and advice going to farmers to secure a new contract AWM did not need to
intervene, although AWM has kept the position under review. RDPE will be able to assist in the longer term.

EEDA

9. Of the circa 170 dairy businesses within the East of England Region, the RDA working with Business
Link and the NFU, initially identified only around ten that were DFoB members, of which half had already
found new contracts prior to the collapse. EEDA worked with Business Link and the NFU to ensure that
financial and business advice and other required support was available to those impacted, should they
require it, within 48 hours of the announcement. EEDA is currently in discussions with the sector more
generally about potential support through RDPE

Emda

10. 200 East Midland milk producers were left not only with an immediate financial loss but also with no
potential market for their milk. The majority of these producers were able to secure new supply contracts
but a small residual group of farmers, who were based in more remote parts of the region (High Peak and
Lincolnshire) were experiencing more diYculty. Through the Business Link service, emda was able to quickly
make targeted business advice available to these farm businesses and is proactively contacting them at what
is a diYcult time for the industry and the individual business concerned. Emda was also in almost daily
communication with the NFU on the matter. The NFU assisted with spreading Business Link details and
confirmed that they were content that nothing further could be done. Emda is also exploring ways of
strengthening the new supply chains for those businesses aVected.

NWDA

11. The Northwest Dairy Group met swiftly following the collapse of DFoB to determine some short,
medium and longer-term actions relating to the failure of Dairy Farmers of Britain. The short-term issues
were addressed through the NWDA-funded Business Link rural team. They were given the addresses of the
48 aVected farmers in the region to contact. They also conducted an analysis of the geographical location
and litre-age of the farmers. In addition, NWDA, Business Link and dairy industry representatives met with
the regional agricultural leads from the clearing banks to gather information on their dairy clients,
encourage their ongoing support and help build confidence in the sector.

12. It was recognised that many of the issues farmers were raising were logistical and will require a longer
timeframe to resolve. Business Link has been working with the aVected dairy farmers to encourage
collaboration, whilst the NWDA RDPE team has been looking into whether support can be provided for
consultants such as English Farming & Food Partnerships to assist in this area. In addition, the NWDA
RDPE team is exploring whether RDPE funding can be used to support the School of Logistics at the
University of Cumbria to develop a model around haulage routes and milk litre-age.

13. The Northwest Dairy Group has also agreed to draft a letter to Jim Fitzpatrick, Minister for Food,
Farming & the Environment, to stress the fragile nature of the industry in the North West and urge the
Minister to intervene on the issue of farmer guarantees.

One North East

14. One North East held lengthy discussions with company receivers (PWC), the Secretary of State for
the Environment, Hilary Benn, and Blaydon Dairy management to try and save the dairy at Blaydon. Along
with Gateshead Council and Defra, One North East prepared a package of financial assistance in an eVort
to secure a Management Buy Out of the operation, including the oVer of a Rural Development Programme
for England (RDPE) grant to provide additional finance/leverage.

15. Following closure of the Blaydon site, One North East focussed its attention on supporting the
regional milk supply chains. One North East gave an £80,000 RDPE grant to Rock Farm Dairy in order
that it could increase its capacity from 50,000 litres to 150,000 litres per day and recruit 16 people who were
made redundant at Blaydon. In addition the Agency proactively encouraged farmers aVected by the closure
to contact Business Link to receive advice from Rural Account Managers for financial planning support and
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to identify opportunities under the RDPE programme such as farm diversification and skills development.
One North East also worked closely with English Food and Farming Partnerships (EFFP) and the National
Farmers Union (NFU) to try to match dairy farmers in the region without a market to local dairies.

16. In addition, One North East has funded a dairy redevelopment skills project through the RDPE
Landskills project, to train 30 regional dairy farmers.

SEEDA

17. SEEDA worked with the NFU and CLA to try and establish the number of directly aVected
businesses in the region. It is SEEDA’s understanding that very few farmers had contracts with DFoB and
those that did have mostly found new markets. There were no processing or distribution businesses aVected
in the region.

18. In view of concerns raised over the future of dairy farming in the South East by the industry
representatives, SEEDA has undertaken to review the situation and any assistance available through RDPE
for the sector for those considering leaving it. Business Links have been made aware of the situation and are
up to speed on providing advice that may be requested.

South West RDA

19. The implications of the collapse of DFoB in the South West were fairly limited. DFoB’s Lubborn
cheese plant near Chard was sold in early June to Lactalis McLelland, a major French dairy company, which
will secure approximately 95 jobs on site. This will also provide an opportunity for existing suppliers—
mainly located in Somerset—to renegotiate supply contracts. Apart from Somerset, the main concentration
of DFoB members/suppliers in the South West is in Gloucestershire, supplying DFoB’s Bridgend Dairy in
South Wales. Plymouth-based farmer co-operative Milk Link has already acquired a DFoB cheese plant in
North Wales, and is one of a number of potential buyers looking to extend their supplier base. As there is
currently a shortage of milk being produced in the UK, this should put DFoB suppliers in a relatively good
negotiating position.

20. The immediate problem faced by DFoB members is the loss of the milk cheque, in practice covering
five week’s supply, leading to potential cash flow problems in the short term. In liaison with the NFU, South
West RDA has asked South West REG (Business Link’s specialist structure for land based businesses) to
explore how they can support farmers aVected by the demise of DFoB, both through the provision of
business support and, as appropriate, facilitating access to RDPE funding. In addition South West RDA
has asked Duchy College, who manage RDPE skills funding in collaboration with other training providers
in the region, to assess the need for any specialist training support required.

Yorkshire Forward

21. Yorkshire Forward, in partnership with industry representatives, obtained a list of dairy farmers in
the Yorkshire & Humber region who were deemed to be “at risk” ie they did not have alternative milk
contracts following the cut oV point from DFoB. Week commencing 26 June, Yorkshire Forward wrote out
to 78 farmers oVering immediate advice and an oVer of up to three days of advice and guidance from a choice
of agri-based consultants who had already been contacted by Yorkshire Forward. The farmers were all (78)
contacted again, along with the wider DFoB farmers (186) on 8 July oVering advice during the Great
Yorkshire Show which ran from 14–16 July. They were also oVered one to one clinics at three diVerent venues
around the region. These were held on 28, 29 and 30 July.

22. The feedback to date is that only approximately ten farmers out of the original 78 took up the oVer
of the three day advice and 32 farmers attended the clinics. Yorkshire Forward has agreed that those 32 will
be oVered the three-day advice package. Beyond September 2009, there will be no further action with DFoB
farmers as a result of the crisis and all enquiries will go through the normal channels to RDPE funding where
applicable.

Regional Development Agencies

September 2009

Memorandum submitted by J D Kinsey (DFoB 14)

As a past Director of The Milk Group and DFOB, the demise of the company causes much concern. A
milk trading/processing company with a steady and secure cash flow with good governance should NOT
find itself in this position, let alone losing all capital invested on members’ behalf to be returned to them in
future years, in many cases to supply a pension for retirement.

After stepping down on the retirement of David Stern (Chairman) I have viewed the activities of the
company which was then run by Malcolm Smith (CEO) and Robert Knight (Chairman) with interest.
Firstly, I left a strong Board which was in the later stages of securing a supply and acquisition deal with Mr
Martin Beaumont of the Co-Op Group. There was a price to be paid plus a contract to supply milk
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exclusively for three years to his outlets, and a road map of cost cutting and modernisation. The final price
paid and extra costs associated with the final deal could be of interest. This deal and non implications of the
road map for saving and cost cutting within the three years of secure supply will interest me, as I am sure it
will prove to be one of the nails in the DFOB coYn.

Secondly the governance employed under a new board of selected members to suit Robert Knight’s style,
which then included the dismissal of the CEO and the appointment of the Chairman also as CEO of the
company, giving the major powers to this one individual. The board and senior oYcers were of a mind to
agree or be demoted/not promoted. Expenses drawn by the senior group in my opinion were extravagant in
the extreme when compared with other companies of this size (drawn from published accounts NOT using
reliable hearsay to embellish).

Governance again, the power divested in the Chairman of Council (a Mr Lofthouse and a Mr Yates) left
them second only to the now combined Chairman & CEO in pushing the company in the direction that
caused the demise of DFOB. Their skills were never in the running of a company but running small family
farms. This is a risk that other co-ops have suVered (amongst many failures look at grain marketing co-ops,
meat marketing co-ops, etc). The risk is still there for future co-ops. These people are looking after millions
of pounds belonging to others (heard that before).

Managing Covenant & Liabilities—the Board had neither the skills or information to address these issues.
When I asked the new vice chairman of the company (Mr Wilkinson) at the time the company wanted to
convert my loan account, and others, to a 10p share, the question “What is the company’s pension deficit
(on March 2009 valuations)?” he said in the region of £1 million. Continually pursuing this number, the
company accountant wrote to me stating the deficit was £17 million at least. How can Bank Covenants in
a well informed and knowledgeable Board be allowed to come to such a state that when the receivers came
to examine the company’s financial position, it was so dire. As a past Director, I can confirm these financial
issues were always high on the main Board agenda, at all main Board meetings. Was it on theirs?

Conversion of Loan Stock—there was no honesty with regard to these monies, at the time (April 2009)
of this proposed conversion, the demise would have been obvious. It would have been a likelihood for the
previous 12/18 months. I would like to know from those in authority, of the present Board and previous
Board members with loan stock to their name, how many used this information to sell their investment for
more money than me (£0).

I cannot find the deal where the previous site of “Lubborn Cheese” was sold, which was in hand on my
stepping down from the Board . This was a redevelopment site and worth a substantial amount of money
I do remember.

J D Kinsey

September 2009

Memorandum submitted by W. GeoVrey Chapman (DFoB 15)

We were with Milk Marque and then joined DFOB. This was to be a business by farmers for farmers. I
belong to a farming experience on both sides of my family for generations. At first the idea of DFOB
appealed to me but soon it became clear that the Board was taking a wrong course. I contacted the
management to complain. They were taking money from each farmer’s monthly milk cheque to build up a
reserve for future development which was O.K. BUT I was told that they were going to create a General
Reserve Account to which these monies would be credited. There was to be no means of identifying who
subscribed these amounts and by how much. In other words they were to create a “black hole” into which
all these monies would be deposited. I said I would be no part of this and would be obliged to advise other
farmers to do the same, leave and send our milk to other buyers. The result was that John Cook, Chairman
at that time, with David Rees our area representative came to see me at my home for discussions on two or
three occasions. I made it clear that unless they created shares in the company and at each year end issued
these pro rata to members in accordance with the year’s monthly deductions from each one the method of
running the company was not acceptable to me.

The upshot was the idea to create farmers capital accounts and pay interest on the amounts each farmer
had subscribed. I pointed out that they were going to build up a massive amount of debt on the Balance
Sheet and that this method did not mean that farmers owned the business as was intended. Nobody at Head
OYce seemed to see that eventually the business would be overloaded with debt. At this point, and with the
farm safely in the hands of my two sons I was oVered a post as Company Secretary Accountant and CEO
in a company with various dealerships in motor vehicles, Agricultural Implements and Tractors and a turn
over of some £4 million in which I became a Director. After installing VAT Decimalising and being a good
age to retire I left that company in safe hands to return to the farm and resume my interest in DFOB. My
wife had invested in Preference shares and the 2012 Loan arrangement. Soon after I attended a regional
meeting at which DFOB was represented by David Rees and Matt Sheehan. They brought a slide screen and
projector. The meeting was very well attended by local producers. Having read in the farming press that
DFOB was claiming to have made substantial profits I was looking forward to seeing the figures they
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brought. I was horrified to learn that what they were trying to put over to members as profit was a figure
which included all the monthly deductions relevant to the period. I am afraid I stood up and “Read the Riot
Act”. I told members in no uncertain terms that H.O. were either trying to deceive them into thinking the
business was making a larger profit than was true or that their monthly deductions were to be lost to them
by the company absorbing these amounts in reduced purchase prices paid to them for their milk.

I had had considerable diYculty in getting these two representatives to accept that that part of the monthly
statement showing the amount due to a farmer for his milk was in fact a self bill invoice. They either didn’t
understand what I was talking about or it was best that they pretended that they didn’t. However I put a
motion to the meeting that the two “reps” return to H.O. with a full detailed report of all that had been said.
The motion was unanimously carried and I was told afterwards that if I had not been there they would not
have been any wiser. I told the “reps” that in my opinion the management were not capable of running the
business and it appeared that the Board were powerless to challenge them if indeed they knew what to
challenge them about. It goes without saying that we never had any reaction from HO nor any reply. This
might seem a bit long winded but I am 85 now and I have done my best to interpret the facts as they were
for you. I am not surprised that the business has ended up as it has. By borrowing money from the banks
excessively to “grow” they tried to run before they could walk.

W. GeoVrey Chapman

September 2009

Memorandum submitted by Michael T Davies (DFoB 16)

1. I am a dairy farmer, near Droitwich, milking a herd of approximately 150 cows and producing about
one million litres. Our family have milked cows here since 1913 retailing the milk in Droitwich until 1954 and
then selling the milk wholesale through the MMB and latterly through Dairy Farmers of Britain. I have
farmed for 40 years and my daughter has been a partner for 12 years. Five years ago we diversified into
making Ice Cream (with the help of a DEFRA grant). This has been a successful venture.

2. We have been members of Dairy Farmers of Britain since its inception. Our loss has been
£43,831.00 capital investment and £16,444.00 milk cheque. This totals our loss at £60,275.00.

3. In addition I would like you to refer to page 6 of the Wisemans’ annual report 2009 which clearly shows
the reduced price that a Dairy Farmers of Britain member has received in comparison to a direct supplier
to a Robert Wiseman Dairy—£261,800.00 less for an average producer of one million litres.

4. We live 4 miles from the Wiseman’s Dairy, in Droitwich, and our milk has been delivered into there
ever since it opened. However they will not purchase direct so we have to sell to one of the co-operatives
(now Milk Link).

5. In December 2005 I expressed my disappointment with the unsatisfactory state of the Milk Industry
by visiting my local MP, Peter LuV who took the matter up and passed on my comments to, the then,
Minister of Agriculture Margaret Beckett and then had a response from Lord Bach.

6. I still believe there is something fundamentally wrong with the British Dairy Industry that is not being
addressed by the NFU and all other interested parties.

7. I would ask the committee to consider:

A. Why was the Milk Marketing Board disbanded?

B. We operate a global market yet the co-op Frontera, in New Zealand, control 95% of the milk in
their country.

C. Why was Milk Marque split into three co-operatives?

D. Why have the co-operatives had to shoulder the burden to supplying the commodity market?

E. No matter which co-operative I supplied my milk would still have gone into Wisemans yet Dairy
Farmers of Britain were in direct competition in the retail marketplace.

F. Skulduggery within the marketplace: Johal Dairies versus Freshways; OFT enquiry into collusion
between milk processors and retailers (£120 million paid in fines).

G. Has our reduced income of £320,000.00 over the past 12 years been a result of unfair trading within
a de-regulated marketplace?

Michael T Davies

September 2009
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Memorandum submitted by Mitchell and Sons (DFoB 17)

As one of the largest milk producers with Dairy Farmers of Britain, we have felt there has always been a
lack of communication with the members together with an arrogance within senior management, who did
not allow any input from its core members, some of whom had substantial investment within the co-
operative. This situation has resulted in a financial loss to ourselves well in excess of £200,000, this figure
only covers the actual capital loss. However, in real terms, the loss is substantially greater when you take
into account the financial losses incurred as a result of the low price the co-operative paid to its members
for milk in comparison to other dairy companies.

We also take issue with The HSBC Bank who knew as early as December 2008 of the situation Dairy
Farmers Of Britain were in. Why did they allow the situation to continue until the end of May 2009 and
“pull the plug” at the end of a full trading month, leaving the farmer with the greatest possible loss ie 31 days
of milk?

One thing we can be sure of is that no one on the committee of the enquiry, unless they were milk producers
to Dairy Farmers of Britain, will lose out financially like we have!

Messrs R C Mitchell & Sons

September 2009

Memorandum submitted by G.R. Smyth and R&P Nicholson and Sons (DFoB 18)

PWC have a major role in all matters. Are they Gamekeepers and Poachers? Why could we not find any
clue regarding the parlous situation in the annual accounts and is it not the case that where it cannot be seen
as a “continuing business” with a future of a further 12 months it should be disclosed by the auditors whose
responsibility we believe should be to the members in the first instance? When meetings of the members took
place and doubts regarding the future of the business were expressed why were the management so optimistic
when obviously this was not the case? Was the members Committee ineVective and if so why? We can refer
to the statement we recall seeing about Mr Knight’s resignation leaving the business in good shape and
handing over to a younger man etc.

G.R. Smyth and R&P Nicholson & Sons

September 2009

Memorandum submitted by Edward Howells (DFoB 19)

In hindsight, as a member, problems were appearing in Dairy Farmers of Britain (DFB) three years ago
when the company decided to introduce very tough penalties for milk with cell counts above 250 and
bactoscans above 100. The company claimed that it would make it easier to sell the milk but I believe it was
a way to reduce the price they paid to farmers without aVecting their price in any comparative league tables.
They knew farmers would not complain about this in meetings because no farmer is going to admit to high
counts in public.

Another indication was the ever increasing penalties for spring milk compared to autumn milk. I grant
that the spring flush of milk creates a problem but it has not been such a problem over the past few years
because of the ever decreasing milk field. This was another subtle way of reducing the overall price paid to
farmers and also helping the cash flow of the company by holding money back from farmers in the spring
until the autumn.

The above are a couple of examples that everything was not right within DFB for a few years.

The reasons for the collapse of DFB are numerous but the initial reason must go back to the decision of
the Government to break up Milk Marque. This led to the set up of three Coops which were too small to
compete in the modern milk industry. It also meant increased costs as three Boards were required, three
CEOs and three Chairmen.

The three Coops recognised the need to secure more of the end price of milk for farmers and so moved
into processing. This was hampered by the fact that the Coops were now too small to build large eYcient
factories.

I will not dwell on areas which have been highlighted by many others and the receiver, they include

1. The acquisition of the ACC’s plants.

2. The long term losses in the milk division.

3. The Tesco Local Choice initiative.

4. The competence of the Board

5. The quality of advice given by Smith & Williamson.
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One area which requires further investigation was the role of the member council. I believe that the council
just rubber stamped any decisions taken by the board. The council appeared to be more interested in
tarnishing the reputation of industry commentators who questioned the direction the company was taking
rather than safe guarding member’s investment and the long term future of the company.

The members of the council did not recognise any of the warning signs that indicated that the company
was in trouble.

The chairman of council Mr Stephen Yates stated in the meeting which was organised by the receiver in
June that he had been trying to remove the chairman of the board for three years. If this was the case why
did Mr Yates & council allow the chairman Mr Rob Knight to take on the dual role of chairman & chief
executive for a period of time?

During the last 12 months the board & the then CEO Mr Andrew Cooksey constantly told the members
that the company was moving into a period of making substantial profits. This assertion is now clearly
totally untrue. Should the directors have made such announcements?

I am also concerned regarding the role of the auditor. Why did they not indicate in their report in the
company’s financial statements that there where problems with the long term future of the organisation.

The above are my observations of DFB, I hope that you can ascertain what went wrong with DFB and
introduce safeguards which can prevent such a collapse taken place in the future. The collapse of DFB has
had a devastating eVect on employees and members of DFB.

