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GEOGRAPHIC PRICE RELATIONSHIPS UNDER
 
FEDERAL MILK MARKETING ORDERS
 

Introduction 

Following a period of contentious debate which pitted the Upper Midwest dairy industry 
against most of the rest of the dairy industry in the U.S. in 1990, the Secretary of Agriculture 
agreed to conduct a national hearing on major features of federal milk marketing orders. The 
1990 national hearing on federal milk marketing orders was held between Labor Day and 
Thanksgiving Day. More than 10,000 pages of testimony were taken from 195 witnesses who 
provided 233 exhibits during 43 days of hearings held in six locations across the eastern half of 
the U.S. Without a doubt the key issue listed by the Secretary in his invitation for proposals and 
in the hearing notice was the large and fundamental issue of "the appropriate class I differential 
for each order" (Advance Notice of Proposed Rulemaking). The summary to the Notice of 
Public Hearing on Proposed Rulemaking states that the proposals being considered "concern 
how class I milk prices are established..." among other items, and it identifies class I pricing as 
an issue of "particular significance." 

In this paper we review the historical basis for regional differences in class I milk prices and 
demonstrate that the shadow prices associated with the class I processing locations in a highly 
disaggregated spatial model of the U.S. dairy industry follow patterns somewhat similar to those 
observed under current regulation. The analysis reveals areas where class I milk may be under­
valued or overvalued under present regulations. 

Organization 

The paper is organized into four major parts, which are briefly outlined in this section. 

First, we wish to review what we believe to be the underlying motivations for many of the 
proposals related to class I pricing. In other words, why was a hearing of such large dimensions 
called? Our purpose here is to show that the fundamental issues and motivating factors leading 
to most proposals stem primarily from three distinct concerns and that these concerns relate only 
in part to Federal Order policy, per se. These three concerns are Dairy Price Support Policy, 
where manufactured milk products are made, and attitudes toward deregulation. 

Much of the criticism of present FMMO prices hinges on assertions that they have led to 
regionally distorted production incentives and excessive production in some regions. Thus, our 
second objective is to present statistical evidence on relationships between prices and marketings 
in federal order areas from 1985 to 1987. 

Third, we will discuss the historical record to review the origin of regional price relationships 
and the philosophy that has evolved to guide FMMO pricing policy as it relates to class I differ­
entials. The objective is to illustrate that class I differentials evolved from historical patterns that 
reflected market conditions and an economics that predates administered pricing. We also stress 
the notion of a location value of milk that is distinct from cost of production and other such 
factors. -

..Fourth, we will introduce results of research using a mathematical model of dairy markets 
across the U.S. to measure what the appropriate geographic relationship between class I prices 
might be. 
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Underlying Factors Leading to Proposals for Changing Class I Differentials 

Dajry Price Support Pro2ram Issues 

From 1975 to 1983 milk production increased 21 % whereas commercial disappearance 
increased less than 8%. As a result, net removals under the Dairy Price Support Program (DPSP) 
rose from a modest 2.0 billion pounds to the record amount of 16.8 billion pounds (milk equiva­
lent). The net cost of the DPSP rose from $319 million in FY1975 to $2.6 billion in FY1983. 
These sorts of changes in dairy markets help illuminate why certain policy choices were made 
and illustrate the overall consequences of policy decisions. USDA data on national milk supply, 
utilization, and prices from 1980 to 1989 are provided in Table 1. 

By 1980 or 1981 it was becoming quite clear that the surplus situation was serious and 
worsening; however it proved to be extremely difficult for Congress, the administration, and 
dairy industry members to find and agree on the appropriate solution. 

