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Charles H. Dyson School of Applied Economics and Management
 Caveats
 This presentation was prepared for the annual Minnesota-Wisconsin Dairy Policy Conference, held in Rochester, MN on 3 April 2013. It is intended to provoke independent thinking about the role that Milk Marketing Orders play, or have played, in effecting farm milk prices.
 Neither Cornell University nor Professor Novakovic advocates for or against Federal Milk Marketing Orders nor any other form of government regulation. Moreover, no comment here should be construed as a policy position, proposal, or analysis of the U.S. Department of Agriculture, even though Dr. Novakovic has a part-time appointment in the USDA Office of the Chief Economist.
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Charles H. Dyson School of Applied Economics and Management
 Outline
 I. What is the origin of classified pricing and pooling?
 II. Why did government agree to regulate milk prices?
 III. Do the problems that originally led to the development of classified pricing and pooling by marketing cooperatives still exist?
 IV. Are there new problems, challenges, benefits, and how are they impacted by Orders?
 V. What would happen if we just got rid of Orders?
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Charles H. Dyson School of Applied Economics and Management
 Early Pricing Innovations - Late 1800s and Early 1900s
 Not long after first milk plants in mid to late 1800s, milk processors introduced pricing systems that rewarded quality and rationalized deliveries – • payment by weight (cans and hundredweight), • milkfat pricing (Babcock Test), • quality incentives (don’t water milk), • seasonal pricing (Spring vs Winter), • freight differentials (truck vs rail).
 Cooperatives focus on getting a better (higher) price for farmers –• collective bargaining, • classified pricing and pooling, • base rating (a kind of Class I quota plan)
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Charles H. Dyson School of Applied Economics and Management
 Early Pricing Innovations - Late 1800s and Early 1900s
 Classified pricing and pooling first introduced in 1890s, Prices offered in 6-month contracts; coops try to be more aggressive in
 asking for a price Some farmers had only seasonal access to fluid market Cost of serving “Grade A” or fluid market was high and had to be covered
 even when there were not sufficient Class I sales Producers intuitively understood that fluid consumers and, hence, fluid
 processors were less sensitive to price than manufacturers Pooling was essential to maintaining market discipline among producers,
 eliminate “destructive competition”
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Charles H. Dyson School of Applied Economics and Management
 Physical characteristics of milkEconomic or market characteristicsCultural characteristicsPolitical conditionsHistorical, economic events
 We ought to ask ourselves: To what extent are these old reasons still valid.
 We also should not jump to the conclusion.
 Underlying Conditions that supported this pricing system and, later, government regulation
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Charles H. Dyson School of Applied Economics and Management
 Underlying Conditions – Physical Characteristics
 Physical characteristics of milk• Homogeneous good – key differences of composition and quality are easy to price, the rest
 is largely undifferentiated
 • Harvested twice daily – need to market frequently, also dairy farmers are busy with production, less time for marketing
 • Perishable – need to market quickly
 • Bulky – transportation is expensive
 • Nutrient dense (a good food) – milk has a desirable amount and mix of nutrients and micro-nutrients that are conducive to good health AND the major components of milk can be utilized in different proportions in a wide variety of dairy products.