Edward Howells

September 2009

Memorandum submitted by A.S.E. Crisp and Sons (DFoB 20)

Summary

The time scale between receiving the PwC report and this comment sheet being due in, is four days, so
please understand that this document is the only way I can submit my observations in the time available,
and as a farmer I want these points answered by someone, if not by your inquiry. I have attempted to use
the correct terms throughout, but hope the ideas behind the questions are relatively easy to understand if I
have not used the correct term. Whilst acknowledging the current fragile state of the Dairy industry, there
are occurrences which happened over the years and in recent months with DFOB, which need addressing
and explaining. People should be made accountable for their decisions. The EFRA committee is in a good
position to attempt to get at the rationale behind some of the lamentable decisions made, and to discover
if they were for personal gain at members’ expense.

1. ACC purchase/DFOB salaries/Consultancy fees

2. Misleading newsletters from DFOB

3. Conversion of retention capital to shares

4. Involvement of PwC in compounding farmer losses

5. Submissions to EFRA

1. DFOB members tended to be farmers of the “old school” highly committed to the Co-op ideal and
work ethic, and trusted their company directors to a) do the job they were well paid to do, and that b)
directors would have the members’ best interests at heart, rather than paying themselves the best salaries
and consultancy fees around, and the least for the milk supplied. With this in mind, I would like the ACC
purchase looked at as to why it was purchased at an inflated figure, and why consultancy fees were paid at
such a high level. It seems from the PwC factual receivers’ report, that the DFOB decisions taken here on
our behalf did not promote the interests of DFOB members,

2. We were not kept informed of the true state of the company, and were still being promised “jam
tomorrow” at a series of face to face meetings in December 2008 when Roger Taylor did a splendid PR job
for DFOB. The DFOB newsletters pointed to a successful future with a re-launched lean, mean company
in 2009.

3. Subsequently the capital retention (loans in eVect) from members were turned into worthless shares,
without individual consent or signature, which is a very questionable process. Is it legal?

4. Were PwC acting for HSBC, DFOB, both at the same time, one after another, or what. Why does the
bank take preference over DFOB members for the assets. PwC were in as advisors back in February 2009.
Or was it earlier? Why was DFOB not put into receivership back in March, apart from the amazing “spring
flush” argument. PwC have stated that DFOB was kept going to prevent a fiasco within the dairy industry
whilst the “spring flush was seen through” This enabled DFOB to take our May and June milk without
paying for it, adding to the DFOB members’ losses. We should not have been held responsible for not
disrupting the whole industry in this way, and it is a point which needs a lot of clarification, as to the timing
of the company closure and why the members were thought to be a suitable sacrifice “for the greater good”.
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5. The EFRA inquiry has the opportunity to dig deep into the running of DFOB, and hopefully prevent
the same thing happening to a co-op in the future.. Some of the board decisions taken on members’ behalf
would seem from the outset quite likely to not have a successful outcome, and to be expensive choices. (ACC
purchase/Tesco local choice/consultancy fees etc) The question in many members’ minds is whether some
of their company leaders were basically incompetent and batting out of their league, or just out to line their
own pockets with no thought for DFOB members who trusted them to run the company. This latter point
of lining their own pockets seems to be the best success that DFOB had.

Some people have made a vast amount of money out of this company over the years, and unfortunately
it is not the loyal members who did the basic hard work of milking the cows.

In conclusion I hope that all the points I have raised will also have been raised more succinctly by many
others, wanting some transparency from the situation, and I just hope your inquiry will provide some
answers.

A S E Crisp and Sons

September 2009

Memorandum submitted by W Paul L Peters (DFoB 21)

Executive Summary

I am a dairy farmer from West Wales, farming 300 acres, predominately dairy—120 pedigree Holsteins
and followers, with some beef and grow about 30 acres of spring barley. I farm with my 78-year-old father,
have two casual staV when needed, and use a relief milker. I work 14 hrs per day, seven days a week. I am
the 4th generation to farm here, and hope that my son will follow in my footsteps. I love my vocation, and
have done since I left college in 1979.

The collapse of DFB has had a devastating eVect on my business, not only with our working cash flow,
but reinvestment in my business. The money we have lost will be most, if not all of our profit for 2009–10.
Also, it has caused months of worry by my partners and myself. I farm to the best of my ability, producing
milk to the highest standard, and often have the highest price for my beef at the local mart.

My biggest mistake is that I have been too trusting and accepting of the management of DFB, assuming
that they were managing our co-operative to the same standard as I farm.

Root Problem

In my opinion, the root of the problem is that farmers have lost all the power in the market place. Firstly,
the disbandment of the Milk Board in 1994, which was replaced by a voluntary co-operative Milk Marque,
which some farmers joined, and the remainder moved to other milk buyers. Because Milk Marque had 40%
share of the milk market, the Government said that this was too large, and instructed that it break into three
farmers co-operative:

— Milk Link (still operating today)

— Zenith, who later merged with another farmers cooperative, The Milk Group, which formed DFB

— Axis, who later merged with Scottish Milk, which was then called First Milk

This weakened the farmer co-operative power, because the smaller co-operatives had no assets, no cash
reserves, and a lack of experienced Management staV. Tesco currently has 40% of the grocery market share,
but the Competitions authorities seem to think this is acceptable.

Also, producer numbers have fallen from 32,000 to 11,000 in those 15 years, mainly due to the low milk
price, hence the lack of funds to reinvest in their farms and update milking facilities.

DFB

In my opinion again, the collapse of DFB was entirely due to poor management, which includes lack of
accountability by the Chairman and non-executive Directors to the Farmer Directors, and also the complete
lack of ability to purchase further companies at the right price, ie Golden Vale in Bridgend, ACC and
Lincoln Dairies.
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Report

1. Terms of Reference

Following the collapse of Dairy Farmers of Britain (DFB), I wish to tell you about the impact this has
had on my business, my business partners and myself. The four areas to be covered are:

1.1 The impact of the collapse of DFB on dairy farmers and the industry;

1.2 The governance and accountability structures of DFB;

1.3 DEFRA’s response to the collapse of DFB; and

1.4 The causes and lessons to be learned from the collapse of DFB.

1.1 The Impact of the collapse of DFB on dairy farmers and the industry.

1.1.1 Caused massive disruption to the dairy industry as a whole.

1.1.2 1800 farmers looking for a new milk buyer at the same time.

1.1.3 Buyers cherry picking farmers, and paying low price to their new suppliers

1.1.4 Worst example—First Milk signing up around 420 farmers to a headline price of 22.05 ppl, then
dropping the price by 3.4 ppl after just eight weeks. (Tesco have provided costings, which show that dairy
farmers need 26 ppl to make a reasonable profit and have money to reinvest in their business).

1.1.5 1800 job losses in the dairy processing industry

1.1.6 Over 50 farmers forced to quit the industry ! 350 will quit in the next 12 months because of
unsustainable milk price (estimated by British Dairying).

1.2 The governance and accountability structure of DFB

1.2.1 I don’t understand why DFB was allowed to continue trading, and get further into debt, whilst at
the same time its customer based evaporated, hence the company was worthless as a going concern.

1.2.2 In regard to member’s retention, the investment accounts were converted into shares in April 2009.
The decision to convert to shares was made by the Members Council, and individual members were not given
an opportunity to vote, despite our personal £32,000 investment in DFB. Was this legal?

1.2.3 DFB had 30 days to announce a price per litre change, therefore on 29 November 2008, there was
a price cut announced of 2ppl, which was backdated to 1 November 2008. This apparently was to raise
£10 million to close Portsmouth and Fole Dairies, with a promise that this would put the company back in
the black!!! Therefore, from November 2008 to April 2009, our farming business lost approximately
£10,000 due to the lower milk price. (Basically it was retention by the back door). What happened?? In my
opinion, DFB should have been wound up at that point.

1.2.4 During the last month, our farm accountant has looked at DFB Annual Accounts for the past five
years, and commented that DFB was insolvent in March 2007 (our mistake, not giving a set of the accounts
to our accountant when we received them). There was no Auditors note to say that DFB would have trouble
continuing to trade—negative equity in this set of accounts.

1.2.5 Directors Salaries and payment to associated companies—and what were we paying for?

1.2.5.1 Philip Moody—Director, Finance Committee. Looking at Annual Accounts to 31 March 2007—
DFB paid a Salary of £88,000. DFB also paid the Accountancy Practice, Smith and Williamson (where Mr
Moody is head of Corporate Finance) £679,000 for the same period. During the four year period April
2004 to March 2007 DFB paid Smith and Williamson £2,397,000—what for? Obviously not to do any
accounts work or internal audit functions—otherwise we wouldn’t be in this mess. It all seems very cosy to
me. The 2007–08 Annual Accounts do not disclose the amount DFB paid Smith and Williamson—why?

1.2.5.2 Richard Fisher—DFB Director. Looking again at the 2007 Annual Accounts, DFB paid Oh
(Surprising Solutions) Ltd (of which Mr Fisher was a Director), £90,394 for four months “Consultancy”
work (between 6 November 2006 to 31 March 2007, as he stepped aside from his directorship duties on
6 November 2006. What work did this company do for that much money? I have a copy of Oh (Surprising
Solutions) Ltd Abbreviated Balance sheet as at 30 September 2008, which I obtained from Companies
House—and it states that the Fixed assets for 2007 were £377. What company is equipped to earned
£90,000! from one customer (DFB), with only £377 fixed assets. This does seem astounding!!!

1.2.5.3 One other point on P Moody and R Fisher—in the Annual Accounts to the year ending 31 March
2008, it states that Philip Moody was Head of Corporate Finance with Smith and Williamson, and Richard
Fisher was Director of Oh (Surprising Solutions) Ltd, as in other years, but in this set of accounts, no
reference is made of how much DFB paid the two companies. Why? If it’s above board, then what have they
got to hide.

1.2.6 Rob Knight was paid £508,000 during 2005–06, this being for his Executive Chairman role, and in
addition, the Chief Executive OYcer role (May 2005 to December 2005) when Chief Executive Malcolm
Smith left DFB. How can one man be paid for two jobs? Maybe a bonus payment was in order, but surely
not an additional £260,000?? I have attached a five-year pay summary (Appendix 1) of the salaries for Rob
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Knight, Philip Moody, and Richard Fisher, and their associated companies, respectively. A relative salary
comparison for a chairman of a dairy company would be Simon Oliver, Chairman of Dairy Crest paid
£120,000 per annum.

1.2.7 I realise that the monies quoted with regard to Rob Knight, Philip Moody and Richard Fisher are
not large percentages of the overall financial picture, but they are all we (as members) have access to, via the
Annual Accounts, and these points are surely indicators of the way the Directors were operating the
business. I have attached a summary (Appendix 1) of these monies, which amount to £4,665,394. With the
massive financial mess DFB has found themselves in, surely some of these directors should never be allowed
to practice as company directors again.

1.2.8 The format of the DFB Annual Accounts to the year ending 31 March 2008 was changed, which
made comparisons to earlier years diYcult. Why was it changed?

1.3 DEFRA’S response to the collapse of DFB

1.3.3 Early SFP—to be paid in October, for Welsh Farmers only

1.3.4 Hilary Benn—Only interested in the job losses in the North East (Blaydon Liquid Processing
Plant)—not interested in the farmers and what they have lost. Yet, when the Receiver was called in, he stated
that the Liquid Division was the part of the business which was losing the money, and not the cheese division.

1.3.5 The attitude of the Government was that because everyone had found a new milk buyer, then
everything was fine. But the prices being paid by the new milk buyers are, in many cases, not sustainable for
the farmers concerned to continue milk production.

1.4 The causes and lessons to be learned from the collapse of DFB

Causes

1.4.1 To many Directors, resulting in large management salary costs.

1.4.2 Individual Director salaries too high

1.4.3 Poor management

1.4.4 Paid over the market value for processing plants—eg purchase of ACC for £70 million. Valued at
less than half of this at the time by another dairy company.

1.4.5 Lack of transparency—HSBC would not lend all the money to purchase ACC, so the Co-operative
Bank themselves lent DFB £15 million in a secret loan deal, which was not communicated to farmer
members.

1.4.6 Farmer Directors out of their depth, and not able keep control of non-executive Directors from
industry.

1.4.7 Too much spin, and not enough substance. EG Management stating that everything was going
well—August 2008 Monthly Newsletter—Headline: A Business on Track. October 2008—DFB failed to pay
the interest on the Capital Invested. Not a business on Track!

Lessons to be learned

1.4.8 Our business—after losing so much invested money with DFB and not being paid for 34 days milk,
don’t sign up with another farmer co-operative

1.4.9 A recognition that privately owned processors do not want Farmer Co-operatives treading on their
toes, and will do anything to weaken and destroy.

W Paul L Peters

September 2009

Memorandum submitted by Simon Constable (DFoB 22)

I write to bring to your attention matters & events that I am sure led to the demise of DFOB.

My name is Simon Constable and up to 3 June this year I was a franchise operator delivering milk for
DFOB.

As I am sure you are aware, Price Waterhouse Cooper were appointed liquidators for DFOB and one week
later I discovered that a certain Mr Shaun Armstrong (Operations Manager, DFOB) had verbally given
away 150 rounds to “Greencroft Milk Supplies”.

No financial arrangements were made and no money changed hands, no legal documents were raised.

Two years ago I was called in to my depot (Leeds) where it was explained that I would continue to buy
my customers’ supplies from DFOB but the invoice would be payable to Greencroft!
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The contract that I had with DFOB is now fully controlled by Greencroft & due to this Company’s bullish
tactics regarding supplies, quality and cost I have been forced to hand in my six months notice which will
mean that three more people register unemployed.

While it would appear that my business is ruined I would like to address a question:

I know the profit levels that DFOB were working to, after all I bought all my residential milk.

Why was Shaun Amstrong permitted to move all the milk rounds to Greencroft, worth an estimated
15,000 per week in profit?

Did Shaun Armstrong have the Board approval to take such drastic action?

My current customers are being served inferior quality milk because that is what Greencroft have
arranged via Medina, I am having to explain to my loyal customers that their milk supply has changed and
that individuals must register complaint with the suppliers—Greencroft.

There will be many more individuals having to face what I am about to, what an outrageous situation
that a long standing company like DFOB has been forced in to liquidation by what appears to be very
underhand dealings.

I have exhausted every avenue (legally and at great cost) to try and protect my livelihood, unfortunately
this will not continue.

Simon Constable

September 2009

Memorandum submitted by Rodney Smith (DFoB 24)

After reading in several copies of the farming press that the Environment Food and Rural AVairs
Committee is to examine the collapse of DFB we would like to raise our small farmers points of view.

On 3–4 June we heard that DFB were in trouble and were invited to a members meeting the following
Friday at Carlisle. It was chaired by Stephen Oldfield and he pointed out we would lose all investments and
our May milk cheque. As a temporary measure they would take the milk and pay an initial 10p per litre. It
was therefore obvious that we needed another milk buyer. There are two firms collecting milk in our area
so firstly I contacted First Milk, they asked about our historic quality and said that it passed their test no
bother, then they asked about the volume. I said our annual quota was around 230,000 litres. They in turn
said—Sorry Mr Smith you must have an average of 8–900 Litres per day for us to make a collection, so that
was a definite no. I then enquired with several other firms and all said their books were full. We were without
a milk buyer and had no option but to find a buyer for our cows. We have done this but unfortunately they
were not at an ideal stage of lactation for selling and overall took a reduced price. We accept that we were
not dairy farmers of the future but could have had a much better end to our herd if we had the choice.

Now we are trying to build up a beef herd to go along with our existing flock of sheep. One of the main
problems is having to fund a new building for our beef cattle and wonder if there may be any grant aid
available. We farm in the Lake District National Park Area.

RG & JM Smith

September 2009

Memorandum submitted by Group from the DFB Members Council (DFoB 30)

SUBMISSION TO THE ENVIRONMENT, FOOD & RURAL AFFAIRS COMMITTEE
DAIRY FARMERS OF BRITAIN

This report has been prepared on behalf of some members of the DFB Council (Separate list provided)
without prejudice with the intention of giving information on some of the issues surrounding the DFB
business. It is a mixture of fact and informed opinion and intended to give an insight into the business failure.

Executive Summary

The business failed with debts estimated in excess of £100 million the larger part of this money is owed
to the farmer members. The impact on individual DFB producers was proportionate to their size, and were
as high as capital losses of £200,000 and bad debts of £100,000.

As DFB was an important and integral part of the dairy supply chain its failure disrupted the market place
and weakened prices for all producers and may also have indirectly encouraged more imports.

DFB worked hard to establishing good governance. However the eVectiveness of the diVerent elements
eg council, board and executive and their team work were questionable. The ultimate failure proved that the
key ingredient of business acumen was missing.
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The prime cause was the price paid and the failure to assimilate ACC and generate suYcient cash surplus.
This created an impossible burden of debt. In the period following acquisition the board strategy was based
on further merger and consolidation and the board and executive did not grasp the management challenges
which lead to economic failure.

Government policy created the environment in which the co-op model was expected to work in a highly
competitive market. The lesson to learn is that unless a co-op has a strong market position (As elsewhere in
Europe) and has historic reserves of capital it can not compete eVectively in the fierce UK market unless; it
can move cautiously choosing market segments which do not bring it into direct competition with the plcs,
European co-ops and the entrepreneur owned businesses.

1. The Causes and Lessons to be Learned from the Collapse of DFB

Background

1.1 With the government deregulation of the Milk Marketing Board (MMB) in 1994 the UK dairy
industry entered a new era where the market controlled by the MMB’s benign monopoly (from the farmers’
view point) was replaced by a free market for milk.

1.2 The process of deregulation initially saw the nationwide creation of Milk Marque a single dairy co-
operative. However, due to concerns from the competitions authority over its dominant market position this
evolved into three farmer-controlled regional dairy co-operatives, First Milk, Milk Link and Zenith.

1.3 It is worth considering that co-operatives such as Fonterra in New Zealand and Arla in Denmark
have over 95% of national milk supply and this strong market position is permitted. These businesses which
have enjoyed strong market positions in their own country have developed to become international market
players. (Including the UK market) They have had the benefit of substantial capital invested by several
generations of farmers, possibly over 50–100 years of co-operative development.

1.4 Strategically the decision to have three competing co-ops handed much of the power relationships in
the supply chain to the retailers and as a consequence we have seen retail margins on dairy produce climb
from around 6% to up to 50% during this period, largely to the detriment of farmers.

1.5 The dismantling of the MMB saw the milk processing factory assets become part of Dairy Crest plc
in which farmers became share holders. These processing assets which had been built during the period of
MMB control had directly benefited farmers now they operated for the benefit of plc shareholders.

1.6 This has had a huge impact on milk suppliers who indirectly paid for the investment in modernizing
and developing the MMB’s processing assets which were transferred to Dairy Crest. Much of the cost of
reorganization and restructuring of the industry again is being indirectly paid for by farmers.

1.7 There were no processing assets under farmer control through their newly formed co-operatives; they
were simply milk brokers and administrators of the milk supply. As a consequence milk suppliers lost any
eVective means of returning financial benefit from further up the supply chain; they no longer enjoyed the
financial benefit of processing. The DFB ambition was to achieve a significant position in the supply chain
and thereby improve the market returns from farmers.

The Origin of DFB

1.8 DFB came into existence from the merger of Zenith one of the three co-operative businesses set up
following deregulation and another recently formed farmer controlled business called The Milk Group. It
was set up with advice from Rabobank (A major European co-operative banker and adviser) and had many
similarities with the New European co-operatives models. However in the UK it was obliged to operate
within the restrictions of the UK Industrial & Provident Societies Act. (1965)

1.9 Zenith operated as an eVective milk broking business arranging and administering the collection and
sale of member’s milk to processors and customers across the region in which they operated. Their
membership had evolved from the process of deregulation; some farmers made a positive decision to remain
with Zenith their regional co-operative; others simply continued to supply by default ie the co-op continued
to collect their milk.