Table 1. U.S. Supply and Utilization of Milk, 1980-1990 

iO 
i" •.••.'.,••,•.•,.,•.•. ,.,.,•.....•..•,.,.,•.'.•...•,••,··,•.·.··,:.•.·.•:.:.·:•.•.:.:•.•·.:•.•.••.••,.·,•.·1··'·9'8

i.•..........·.. ',.·." ..·.....'......... ·1···'9·"··8'··'··1·'·.,.,·'.••.•.••.•····<.•. ..:.. :.i,··.·,.··.··.·l 9<84<..; ",·",··.·.·.• ·,·.• ·,··,.·",.·,··1"9·'·8··5'·"··« ·.'"··,,,··,··.·.·,·.1···'9\8>7···.··,·(,······ :."> •••',,.«.\ •..•
rniELbS'S?1982)1983 ~·<:i986<i988¥:·1989::1990 

Production 128.4 132.8 135.5 139.6 135.4 143.0 143.1 142.7 145.2 144.3 1485 
Fann Use 2.3 2.3 2.4 2.4 2.9 2.4 2.4 2.3 2.2 2.2 22 
Marketings 126.1 130.5 133.1 137.2 . 132.5 140.6 140.7 140.4 143.0 142.1 146.3 

Beg. C Stks 5.4 5.8 5.4 4.6 5.2 4.9 4.6 4.2 4.6 4.3 4.1 
Imports 2.1 2.2 2.5 2.6 2.7 2.8 2.7 2.5 2.4 2.5 2.4 
Total Supply 133.6 138.5 141.0 144.4 140.4 148.3 148.0 147.1 150.0 148.9 152.8 

Comm. Dis. 119.0 120.2 - 122.1 122.4 126.9 130.5 133.2 135.8 136.8 135.8 140.7 
End. Comm. Stks 5.8 5.4 4.6 5.2 4.9 4.6 4.2 4.6 4.3 4.1 4.4 
Net Removals 8.8 12.9 14.3 16.8 8.6 13.2 10.6 6.7 8.9 9.0 7.7 
Total Use 133.6 138.5 141.0 144.4 140.4 148.3 148.0 147.1 150.0 148.9 152.8 
*leap year 

U.S. Fann Prices 

Source: USDA, "Dairy Situation and Outlook," 1990 Estimated by A. Novakovic 
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In April 1981, the semiannual adjustment of the support price to 80% of parity was re­
scinded, indicating that Congress had finally recognized that large, frequent price increases could 
not be justified. In the Agriculture and Food Act signed in December 1981, Congress severed 
the support price for milk from the parity standard but still required small increases in the sup­
port price. With the ink hardly dry on the 1981 farm bill, Congressional budget committees 
pushed through the Omnibus Budget Reconciliation Act of 1982. This bill included language to 
freeze the support price at the level it had been since October 1980 and begin a new program of 
collecting assessments from dairy fanners to offset DPSP costs. The collecting of assessments 
was held up by court action, but in April 1983, the USDA began what it called the Dairy Collec­
tion Program. 

The assessment program galvanized the dairy community and Congressional agriculture 
committees, and the policy imperative became one of doing anything but assessments. In 
November 1983 a four-point plan was adopted which contained each of the major proposals that 
had been proposed by various parties. The Dairy Production Stabilization Act of 1983 (DPSA) 
combined price cuts, a mandatory assessment to cover DPSP costs, a mandatory promotion 
program funded by another farmer assessment, and a Milk Diversion Program (MDP). The 
newly-created National Dairy Promo~on and Research Board is authorized until such time as 
dairy farmers or the Secretary of Agriculture withdraw support for it. The other features of the 
DPSA would expire at the end of 1985, to be replaced with a new farm bill. 

Disorderly Marketing Conditions Created by the MDP 

The MDP was successful in reducing production in 1984, and net removals were cut in half
 
as a result. Unfortunately (but predictably), as soon as the MDP expired, milk production and
 
net removals quickly rebounded. Considerable increases in commercial disappearance helped
 
but were not enough to balance markets (see Table 1). As Congress came closer to packaging a
 
new farm bill in 1985, it was clear that additional measures would be needed to reduce govern­

ment support costs and balance markets. As with the 1983 bill, the final agreement contained a .
 
combination of price cuts, assessments, and special supply control measures, but there were
 
some additional considerations now. Because production rebounded so rapidly after the expira­

tion of the MDP, it was easily decided that this program would not be repeated. Nevertheless
 
many members of Congress and the dairy industry were still very much attracted by the concept
 
of using special programs, above and beyond price cuts, to cut production and reduce the surplus.
 