 Economic or market characteristicsCultural characteristicsHistorical, economic eventsPolitical conditions
 7
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Charles H. Dyson School of Applied Economics and Management
 Underlying Conditions – Market Characteristics
 Physical characteristics of milkEconomic or market characteristics
 – Different Risk Profile - Unlike crop-based agriculture, production or yield risk is relatively low but price and market risk are high
 – High fixed costs and fixed assets – not easy to switch to other enterprises when milk prices are poor
 – Supply and demand quite inelastic - susceptible to price instability even with small changes in production or consumption
 – Contraseasonality – production peaks in the Spring, milk and some manufactured product consumption peaks in the Fall, creating wide seasonal price fluctuations
 – Oligopsony – farmers tend to be price-takers– Usage and demand differences – the wide variety of dairy products and how and where
 they are used leads to a wide variety of demand characteristics, including elasticities of demand
 Cultural characteristicsPolitical conditionsHistorical, economic events
 8
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Charles H. Dyson School of Applied Economics and Management
 Underlying Conditions – Cultural and Political
 Physical characteristics of milkEconomic or market characteristics
 Cultural characteristics• Public sympathy for farmers – historical sympathy is rapidly giving way to suspicions about
 “industrial” and “big” agriculture. Smaller scale farmers have different default but not immune.• Milk is Good for You - Dairy products historically regarded as healthful and nutritious and milk
 is essential for our babies and young children, but this is rapidly changing to concerns about saturated fats, sweeteners or salts in certain products, antibiotics or other unnatural substances, and/or animal products
 Political conditions• Dairy farms are everywhere – every Senator and many MCs have dairy constituents
 • Dairy farming is consolidating – but milk production is increasingly concentrating in a handful of states.
 • Citizens are increasingly interested in issues beyond food availability and affordability – naturalness, sustainability, animal welfare
 Historical, economic events
 To what extent are these underlying conditions still valid?
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Charles H. Dyson School of Applied Economics and Management
 Underlying Reasons – Economic Events
 Physical characteristics of milkEconomic or market characteristicsCultural characteristicsPolitical conditions
 Historical, economic events– In 1800s: Expansion in production driven by technology and expansion of the land base at a
 greater rate than expansion of population prices tended to be stable to declining.– 1900 +/-: Concentration of market power of buyers vs. countervailing power of cooperatives
 responding to increases in downstream prices– Post WWI instability use of publicly funded surplus removal, stress on coops– Great Depression the proverbial straw that breaks the back of a “self-help” orientation,
 experimental, cautious– Post WWII instability permanent price supports followed by import controls– Russian Wheat Deal in 1972, OPEC fueled inflation in 1970s importance of feed costs to dairy,
 cost-based increases in support price– Massive milk surplus in 1980s inevitable result of 70s policy, try everything else, including
 interventions in supply and demand, but ultimately requiring price cuts– As DPSP goes into a coma, all that’s left to debate is FOs, leading to 1990s reforms.– Uruguay Round WTO agreement and market access – the closed US dairy becomes open– Corn-based Ethanol in late 2000 a new reminder of the importance of margins and vulnerability
 of dairy farmers to extreme events.
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Charles H. Dyson School of Applied Economics and Management
 Outline
 I. What is the origin of classified pricing and pooling?
 II. Why did government agree to regulate milk prices?
 III. Do the problems that originally led to the development of classified pricing and pooling by marketing cooperatives still exist?
 IV. Are there new problems, challenges, benefits, and how are they impacted by Orders?
 V. What would happen if we just got rid of Orders?
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Charles H. Dyson School of Applied Economics and Management
 So, After 70 Years, How’s All This Working Out?
 Is milk supply adequate?Is it safe and wholesome?Are farm prices reasonable?Are farm prices stable and/or equitable?How about processor prices?Or consumer prices?Are dairy markets “orderly”?
 And, especially, am I making more money because of classified pricing and pooling?
 12

Page 13
                        

Charles H. Dyson School of Applied Economics and Management 13
 As We Add Milk, We Lose Class I Impact - (and we do not routinely update Class I differentials)
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Charles H. Dyson School of Applied Economics and Management
 In an normal market, even with different kinds of underlying demands, Total Demand and Supply determine a market price
 14
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 Price received by farmers
 equals price paid by all buyers
 equals $19.08 in this example
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Charles H. Dyson School of Applied Economics and Management 15
 In Classified Pricing and Pooling System, there are different price points for each class of demand, with the weighted average price determining production of farm milk.
 Marginal Gain in Average Price of Milk From Current Class I Differentials Is Probably in the Vicinity of 20¢ per cwt
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 Cla
 ss I
 I P
 rice
 Blend Price = $19.22
 Class I Price = $21.50
 Class II Price = $18.00
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Charles H. Dyson School of Applied Economics and Management
 How about balancing market power?(Processor consolidation has been greater than producer.)