1.10 A significant number of co-op members were recruited during this period to become direct suppliers
to plc processors and other private milk buyers. During this period direct milk buyers were able to return a
better milk price than the co-operatives partly because the co-ops were carrying the cost of balancing the
UK milk supply by jointly operating Westbury and providing a bottom to the market for surplus milk.

1.11 The Milk Group came into being as a result of a number of larger producers being dissatisfied with
their milk prices and coming together to form a new farmer controlled business. Their view was that their
size and locations as producers would make them attractive to customers and allow them to develop a
broking business capable of obtaining a better than average price from the market place.

1.12 Milk Group enjoyed early success which saw them grow quickly to become a significant milk
purchaser. They subsequently acquired two processing sites Nene Valley Foods at Peterborough a factory
producing dairy ingredients and Lubborn in Somerset a specialist soft cheese producer. However, under
performance of their two factories combined with an over supply of milk and an unanticipated down turn
in the market saw them in some financial diYculties.
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1.13 The merger with the more financially secure Zenith in 2002 provided a solution for The Milk Group
and theoretically created a stronger business. Potentially they could enjoy economies of scale and a critical
mass for further acquisition and strategic consolidation of processing assets in the milk industry. Their aim
was to improve their market position and deliver a better milk price to their milk supplying members.

1.14 In the financial year ending 2005 the DFB business purchased in the region of 2 billion litres of milk
from 3,200 member farms and was the third largest milk processor in the UK. Turnover at year end was
£594 million with a group operating profit of £21.2 million after goodwill amortization of £2.5 million. It is
significant that the majority of this profit £21.1 million was from the milk supply division.

1.15 During the financial year ending 2005 the opportunity occurred to acquire the dairy processing
business of the Co-operative Wholesale Society (CWS) This business the Associated Co-operative
Creameries (ACC) was a predominantly liquid milk business of five processing sites at Blaydon in the north
east, Whitby, Fole near Uttoxeter, CardiV and Portsmouth. In addition there were two processing factories
in Wales at Llangadog, a dairy product canning factory and Llandyrnog a cheddar cheese factory.

The Acquisition of ACC

1.16 In September 2004 the acquisition by DFB of ACC was completed for circa £80 million with a
budgeted profit potential at the time of £9 million pa. To finance the acquisition the members made
substantial financial commitments and guarantees to the bank for total borrowings which would later
exceed £100 million.

1.17 The logic was that the acquisition of processing assets would give direct and immediate access to the
significant market which ACC serviced. This market was approximately 1 billion litres p.a. With the
significant indicated profit of £9 million at the time of purchase, it was recommended to farmers as an
investment which would reward the member with better milk price returns and the potential for an
investment income.

1.18 Acquisition of the CWS asset gave access to what were perceived to be lucrative co-op retail liquid
milk and cheese supply contracts, and the opportunity to build a long term relationship with a leading milk
purchaser in the UK. In addition ACC had numerous milk supply contracts and relationships with other
milk purchasers.

1.19 In reality the purchase did not live up to expectations. The suggested ACC profit potential was never
realized. Many of the purchased assets were in need of substantial investment and many of the management
and working practices were outdated. In addition only two of the sites were purchased freehold; the other
sites were on relatively short term leases. Their limited life made future rationalization of the business a
future operational necessity.

1.20 Furthermore the supply relationship with the co-operative group proved to be problematic
particularly regarding pricing and direct to store distribution. The cost of delivery and service to their
geographically fragmented store base was high.

1.21 The ACC purchase in terms of scale was a massive acquisition by the newly formed DFB business
which at the time only employed 180 people with little experience of operating a major processing business.
The acquisition of a business with over 2,300 employees was a major undertaking. There was also a major
culture gap between the management styles of the two businesses.

1.22 Member council have expressed concern that the acquisition was over priced and that the due
diligence process had not been suYciently vigorous in several areas. These included a failure to appreciate
the financial consequences of a long term milk supply agreement with Medina which had been agreed and
signed immediately prior to the acquisition by the ACC business.

1.23 The Llangadog canning factory in South Wales was closed almost immediately post purchase due
to operational issues and financial losses; this undermined confidence in the acquisition. There were also
environmental risks requiring significant capital investment following acquisition on several sites. Within
three years of acquisition the loss making Whitby factory was also closed and should perhaps have been
closed sooner to stem losses.

1.24 The acquisition was costly and problematic in many areas. The executive failed to get prompt and
eVective control of the business and the financial requirements of the ineYcient processing business created
an economic burden on the business which impacted on milk price and undermined farmer confidence. The
original purchase price did not leave the business with suYcient financial headroom to restructure and
reorganize the loss making parts of the business.

1.25 It proved diYcult to get proper financial and operational control and understanding of the business.
The ACC acquisition was poorly managed and failed to achieve the objectives.
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The Acquisition of Lincoln Dairy

1.26 The acquisition of Lincoln Dairy from the Lincoln Co-operative Society was made in addition to
the ACC business in the financial year ending 2005. It was seen as an appropriate infill acquisition. Lincoln
had a turnover of £23 million and an annualized volume of 50 million litres.

The Acquisition of Bridgend Dairy

1.27 This acquisition in 2006 was made to allow the closure of the CardiV dairy from the leased site to
merge it with the newly acquired dairy business on the Bridgend site. This appeared to be good business;
however the merger of the dairies was problematic in several areas. The eZuent control on the new site
required major investment and the merging of two employment cultures created management problems. The
milk supply which was acquired with the new factory very quickly resigned to supply alternative milk buyers
creating the need to import milk from further afield.

The Market

1.28 DFB operated a defensive strategy on managing market fluctuations by having a broad base of
products with short and long term contracts with a variety of customers in the liquid, cheese and commodity
markets. This broad base of exposure meant risk was managed in a steadily moving market. However in a
“spiking” market such as occurred in 2006–07 where commodities were rapidly increasing in value this
strategy placed DFB at a disadvantage where more market adept competitors were able to pay significantly
improved returns to milk suppliers.

The Customers

1.29 Over the period of DFB’s development a new team of managers and sales executives were recruited
to join the business and manage customer’s accounts. Through most of the period following the ACC
acquisition customer relationships were good.

1.30 In the key areas of product availability, quality and price DFB were consistently competitive and
customers remained loyal. In particular the extensive depot and distribution system allowed the business to
service key customers to a high standard.

1.31 This ability to service customers did however come at a cost and although the commercial team
achieved significant price increases and commercial successes; the high level of overheads in the business
meant that although prices were market competitive the ineYcient processing and distribution business was
unable to deliver at a profit.

1.32 Following the failure of the business to pay the dividends to members at the end of 2008 relationships
deteriorated as customer confidence was damaged by further negative comments in the press and from
industry commentators.

1.33 In addition it has been suggested that the emphasis on building a relationship with Tesco for local
choice milk diverted energy and resources away from relationships with core middle ground retail customers
such as Spar and The Co-op and food service customers such as Brakes and Compass.

1.34 At first sight the decision to pursue the local milk initiative with Tesco appeared to be an opportunity
for DFB to play to strengths as a regional milk processor. The location of their medium sizes liquid dairies
gave them the opportunity for regional milk which was attractive to retailers and consumers at a time when
the market place appeared prepared to pay for the cost.

1.35 However the demand placed upon the DFB business by Tesco to pursue an agenda for 18 local milks
required dedicated local supply chains. The additional cost associated with this caused serious operational
and processing problems. The costs incurred and the failure to achieve the volumes required ultimately
contributed to the financial demise of the business.

1.36 Tesco remained supportive to DFB throughout and remained a customer up to the time just prior
to the receivers appointment. Perhaps if the initial ambitions of local choice had been more modest and the
market had been allowed to grow gradually based in larger regions the impact on the processing business
would have been more manageable and ultimately would have delivered a greater chance of success with
less risk.

Government Policy

1.37 The largest significant impact was the original deregulation which saw the creation of the co-ops and
placed DFB head to head in a hugely competitive market place with well invested and highly capitalized
public companies. With the heavy reliance on member debt and bank debt and little retained profit, the poor
gearing and low capital base has meant that DFB struggled in what was eVectively a Government imposed
model where DFB was at a disadvantage and out competed and out-maneuvered by the plcs.

1.38 The government has supported the creation of producer based co-operatives through several
initiatives, however for a business operating on the size and scale of DFB these initiatives were of relatively
little significance.
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1.39 This government deregulation and the subsequent evolution to three main co-ops and the movement
of producers to direct supply relationships eVectively handed the power in the supply chain to the major
retailers to the detriment of the milk suppliers. DFB at the point of the ACC acquisition was the third largest
UK processor but over the next four years was diminished as a market force.

1.40 The way the co-ops were created and the evolution of their milk fields meant that the co-ops milk
producers were smaller in size and dispersed geographically. This impacted on the economics of milk
collection and distribution. This made them less competitive against the “cherry picked” milk fields of the
plcs and other direct suppliers.

1.41 The failure to review and update the Industrial and Provident Societies Act also impacted on the
business.

Taxation

1.41 Member capital invested in DFB was taxed and this had significant cash flow implications to farmer
members. Take for example a member who invested £10,000 in DFB by capital retention deducted directly
from his milk cheque; this money was lost in his cash flow but because it was counted as income was liable
for income tax. In eVect for every 10,000 invested the farmer could be liable for up to an additional 40% tax.
On dairy farms operating on very low profit margins this had a substantial cash flow impact and was another
significant reason for member resignations.

1.42 If tax relief had been given to members’ capital loans this would have assisted the development of
the co-op particularly in the early years. The ambition of DFB to become a major milk processor using
member loans as capital would have been assisted by tax relief or tax deferral as has occurred in other
countries within the co-op sector.

2. Governance and Accountability Structures of DFB

2.1 At the formation of DFB advice was obtained from Rabobank a leading European co-operative
banker and advisor. The business was intended to be modeled to replicate European Co-operatives. In
reality it was a UK co-op regulated by the Industrial & Provident Societies Act. (1965)

The Members

2.2 The elected member council was the ultimate governing body. It was encouraged to participate with
regular meetings and a strong emphasis on training and development. In practice a lot of information was
shared with council but there was on occasions a tension with the board over issues of commercial sensitivity.
The council appointed the board who had delegated powers to appoint the executive and run the business.

2.3 The member council voted in favour of the ACC purchase with a minimal amount of information
provided to them on the day they were informed by the board of the intended acquisition. Concern was
expressed by several council members that there was insuYcient information or time to make an informed
and rational decision on the acquisition. The council lacked experience or competence in this area.

2.3 The problems following acquisition which undermined milk price also undermined member
confidence and caused many members’ resignations. At the end of the financial year in which Zenith and
The Milk Group Merged (2004) the business handled almost 2 billion litres of milk from 3,200 farmers. At
receivership five years later this was 1 billion litres and around 1,850 members. Of these remaining members
almost half had resigned and were serving out their notice.

2.4 The loss of membership and their capital contributions created further financial pressure. The capital
base was weakened and the cash flow benefit of member retention was lost. Both factors were crucial in a
highly geared margin managed business. In addition the capital structure of the co-op meant that the money
already in the business as a member loan became a significant future cash liability.

2.5 Despite these issues there remained a strong commitment by many members to make the co-operative
work. Within the member council there were many who worked hard and diligently with little financial
reward to improve communication and a more open and informed style of governance in the organisation.
There was also a constant demand for the executive to provide more information on the business plan and
to encourage a greater degree of transparency, understanding and accountability.

2.6 There was a strong training culture and the member council fostered an environment for personal
development and self improvement at council level. Many council members participated in training and
worked to improve their knowledge and understanding of business issues and co-operative governance.
Throughout the most diYcult period immediately prior to the business failure the member council
conducted themselves with considerable professionalism, integrity and dignity.
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The Board

2.7 The merger of Zenith and The Milk Group saw the creation of an interim board made up of farmer
members of the two co-ops. The need for competent and experienced board directors and senior and
executives was recognized and a recruitment and selection process commenced.

2.8 Rob Knight was originally viewed as a potential CEO for which his previous experience was
appropriate. His role as chairman of the Institute for Grocery Distribution was seen as a potential asset with
the industry contacts it provided. He was subsequently appointed as board chair and he reorganized the
board structure. The outcome was a board made up of a majority of relatively inexperienced farmer directors
with non executive directors providing business experience.

2.9 Following the acquisition of ACC the DFB board did not swiftly and decisively put in place a
competent and eVective executive to manage the enlarged operation. This probably undermined the future
of the business.

2.10 The over riding view of the board was that success would come from further industry consolidation
through merger or acquisition. Considerable money was spent in consultancy and professional fees
evaluating and trying to create the opportunity for a major strategic move to rationalize the industry. This
strategic move was never achieved. The poor performance of the business also meant it was less attractive
for merger.

2.11 It has been suggested that the professional firms used for evaluating opportunities and advising DFB
were insuYciently experienced in certain specialist area of business. This may have jeopardized opportunity
for strategic development.

2.12 There was also council concern that there was a board level conflict of interest. DFB board director
Philip Moody was also a Director of Smith Williamson Corporate Finance who evaluated proposals and
advised in these areas providing support to the chairman and board for considerable financial reward.

2.13 The relationship between the board, executive and council appears to have been dysfunctional. With
the benefit of hindsight it became clear that the under performance of the business was hidden from council
behind issues of confidentiality. (A failing business has many secrets!)

2.14 Despite this there were many eVorts by council to achieve greater business transparency and
accountability. For example a committee of the council submitted a paper to the board highlighting ways
in which the capital structure could be improved. Following this submission a growing number of members
of council felt the board and executive were out of touch with the genuine concerns of the membership.

2.15 It has been also been suggested that the relationships in the board and the executive was not eVective.
There was council concern that directors at times operated more like executives. It is suggested that projects
undertaken on cost reduction initiatives were not fully supported and implemented. Examples would be in
the depot and distribution side of the business and HR plans to implement management key performance
indicators and eYciency programmes on processing sites. It is not clear if this was due to lack of money to
finance the initiatives or other reasons.

The Executive

2.16 Following the ACC acquisition in August 2004 the CEO Malcolm Smith left the business in March
2005. This left a period of many months with this crucial position unfilled. During this period post
acquisition the Board Chairman Rob Knight acted as executive-chair, but there appeared to be a failure to
manage eVective operational and financial control of the new business, The dual role was substantially
financially rewarded with over £400,000 paid to the executive-chair in the financial year 2005–06

2.17 This high financial reward combined with the subsequent poor financial performance of the business
and its failure to pay a competitive milk price caused concern and resentment among members and was an
important issue in further undermining their confidence.

2.18 A new and relatively inexperienced CEO Andrew Cooksey was promoted from the internal role of
Managing Director (previously Marketing Director). The chairman continued to receive significant
financial reward while mentoring Andrew in the MD and CEO roles. The failure to get timely and eVective
operational and financial control of the ACC business during this period probably undermined many
aspects of its future performance.

2.19 It has also been suggested that there was too much emphasis on the DFB marketing strategy in the
period following the appointment of the new CEO from a marketing background.

2.20 There were not suYcient financial resources available to invest in major new product branding,
development and marketing campaigns. However, there was still considerable promotional expenditure and
recruitment activity which showed little or no return. This activity diverted executive time and energy away
from the important area of eVective factory level operational management in a processing business which
was producing mainly generic dairy products.
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The Employees

2.21 In a failed business it is easy to assume that the employees underperformed or were ineVective in
carrying out their duties. Within the organisational and management structure of DFB there were many
people who in situations of considerable adversity carried out their duties in a thoroughly professional and
business like manner. They operated eVectively to face the business challenges and achieved notable success.

2.22 In many other areas of the business such as in the restructuring and reorganization of cheese
factories success was achieved. Aspects of the business management in areas such as risk management,
auditing and health and safety management were ably managed and applied.

2.23 However, there is no doubt that there remained in some parts of the business until the end a division
between the old ACC business and DFB. A failure to address these diVerent cultures and internal conflicts
contributed to some extent to the businesses failing.

The Banks

2.24 Relationships with the bankers throughout the early periods of DFB appear to have been good with
the business working within the bank covenants and monetary constraints. The credit crunch and financial
crisis of 2008 and 2009 had a significant impact on DFB.

2.25 As a highly geared business experiencing cash flow issues they were vulnerable to a tightening of their
credit facilities. This is particularly important where the business was heavily reliant on asset financed
banking facilities.

2.26 Where asset values are stable or growing asset financing is viable but as asset values deflate this
financing method proved problematic. In the autumn of 2008 a change in bank personnel resulted in
rigorous financial supervision. This coincided with a higher than budgeted level of cheese manufactured and
held as stock at Llandyrnog.

2.27 The demands on the cash flow necessitated the sale of cheese stocks into a falling market at a time
when customers and intermediaries were also experiencing restrictions to their bank facilities. This forced
sale of stock placed DFB at a serious disadvantage in the market and also fed rumour and speculation about
the business which in turn impacted on customer, supplier and member confidence.

2.28 This cash flow pressure meant it was not possible to pay members the interest payment on member
capital accounts. This interest level was set high and proved to be a strategic mistake as non payment
encouraged commentator’s customers and members to further speculate on the position of the business. The
lack of any kind of financial buVer to weather these short term cash flow problems made the business
vulnerable. The delayed payment of creditors during this period made the situation worse.

The Business Advisers

2.29 It proved very disappointing that despite the board investing millions of pounds in professional
services and advice from individuals and business advisors over several years that the business failed to
achieve the creative strategic solutions required. These advisors were unable to provide a managed solution
to the problem for the business which avoided it being placed into administration.

2.30 There has also been concern expressed that the money invested in an eVort to find a creative solution
was in later days used to prepare the business for receivership. Perhaps the broader question should be asked
is it appropriate or could it be considered a conflict of interest for a business to be oVering business advice
to be then appointed receiver and manager. This is not a point exclusive to the DFB situation.

2.31 In the last few months that the business continued to operate PWC were tasked with selling factories
particularly those in the liquid business. The failure to bring these intended sales to completion ultimately
sealed the fate of the business because the continued cash loss of supporting these loss making factories was
unsustainable. This was particularly important as the customer base disappeared as confidence fell. The
business was forced to sell more milk into spot liquid and commodity markets at poor prices.

2.32 In addition to the companies tasked with advising the DFB board a number of individuals with
specialist skills were given board positions or employed as advisors to the board.

3. The Impact of the Collapse of DFB on Dairy Farmers and the Industry

3.1 The loss of confidence has impacted on farmers and the broader industry. As a direct consequence of
the business failure, around 50 members ceased milk production almost immediately and in the region of
another 150 are currently managing their exit from the industry. There has also been an impact on the
confidence of other co-op members who have concern for the future of their businesses which also carry
significant debt burdens.

3.2 The amount of total capital retained from members was £65 million a contribution of up to 4ppl for
each member. For an average producer with an annual production of 700,000 litres milk this represented
£25,000 to £30,000 however individual members production levels ranged from 200,000 litres pa up to
5,000,000 litres and therefore capital losses for some members will be up to £200,000 of capital contributions.
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3.3 In addition to this the members were paid a milk price below the market average. Over a four to five
year period this represented revenue lost to their businesses and was eVectively a further subsidy to the
business equivalent to another £60 million.

3.4 The loss of cash flow from the failure to pay the June milk cheque and the low milk price paid during
receivership is a serious bad debt which will range in quantum from a few thousand pounds to in excess of
£100,000 for larger producers and has had a serious impact.