However, any new program would have to have longer lasting results. From this thinking the
 
buyout or Dairy Termination Program (DTP) emerged. As the early discussions of a new supply
 
control program evolved it was clear that it would have to avoid several defects in the old ap­

proach. One of these related to the regional impact of the MDP.
 

In a paper by Novakovic and Boynton, USDA estimates of 1983 milk production and data 
provided by participants in the MDP were used to estimate the state by state implications of the 
MDP for 1984.1 The estimates of how much would be "diverted" as a percentage of 1983 actual 
production ranged from a low of 1.3% in Rhode Island to a high of 12.8% in Florida; the U.S. 
average was 4.2% By these estimates, the most affected states were in the South, including 
Florida, Georgia, Alabama, Tennessee, Kentucky, Arkansas, Oklahoma, and Texas. Just to the 
north, Missouri, Kansas, Nebraska, lllinois, and Iowa also had relatively large projected effects. 
The major milk producing states in the Northeast and Upper Midwest were projected to be 
affected the least of any area. Projected effects in the big western dairy states of California and ­

• 

J R.D. Boynton and A.M. Novakovic, The Impact Qfme Milk DiversiQn Program Qn U.S. Milk Production. 
. A.E. EXL84-4, Dept Qf Agr. EcQn., CQrnell University, March 1984, pp. 15-16. 
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Washington were also below average. The net effects of production changes by producers who 
did not participate in the MDP were not considered. 

USDA estimates of 
milk marketed by pro­
ducers in 1983 and 1984, 
as shown in Table 2, reveal 
what actually happened. 
Nationally, marketings 
declined 3.5%. Four states 
marketed more milk in 
1984 than in 1983. The 
greatest increase, 7.2%, 
occurred in New Mexico. 
California increased 3.7%. 
The other major dairy state 
on the Pacific coast, 
Washington, declined a 
modest 0.4%, placing it 
fifth in the ranking of states 
by changes in marketings 
relative to 1983. Although 
New England declined 
6.7%, New York and 
Pennsylvania declined 
much less-1.6% and 
1.0%, respectively. In 
total, the decline through­
out the Northeast was 
below average, about 2.4%. 
Likewise, the impact in the 
Upper Midwest was fairly 
smallintotal,buteach 
state was affected quite 
differently. Wisconsin 
declined only 1.5%, but 
nearby illinois, Minnesota, 
Iowa, and South Dakota 
declined 6.5% to 8.5%. 
The states showing the 
greatest declines were 
Kentucky (-15.1 %), 
Nebraska (-14.8%), 
Missouri (-12.3%), Kansas 
(-11.8), Utah (-11.5%), and 
Florida (-10.5%). 

Thus, three of the 
largest milk producing 
areas showed the least 
effect, Le. Wisconsin, New 
York-Pennsylvania, and 

Table 2. Milk Marketed By Producers, 1983 and 1984. 