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Charles H. Dyson School of Applied Economics and Management
 Does This Concept Still Make Sense for Dairy Farmers?The rationale for Classified Pricing and Pooling not as strong today as it once wasThe “money on the table” has shrunk
 Class I differential Class I utilization
 The opportunity to exploit demand elasticity differences has probably shrunkDoes competition in larger food categories mean the price of milk matters more to
 consumers fluid milk is now just another product in beverage category? Mozzarella cheese is just another topping on pizza? Butter are a niche in the spread market? Powders are one source of protein?
 National markets (price determination) call into question regional pooling “my” Class I market vs. The impact of “your” production on the demand for “my” milk
 17
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Charles H. Dyson School of Applied Economics and Management
 How Much of Our Concern Is Based on Issues of Transparency and Discovery versus Manipulation or Inappropriate Pricing Rules?
 We had competitive pay price benchmarking for “basic formula price” for 40 years. Why did we stop?– Lost confidence in M-W as measure of basic value of milk used in
 manufacturing• Was this a conceptual discussion or a reaction to what the numbers
 were?
 We switched to product formula pricing as a kind of Hobson’s choice. Why are we losing confidence in it now?– Conceptual issue or reaction to what the numbers are.
 Numerous calls for “greater transparency”– How transparent was the M-W?– How transparent would a new survey price be?
 18
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Charles H. Dyson School of Applied Economics and Management
 Outline
 I. What is the origin of classified pricing and pooling?
 II. Why did government agree to regulate milk prices?
 III. Do the problems that originally led to the development of classified pricing and pooling by marketing cooperatives still exist?
 IV. Are there new problems, challenges, benefits, and how are they impacted by Orders?
 V. What would happen if we just got rid of Orders?
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Charles H. Dyson School of Applied Economics and Management
 There Are Some Big Issues – Do they have much, if anything, to do with Classified Pricing and Pooling?
 Price Volatility• stability• adequacy
 Market Growth• domestic
 • trading one dairy for another?• or building dairy vs non-dairy
 • international• consistent supplier of commodities• preferred supplier of value-added products
 Am I a survivor?
 Does the outrigger at the top of the fence face away from us or towards us? Do we need a fence?
 20
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Charles H. Dyson School of Applied Economics and Management
 Outline
 I. What is the origin of classified pricing and pooling?
 II. Why did government agree to regulate milk prices?
 III. Do the problems that originally led to the development of classified pricing and pooling by marketing cooperatives still exist?
 IV. Are there new problems, challenges, benefits, and how are they impacted by Orders?
 V. What would happen if we just got rid of Orders?
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Charles H. Dyson School of Applied Economics and Management
 Are There Winners and Losers If We Give up FMMOs?
 Of course there are!
 1. Fluid prices down, manufactured product prices up, but consumers would scarcely know the difference – as far as that goes
 2. Buyers would buy on blend, differentials only relative to cost (e.g. test, quality, location, volume, service).
 3. Coops or producers could expect “market premiums” only up to the point that it doesn’t inspire buyer to look for cheaper milk. Milk will move!
 4. Farmers would compete against each other for best accounts, pushing prices down
 5. Coops would find it very challenging to continue in current modea) Pooled pricing would invite defection; coops end up with farmers who have no
 choicesb) Likely would have to move to closed membership and contracts for forward prices
 and quantitiesc) Plants actually don’t need coops for balancing servicesd) Compare to developments in Europe
 22
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Charles H. Dyson School of Applied Economics and Management
 A Winding Down for Government’s Role?
 If we reach a point where MMOs no longer make sense, there is more than one option for change
 1. Pooling differentials2. Market information only (what information? How?)3. Try state regulation again? (unlikely to work)4. Milk Marketing Agreements (brokered by industry,
 monitored by government)a) Might be a way to stick a toe in the deregulation watersb) Probably no new legislation requiredc) (want to take a look at Marketing Agreements?…)
 5. Cold turkey, deregulation
 23
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