3.5 All former DFB producers have entered into new milk supply contracts and whilst some are
satisfactory a substantial number of farmers are being paid on market spot prices, this is having a continuing
depressing impact on their incomes.

3.6 The market place was impacted by the failure of DFB because it caused dislocation of the
arrangements for milk supply. This created surplus milk which in turn weakened the market for all suppliers.
DFB was a major player in milk industry logistics and within the complex structure of UK milk supply the
loss of the business has had a negative impact on the cost eYciency and organisation of dairy industry milk
collections.

3.7 This market dislocation also created the environment where major customers are encouraged to turn
to imports on a larger scale.

3.8 Including job losses in the past 12 months there have been a total of around 2000 jobs lost at DFB.
There have also been consequential job losses in suppliers directly to the DFB business and also to the
businesses supplying the farmer members.

3.9 Farmers who have lost capital and revenue have been compromised in their ability to reinvest in their
own farming infrastructure which will have implication for the longer term sustainability and
competitiveness of their businesses.

3.10 The bad debt of four weeks lost milk revenue and consequential losses to DFB members is equivalent
to around £20 million. This has had an impact on farmers suppliers who are owed money by DFB members
and is revenue lost throughout the rural economy.

4. Defra’s Response to the Collapse of DFB

4.1 There was little public evidence of DEFRA intervening although we believe that they were fully
briefed. However, future consideration should be given to the impact this failure has had on milk supply and
the loss in ability of UK agriculture.

4.2 The Welsh Assembly Government has agreed to pay single farm payment to DFB members in
October which will aid their cash flow. To date no similar commitment has been made for English Farmers.

Note:

A number of questions were separately submitted to PWC by DFB council members and it is suggested
that a request is made to PWC for a list of these questions and their response.

End:

This report was compiled on behalf of the members of DFB Council listed separately.

Group from the DFB Members Council

August 2009

Annex 1

The associated document: Submission to the Environment, Food & Rural AVairs Committee (Dairy
Farmers of Britain) has been prepared and submitted with the support and agreement of the following DFB
members and representatives of the DFB council following consultation.

Robert Gosling has agreed to act as the spokesman and representative of this group should further
information be required.

Robert Gosling
Regional Chairman, Midlands & North Wales.

Robert Pritchard
District Chairman, North West Wales.

Charlie Whittingham
Chairman, Channel Island Milk Committee.

Barbara Hughes
District Chair, Wrexham & North Wales.

David Johnson
District Chairman, Cheshire.
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Ian ShuZebottom
District Chairman, East Derbyshire.

Richard Lodge
District Chairman South West Yorkshire.

John Walton
Vice Chairman, Organic Committee.

Philip Hill
District Chairman, Shropshire.

David Baxter
District Chairman, South Cumbria.

The document was prepared by Paul Fox
(Regional Business Manager DFB prior to receivership)

Memorandum submitted by the New Zealand High Commission (DFoB 31)

THE NEW ZEALAND DAIRY INDUSTRY

Information provided for House of Commons Environment Food and Rural AVairs Committee, United
Kingdom.

Background

There are approximately 11,500 dairy farms in New Zealand. Most of these are owner operated, although
share-milking is also a common production model.

Over the past thirty years the total number of farms has been decreasing while farm size and herd numbers
are increasing. Currently, the average New Zealand dairy farm is approximately 126 hectares and has around
350 cows. New Zealand has a pasture based production model which results in a seasonal milk production
curve (bell-shaped) and exposes dairy farmers to climatic events.

In the 2008–09 season69 milk production in New Zealand peaked at around 16 billion litres. Over
93 percent of this milk is exported as manufactured dairy commodity or ingredients products. Less than 7%
is consumed in the domestic market, 2% as liquid milk and 5% as manufactured product, such as cheese
and butter.

Buyers and Processors of milk:

The New Zealand dairy processing industry has traditionally been dominated by farmer owned co-
operatives. Overtime, improvements in transportation networks and technology has lead to economies of
scale in milk collection and processing and to gradual industry consolidation.70 Since the reforms of 2001,
a number of other (non co-operative) entities have entered the market.

There are currently three co-operative dairy processing companies in New Zealand: Fonterra Co-
operative Group Ltd, Westland Co-operative Dairy Company Ltd, and Tatua Co-operative Dairy
Company Ltd. These three cooperatives collectively account for 96% of the milk collected from farmers in
New Zealand (2008–09 season). The remaining 4 percent is collected by a number of investor owned
companies that have entered the dairy processing industry since 2001 (the largest being Open Country Dairy,
Synlait and NZ Dairies Ltd).

Dairy Co-operatives:

Fonterra Co-operative Ltd—Fonterra was created in 2001 through the merger of New Zealand’s two
largest dairy cooperatives. This merger was facilitated by the Dairy Industry Restructuring Act
2001 (DIRA—see below). Fonterra has approximately 10,500 shareholding farmer suppliers and collects
around 92% of total milk production in NZ. Fonterra is 100% owned by its farmer suppliers that hold fair
value shares in the co-operative in proportion to the number of milk solids supplied. Fonterra is a well-
recognised international dairy company which operates in over 190 markets worldwide.

Westland Milk Products Ltd—established since 1937, Westland currently has approximately
380 shareholding farmer suppliers and collects around 3% of total milk production in NZ. Westland is 100%
owned by its farmer suppliers that hold nominal shares in the co-operative in proportion to the number of
milk solids supplied. Westland’s products include powder, butter, protein and AMF). Westland has its own
processing plant on the West Coast of the South Island as well as a drying facility in Canterbury. In 2008,
Westland exported around 77.5% of its total product.

69 The New Zealand dairy season runs from 1 June to 31 May.
70 For example in 1935 there were around 500 dairy farmer co-operatives, by 1985 this had reduced to around 100 and by

2000 there were only 4.
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Tatua Dairy Co-operative Dairy Company (Tatua) was established in 1914. Tatua currently has
approximately 112 shareholding farmer suppliers and collects around 1% of total milk production in NZ.
Tatua is a closed co-operative. Tatua is 100% owned by its farmer suppliers that hold nominal shares in the
co-operative in proportion to the number of milk solids supplied. Tatua manufactures a wide range of
consumer, food and ingredient products under its own brands as well as specialty food ingredients and
proteins for nutritional supplements. More than 90% of Tatua’s products are exported.

Non-Cooperative Dairy Companies:

Open Country Dairy (OCD) currently has four processing plants in operation, in three diVerent locations
across NZ, with a total of approximately 800 million litres of processing capacity. OCD produced around
6,000 tonnes of cheese in its first season in 2004 and has since increased its output to close to plant capacity
of 20,000 tonnes per year. It also has a whey powder plant and two milk powder plants. In 2008–09 OCD
collected 2.4% of total national milk solids.

Synlait commissioned a milk powder plant in Canterbury in August 2008 and collected 1% of total
national milk solids in the 2008–09 season. Japanese firm, Mitsui & Co has a 22.5% stake in the company
and also provides supply chain management expertise.

NZ Dairies Ltd began production in September 2007 at its plant in South Canterbury. NZ Dairies is 100%
owned by Russian nutritional company Nutritek. In 2008–09 season NZ Dairies collected 0.7% of national
milk solids.

A number of other processing companies have recently announced intentions to enter the milk collection
market in New Zealand.

Legal framework

Relevant legislation

1. Co-operative Companies Act 1996

To be classified as a co-operative under this act, no less than 60% of the voting rights in a company must
be held by transacting shareholders (ie suppliers or purchasers). The Act governs the issuing and redeeming
of co-operative shares following the entry and exit of transacting shareholders.

Specifically for dairy co-operatives, the Act:

— ensures that the constitution of a dairy co-operative must provide that the supply of dairy produce
by a person to the co-operative is an irrevocable application by that person to be a shareholder in
the company. The constitution may authorise the board to, at its discretion, not require such a
person to become a supplying shareholder,

— allows for supplying shareholders to transfer shares to share-milkers; and

— ensures that any alterations to the terms of contract contained in the constitution of the co-
operative are binding on shareholders.

2. Dairy Industry Restructuring Act 2001 (DIRA)

The DIRA provided for the regulatory and structural reform of the (previously heavily regulated) dairy
industry, by:

— facilitating the merger of New Zealand’s two largest dairy co-operatives (New Zealand Dairy
Group and Kiwi Co-operative Dairies) into a single cooperative company, Fonterra.

— disestablishing the New Zealand single desk exporter, (the New Zealand Dairy Board), and
removing export restrictions on dairy products (via a graduated phase out process to 2010); and

— establishing the Livestock Improvement Corporation Ltd and a national dairy herd improvement
database.

Pro Competition Provisions

The DIRA also includes a number of pro-competition provisions to ensure the contestability and eYcient
operation of the NZ dairy market. These include provisions for the open entry and exit of dairy farmers into
(and out of) milk supply contracts with Fonterra as well as allowing farmers (separate to any milk supply
contract with Fonterra) the ability to provide up to 20% of their milk to independent operators. Fonterra
must also ensure that, at all times, 1/3 or more of milk solids produced within a 160km radius of any point
in New Zealand is either: (1) supplied under contract with an independent processor or (2) under a contract
with Fonterra which expires at the end of the current season.
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The Act also includes specific provisions and regulations requiring Fonterra, as a major player in the milk
collection market, to make available a certain amount of its total collected milk (currently 600 million litres)
to independent operators at a regulated price. (This price is derived from a regulated formula based on the
price Fonterra pays its farmers for the supply of milk.)

NB—full text of the above Acts (and associated regulations) can be found at www.legislation.govt.nz

New Zealand High Commission

October 2009

Memorandum submitted by Mr and Mrs D W Terpstra (DFoB 32)

— Mr and Mrs D W Terpstra (Partnership).

— Tenanted family farm.

— Just built brand new dairy complex (running for two years).

— Losses now of around £75,000–£85,000 because of DFB management decisions.

Tenant farmers cannot aVord this sort of loss; it will be approximately 5–10 years to get back to where
we were in financial terms.

Points listed below

(a) “No transparency”.

(b) December 2008—meeting at Petersfield, Hants (this, in fact, was the last meeting to be held. Had
been told that there would be another meeting in the middle of February 2009). DiYculties within
the business but we were all told that we would be alright by the board, the membership director
and his staV. Roger Taylor had been recruited to sort things out. Tim Wild, regional manager, said
that everyone else was in just as big a muddle and have the same problems!

(c) Both M Sheenham and S Yates advised me, in two separate letters dated 26/02/09, to rescind my
notice to leave given in February 2009 and not to sign a contract with another milk purchaser. On
hindsight, I should have never have listened!

(d) John Grantchester (chairman) told me personally that the DFB would be alright (see letter 13/
02/09).71

(e) “° pence/litre capital was still being paid”—nobody could say what for?

(f) Philip Moody (non-executive director) resigning from DFB (Talking Points—Novwember 2008)
of firm Smith and Williamson Corporate Finance Ltd. They were financial advisers to DFB. In
February 2009, the above were replaced by PricewaterhouseCoopers. This needs an explanation?

(g) All the correspondence to members kept saying “please stay in touch and ask whatever questions
you like.” The fact of the matter was that all we got back was that there was nothing new to report.
(Celia Nicklin—member business centre manager⁄will know how many conversations I had with
her).

(h) The Chairman, CEO and the board of DFB all knew what was going on and should have been
transparent with the membership instead of leading them on that everything was alright. The
business should have been finished in June 2008. Financial losses, hardship and mental strain have
all been born by the membership and all the people at the top of DFB should be made answerable.

Mr and Mrs D W Terpstra

August 2009

Memorandum submitted by David Wilkinson (DFoB 35)

Introduction

I am submitting this evidence at this 11th hour because, having viewed the evidence given thus far, I fear
there is a danger that the wrong conclusions may be drawn and an opportunity missed for some real progress.
I believe much of the evidence has been governed by continued vested interests both commercially
(understandably) and politically.

71 Not printed.
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I intend to cover the following points

1. Board structure and governance.

2. Strategy.

3. Capital structure of DFB.

4. Purchase of ACC.

5. Financial reporting of co-ops.

6. Development of the liquid business against a changing market.

7. Last few months.

But first a short background.

Background

DFB was formed at a time of low milk prices and massive oversupply with UK annual production running
well ahead of its current position. A particular issue was the spring flush and the ability to process all the
milk in May at all, never mind profitably. Coops at that stage had done little but broker milk and farmers
seemed to be at the mercy of the PLC processors who used the oversupply of spring milk to control the price
for the rest of the year. In general co-op milk prices lagged the other prices by 0.5–1ppl. There was general
agreement that milk prices were unsustainable and that the way forward was to copy the successful model
of the continental co-ops.

There are some large figures attached to the collapse of DFB but please keep in mind the size of the prize.
Continental farmers have by processing milk and having just a little control of the market achieved better
milk prices throughout the last decade. Every 1ppl is potentially worth £140 million per year on farm, across
the whole of UK milk.

Board Structure and Governance

The myth that modern dairy co-ops are run by farmers, who have little experience beyond the farm gate,
needs to be put to bed. Modern co-ops recognise these shortcomings and fill the Boardroom with
experienced professionals from the food industry. DFB was no exception. At the time of the ACC acquisition
the Board consisted of eight plus one advisor. The advisor was Norman Coward ex- head of agricultural
banking at HSBC. Of the eight directors, three were non-farmers. Rob Knight was ex-CEO of Masterfoods
and main Board director of Mars. Philip Moody is a corporate financier and sat on Boards at Warburton
Bread, Bolton Wanderers and the very successful co-ops of Centaur grain and Berry Foods. George Risley
was ex CEO of Greencore and had extensive experience at Board level in many food businesses. Of the five
farmers, two had considerable Board experience in large non-agricultural organisations. After the ACC
acquisition the Board was further enhanced with the addition of Richard Fisher, an industrial production
specialist, and David Felwick, ex-CEO of Waitrose and vice-chair of the John Lewis Partnership. David is
also a Board member of the £2 billion turnover Premier Foods.

The council took great pride in not only training itself, with all council members going to numerous
courses in conjunction with the Plunkett foundation and EFFP but also training future directors. The
council had identified the lack of future potential farmer directors and introduced the innovative scholarship
scheme which, using DFB and Defra matched funds, trained young people in business skills. The scholars
not only met DFB and UK business leaders but also undertook study trips abroad to study the large
European Co-ops.

Nor did the council take the job of electing the farmers to the Board lightly, employing an outside specialist
to chair a selection panel.

Board governance was most certainly not taken lightly throughout the 6 years I spent on the Board. I
could spend time describing the checks and balances that both the chairmen took a great deal of time to put
in place, however I feel this time would be better spent elsewhere.

Ultimate company governance lay with the council, and it is my opinion they undertook this well. There
is no doubt this is a diYcult job relying to a large extent on information fed from the Board. However what is
most certainly true is that they were party to more information and more external advice than any individual
member, shareholder or shareholder group in a PLC could ever dream of getting. It is for this reason that
I believe the council system is the right and proper way for future co-ops to be structured.

Those who point to an inexperienced or untrained Board and Council have been lazy in tripping out tired
lines. The Board may well have been at fault, but poor structure and governance was not DFB’s problem.
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Strategy

All co-ops brought in business leaders from outside the Dairy world to identify and hopefully solve the
problems, which made the UK dairy farmer the lowest paid in Europe. There were three strands to our
strategy:

— Create a foundation of eYcient commodity production the ultimate driver in all UK milk prices.

— Take out the ineYciencies of the milk transport system which the farmer pays for.

— Create a broad based dairy business to create value for the farmer out of a basic raw commodity.

The lease of Westbury by the three co-ops and the subsequent purchase of all the major cheese plants bar
one (Davidstow) delivered the first strand.

The joint milk haulage agreements DFB struck with First Milk, Arla and Milk Link started to deliver the
second although this has largely unwound with the supermarket specific contracts.

To settle for this was never an option for DFB since the majority of its producers were close to chimney
pots and expected their milk to go to premium markets and achieve a premium price. Whilst branded
products were an aspiration, short-term premium meant getting into the liquid market. Determined not to
replicate the mistakes of Westbury and Amelca by building assets with no market for its products. Nor
wanting to drive down the market by buying our way in after a super Dairy build as Wiseman has done on
several occasions, the Board of DFB looked to buy an existing business. Availability/aVordability led us to
ACC. Vertical integration was deemed necessary and indeed welcomed by all in government, farming
politics and indeed industry commentators. Clearly ACC alone was not meant to be the end game.
Consolidation through integration with other more eYcient businesses was the goal with farmers being the
beneficiaries not the casualties of the process. At that time the availability of those businesses was believed
to be a reality.

This strategy was spelt out to the membership in a series of meetings held throughout the country in
November 2003. The CEO and a director fronted these meetings.

Capital Structure of DFB

To raise funds to enact the strategy all the co-ops retained money from the milk price following a model
that had been successful in the Dutch and Danish co-ops. In principal the retained money should have been
split at the year-end with part into Company reserves, part into member accounts and part returned to
members as a bonus. In practice with little history of this in the UK and the speed of retention needed, this
system was “Anglicised” at DFB and all the monies ended up in the members’ name with the member able
to leave with the funds some time after he left the co-operative. This compromise led to an inherent weakness
with “investment “ from members appearing as debt on balance sheets and leading to three fundamental
issues:

— Debt restructuring issues later with Banks unwilling to accept the co-op model.

— Without the huge general reserves (1 billion euro at Arla) the continental co-ops held (the “dead
hand” as they call it) DFB was always going to be in trouble if business plans were not met.

— An inability to sell the business without the debt. This most serious issue meant that without the
ex members’ permission for a debt for equity swap, which the Board failed to get, the company as
a whole was too expensive. Even in the last few days DFB had bids on the table for the liquid
business. Without the ex-member debt burden a solvent solution was possible.

A major obstacle to member investment is the UK tax treatment of co-ops. For help understanding this
issue and what can be done about it, I suggest a conversation with EFFP.

Purchase of ACC

The ACC business was purchased for £72.8 million. This is an audited fact.

It included a 580 million litre liquid business, a cheese factory with £18 million worth of cheese and a
canning factory.

Any figures quoted above this figure are unaudited and must include bank fees, legal costs, costs of due
diligence, advisor costs etc. As a director I do not recognise the figure quoted by PWC.

Much has been made of the price paid. The bid price of £75m (adjusted down at purchase to reflect stock
and cash valuations) was arrived at in conjunction with two teams of advisors, Rabobank and Solomon
Hare. It was recommended to the Board by a sub group, which contained all the non-farmer directors, the
advisors, and one farmer director, which for the record was me.

Whilst it seems high now the board were aware that there were other bidders and that those other bidders
had considerable synergies and ready funds. Our weakness was our questionable funding.
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At the time, the going rate for a liquid business was 10 pence per litre. Our bid net of the cheese stock was
for less than that. Dairy Crest later paid £20 million for a 200 million-litre business and promptly shut it at
a cost of £9 million.

Again, much has been made about the tired state of the factories. Whilst this is true it is a mistake to believe
that all the rest of UK processing was taking place in shiny boxes. In 2004 of the 6 billion litre liquid market
less than 2 billion would be going through top class facilities to big supermarkets. The rest, the vast majority,
was being processed in lesser facilities and sold through convenience stores or doorstep. In 2009 whilst these
sales channels have altered (see later) there still remains some 2 billion litres processed in facilities no better
than those DFB have just closed.

My point here is that the price paid for ACC was high and no doubt we could have paid less but that was
not the reason the business failed. The Board hoped that the Co-op would want to sell to a fellow co-op but
could not depend on it. Price paid did aVect the amount farmers lost, but it was what we were able to do
with the business that caused the failure.