Silite;::.imf984~ .. } ·.)Srnte iO:U84t6:3 
AL 570 528 -7.37% NM 
AZ 1230 1215 -1.22% CA 
AR 823 778 -5.47% NY 
CA 14688 15235 3.72% WV 
CO 932 903 -3.11 % WA 
CT 645 601 -6.82% PA 
DE 135 130 -3.70% AZ 
FL 2099 .1879 -10.48% WI 
GA 1380 1260 -8.70% WY 
10 2250 2144 -4.71% NY 
IT.. 2675 2502 -6.47% OR 
IN 2330 2233 -4.16% RI 
IA 3924 . 3611 -7.98% OH 
KS 1357 1197 -11.79% CO 
KY 2330 1979 -15.06% W 
LA 932 869 -6.76% US 
ME 722 682 -5.54% TX 
MD 1592 1516 -4.77% DE 
MA 603 563 -6.63% ND 
W 5428 5245 -3.37% NC 
MN 10835 10065 -7.11% IN 
MS 873 830 -4.93% 10 
MO 3055 2680 -12.27% MD 
MT 336 319 -5.06% MS 
NE 1385 1180 -14.80% MT 
NV 222 230 3.60% NH 
NH 372 353 -5.11 % OK 
NJ 492 465 -5.49% VA 
NM 926 993 7.24% AR 
NY 11388 11203 -1.62% NJ 
Nt 1656 1592 -3.86% ME 
ND 1055 1015 -3.79% SC 
OH 4704 4580 -2.64% IT.. 
OK 1153 1093 -5.20% MA 
OR 1321 1293 -2.12% LA 
PA 9367 9272 -1.01 % CT 
RI 43 42 -2.33% MN 
SC 561 529 -5.70% TN 
SD 1752 1604 -8.45% VT 
TN 2166 2007 -7.34% AL 
TX 3937 3795 -3.61% IA 
UT 1148 1016 -11.50% SD 
VT 2448 2268 -7.35% GA 
VA 2050 1940 -5.37% H.. 
WA 3455 3441 -0.41% UT 
WV 355 359 1.13% KS 
WI 23243 22901 -1.47% MO 
WY 129 127 -1.55% NE 

KY 
US 137228 132421 -3.50% 

Source: "Milk-Final Estimates, 1983-1987, USDA 

7.24% 
3.72% 
3.60% 
1.13% 

-0.41% 
-1.01 % 
-1.22% 
-1.47% 
-1.55% 
-1.62% 
-2.12% 
-2.33% 
-2.64% 
-3.11% 
-3.37% 
-3.50% 
-3.61% 
-3.70% 
-3.79% 
-3.86% 
-4.16% 
-4.71% 
-4.77% 
-4.93% 
-5.06% 
-5.11% 
-5.20% 
-5.37% 
-5.47% 
-5.49% 
-5.54% 
-5.70% 
-6.47% 
-6.63% 
-6.76% 
-6.82% 
-7.11% 
-7.34% 
-7.35% 
-7.37% 
-7.98% 
-8.45% 
-8.70% 

-10.48% 
-11.50% 
-11.79% • 
-12.27% 
-14.80% 
-15.06% 
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California. The South, Com Belt, and Northern Plains states were most affected. The area that 
probably had the hardest time coping with these changes is the Southeast. This is an area that 
chronically must seek supplemental milk supplies to satisfy just the fluid milk demands of its 
local population. Other areas that saw similarly large reductions in marketings did not have that 
added factor to contend with. Southern cooferatives found themselves hard pressed to fulfill 

. their supply commitments to local handlers. . 

Changing Federal Orders to Offset Disorderly Marketing 
Conditions that Might be Created by the DTP 

Having gone through these difficulties in 1984, it is not surprising that Southern cooperatives 
were not as enthusiastic as their Northern counterparts about a new supply control program for 
the 1985 farm bill. Dairy marketing cooperatives finally agreed on a proposal for the 1985 farm 
bill that they would take to Congress. The agreement included supply control measures, but it 
also contained two provisions related to federal orders. One was to increase class I differentials 
on an order by order basis, with the increase being greatest in the South and smallest in the 
Upper Midwest' The second legislative change was to enable federal orders to be amended in 
ways that would allow handlers who provided marketwide services to be compensated from pool 
receipts. The law did not require payments; rather it modified permanent law to permit orders to 
be amended so as to include such payments. It was believed that these two measures would help 
Southerners and others mitigate the disruptive local effects that otherwise might occur with a 
new national supply control program. 