The Board and the advisors also had to place a high reliance on the vendor due diligence provided and
in some instances appropriate warranties were negotiated into the sale and purchase agreement. Subsequent
to the purchase, and the reliance on vendor due diligence, some aspects of the business were not as described
and a number of warranty and legal claims were prepared. Legal action dragged until the renegotiation of
the CRTG contract in 2007 when unsurprisingly it was dropped.

At the time of the purchase the business plan and the funding model including what it meant to the
individual farmer was explained in a series of meetings held throughout the country in August 2004. The
CEO and a director fronted these meetings. Some members did not like what they saw, put their notice in
and left the following April. The money they had invested thus far was returned to them with interest over
the next two years.

Financial Reporting of Co-ops

Another red herring!

Co-ops have to present an audited set of accounts at the year-end just like any PLC. This is not cheap and
involves a large independent team “living” in the business for two weeks every year until they are satisfied
all is correct. Anything, which goes in the annual report, including the chairman’s report; has to be passed
by the auditors.

Two years ago the plcs had to swap to using the IFRS set of accounting principles away from UK GAP.
Despite there being no requirement to do this until much later, DFB adopted IFRS in 2008, the only co-op
to do so.

Whilst co-ops do not have to produce half-year figures or trading statements DFB did so (until the change
to IFRS made interim accounts cost prohibitive).

The directors were available all the time and spoke regularly to members, far more so than in any PLC.

There is a fine line between commercial confidence and being open with shareholders.

The NFU in their vision document called for more accountability in producer owned businesses with no
idea what this means or how it can be done practically. They have persuaded Dairy Co to carry out an
exercise that will be futile and will be only as in depth as a normal analyst’s report, which is in any case carried
out from time to time. Any company will be acting against its shareholder interest if it allows access to
information not in the public domain, and therefore it will be an analyst’s report by another name.
Potentially farmer members of a weak co-op will be paying through the levy to have their own business
abused!

Development of the Liquid Business against a Changing Market

Within the DFB group of companies, the DFB liquid business was a large and complex business
employing 2,500 people, delivering many diVerent products through even more diVerent supply channels.
The control systems inherited were poor as were many of the contracts. Nevertheless the business had great
potential and we should bear in mind the strategic goal of folding it into one of the bigger liquid businesses.

Over the next few years the business suVered from several market place changes. These were:

— The big four supermarkets reducing supplier numbers to one or two (2004–05).

— The competition authorities letting the big four onto the high street (2005).

— The NFU vision document encouraged farmer specific pools. These are great for those involved
but robbed the co-op members of the benefit of the aVect of the income from the best payers, who
were and are the big four. This money trickled throughout the industry and its eVect can best be
seen by following the price rises companies managed following the series of 2ppl price increases in
the early part of this decade. The vision document also spoiled the funding models both the two
biggest co-ops had prepared, sowed mistrust of co-op finances and changed the view the PLCs had
of their own businesses.
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— The growth of the food service industry left our supply chain ineYcient with others delivering milk
more cheaply on the back of other groceries. This led to competition from larger dairies able to
deliver to the regional distribution centres (RDC) of the food service companies. Whilst DFB
responded well to this challenge. It meant more competition in this sector, price erosion and costs
for our depot rationalisation.

The business continued to be developed and grow with the successful addition of the Lincoln dairy.
Investment was made but the level has been exaggerated by PWC. Remember capital investment is only real
investment when it exceeds the ordinary level of depreciation in any business. Also much investment was
made at the cheese factory in North Wales which is now an eYcient modern facility, the benefit of which will
be felt by farmers for years, through the Milk Link co-op who I am glad to say now own the plant.

In 2007 it became clear that the opportunities to merge our business into one of the big three, for the
benefit of farmers had disappeared and DFB quietly started to try to divest itself of its liquid business. Our
major problem was our major customer, the Co-op, who took any opportunity to drag its heels on milk price
as industry prices had moved over the last three years and had opened a competitive tender process for the
next contract period.

Keen to lower the Co-op’s influence DFB entered into an agreement with Tesco to produce “Local choice”
branded milk, Tesco were very enthusiastic about its prospects. They aspired for it to be 20–30% of sales
(200–300m litres) in two years and were so confident their head of chilled sales and head of dairy products
came and spoke to the member council in spring 2008. DFB budgeted for half these figures and had that
been met we would still have been trading today.

The Co-op tender process was the beginning of the end. DFB’s competitors, all now with good core well
paying supermarket contracts bid low for what would be marginal business for them. DFB was expected to
match this and subsidise the direct to store delivery whilst the Co-op sorted out its Thurrock RDC in South
East England.

The eVect on our on farm milk price was massive. Whilst the industry was paying 25ppl on farm the fully
costed co-op business was worth 20–21ppl. Clearly it dragged our on farm price down at a time when
commodities were booming. The Co-op talked about a farmer pool but was not prepared to pay the high
cost of segregation let alone a premium price. Claims that DFB were unwilling are false. By 2009 we were
operating four such customer specific pools.

In August/September 2008 the market place changed again. Local, organic, added value was replaced by
cheapest and discount. Tesco introduced a discounted milk product and declared itself “Britain’s biggest
discounter”. Sales of Local Choice suVered, and it was clear that rationalisation of our own business was
essential. The “5 to 3” plan was born.

Last Few Months

Once PWC entered the business in late autumn 2008, from then on the Board were struggling for control.
Costs rose as the Board were asked to pay the costs of “advice” the bank were demanding. Whilst Bank
borrowing was falling; our ability to borrow fell faster. Covenants were breached to pay the milk cheque and
the bank demanded extra fees and punitive interest rates for this. Any suggestion that HSBC lost money out
of the collapse of DFB is plainly wrong.

The only solvent solution was to sell parts of the business. If a buyer could be found for the liquid business
then the rest of the business could have been easily merged with a fellow co-op where there were obvious
synergies. Despite several serious discussions a buyer was not found and the bank instructed PWC to put
the whole business up for sale in January 2009.

In evidence, Gerry Smith (DFB Liquid MD) said that business is about confidence. He is right. The
gossipmongers had been peddling half-truths about DFB for 12 months dragging that confidence out of
producers, customers and eventually the bank. Perception of DFB was always ahead of reality. But as Gerald
Ratner taught us, eventually reality catches up. The “For Sale” sign was confirmation that DFB were in
trouble.

The “coup de grace” fittingly fell to the Co-op who awarded their contract elsewhere. They will say that
they were being commercial and we were ineYcient. I would point to one fact that contradicts this and belies
their “Fair Trade “ tag. For the identical product, delivered in an identical way, Tesco were paying 40 pence
per gallon, that’s over eight pence per litre more than the Co-op were prepared to pay in the final contract!

Summary

In 2003 the Dairy industry was in a mess with unsustainable milk prices and oversupply. On farm milk
price varied by up to 2ppl. There were great ineYciencies in transport and commodity production. The co-
ops brought in industry outsiders to identify the problems and create solutions.

In 2009 those people have gone, the problems remain.

For 15 to 20% of farmers the supermarket specific pools have delivered sustainable milk prices. For the
rest the outlook is less rosy. The on farm price diVerence is now an unbelievable 7ppl for what is an identical
product. Transport ineYciency is worse.
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DFB consisted of 3000 farmers who instead of protesting or “going cap in hand” to the government set
about creating their own solution. A business capable of adding value to milk which at the end of the day
is just a basic commodity. Ultimately for whatever reason we failed, and for that I am personally sorry.
However what I am certainly not ashamed to have given it a try.

David Wilkinson

October 2009

Memorandum submitted by Milk Link (DFoB 36)

1. Introduction and Background to Milk Link

1.1 Formed in the year 2000 as one of the successor co-ops to Milk Marque (MM), Milk Link is one of
the UK’s leading integrated dairy businesses. We are entirely owned by 1,500 British dairy farmers whose
milk we process into a comprehensive range of high quality and innovative dairy products.

Background to the formation of the British dairy co-ops

1.2 MM had been set up following deregulation of the milk industry in 1994, prior to which all milk
produced in England and Wales was, by law, sold through the Milk Marketing Board (MMB). Following
deregulation farmers had the choice to sell their milk directly to a processor or to a milk broker. To
understand why not all farmers could sell direct to processors it is important to recognise that there is a
considerable diVerence in the profile of GB raw milk supply versus demand.

1.3 Processors tended to source directly only a proportion of their milk requirements, relying on brokers
to supply the remainder. Following deregulation MM was established as a farmer owned broker co-op to
handle milk produced by farmers who could not or who did not want to sell direct to a processor. It therefore
acted as a balancer, providing the milk the major processors did not source from direct suppliers and
balancing seasonal surpluses into bulk dairy commodities—which in turn were controlled by the major
processors. Inevitably the value of the latter tended to be lower than the value of milk sold into key consumer
markets, leading to a diVerential between the price paid to direct suppliers and that paid to members of MM.

1.4 To counter this lower price MM decided it wished to invest in processing its own surplus milk rather
than having to rely on processors who were also its customers for milk sold into consumer markets and who
used this control to drive down the price of all milk bought from MM. This was held by the Competition
Commission to be anti-competitive and the solution agreed with the DTI was that MM should split into
three new regional co-ops each of which would be allowed to invest in processing.

1.5 Thus in 2000 Milk Link and two other co-ops were created—but with no financial resources, limited
infrastructure and at a time when the farm gate milk price paid by MM was at a historic low of 16ppl.

The vision of Milk Link’s Farmer Members

1.6 The farmers who founded Milk Link were clear that they wished to invest in their own dairy
processing facilities so that they could better control their destiny, process their own milk and move from
being a “price taker” to a “price maker”. As a result they would gain a share of the processing profit and
have a more direct connection with both intermediate customers and ultimate consumers.

1.7 To do this it first organised itself, with advice from Rabobank, to be democratically accountable to
its Members and to be able to raise funds from Members through a levy on milk production. This, together
with significant bank borrowings, generated the funds needed to purchase processing businesses.

1.8 This levy is, in fact, a distribution of profits. Under Milk Link’s rules, the Member milk price is made
up of a “headline” price and a distribution of profits (currently 0.5ppl). This distribution is withheld from
payments to Members to create a reserve which is then distributed to Members who have agreed to lend the
amount to the Society as a Member Reserve Loan. The amount of each Member Reserve Loan is then
credited to the Member’s Capital Account with Milk Link.

1.9 As such in 2001 our Members voted to transform Milk Link into a vertically integrated dairy business
in order to create a long term sustainable future for their enterprises. At the heart of this strategy was the
need to invest in existing processing capacity with a skilled workforce, established products and valuable
consumer-facing markets.

Milk Link today

1.10 Today, Milk Link handles c.1.3 billion litres of milk equivalent to c.12% of the total GB milk
production. We are the country’s largest producer of cheese, supplying most major food retailers, food
processors and food service organisations. We also manufacture a wide range of dairy products including
long life milk and creams, extended shelf life products, flavoured milks, butter and powders. We employ c
1,200 staV at nine processing facilities located in England, Scotland and Wales and have the capacity to
process over 1 billion litres a year of milk into a wide range of added-value products.
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1.11 Our aim is to create a long-term future for our farmers through allowing them to benefit from a
secure outlet for their milk, together with the additional margins available from processing it into added-
value products. The profits generated by the business are returned to our farmer Members to help provide
a sustainable future for their dairy enterprises.

2. Milk Link’s Financial Performance

2.1 In the 2008–09 financial year, Milk Link’s financial performance was strong. This reflected: the
strengthening of our customer and product mix; our continued emphasis on driving out costs and improving
eYciencies across the business; and our rigorous approach to cash and stock management.

Financial highlights included:

— Turnover increased to £547 million (!4.6%) and turnover per litre increased to 42.7ppl (!13.3%).

— Profit Before Tax (Excluding operating and non operating exceptionals) increased to £10.1 million
(! 13.5%).

— Operating costs reduced to £81.7 million from £83.7 million.

— Operating cash flow increased to £23.9 million from £17.0 million

— Net bank debt fell by £8.5 million to £76.1 million.

— £12 million of term and other debt was repaid during the year.

— Total Member funds rose to £60.9 million.

— Group gearing (ratio of third party debt to Member investment) improved from 1.66 times to
1.25 times.

3. Returns to Milk Link Members

3.1 Milk Link is committed to paying a competitive and sustainable milk price to our Members from
processing their milk into high quality dairy products. In doing so, our aim is to improve over time the total
return paid to Members relative to the market place. In addition, we aim to pay Members a return on their
investment in the business in the form of interest on Qualifying Loans.

3.2 A co-op does not exist with the main aim of growing profits year on year as many plcs do. Rather a
co-op’s principal return to its Members is through trading—in Milk Link’s case through paying a good milk
price. Profit is retained to the extent necessary to fund future growth and to satisfy banking covenants eg
that require a minimum ratio of profit to debt.

3.3 Milk Link measures its success in improving returns to Members by comparing its milk price with the
average paid to all UK dairy farmers as measured and published each month by DEFRA. Historically co-
ops have paid lower than average prices and Milk Link’s first objective (now achieved) was to match the
DEFRA average. Our aim going forward is to continue to improve the price paid relative to the average
and, in addition, to pay a return on investment at a competitive rate.

3.4 In the last financial year our milk price strengthened relative to that paid across the market. Our
performance improved by 1ppl against the UK DEFRA 12 month rolling farmgate average, which meant
that at the year end our milk price was in line with the industry average. In the current financial year we are
now paying a milk price which is 0.18ppl ahead of the farmgate average (see Fig.1 below).

3.5 In addition to an increasingly competitive milk price, we are also focused on delivering to our
Members an attractive return on their investment in the business. In this respect our Member Processing
Interest Payment relating to the 2008–09 financial year increased to £4.1 million, representing a 10.8% return
on Members’ Qualifying Loans. This was the second year in a row that a plus 10% return had been paid to
Members.
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4. Milk Link’s Business Strategy

4.1 A key tenet of Milk Link’s strategy is to hold either the No 1 or No 2 market share position in each
sector of the dairy market that we choose to operate in. We believe this is necessary to build a successful
scale business.

4.2 For this reason we decided we should not attempt to compete directly in the fresh liquid milk market
because of the very significant investment needed to build a modern eYcient dairy and because of the
strength of the existing companies competing in this sector. Instead we have focused on building up our
cheese and long-life milk businesses and in building strategic relationships with two of the fresh liquid milk
bottlers through milk supply contracts.

4.3 We are now:

— The largest producer of cheese in the UK.

— A leading producer of long life milks.

— The largest producer of flavoured, extended shelf life milks.

— The largest supplier of dairy products to the food service sector.

— Milk Link brands include Tickler, Moo, Lockerbie and Bladen along with brand licenses for; Yeo
Valley cheese, Mars and Galaxy milks and Flora Pro activ milk. For the last two years in a row we
have won The Grocer magazine’s prestigious Branded Excellence Award for cheese.

4.4 Our major customers include:

Sainsbury’s—we supply Sainsbury’s with all of its English & Welsh customer brand cheddar; the
majority of its Stilton and all of its customer brand long life milk.

Waitrose—we supply the vast majority of Waitrose’s pre-pack and deli English Cheddars and
Territorial cheeses and also pack the majority of its farmhouse Cheddars and third party
territorial cheeses.

Tesco—we are a leading supplier of Tesco brand flavoured milks and also supply it with a range
of customer brand and creamery branded English and Welsh cheddars.

Marks & Spencer—we supply a range of cheeses to M&S including most of their territorial British
cheese, including Stilton.

Morrisons—we supply all of Morrisons’ customer brand long life milk and a range of cheeses.

Iceland—we supply the majority of Iceland brand cheddar and territorial cheeses.

3663—we are one of 3663’s largest suppliers, with Milk Link supplying the majority of their own
brand cheese and butter.

Booker—we supply most of Booker’s own brand cheddar, British territorial cheeses and butter.
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We supply raw milk to strategic partners in the fresh liquid milk sector such as Arla and Robert Wiseman
Dairies. Milk Link also exports premium cheeses and milks to over 20 countries world-wide including the
United States and China.

5. Building Long Term Customer Relationships

5.1 Our success in developing relationships with key customers reflects our commitment to being a leader
in the supply of customer brand dairy products. Our approach is to deliver to our customers high quality and
innovative products, combined with comprehensive category management support and the highest levels of
service. Central to achieving this has been our commitment to:

— Upgrading our production facilities to deliver greater productivity and cost savings. To this end,
we have invested over £30 million in the last five years in the implementation of a number of fast
payback, major capital investment programmes at our key processing facilities. This includes
substantial investment at our Taw Valley cheddar creamery and Oswestry cheese cutting and
packing plants which are now “Top 3” UK factories in their respective areas.

— Investing in our plant and people to improve our customer service levels. We now consistently
deliver industry leading service levels exceeding 99.5%.

— Delivering the highest quality products as recognised by the winning of 180 industry awards for
our cheeses in 2009.

— Investing in the next generation of products as witnessed by the opening of our new Innovation
Centre. The Centre is the central focus for our new product and packaging development activity
and its opening saw the launch of a number of new products including our market leading “lighter”
cheese with 30% less fat.

6. Milk Link’s Corporate Governance and Member Communications

Representation of Members’ interests

6.1 From the outset Milk Link has adopted the highest level of corporate governance and financial
control. Milk Link’s governance structure provides for a transparent representation of the Members’
interests on the Board, through the election of representatives from Local Groups onto a 35 member
Council, which in turn elects a majority of the Directors of the Board (in the form of Farmer Elected
Directors). The Council provides a channel for the dissemination of all necessary information from the
Board to the Members, and for the raising of issues by Members to the Board. The structure is designed so
that Members can be assured that their interests in the co-operative are represented, thus providing them
with the confidence to make capital contributions.

6.2 The Council has specific responsibilities in relation to corporate governance, needs to approve any
changes to the rules of the Society and acts as the General Meeting of the co-operative (see Appendix 1 for
further details).

6.3 The Industrial and Provident Societies Act 1968 contains the requirement to maintain proper books
of account in relation to transactions, assets and liabilities, along with satisfactory systems of control over
cash, receipts and remittances. The accounts are also required to present a “true and fair view”—exactly the
same requirement as applies to any company incorporated under the Companies Acts.

Governing Board

6.4 The rules of the co-operative require the Governing Board to be a composite board embracing
executive, non-executive and farmer-elected directors. The Board must as a minimum comprise of five
members, including the Chief Executive, Farmer Elected Directors (who must always be in the majority) and
other Executive or co-opted Non executive Directors, as the Board requires. The Milk Link Board currently
comprises:

Ronnie Bell (Chairman)—who was previously executive vice president of Kraft Foods, Inc, and
president of Kraft Foods European Union region.

Neil Kennedy, Chief Executive—who prior to joining Milk Link has held senior level positions in
leading dairy and FMCG companies, both in sales and marketing roles and as Managing Director.

Nairn Glen, Group Finance Director—whose experience prior to joining Milk Link, included 26
years in senior financial roles with Safeway, as Finance Director of Safeway Stores and Director
of Corporate Finance for Safeway plc.

Chris Page, Non-executive Director—who previously held senior Board level sales and marketing
positions at Mars.
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6.5 In addition, five Farmer Elected Directors sit on the Board who have extensive farming and wider
business experience. For example Johnnie Russell is a Farmer Elected Director who manages a family-
owned dairy and beef farm. He is also a chartered accountant with over 30 years’ senior level experience in
UK and international Corporate Banking. He currently runs the UK wholesale lending operations of ING,
the major European bank.