Thus the new differentials were proposed by dairy cooperatives to make supply controls 
more palatable to the Southeast, from both a political and economic perspective. Likewise, the 
possibility of amending an order so as to include payments for marketwide services also pro­
vided a tool to help mitigate the procurement and balancing difficulties that might be created by 
a new supply control program. It is also true that there were quite a few voices in the dairy 
industry that thought increasing differentials and providing for marketwide service payments 
were sensible things to do whether there was going to be a new supply control program or not. 

In the case of marketwide service payments, Congress permanently amended federal order 
legislation but did not require any particular provisions or payments. Perhaps this indicates that 
Congress thought this was a reasonable practice in principle but did not feel comfortable in 
requiring a specific implementation. In the case of the differentials, Congress required certain 
changes and made them stay in effect for two years, or about as long as it would take to phase in 
the DTP. This indicates that Congress saw the two as linked. Insofar as Congress did not auto­
matically rescind the differentials after two years this is an indication that they were persuaded 
that a permanent change might be warranted and that a decision either way should be left to more 
normal administrative processes. 

, New England was affected in ways very similar to the Southeast. Although the production-consumption balance 
is not as tight, New England cooperatives found it difficult to adjust to the rather large and sudden declines in 
production by their members. This would affect how New England viewed future dairy policies, including federal -
orders.
 
:I This might be viewed as an increase in the implicit transportation differential component of the class I differential,
 
although it should be noted that the increase was not on a strict distance relationship and differentials were increased
 
much less to the east of Wisconsin and more to the south.
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Declinin" Market Prices Led to Regionalism 

Fanners everywhere were affected by the cuts in the support price which began on December 
1, 1983. From November 1983 to January 1990, the support price fell $3.00 per cwt or 23%. 
Actual market prices for milk generally followed the downward trend, but they have also been 
affected by the MDP, the DlP, and economic conditions largely related to the 1988 drought. 
These patterns are illustrated in Figure 1, which shows the support price, M-W price, and all 
milk price from 1979 to 1990. 

$17.00 

$16.00 

$15.00 
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$10.00 
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Figure 1. M-W Support, All Milk Prices 
($/cwt @ 3.5% bf; All Milk at avg fat) 
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Two basic points will be drawn from the fact that milk prices have been declining. The first 
has to do with the extent to which individual states showed similar price declines. The second 
relates to how fanners reacted to these price declines. 

Using data on the annual average grade A milk prices reported by USDA for 1983 to 1989, 
the correlation of changes in each state's average price with the U.S. average was calculated, as 
reported in Table 3.4 Fifteen states have a calculated correlation coefficient of 99%. Eleven fall 
in a range from 95% to 98%. Ten are in the range 90% to 94%. Prices in these 36 states could 
be said to follow the national average price extremely closely. Seven are in a range from 80% to 
89%, still a very close relationship. Four are in the range from 70% to 79%. One state, Florida, -

4 These are Pearson correlation coefficients, measuring the linear association of or relationship between two vari­
ables. In this case, perfect correlation would occur if a change in the national average price equal to X was always 
matched by a change ofY¢ in a state's price. In other words, the change need not be identical (Y does not have to 
equal X). 
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has a weak correlation of 33%. This illustrates that the vast majority of states saw grade A prices 
move in nearly identical fashion from 1983 to 1989. This includes states in which nearly all of 
the milk produced is priced under a federal order, such as New York, and states such as Califor­
nia in which none of the milk is priced under a federal order. 