6.6 The Board sets policy and strategy and day-to-day direction is entrusted to the Chief Executive and
a team of professional executives with wide business experience. We are a farmer-owned business: not a
farmer-managed business.

6.7 It is also important to point out that at both Board and Senior Executive level Milk Link has had
considerable stability. This has helped us to deliver a clear and consistent long term strategy for the business
and as a result build and retain the confidence of our Members, customers, partners and banks.

6.8 The Governing Board has a range of sub committees. These include:

— The Audit Committee whose principal responsibilities are firstly the eVective and eYcient running
of the annual external audit process and secondly the overseeing of the Group’s business assurance
framework, to ensure that our processes of risk management and internal control are robust, fully
operational and eVective.

— The Remuneration and Nominations Committee which is responsible for the framework of
executive remuneration; reviewing the structure and composition of the Board and formulating
succession plans for Executive and Non-Executive Directors. The Committee also sets short and
long term targets for the Executive to align a proportion of their remuneration (over half in the
case of of the most senior executives) to shareholders interests.

6.9 All Milk Link Governing Board Members are assessed on an annual basis, undergo regular tailored
training and have access to independent financial and legal advice.

Communicating with Members

6.10 As a farmer-owned co-operative we place great importance on communicating eVectively with our
Members through an extensive range of channels including regular meetings with Council and Members,
newsletters, a dedicated website, email and text alerts; and the publication of an annual report and half year
trading update. On an annual basis we commission an independent, in depth, survey of 300 randomly
selected Milk Link Members to assess among other things the eVectiveness of our communications. This
year’s survey undertaken by the University of Plymouth stated:

“In conclusion, the current research has seen a positive development in terms of Milk Link
communicating with its Members. Not only does the data indicate that a higher proportion of
respondents felt that, overall, Milk Link kept them informed about the business decisions it makes
compared to previous years, there has also been a positive shift in the extent to which respondents
felt they were kept informed, shifting from feeling they were kept ‘informed’ to feeling they were
kept ‘well’ or ‘very well’ informed during the current research.”

7. Comment on the Failure of Dairy Farmers of Britain (DFB)

7.1 In oVering any comment on the possible causes of the failure of DFB, we must stress that Milk Link
was only an outside observer of the scene and had no insider knowledge of the decisions taken or the
rationale for them.

7.2 Milk Link believes that DFB’s collapse was caused by specific factors related to its business strategy
and execution. It is not a symptom of more wide-spread problems facing the dairy industry in general, nor
is it a signal that farmer-owned businesses (whether co-operatives or limited companies) are more vulnerable
than any other enterprise even in the current economic climate.

7.3 DFB failed primarily because its business model was flawed—it paid a very high price for sub-scale
assets in a highly eYcient market and was unable to hold onto a suYciently large customer base to survive.

7.4 DFB operated in the liquid milk sector but from older, less eYcient dairies. They were the No 4 player
and had virtually no share of the major multiple market, operating mainly into smaller convenience outlets
and doorstep delivery. These markets are highly competitive and relatively expensive to service owing to the
need for small frequent delivery across a wide geographic area. Their cheese business was also relatively
small scale, with limited access to major multiples and this business was to some extent used to balance
surplus milk produced by their members.
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7.5 They paid a very full price for the initial assets they bought and then had to invest significant sums
to improve the quality of the assets. Their liquid operations were complex with a large customer base,
multiple product and pack types and diYcult logistics. Their milk field was scattered adding further to the
cost of collection. They also operated in competitive geographic areas adding to the pressure to pay a
competitive milk price that, arguably, they could not aVord whilst they were rationalising and developing
their business.

7.6 Ultimately, their sales base was falling faster than they could reduce their asset base meaning the
business was increasingly unprofitable. The fact that none of their liquid dairies has found a new owner yet
the liquid market is still fully serviced tells its own tale—these dairies simply were not needed at a time when
Arla, Dairy Crest and Wiseman had invested huge sums in large, highly eYcient dairies with a significant
cost per litre advantage.

7.7 Sadly over recent months a number of well-known businesses have failed across various industry
sectors. That fact does not mean that other businesses in the same sectors are doomed. We are firmly of the
view that the failure of DFB does not of itself indicate a fatal flaw in the concept of farmer-owned business—
or indeed of businesses organised under the Industrial and Provident Societies Acts.

8. The Advantages and Disadvantages of being a CO-OP

8.1 Milk Link believes firmly in the concept of a farmer-owned, vertically-integrated dairy business. This
model works well in other countries to the benefit of producers, food processors, retailers and consumers
and examples of successful farmer-owned businesses include Fonterra (NZ), Arla (EU), Friesland Campina
(EU), Glanbia (Ire), Kerry Group (Ire) and Dairy Farmers of America (US).

8.2 However, it should be noted that these co-ops have been established considerably longer than Milk
Link and the other UK dairy co-operatives (in some cases over 60 years longer). Indeed while farmers in
other parts of the world were rapidly developing their vertically integrated businesses—UK dairy farmers
in the 1990s were required by government to take major steps backwards. First through the loss of the
processing assets which had been under their control for upwards of 60 years with their transfer to Dairy
Crest and then through the forced disbanding of Milk Marque and the creation of three relatively small and
under capitalised “phoenix co-operatives”. As such it could be argued that despite the relatively short time
we have been existence and our weak financial starting position, Milk Link has made strong progress in
establishing itself as a major value added dairy products business.

What are the advantages of the co-op model?

8.3 The main benefits of being a co-operative are the alignment of farmer member interests with
ownership of the business. Milk Link was created because its founding Members wanted to build a business
where they could share the rewards of investing in their own processing assets without the dilution of external
shareholders. Where ownership and supply are in the same hands the conflict between higher milk price
(desired by suppliers) and higher profits and lower raw material costs (desired by owners who are not
suppliers) is avoided.

8.4 Through co-operating together Milk Link’s dairy farmer Members have been able to build a business
of suYcient scale and dynamism to be able to compete eVectively and generate increasingly competitive
returns. At the same time, by working together they have a secured a long term sustainable outlet for their
milk with all Milk Link Members having the reassurance of evergreen contracts.

8.5 In addition, a vertically integrated business delivers a more joined up dairy chain—with the primary
producer (ie the dairy farmer) being closer to the end customer and consumer. This not only allows the
farmer to have a better understanding of what the market requires from his dairy enterprise but also aVords
customers and their consumers the reassurance of greater levels of product quality provenance and
traceability.

What are the disadvantages of being a co-op?

8.6 The disbanding of Milk Marque resulted in the creation of the three separate co-ops which were both
smaller and poorly capitalized. The lack of a permanent capital base has been a major restriction on the co-
ops as they sought to transform themselves into vertically integrated dairy processors.

8.7 Many long established European co-operatives have built up permanent capital through retained
reserves—undistributed profits of the business. This takes many years and UK dairy co-ops have not been
established long enough for this process to gain any significant momentum especially as the first 10 years of
their existence has witnessed considerable volatility and downward pressure on raw milk prices within the
overall dairy market. There is always a tension within co-ops with regards to paying out the maximum
possible to Members in terms of their milk price and investing for the longer term development of their
business. Part of the purpose of having a professional board of directors is to resolve such conflicts.

8.8 As such, in relation to permanent capital there needs to be a better way of building up the right
balance of long-term capital within co-ops to provide financial security.
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8.9 In this respect one significant disadvantage of current co-operative legislation is the restriction on
member investment in permanent capital. Because a member may not own more than £20,000 in the equity
of a co-operative in the form of permanent capital, businesses like Milk Link that wish to own and run
substantial processing operations have had to resort to a largely debt-based structure.

8.10 This means that member investment has been in the form of loans which must be repaid following
the member’s retirement and as such replenished every generation. If it could be treated as capital it could
be passed on from one generation to another or be treated as an asset of the farm enterprise.

8.11 The lack of long-term member capital investment can also be a negative factor in raising bank debt.

How can co-ops be strengthened?

8.12 We fully support the proposed changes contained within the Legislative Reform (Industrial and
Provident Societies and Credit Unions) Order 2010 which has been laid before Parliament. This completely
removes any limit on permanent member capital by stating that any non-withdrawable equity in a co-
operative is ignored for the purposes of the £20,000 limit. As such it would provide the opportunity to
strengthen our balance sheet with permanent member capital and be less reliant on relatively short term
member and bank loans. This would provide a more secure basis on which to build a business and would
allow some external investment to be brought in without totally negating the principle of aligning ownership
and supply.

8.13 However we believe that further changes are necessary. Allowing permanent capital to be raised
addresses one issue but risks upsetting the principle of aligning ownership with trading. Indeed, some co-
ops require member capital to be increased and reduced in line with trading, which means the business has
to retain an amount of cash reserves to repay to members who reduce production. It would be helpful if a
system of holding such reserves in “treasury stock” could be allowed, with refunds to those retiring or
reducing production matched by people joining or increasing production.

8.14 In addition, we would also like to see permitted some accumulation of retained reserves within the
Society without treating these as taxable profits until they are distributed. At present any capital retained in
a co-op (including that raised by member levies) is notionally allocated to members and is subject to taxation
as if they had received the monies. We would strongly argue that HM Treasury should treat any such tax
liability on retained capital reserves as deferred until these are actually distributed to members. At the same
time we would argue that allocated reserves should be treated as having a zero base value for any capital
gain made on the transfer of those reserves for value to a new member.

8.15 It would also assist in making returnable investments in co-ops more attractive if the Government
was to recognise that many Members regard their investment in a co-op as part of their “saving for
retirement”. Many members invest in co-ops on the basis that on their retirement from dairying their
investment will be repaid to them and this will help fund their retirement. We would like to see the
Government recognise the pension nature of such investments by allowing members to reclaim income tax
on them.

What are the strengths and weaknesses of being governed by the Industrial and Provident Society rules versus
the Companies Acts?

8.16 Apart from the issues around capital raising mentioned above, there are relatively few significant
diVerences. It is misleading to suggest that co-ops are less strictly controlled in relation to financial
governance and reporting. Co-ops are required to prepare fully audited and detailed accounts in accordance
with UK GAAP. Also co-ops are free to adopt all the principles of corporate governance that apply to
Companies Act bodies. This is certainly the case in relation to Milk Link’s corporate governance, risk
management and audit processes.

8.17 In reality whether a business is organized under the Companies Acts or under the Industrial and
Provident Societies Acts is less important than the business strategy pursued or the skill (or otherwise) with
which it is implemented.

8.18 However, one issue that should be resolved is that IPSs are not allowed to circulate interim accounts
unless these have been formally audited, whereas PLCs can and do issue half yearly or even quarterly
unaudited accounts. The legal position of co-operatives should be brought in line without imposing on co-
operatives the financial burden of paying for a full audit of interim accounts.

9. In Conclusion

9.1 In our first 10 years Milk Link has made strong progress in transforming itself into a modern vertically
integrated dairy processing business. We are proud to be owned by our farmer Members whose investment
and commitment to the business is at the heart of our success. We believe that their commitment is being
rewarded by our ability to pay a better milk price relative to the market and attractive returns on their
investment.
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9.2 The failure of DFB was first and foremost related to their adopting the wrong business strategy
aligned with poor management decision making and implementation. This happens in many businesses
whether they be plcs, privately owned or co-ops. As such we do not regard the failure of DFB as being
symptomatic of deficiencies in the co-op model.

9.3 The vertically integrated co-op model is a successful one which has been proven to work globally. The
UK co-ops are still at a relatively early stage in their development. Although we are playing “catch-up” with
the larger and financially more mature international co-ops and plcs in the dairy sector we do believe that
we will play an increasingly important role in the development of a vibrant and sustainable British dairy
industry.

9.4 The governance of co-ops under the IPS Act requires them to have similar levels of corporate
governance and financial reporting as that of businesses governed by the Companies Act. However we do
believe changes need to be made to the IPS Act and in particular in allowing co-ops greater flexibility for
the raising of permanent capital.

Milk Link

November 2009

APPENDIX 1

MEMBER AND MEMBER COUNCIL APPROVALS

Matters which Require Consent of Specified Majorities

Part 5 of Milk Link’s Rules covers all the matters which require the consent of specified majorities.

All Member Meetings

The matters set out below must be referred to an All Member Meeting and must be approved by an All
Member Special Resolution.

(a) the setting aside to reserves of profits of the Society of any excess over the Council Permitted
Amount; ie more than 1.00ppl;

(b) any amendment to the Rules which would materially aVect:

(i) the way in which Council members or the Board are elected; or

(ii) the rights attaching to any issued share or loan capital in the Society; or

(iii) Members Capital Accounts;

(c) any material change to the number of votes each member has in the event of a postal vote, or vote
taken by poll where the number of votes per Member depends on the litreage of Milk which he
supplied to the Society in the quota year immediately before the date of the vote;

(d) any increase (above the level set out in the Rules) in the Members Liability; and

(e) any increase in the level of the Processing Interest Percentage above 10% in any given financial year.

An All Member Special Resolution means a resolution passed either in accordance with Rule 6.26 (see
below) or passed on a show of hands by Members representing at least two thirds of the Members who vote
in person, or where proxies are allowed, by proxy.

Rule 6.26 allows a resolution in writing executed by each Member or Council member who would have
been entitled to vote on it if it had been proposed at a General Meeting to be eVectual as if it had been passed
at a General Meeting duly convened.

Any amendment to the Rules to increase the figure of five pence per litre regarding the Members Liability
must be approved by a resolution passed by three quarters of the votes validly cast (whether in person or by
proxy) at an All Member Meeting.

Council Special Resolution

The matters set out below must be referred to a Council Meeting and must be approved by a Council
Special Resolution.

(a) the setting aside to reserves of profits of the Society of any excess over the Board Permitted
Amount; ie more than 0.5ppl and less than 1.00ppl;

(b) any increase (above the level set out in these Rules) of the borrowing powers of the Society (five
hundred million pounds sterling);

(c) the disposal of a substantial part of the undertaking or assets of the Society or any interest in them
except to a person in the same Group as the Society;

(d) any borrowing or other financial facility of any nature to the extent that it is secured by any of the
commitments of Members given pursuant to the Rules relating to the Member Liability;
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(e) any amendment to the Rules other than an amendment required to be approved by an All Member
Special Resolution;

(f) any acquisition which will require capital expenditure in excess of £100,000,000;

(g) the creation of any share capital in the Society;

(h) any shortening or extension of the period during which the Member Liability under the Rules
remains outstanding;

(i) amendments to any Financial Support Agreement; and

(j) any issue of, or variation of the rights attaching to, or repayment or cancellation of Qualifying
Loans pursuant to the Rules.

A Council Special Resolution means a resolution passed either in accordance with rule 6.26 or passed on
a show of hands by Council members representing at least two thirds of the Council members who vote in
person, or where proxies are allowed, by proxy.

Amalgamation, Transfer of Engagements and Conversion

The Society may, by Special Resolution passed in the manner prescribed by sections 50 to 52 of the Act,
amalgamate with or transfer its engagements to any other society or company, or convert itself into a
company registered under the Companies Act 1985.

The Society may accept a transfer of engagements and assets by Resolution of the Board or a Council
Simple Resolution.

Dissolution

The Society may at any time be dissolved by the consent of three quarters of the Members, testified by their
signatures to any instrument of dissolution in the form prescribed by the Treasury Regulations; or by
winding-up in a manner provided by the Act.

Supplementary memorandum submitted by Milk Link (DFoB 36a)

INQUIRY INTO THE FAILURE OF DAIRY FARMERS OF BRITAIN

Response to Comments in Ignacity Paper to EFRA Select Committee72

1. Introduction

1.1 Milk Link notes the memorandum submitted by Ignacity and wishes to comment on two aspects of
this paper.

1.2 The first is to respond to several criticisms of Milk Link’s accounts and business practices made in
the paper. There has been no correspondence between the parties and the writer of the Ignacity paper has
not sought to confirm the accuracy of his assertions. The criticisms are:

— treatment of contributions to Member Capital Accounts;

— treatment of intangibles;

— revaluation of fixed assets;

— the Profit & Loss account overstates the actualite; and

— Milk Link has a generous bonus policy.

1.3 The second is in relation to the suggestion that a new form of commercial paper would be necessary
to allow members of a co-operative to trade their asset. Milk Link believes this is actually possible under
present arrangements as it itself has done and continues to do.

2. Contributions to MCA

2.1 Milk Link’s policy, which has been applied consistently, is clearly set out in its accounts under
Accounting Policies. On page 47 of the Report and Accounts 2009, note “s” (Member Reserve Loans) states
“Under the Society’s rules, the Member milk price consists of a “headline” price and a distribution of profits,
currently 0.5 pence per litre. This amount is withheld from payments to Members to create a reserve which
is then distributed to Members, who have agreed to lend the amount to the Society as a Member Reserve
Loan. The amount of each Member Reserve Loan is credited to the relevant Member’s Capital Account.”
The treatment has been thoroughly reviewed and agreed both by Deloitte LLP (Milk Link’s current auditor)
and by Grant Thornton LLP (the previous auditor).

2.2 The amount credited to Members Capital Accounts is set out at the foot of the P&L account, which
also shows the cumulative profit and loss reserve carried forward.

72 Ev 251
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2.3 It is clearly set out on Milk Link’s Balance Sheet that these contributions are separate from General
Reserves as they are shown as a separate caption under Funds provided by Members whereas both the
Revaluation reserve and Profit and loss reserve appear in a diVerent section of the Balance Sheet headed
Capital and reserves. It is thus perfectly clear that Milk Link is treating Member Capital Accounts as a
liability on the Balance Sheet—not (as Ignacity asserts) “treating money that belongs to individual members
as part of its own assets”.

3. Treatment of Intangibles

3.1 The Goodwill on Milk Link’s balance sheet arose in relation to the acquisition of its processing
businesses and represents the excess of consideration over the fair value of the tangible assets acquired. This
begs the question as to why Milk Link should have paid greater than tangible asset value? The reason is
clear—Milk Link believed (and subsequent trading has confirmed) that the income generated by the assets
acquired justified a higher value. UK accounting rules state that such excess value must be treated as
Goodwill and amortised over the expected life of the business stream with a maximum of 20 years. This is
Milk Link’s policy and is clearly set out on page 45 of the Annual Report & Accounts 2009 as Accounting
Policy “d”.

3.2 Milk Link regularly reviews whether any impairment is appropriate (as required by Accounting
Standards) on the basis of achieved profit from the businesses acquired compared to that expected at the
time of acquisition. To date no impairment has been necessary (other than in respect of businesses which
have been sold).

4. Revaluation of Fixed Assets

4.1 Milk Link commissioned King Sturge, a firm of Chartered Surveyors, to carry out a valuation of all
the Group’s properties as at 4 April 2009, in accordance with the principles adopted by the Royal Institute
of Chartered Surveyors. This revealed a surplus over book value of £11.3 million and was recorded in the
accounts as at 4 April 2009 in accordance with accounting standard FRS15. For the record, the gain did not
arise through the Profit & Loss Account but in the Consolidated Statement of Total Recognised Gains and
Losses and it should be stressed was not as suggested by Ignacity a factor in determining any executive
bonus. The surplus is recorded as a separate caption on the balance sheet and not as part of the Profit & loss
reserve. FRS15 requires the gain to be amortised over the remaining useful lives of the assets and this cost
is charged to the Profit & Loss Account.

4.2 The Milk Link Board took the view that, following various acquisitions and disposals, the Group’s
asset base was now stable and accordingly, it was appropriate to update the value of its processing facilities
to reflect more accurately their value to the business.

5. The Profit and Loss Account overstates the actualite

5.1 This statement is not supported by any evidence other than the writer’s opinion on the treatment of
Member capital contributions. Milk Link’s published accounts reflect accurately the financial impact of its
business transactions, including transactions with its Members. As noted above, the gain arising on
revaluation of its properties was not included in the P&L Account.

5.2 The audit process is overseen by an Audit Committee, comprising an independent director and two
elected farmer directors. In this context we would point out that Milk Link regularly publishes its annual
Report and Accounts on a timetable fully in line with that of comparable publicly quoted companies rather
than taking advantage of the generous timetable allowed by the Industrial and Provident Societies
legislation.

6. Milk Link has a generous bonus scheme

6.1 The bonus arrangements for executive directors and senior executives were developed by the
Remuneration Committee (comprising the Chairman and three elected farmers directors), which had advice
from MM & K Ltd, as external advisors, to provide benchmark data and guidance on the design and
implementation of short and long-term incentive plans. It should be noted that these are based on
achievement of a “balanced scorecard” of objectives, directly aligned to advancing Members’ interests.

6.2 Current best practice suggests that a significant proportion of executive compensation should be
contingent on performance and Milk Link’s remuneration policy is in accord with that principle.

7. Raising Funds for Co-operatives

7.1 The remainder of this note responds to the suggested proposals from Ignacity for the raising of funds
by co-operatives.

7.2 Milk Link is interested in any constructive suggestions that would facilitate raising the funds
necessary to support Co-operatives’ growing Balance Sheets. Any such proposal should, however, bear in
mind the fundamental principle that a co-operative exists primarily to add value to its Members’ businesses
rather than to make profits in its own right. The principle means of returning value to Members should be
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through Members trading with the co-operative rather than through the payment of interest or dividends
on amounts invested. These principles are best achieved if the co-operative is owned by its Members rather
than by external investors, whose interests may diverge from those of the members.

7.3 To date UK co-operatives have been subject to a restriction that no Member may hold more than
£20,000 of equity in the co-operative. There is no restriction on amounts that may be lent to co-operatives
and most have used the loan route to raise capital. These loans are repayable to Members when they leave
or retire from the Society and this does require that such capital is replaced. It does, however, maintain the
principle of the Society being owned and funded by its supplying Members.

7.4 The Ignacity proposal appears to anticipate capital being retained by former members or even being
subscribed by external investors as the writer refers to a market being created and mentions analysts
commenting on the investments in a similar way to analysts commenting on PLC performance.

7.5 Milk Link would be concerned that such a proposal would introduce a number of issues:

— There would be a potential conflict between the interests of supplying Members and external
investors, with the latter being more concerned with profitability than, in Milk Link’s case, the
milk price.

— It is unclear whether these investments would be equity or debt—if the latter would they rank after
bank borrowings but ahead of Member debt?

— How would the banks that lend to co-operatives view this new form of paper and would it aVect
the terms on which they are prepared to lend?

— If they are to be regarded as equity, it would suggest that the holders of this paper would be the
ultimate owners of the business rather than the Members whose enterprise had created it. We think
this is unlikely to be acceptable to Members, as has been evidenced by the reaction of Fonterra
members to that company’s proposals for a partial floatation.

— If this paper is “quasi equity” how would the return on it be treated for tax purposes? At present
interest paid to Members on loans is allowable against tax in the accounts of the co-operative. If
the new paper is entitled to receive dividends these may have to be paid out of taxed profit adding
a further burden to the co-operative.

7.6 Milk Link believes it is possible to allow Members to trade their loans without creating any new type
of paper and in fact introduced such a system three years ago. Since then over £1 million of Qualifying Loans
have been traded between Members.

7.7 Milk Link also considers that a preferable method of introducing external capital (if needed) would
be to issue a minority interest in the share capital of a processing subsidiary. Such companies tend to be
organised under Companies Act legislation and so issuing equity is a tried and trusted process. This structure
has been adopted by Glanbia and Kerry and appears to work well. The top company in the organisation
remains a co-operative wholly owned by its Members but the principal operating subsidiary has minority
shareholders (in Glanbia’s and Kerry’s case the shares are listed but this is not essential).

Milk Link

February 2010

Memorandum submitted by Joe Egerton (DFoB 37)

Access to Reports and Accounts of Co-operatives

This material is in theory available from the FSA. However obtaining financial statements of cooperatives
from the FSA is a cumbersome and costly task in contrast with the easy and low cost availability of up-to-
date information from Companies House.

Companies House

It takes less than five minutes, to order a copy, for example, of the latest accounts of Dairy Crest Ltd, at
a cost of £1, usually delivered electronically within minutes. Within two minutes of putting “Companies
House” into Google, one can see that Dairy Crest filed its last annual return on 30 June 2009.

If one puts the name of a cooperative into the webcheck search engine,
http://wck2.companieshouse.gov.uk/ac98594f3e8003f4ca57209d8ed3f8c0/wcframe?name%accessCompanyInfo

— Say Milk Link—all one gets is the registered number and a direction to the FSA—not even the
address of the cooperative!
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FSA

In contrast, to inspect documents filed by cooperatives one has to submit a written request to the FSA,
and pay a fee of £26.50 and attend at Canary Wharf. Or one can order copies for the same fee for the first
20 pages plus 60p a page thereafter. The FSA has a phone answering service on 0207 066 4916 that provides
this information, directing one in the first instance to put in a written request. This process is far slower and
more cumbersome and as I say involves paying £26.50 simply to discover whether a cooperative has in fact
filed its reports.

An experience of dealing with the FSA

A couple of years ago, I had occasion to investigate a small co-operative which had been seeking to obtain
payments of £250 from prospective members. I visited the address given for the co-operative and found that
it was a locked room in an oYce block and the receptionist told me that the room was let to a public body,
not the co-operative. I duly applied to the FSA and discovered that although the Co-operative had a file, it
only contained the application form and a couple of other documents from the time (some years earlier)
when it had been set up. The directors all had addresses abroad. There were no accounts filed. Being
concerned that this was a fraudulent operation, I wrote to a Managing Director of the FSA reporting what
I had found and explaining that cheques were being solicited on behalf of this body. To my amazement,
about a week later, I received a letter from an FSA oYcial rebuking me and informing me that because I
had written to a Managing Director of the FSA pointing out the possibility of a body registered with the
FSA being engaged in fraud, I had “prejudiced any action”. This is rubbish. On that basis reporting a murder
to the police would “prejudice action”.

A suggestion

It would be very easy for Companies House to act as the filing cabinet for co-operatives so the accounts
etc were all available to the public. I cannot believe that this would need legislation—the FSA could simply
ask companies house to act as its agent in this matter.

J Egerton

November 2009

Memorandum submitted by English Farming & Food Partnerships (EFFP) (DFoB 40)

Introduction

1. English Farming & Food Partnerships (EFFP) is a membership organisation established in 2003 in
response to recommendations contained in the Curry Report to strengthen the profitability, competitiveness
and sustainability of England’s farm-based industries. We set out to achieve this through the growth of
market focused and professionally run Farmer Controlled businesses (FCB) and by developing co-operation
and partnership activities not only between farmers but also between farmers and the food chain.

2. Membership includes over 50 FCBs representing approximately 75% of all the main FCBs in England.

3. In the last six years we have worked closely with government and industry to increase knowledge of
the sector, to promote the development of FCBs and to foster collaboration in supply chains. We have
developed a team to create linkages, build knowledge and deliver activity which has been funded by
DEFRA, industry contributions and fee based work.

4. EFFP was set up as a partnership between government and industry designed in such a way that would
enable it to evolve into a commercially self-sustainable business. DEFRA no longer provide any core
funding to our business although they continue to be supportive of our mission and we work on their behalf
on a number of projects.

5. Today, in practical terms, we are a specialist agri-food business consultancy, working across the full
supply chain with all genres of business structure. We combine our farming knowledge with food industry
expertise to help address structural, commercial and relationship issues across the industry, from an objective
and independent standpoint.

Our interest in this inquiry

6. EFFP believe that FCBs have a significant part to play in the challenges faced by the agri-food industry.
Across the world the influence and success of FCBs is considerable and not just in their own domestic
markets as many are now global players including a number that have a substantial stake and presence in
the UK, for example, Arla Foods and Danish Crown (Tulip).

7. Most FCBs operate in extremely competitive marketplaces but provide an important mechanism for
farmers to create and capture value from the market and to help a fragmented farming industry trade with
national and global food companies as well as retailers.
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8. In the UK FCBs tend to be less developed than those in other countries around the world. The
historical development of domestic policies in the UK such as the formation of marketing boards in many
sectors provided stability in agricultural markets reducing the incentive for farmers to work together
through FCBs. More recently, as the UK market has become more deregulated and government has moved
away from protection and support for agriculture, farmers have become more exposed to global market
forces and we have seen a more extensive development of FCBs, particularly marketing FCBs, in the UK.

9. Nevertheless, even the biggest UK FCBs are small by comparison to their EU and international
counterparts. The UK has no FCBs large enough to feature in the EU top 30. The turnover of the top 30
FCBs in the Netherlands is three to four times greater than the UK (ƒ22 billion in the Netherlands versus
ƒ5.6 billion in the UK). The three largest UK dairy cooperatives including DFOB had a turnover of ƒ2.2
billion whereas the three largest European dairy cooperatives had a combined turnover of ƒ14.4 billion.

10. Despite the good progress made by many FCBs the last 10 years have also seen some notable failures
of FCBs in the UK including Viking Cereals, a cereal marketing business; Amelca which was a farmer owned
liquid dairy in Derbyshire and Westbury Dairy, a butter powder plant established in 2000.

11. There are many reasons why a business fails and care needs to be taken not to attribute a single factor
to the cause of these failures when often the situation is far more complex. It is crucial that we identify the
real barriers to the success of our FCB sector so that we can build on the successful businesses that continue
to exist.

12. DFOB were members of EFFP. We provided limited support to their member council and some of
their board members attended the forums and conferences we organised.

13. The EFRA enquiry has asked that EFFP provide our thoughts to the following points:

(a) The diYculties FCBs face in raising capital and how this could be addressed.

(b) Good practice with regard to the governance of FCBs.

(c) The tax treatment of contributions to FCBs.

(d) Whether the Industrial and Provident Society Act is fit for purpose.

The diYculties FCBs face in raising capital and how they can be addressed

14. We recognise the considerable diYculties faced by UK FCBs in raising capital. Compared to the
leading cooperatives throughout Europe who have been able to build considerable financial strength over
many decades, UK FCBs are at a distinct disadvantage.

15. As relatively immature businesses, many UK FCBs in the absence of such financial strength are reliant
on external funding, principally from the retail banks, to fund their investment and activity.

16. This raises a number of issues, including:

(a) Under investment, reducing the ability of FCBs to deliver their strategy.

(b) Excessive balance sheet gearing, particularly given the lack of permanent capital within many
FCBs—see above.

(c) A lack of banks and advisors with detailed understanding of the sector and its opportunities
resulting in a reduced appetite to lend to FCBs.

17. Moreover, the financial and legal structure of many FCBs restricts their ability to attract external
investment to the sector, an aspect made more acute by the fact that the sector is relatively immature and
therefore not well understood by the financial sector in the UK.

18. Over the last two years, EFFP with the support of Defra has invested significant resource into
exploring ways for the sector to attract capital. This has included:

(a) Considering the feasibility of setting up an investment fund focused on developing commercial
opportunities in the farming and food arena and focussed on being a source of medium and long
term capital for agri-food businesses.

(b) Exploring the appropriateness of using equity, bonds and mezzanine debt to fill the gap between
the finance provided by the FCB, members and bank debt.

(c) Developing a bespoke funding model which would link individual investors and agri-food
businesses (including FCBs) and act as a signal fund that over time could be used to demonstrate
the opportunity to the wider investment market in the UK.

19. More recently EFFP submitted an innovative proposal to Defra that would utilise unspent Rural
Development Programme funds to act as a cornerstone source of investment funds. A copy of this proposal
is attached to this submission.

20. We would wish to encourage both Defra and the Treasury to consider supporting the development
of such initiatives and would welcome the opportunity to discuss this further.
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Good Practice with regard to the governance of FCBs

21. Since EFFP was established in 2003 we have taken a proactive stance on the governance of FCBs as
we believe that it is fundamental to their success. We recommended that FCBs should comply voluntarily
with good governance standards and take all possible steps towards raising their own standards of board
eVectiveness not only to protect the interests of their members and other stakeholders, but also to protect
the reputation of FCBs generally.

22. We have developed a suite of governance tools and services ranging from a short board health check
to a comprehensive governance review based on comparing an FCB’s practice with best practice as outlined
in the Combined Code. Over the past five years EFFP have delivered services to FCBs across England of
all sizes, in all regions and sectors.

23. Much of our early governance work was funded by Defra through a range of projects meaning that
we were able to oVer our services free of charge to FCBs. This, without doubt, encouraged the uptake of
our services in this area. As our Defra funding streams have declined we have had to move to a position
where we charge commercial rates for governance advice and support to FCBs. Our experience has shown
that this has substantially limited the uptake of the services we oVer in this area.

24. We have learned much from our engagement with FCBs on governance but are concerned that much
more needs to be done. Notwithstanding the issue of FCBs paying for our services, engagement with some
businesses has been diYcult. The reasons for this can be complex but are likely to include: a belief by the
board that they already adhere to good governance practice; that past success makes it diYcult to
contemplate future problems or because the board don’t want to expose themselves to outside interference
and monitoring.

25. The choices these organisations make in this area can have far reaching eVects. The failure of FCBs
can have a devastating impact on producers, creditors and employees yet they are not subject to the same
scrutiny as large PLCs. With FCBs there is no share market to act as barometer of business performance
and the interest of banks and institutional investors is more muted.

26. Shareholder apathy is an agency problem that FCBs have in common with companies. Members of
FCBs are generally too weak, disorganised, distracted, uncoordinated and uninformed to take an active role
in overseeing the company.

27. FCBs are under no compulsion to address governance issues other than to meet their statutory
requirements. As with ordinary companies, there is no legal basis that compels them to adopt best practice
in governance. Nor is there any sector agreement that compels FCBs to adopt best practice in governance
as exists with Publically Listed Companies who are required as part of their adherence to stock exchange
rules to comply with the Combined Code.

28. The industry and government are faced with a clear choice. They can continue to take a passive role
or take more deliberate action that will exert a real pressure on FCBs to conform to an appropriate model
of board composition and operation. We suggest that the EFRA Committee recommend establishing a
mechanism that would, at least, consider the feasibility of this alternative.

29. In drawing out any recommendations consideration should be given to the following:

(a) Establishing a set of governance standards for FCBs analogous to the Combined Code. Businesses
over a certain size would be encouraged to comply or explain. Adherence to principles would be
externally validated. The Code should be voluntary—self regulation being preferable to regulatory
intervention—but the FSA should have role in endorsing the Code and the industry should take
steps to ensure that FCBs are applying the recommendations.

(b) The makeup of the board, the skills and understanding of directors and the balance between
democratic representation of farmer members and the need for appropriate expertise. This to
include the need for ensuring independence and that the board is regularly refreshed.

(c) The provision of information, financial and otherwise, to members and other stakeholders. This
would consider the need for more frequent financial reporting.

(d) Developing eVective systems of internal control that encompass: the eVectiveness and eYciency of
operations; reliability of financial reporting; safeguarding of assets and compliance with applicable
laws and regulations.

(e) Encouragement in the uptake of good governance practice through the provision of advice,
support and appropriate training and development.

The Tax Treatment of contributions to cooperatives

30. In 2004 EFFP submitted a report to Defra and HM Treasury outlining research into a number of
legislative and fiscal barriers that we believed could impact on the ability of FCBs to reach their full
potential. The report listed ten recommendations that could help alleviate these barriers. One area that was
raised within the report was the tax liability on allocated reserves.
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31. In many FCBs there is likely to be a need for investment into facilities or infrastructure, as is the case
in the dairy sector. As a consequence the FCB will need to seek and retain increased levels of capital from
its members. Raising additional capital from members can be achieved via various mechanisms, but most
often it will involve increasing the amount of capital reserves held in the business by retaining surpluses.

32. In many cases the surpluses are held in a general reserve which is eVectively a common pool to which
no one individual member has a right. As and when a member leaves they cannot take their proportion of
the common fund with them. This creates a disincentive to invest. As a consequence some FCBs allocate
some or the entire annual retained surplus to member accounts. These accounts cannot be withdrawn by
the member on demand, but are generally repayable to the member, at par value, when the member leaves
the FCB.

33. The allocation of surpluses to individual members as part of the retained reserves provides the
member with the right to those reserves at a future date and is not an immediate distribution of cash—there
is no cash actually changing hands. However, this simple allocation creates a tax liability in the hands of the
members concerned. This can represent an unnecessary burden on members and provides a disincentive for
members to invest into their FCBs.

34. A taxation provision that would defer tax until the point of distribution rather than creating a burden
at the point of allocation could boost the capacity of FCBs to build the capital base required.

Whether the I&P Act is fit for purpose

35. In order to thrive and meet the challenges of the business environment, FCBs that are constituted as
Industrial and Provident Societies need a legislative framework which is fit for purpose.

36. In the 2004 EFFP report submitted to Defra and HM Treasury, we recommended that the Industrial
& Provident Societies Act should be reviewed and modernised to bring it in-line with the forthcoming
company law reform.

37. In July 2008 HM Treasury submitted proposals for a Legislative Reform Order for Credit Unions and
Industrial and Provident Societies in Great Britain which included six proposals for changes to the Industrial
& Provident Societies Act. EFFP responded to this consultation and in April 2009 the Treasury published
their response to the consultation feedback and a draft order is now being prepared and it is expected that
the main features relating to the Industrial & Provident Society Act will come into force on 1 February 2010.

38. Of the six proposals for change put forward by HM Treasury it is the modification to the rules on
share capital that we believe is the most relevant to FCBs.

39. The statutory restriction on the level of individual members’ shareholdings is a significant constraint
to adequately capitalising certain types of FCB. Loans from members, in the form of various loan
instruments, have been used to overcome the lack of member funding through the constraint on
shareholdings, but have the disadvantage that they are liabilities that must ultimately be reimbursed. Banks,
which are important sources of capital to FCBs, recognise that the member loans are ultimately liabilities,
and prefer a more balanced capitalisation where a proportion of the capital is permanent and not
withdrawable.

40. EFFP therefore welcomes the proposal and subsequent draft order to enable members to invest more
than £20,000 where the shares are transferable. However, with regard to the increase on the limit of
individual members’ holdings of withdrawable share capital, we believe that doing so merely in line with
inflation will still limit the type of funding structures that many FCBs require. As a minimum we would urge
Treasury to review the limit every three years.

41. Lastly, whilst we accept the need to use legal routes that are readily available and achievable in the
short-term to implement the changes proposed by Treasury we would still wish to encourage a complete
review and new Act in line with that of recent company law reform.

42. A related point is the ease to which basic information about individual Industrial & Provident
Societies can be accessed from the Financial Services Authority (FSA), the registration body for Industrial
& Provident Societies. It is possible to access information about Companies with relative ease through the
Companies House website. The ability to access similar information about Industrial & Provident Societies
from the FSA is far more diYcult and much more expensive. EFFP question why the website platform
provided by Companies House cannot also provide similar input and disclosure of information for
Industrial & Provident Societies.

English Farming & Food Partnerships

December 2009
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APPENDICES

PROPOSAL FOR NEW INVESTMENT FUND FOR THE UK FOOD & FARMING INDUSTRY

Introduction

This note outlines a concept proposal to help address some of the critical issues currently facing the UK
food and farming sector through a radical and innovative plan to bring together the public and private
sectors to invest in growth and development opportunities.