Table 3. Correlation of State Average Grade A Milk Prices with U.S. 
Average, 1983-1989 

For the most part, there is no 
apparent regional pattern to the 
states which are most closely 
correlated with the national 
average. If one focuses on the 

IA 0.997 OK 0.958 top ten dairy states, four exhibit 
MO 0.996 NY 0.948 the highest correlation of 99%. 
VT 0.996 1N 0.941 These are Iowa, Michigan, 
WV 0.995 CA 0.929 Minnesota, and Washington. 
SD 0.995 MD 0.927 Obviously three of the four are 
II.. 0.993 MS 0.925 in the Upper Midwest; however 
NH 0.992 NY 0.918 Wisconsin is not in this group, CO 0.991 DE 0.915 

and, because Washington is, WA 0.990 MT 0.912 
one cannot draw any strong MI 0.988 AL 0.912 
conclusions based on region. IfCT 0.988 ID 0.905 

AZ 0.988 PA 0.902 one excludes 1989, when prices
 
KY 0.987 VA 0.888 moved sharply upward, na­

MN 0.986 AR 0.877 tional milk prices declined on a
 
IN 0.986 NM 0.870 downward trend of about 28¢
 
TX 0.983 LA 0.854 per year from 1983 to 1988.
 
NO 0.982 NE 0.835 The trend rate decline for Iowa,
 
MA 0.982 KS 0.834 Michigan, Minnesota, and
 
RI 0.975 WY 0.816 Washington was about 32¢,
 
WI 0.975 SC 0.779 28¢, 28¢, and 25¢ respectively. 
OH 0.973 NJ 0.775 This illustrates that even with 
UT 0.973 GA 0.737 equally high correlations, the 
ME 0.969 NC 0.707 linear trend rates can be a bit 
OR 0.966 FL 0.332 

different from one state to the 
next. 

The second highest group includes Texas (98%), Wisconsin (97.5%), and Ohio (97%). The 
only thing interesting about this regionally disparate group is the fact that Wisconsin and Texas 
prices are about equally correlated with the national average price, despite the fact that class I 
differentials in Texas were increased much more than in the orders affecting Wisconsin. The 
trend rate decline for Texas, Wisconsin, and Ohio was about 23¢, 27¢, and 31¢ respectively. As 
with the earlier group, the trend rate declines are not identical to the national average, but they 
are very similar. 

California, New York, and Pennsylvania are in the third highest group. Possibly, this reveals 
some relationship between states that are heavily populated with both cows and people. The 
trend rate decline for California, New York, and Pennsylvania was about 41¢, 22¢, and 19¢ 
respectively. In this group we start to see bigger differences in trend rate declines relative to the 
national average. California's price decline was much steeper than that in the Northeast. ­

.. 
The states whose prices have been most poorly correlated with the national average are 

Florida, North Carolina, Georgia, New Jersey, and South Carolina. Florida stands in a class by 
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itself. With the obvious exception of New Jersey, all of these states are in the extreme southeast­
ern U.S. The trend rate decline for Florida, North Carolina, Georgia, New Jersey, and South 
Carolina was about 18¢, 7¢, 6¢, 15¢, and 14¢ respectively. Thus, prices for this group declined 
at a substantially lower rate than the national average. It may be interesting to note that although 
Florida prices showed far and away the poorest correlation, the trend rate decline was closer to . 
the national average than the next four states in this group. 

Closer examination of the data indicates that the primary way in which state prices deviated 
from the national average is that some states showed larger price increases in 1987, whereas the 
national average increased only trivially. Some states showed deviations in 1985 or 1988. In the 
case of Florida, the major departure from the national trend occurred in 1985. Thus, one might 
guess that local effects created by the 11DP or the DTP explain most of the departure from the 
national trend. One might note that there are no apparent effects from the change in class I 
differentials, which took effect in 1986. (This will be examined more carefully in the next major 
section.) 

All of this is simply to say that changes in grade A prices across states from 1983 to 1989 are 
more similar than they are different. Moreover, the basic trend in prices either nationally or in 
states seems to be influenced much more by changes in price support policy than by changes in 
federal order policy. 

As indicated earlier, there is a second point to looking at these price trends. It has to do with 
how farmers reacted to declining prices. In the early 1980s, the clarion call for dairy farmers 
was national unity. With each new cut in the support price, farmers everywhere began to think 
more about whose fault these cuts were. Over time it became more common for farmers in one 
area to wonder who was creating this troublesome surplus that was reducing "their" prices. The 
"we're all in this together" mentality gave way to a feeling that "its not my fault." Each region 
could point to a characteristic that would exonerate it as the region causing the surplus.s In 
addition, it became common for each region to propose solutions to the surplus problem that 
were clearly targeted against one region or another. This phenomenon came to be called region­
alism. 

Farmers in the Southeast cO\lld point to the fact that their markets are clearly the most deficit 
of any region and sales to the CCC are almost non-existent. In the Northeast, production was 
increasing slowly and price support sales to the CCC were very low. California farmers have the 
lowest grade A prices in the country and are obviously among the lowest cost milk producers in 
the U.S.; because of this they didn't think that their large production increases and sales to the 
CCC should be held against them. In the Upper Midwest, primarily Wisconsin and Minnesota, 
criticisms of large sales to the CCC were countered by charges that federal order provisions, in 
one fashion or another, prevented them from marketing their products in the South and else­
where. Their argument was that they wouldn't have to sell so much to the CCC if federal orders 
didn't cause too much milk to be produced elsewhere. 

Another factor that seems to have influenced this sort of regional thinking is an apparent 
belief that cuts in the support price affect prices for milk used in manufacturing more so than 
prices for milk used in fluid products. In other words, the Upper Midwest, as the largest milk 
manufacturing region, bears the brunt of price support cuts, but other markets which are more ­.. 
J Many of these regional factors are reviewed in the following paper: Andrew M. Novakovic and Maura Keniston, 
Regional pifferences in the Dairy Industry and Their Use in Evaluating Dairy Sumluses, A.B. EXL 89-3, Dept. of 
Agr. Econ., Cornell University, January 1989. 
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oriented toward fluid product sales are protected by federal orders. Inasmuch as federal orders 
do emphasize fluid markets and the price support program deals directly with manufactured 
products, this interpretation is perhaps understandable. It is, nevertheless, an incorrect analysis. 
As the state price analysis above indicates, all milk prices move together quite closely. Inas­
much as all federal order class prices are tied to the M-W price, this should be no surprise. 

Congress has finnly resisted all suggestions that price support policy be changed in ways that 
would clearly target effects on certain regions; simply because what is ultimately a national body 
is not inclined to pass national policies that purposefully favor or penalize one region over 
another. Because the nub of the Upper Midwestern response to surplus problems involves 
federal orders, their suggestions can be heard in a different venue. In this case, Congress doesn't 
have to judge these regionally motivated proposals, they can pass the responsibility to the Secre­
tary of Agriculture. Inasmuch as federal orders are much more complex than the DPSP, it is well 
that Congress did not attempt to address these important issues legislatively. 

It is quite possible that the single most important motivation for Midwestern proposals to 
reduce class I differentials in regions removed from the Upper Midwest stems from their views 
with respect to how they have fared relative to other regions as price supports have declined. 
Furthennore, it is a virtual certainty that the national hearing would not have been held had the 
dairy industry been able to avoid the surplus problem and price cuts of the 1980s. This suggests 
to us that the fundamental problem facing the dairy industry has been a dairy price support policy 
problem, not a federal order policy problem. This conclusion is further bolstered by the several 
proposals offered to the hearing which would mix the support price and the class TIl price by 
putting a floor under the class III price. The use of FMMO pricing policy solely for the purpose 
of "correcting" or "counteracting" what are basically consequences of DPSP policy is ill-advised 
and confuses the legitimate purposes of FMMOs. 

ReKional Production of Manufactured Dairy Products 

The second major factor motivating proposals to change class I differentials derives from 
concerns about regional changes in the production of manufactured dairy products. These 
concerns are closely related to c<>ncems that federal order pricing distorts milk production incen­
tives. One Midwest advocate expressed this point of view well in his testimony. He stated: 

"Class prices and producer prices for milk in all markets and changes in them 
are of consequence to the entire U.S. milk industry, regardless of the amount of 
milk that moves between markets influidform. These impacts result largely 
because the marketfor products in the lowest use class offederal orders, the 
manufactured dairy products market, is a national market which is impacted 
anytime that changes in milk production and consumption (of either fluid or 
manufactured products) occur anywhere in the U.S." 