Key Challenges

— Long term issues

— World population: 9 billion by 2050. Food production needs to double to meet demand. Food
chains need to become shorter and more eYcient both in financial and carbon footprint terms:
question as to how to grow the UK supply of competitive and sustainably produced
agricultural raw materials and food.

— Key issue is where will the investment come from to fund this? Public sector constrained by
budget deficit, private sector constrained by ability to invest and lack of suitable business
structures to enable creation and capture of value within supply chains.

— Short term

— Major downturn—stimulus needed to encourage growth to safeguard and create jobs and
economic prosperity. Farming and food provides a major growth opportunity as it is the
largest sub sector of the UK’s manufacturing base. Credit crunch means that availability of
debt financing likely to be much tighter for some time which will impact on the growth and
development of agri-food businesses.

Background

For two years EFFP have been developing plans for an investment fund aimed at addressing the
investment “gap” facing SMEs in the farming and food sector to alleviate what would otherwise remain a
significant barrier to enterprise and productivity growth. Defra have been a key sponsor to the project thus
far, supported by a wide range of private sector organisations including Smith & Williamson, Burges
Salmon, DHL Exel, NFU Mutual, MLC and EFFP. This proposal builds on that work, using unspent Rural
Development Programme funds to act as a cornerstone source of investment funding.

Benefits

— Initial £250 million fund supporting growth, innovation and development across agri-food SMEs.

— Could help to address potential funding shortfalls to businesses in the sector caused by credit crisis
and shortage of debt financing thereby providing a stimulus for growth.

— Unique collaborative investment vehicle capable of bringing public and private funds to bear on
some of the key challenges facing the farming and food sector over the next decade.

— Would access professional investment skills not currently focussed on the farming and food sector
not only for project selection but also in the running and commercial development of the selected
business projects.

— If the fund proved successful further rounds of private sector capital raising could follow.

— The fund would not be aimed at replacing bank debt but at providing seed corn equity to sit
alongside bank debt to fund new innovative projects.

— Proposal would be cost neutral to the UK Treasury.

— Sustainable recycling of public funds to drive growth into the future ie through an investment fund
that will be repaid rather than through direct grants.

— Would enable UK to maximize revenues from EU Pillar 2 budget and reduce net flow of funds from
UK to EU.

— Designed to help better quality and quantity of take-up of RDPE funds under Axis 1 by farming
and food businesses and guarantee against under spend within Axis 1 of RDPE.

— Sits alongside similar investment funds from BERR73 that place restrictions on food sector
investments.

73 For example—Enterprise Capital Funds excludes investment in sensitive sectors such as the production of agricultural and
fisheries products listed in Annex I referred to in Article 32 of the EC Treaty.
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Key Elements of Proposal

— Issue a programme amendment to the EU on the use of RDPE funding.

— A number of targeted funds would then be set up focussing on diVerent investment opportunities
within the sector. For example:

— £100 million focussed on general SME agri-food business opportunities eg primary food
processing.

— £75 million focussed on agri-food businesses developing new technologies.

— £75 million focussed on business using technologies driving sustainable food production.

— Council Regulation (EC) No 1698/2005 on support for rural development by the European
Agricultural Fund for Rural Development (EAFRD) allows for the use of rural development
funding for the use of “other financial engineering actions” including contributions to support
venture capital funds, guarantee funds and loan funds.

— Council Regulation (EC) No 1974/2006 which lays down the implementing rules for 1698/2005
outlines how Member States would implement this in their Rural Development Programmes.

— Cost neutral to UK Treasury—fund would provide return to Treasury equal to cost to them of
borrowing their co-financing contribution which could eventually be re-invested.

— Funds could come from the following sources:

— European Agricultural Fund for Rural Development (EAFRD).

— Under spend in England against current spending plans—current indications are that
there will be a significant under spend across England in 2008–09 across programme and
modulated funds.

— The devaluation of sterling over the past year means that funds available from European
budget could be significantly higher than originally envisaged.74 If the exchange rate
stayed around its current level for the next three years this could mean up to a 30% increase
in the budget.

— Co-financing by the Treasury.

— RDAs.

— Private sector.

— Broad make up an example £250 million fund:

— £70 million from European Agricultural Fund for Rural Development (EAFRD).

— £247 million in Axis 1 * 25–30%.

— £40 million in Treasury co-financing.

— £40 million from RDAs (8*£5 million).

— £100 million of private sector investment.

— Possible target returns on various funding sources might be as follows:

— EAFRD and RDA funds: 0%.

— Treasury co-financing: 5%.

— Private sector: 15%.

— Cost of administrating fund 2–3%.

— This would mean that an average return of 8–10% would be needed from the fund’s investment
portfolio.

Memorandum submitted by James Turnock (DFoB 41)

My name is James Turnock, I am a dairy farmer at Cantop Farm, Condover, near Shrewsbury. I have
been asked by the oYce of my MP Daniel Kawczynski to state how the collapse of Dairy Farmers of Britain
has aVected my business.

I farm in partnership with my wife Gillian milking around 300 cows. Our business was founded in 1994
milking around 65 cows and has steadily expanded to a target of 400 cows by autumn 2010. Obviously we
have invested very heavily in our business to achieve a viable operation. We joined Dairy Farmers of Britain
via The Milk Group on its merger with Zenith, as we believed being part of a farmers co-operative would
provide some control over our own destiny.

We would like to list some of the points we feel relevant.

74 Jan 2006: £1%ƒ0.697; March 2009 £1%ƒ0.92.
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1. From the outset the milk price we were receiving was always at the lower end in comparison to other
milk buyers which led to a constant decline in membership as producers sought better contracts with other
buyers. At the same time overheads within DFOB remained high as the volume of milk handled decreased.

2. Whenever challenged as to when we could expect better returns we were always told in the next 12
months—it never happened.

3. There became an increasing desperation to get involved in processing, which led to members capital
retention to fund any acquisition. We were against this as we were on a very low milk price and were investing
heavily in our own business, but we had no choice in the matter.

4. The purchase of the Co-op Dairies was something we were not in favour of as most dairy industry
commentators had believed the plant and equipment was outdated and ineYcient and was greatly over
priced. Again we had no option but to go along with the decisions.

5. We became increasingly concerned about the annual accounts and also the large salaries being paid.
When these concerns were expressed we were repeatedly told the business was in good shape and the
management were doing a good job. We were virtually told to mind our own business. Do not forget this
was supposed to be our own business!

6. In May 2007 we decided DFOB was in very bad shape despite the claims otherwise from management
and handed in our resignation, with 12 months notice required. We left on 31 May 2008.

We have lost £75,723.00 from the capital retention, which to a small family business as ours is a lot of
money. This money was extremely hard earned and has been squandered and lost by poor management and
bad decisions. We appreciate that we will not see any of this again (something we anticipated as far back as
2006). However, this money was included in business profits and thus we have paid the relevant income tax
on it. Therefore, we feel very strongly that at the very least we should be allowed to set this loss against profits
in the future.

James Turnock

December 2009

Memorandum submitted by Ignacity (DFoB 43)

DAIRY FARMERS OF BRITAIN INQUIRY

Strengthening the Ability of Cooperatives to Raise Capital

1. The evidence session from First Milk on 3 February became almost a seminar on enabling cooperatives
to raise capital.

2. One valuable idea was that farmer members who had invested money should be enabled to trade that
asset, thus avoiding the need for the cooperative to find money to make a repayment. This would be
increasingly important if the amount that farmer members could invest were to increase.

3. This would involve the creation of a new form of commercial paper. This note considers some of the
obstacles that might arise and how they could be overcome.

4. The commercial paper would be a debenture of some kind. Its holder would be entitled to (a)
repayment at some point (eg 2020) or in some circumstances (sale or merger of the cooperative) and (b)
payment of income.

5. It is hard to see how the income could be other than of a fixed sum (say 5%) or just possibly a fixed sum
plus an amount to compensate for inflation—like an index linked Treasury bond—eg RPI !2%. A dividend
system, dependent on annual declarations, is almost certainly impractical.

6. Such a debenture would be an investment under the Regulated Activities Order. While there may be
some individuals who would buy such paper, the FSA regulatory requirements, and in particular the role of
the Financial Ombudsman Service, make it unlikely that Financial Advisers would be willing to recommend
such investments to clients unless the interest rate was high—and that of course would defeat the object of
the exercise.

7. There would be much less diYculty in commercial entities (banks, OEICs, investment trusts etc) buying
such paper. We have made enquiries and, provided that there was suYcient paper available, there would be
no diYculty in finding capital to create a regulated entity that could buy such paper. So in time there could
be a competitive market that would in principle mean that the interest payable by cooperatives would be low.

8. However it is unlikely that simply making it lawful for such paper to be created, issued to farmer
members in lieu of cash repayment of sums they have invested and be tradable by them will produce anything
of value. There are a series of steps that would need to be taken for a market to develop.

9. First, the annual returns and other information on cooperatives are currently held by the FSA under
arrangements that make it inaccessible to analysts and researchers. It essential that information on all
cooperatives is accessible at a low cost. The only way in which a market in such paper can become large
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enough to be commercially attractive and not be destroyed by high unit operating costs is for a number of
cooperatives to issue paper and that paper will only be acceptable if their accounts are publicly available.
At present they are in theory but not in reality.

10. Second there will have to be a crackdown on accounting which conveys a rather more rosy impression
of aVairs than the underlying reality. For example, while First Milk includes in its cost of sales in the P&L
all the money that is retained for investment from the monthly milk cheque (and this is plainly the right
approach as that money is money transferred to and invested in the cooperative by members) Milk Link
uses the cash sum paid to members, so it deflates its cost of sales and inflates the bottom line. Although I
am sure that somebody could find some words in an accounting standard to allow this, if one takes the view
that the overriding concern is “true and fair” it must be a wrong approach as it is tantamount to Milk Link
treating money that is transferred to its individual members (and on which they pay income tax) as retained
as part of its own assets. Milk Link does indicate in the notes what is happening but I do not regard that as
mending the problem with the total picture presented in the main pages of the accounts. Indeed, most people
who looked at the First Milk and Milk Link accounts would be misled into thinking that Milk Link was
achieving a substantially lower cost of sales and hence higher operating profit than First Milk when the main
diVerence is caused by diVerences in accounting. Another example is in the treatment of intangibles—First
Milk has very little on its balance sheet, Milk Link a great deal. (The FSA requires authorised firms to
exclude intangibles from their assets when calculating whether they meet capital adequacy requirements,
which should tell us something about how easily these intangibles vanish in a crisis.) If intangibles are a large
part of a co-operative’s assets, then any paper backed by the assets of the cooperative will be regarded as
more risky than if the assets were exclusively tangible unless very convincing reasons are provided for
believing that these intangibles can be realised at anything close to the value on the balance sheet. A further
complication is that once paper becomes traded on a market, the law on market abuse severely restricts
private briefings. And there is an interesting question over re-valuation of assets—Milk Link’s balance sheet
is significantly improved by a big revaluation last year. That would cause concern in valuing any paper—
again it may be possible to provide an explanation, but there are regulatory obstacles to disclosure of
information not put in published accounts If there were already a vigorous market in such paper, analysts
would notice these features and doubtless demand higher interest on Milk Link paper to compensate both
for the weaker balance sheet and for a profit and loss account that overstates the actualité. Confidence would
scarcely be enhanced by a rather generous executive bonus policy (First Milk it should be noted paid no
bonus last year.) So if we had a well established market in cooperative paper, one might be tempted to leave
the matter to the market—and the members; farmers would doubtless know how to deal with the
management that had just cost them rather a lot in extra interest. But when trying to establish a market,
diVerences in accounting that materially alter “the bottom line” are liable to damage the credibility of the
whole sector—so a crackdown on reporting standards is necessary and urgent. The FSA really should be
capable of dealing with this quite eVectively—they show little mercy to those in authorised firms who
massage reports, so if there are clear rules that force uniform presentation of accounts the FSA can be trusted
to enforce them. I appreciate that these accounts are signed oV by one of the largest firms of accountants in
the country. However auditors are appointed by the firms they audit, and directors have much influence over
the appointment. For a number of years, I worked in the consulting division of an accounting firm, and we
regularly had to resist pressure from audit partners. On one occasion, we were replaced by employees of the
audit division on a report commissioned by the Bank of England when our draft report stated that the bank
in question did not have adequate controls. (We were proved right—eighteen months later a rogue trader
caused nearly £100 million losses.) When Spicers was taken over by one of the giants, those consultants who
had been conspicuous by their refusal to bow to Baal found their main clients were assigned to others and
then made redundant. I hope that the Committee will not be impressed by the fact that a big auditor has
signed oV the accounts. Big accountants are proficient in finding ways to present accounts that suit their
clients.

11. Third, there is a need to look at the tax treatment both of retentions and of interest payments that are
retained. The former was discussed before the Committee on 3 February. If cooperatives issue paper on
which interest is payable, and paid when the paper is held by an outsider, then there is going to be a problem
if farmer members are not able to roll up the interest inside the cooperative without acquiring a liability to
income tax. The Committee might wish to suggest that the Chancellor of the Exchequer considers the
possibility of a tax regime in which income tax is only payable when money is received by the farmer member
or former farmer member, that is taxing at the point of spending. There is a useful literature on Expenditure
Tax that the HMRC advisers to the Chancellor might review—the late Lord Kaldor wrote a book on this
in the 1960s, quoting Hobbes: For what reason is there that he which laboureth much and, sparing the fruits
of his labour, consumeth little should be more charged than he that, living idly, getteth little and spendeth
all he gets; seeing the one hath no more protection from the Commonwealth than the other? But when the
impositions are laid upon those things which men consume, every man payeth equally for what he useth;
nor is the Commonwealth defrauded by the luxurious waste of private men.— (Leviathan, Chapter 30)
These ideas were fruitfully developed in the Select Committee on a Wealth Tax of 1974–75: see draft Report
proposed by Rt Hon Maurice Macmillan MP. So there is a good theoretical background available to the
Chancellor and HMRC to develop a tax regime that would not kill the market in cooperative paper at
the outset.
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12. In principle there is no reason why there should not in a few years be a lively market in traded
cooperative paper—and that would undoubtedly enable investment projects; and it would also lead to
analysts focusing their attention on the management of the sector. Despite occasional disastrous failures to
recognise incompetent and even fraudulent conduct, and we can all think of some recent horrors, the great
growth of wealth since 1700 suggests that most of the time if information is available and the tax regime is
not too oppressive funds flow towards investment opportunities which are more often than not successful
in generating productive capacity and jobs.

IGNACITY

February 2010

Memorandum submitted by HMRC (DFoB 46)

DAIRY FARMERS OF BRITAIN

Thank you for your letter of 22 January to my colleague Julie Calloway about Dairy Farmers of Britain
(DFOB). I am replying as the head of the Policy Group that includes Capital Gains Tax.

You asked HMRC to provide some further information and clarification on three particular points:

— The tax implications of the debt for equity swap and what the tax position would be if the swap
had not taken place.

— The time it took for HMRC to issue guidance on the tax treatment.

— The clarity of HMRC’s guidance as published in Revenue and Customs Brief (01/10) (R&C brief)
issued on 14 January 2010.

Our replies are as follows:

The Tax Implications of the Debt for Equity Swap

Balances owed to members

1. Members sold their milk to DFOB and, in accordance with the agreement between the two parties, a
fraction of the income earned by members was placed in Members Investment Accounts (MIAs). These were
known as “milk retentions”.

2. Although the milk retentions were not paid directly to members, they were nonetheless income of the
members, and should have been included in turnover when members prepared their annual financial
accounts. However, where accounts are approved after the appointment of the Receiver (3 June 2009)
accountancy practice directs that income credited to MIAs after the accounting date of the last previously
approved accounts need not be included in turnover. Excluding milk retentions from turnover gives
members eVective relief from income tax for the milk retentions lost. But financial accounts approved before
3 June 2009 cannot be reopened by reason alone of DFOB going into receivership.

3. As a result of the crediting of milk retentions to MIAs, members became creditors of DFOB. The milk
retentions were debts owed by DFOB to the members. Whilst these debts are capital assets, they have the
characteristics of a simple debt and so are not chargeable assets for capital gains tax purposes. This means
any capital gain on disposal of the debt would not be a chargeable gain and nor would any capital loss be
an allowable loss.

4. When the debts within the MIAs and Members’ Capital Accounts (MCAs) were exchanged for “A”
shares in DFOB on 27 March 2009, those debts were fully satisfied by the issue of the shares. As a
consequence no allowable losses arose on the balances in MIAs and MCAs up to that date.

5. Papers supplied to HMRC indicate that no further sums were credited to MCAs, so no capital losses
arose on those accounts. However, we have recently become aware that further milk retentions were credited
to MIAs after the conversion of the debt in March 2009. These milk retentions should be excluded from
turnover in financial accounts approved after the appointment of the Receiver, in accordance with
accountancy practice. Again, excluding these milk retentions from turnover gives eVective relief from
income tax.

6. HMRC understand that the Members Liability Loan Accounts (MLLAs) were not involved in the debt
for equity swap in March 2009. The swap therefore had no tax implications for monies in MLLAs.



Processed: 23-03-2010 01:03:34 Page Layout: COENEW [E] PPSysB Job: 438700 Unit: PAG1

Ev 254 Environment, Food and Rural Affairs Committee: Evidence

The shares received by members

7. Turning then to the treatment of the shares members received in March 2009. As the debts exchanged
for shares were simple debts, the allowable cost of the shares cannot exceed their market value at the time
they were issued. We think that the market value of the shares will be the same as the value of the debt at
the time of the exchange, and, from the evidence we have seen, that figure is likely to be, or to be close to,
zero. It therefore seems likely that the cost of these “A” shares is nil, which would mean that no capital losses
can arise from these shares. We are, though, inviting representations as to the appropriate figure of cost.

8. “A” shares issued in exchange for the Preference shares take on the cost of the Preference shares so
these “A” shares may give rise to capital losses.

Tax consequences had there been no debt for equity swap

9. You ask what the tax consequences would have been if the debt for equity swap had not taken place.
This transaction does not have any eVect on the income tax relief available. But had the MIA and MCA
debts not been satisfied by the issue of shares, it might have been possible to claim allowable capital losses
in respect of any outstanding amounts of the principal that were not allowable for income tax purposes and
which had at the time of claim become irrecoverable.

Why did it take more than six months for HMRC to issue guidance?

10. The receiver first contacted HMRC in July 2009 about whether members would be entitled to Income
Tax relief in respect of the debt held in DFOB. The diYculty faced by all interested parties was the lack of
documentation surrounding the various debts. We weren’t in a position to give advice on the Capital Gains
Tax position until the Receiver supplied necessary factual information at the end of 2009. The R&C brief
was then published shortly after this on 14 January 2010.

Concerns over the clarity of HMRC’s guidance

11. There are two points of clarity recently raised by the Receiver and we are now in a position to clarify
the guidance. The Receiver has kindly agreed to review our newly revised draft prior to publication to ensure
that HMRC’s views as expressed in the updated guidance are clear. At the time of preparing this response
HMRC was hopeful of having the revised guidance published by the middle of February.

12. In a response to a request from the NFU the R&C Brief will include guidance on the impact of the
debt owed to corporate members by DFB.

13. Having considered representations we are setting out our views in an update to R&C brief 01/10.
There may be certain aspects where professional advisers incline to a diVerent view but it would not be
appropriate to debate diVerences of interpretation in published guidance. We shall be responding separately
to particular representations.

HMRC

February 2010
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