He proceeds to offer an example of how an increase in the class I differential in all "South 
Atlantic" orders would result in increased milk production in that area, all of which would go 
into class m. This would in tum depress "the national manufacturing milk price," implying 
lower prices for everyone else. ­

This argument has deep historical roots. Dairy markets during the decade of the 19505 bear a 
striking similarity to what we saw in the 1980s. In 1949, the support price was pegged at 90% of 
parity. USDA purchased some dairy products that year and decided it should reduce supports to 
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81 % of parity in 1951. Markets tightened up in 1951. Consequently, the support price was 
returned to 90% of parity. In tenns of dollars per cwt, it increased 17% in 1951 and another 8% 
in 1952. Between FY1952-53 and FYI953-54, net removals jumped from 3.6 to 11.3 billion 
pounds. At the beginning ofFYI954-55, the Secretary of Agriculture exercised his authority to 
reduce the support price to 75% of parity, which lowered the price by 59¢/cwt or 16%. Net 
removals were cut in halfthat year. For the rest of the 1950s the support price was pegged 
between 75% and 85% of parity. The average market price of milk fell substantially from 1952 
to 1955 and was relatively flat for the rest of the 1950s; in fact milk prices would not again reach 
the level they had attained in 1952 until 1967. The support price and the average national price 
for all milk during the 1950s is illustrated in Figure 2. 

Figure 2. Support and All Milk Prices 
($/cwt @ 3.5% bf; All Milk at avg fat) 
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Just as the difficult farm prices of the 1980s have led to regional infighting, a dispute broke 
out between the Upper Midwest and the Northeast in the late 1950s. One of the Invited Papers 
sessions at the 1960 annual meeting of the American Farm Economics Association was entitled 
"The Midwest-Eastern Seaboard Conflict of Interest in the Production and Distribution of Milk." 
Several papers were presented and discussed in this session. Two of them illustrate the parallel 
between the situations in 1960 and 1990. Dubov and Downen of the University of Tennessee 
presented their views, largely in defense of the Northeast.' After reviewing some production 
statistics since 1950, they state: 

• 

.. 
• Irving Dubav and M. Lloyd Downen, ''The Midwest-Eastern Seaboard Conflict of Interest in the Production and 
Distribution of Milk: The Role of Market Structures and Other Institutional Arrangements," Journal of Farm 
Economics, Vol. 42, no. 5, December 1960, pp. 1313-1327. 
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((So it would seem that Midwest dairy farmers, especially those in Wisconsin and 
Minnesota, have expanded production considerably over the past ten years, and 
apparently are producing more milk at existing prices than is required in the 
immediate area; and they would like to sell some of this ((extra" milk in regulated 
markets in other areas, including the Eastern Seaboard....so, what is the conflict 
ofinterest between producers in the two areas?...The answer is simply that Mid­
west producers would like to increase their total returns from the sale ofmilk 
produced for fluid uses andfeel that if they could sell some oftheir milk in 
Eastern markets, they could do so." (p.1322). 

After reviewing regional differences in prices and transportation costs, the authors conclude that 
Midwestern producers cannot feasibly serve Northeastern markets. They offer the following 
advice to Midwesterners who are dissatisfied with their prices: 

((we submit that the relevant area ofconcern for improving the market power 
position ofMidwest producers is not the conflict ofinterest between them and 
Eastern Seaboard producers. Rather, it is the conflict of interest between Mid­
west producers and the Midwest handlers to whom they sell their milk. To obtain 
higher returns for their fluid milk, Midwest producers should take the direct 
approach of altering market power institutions within their own marketing areas, 
rather than pursuing the illusory benefits ofsales in seemingly lucrative Eastern 
Seaboard markets." (p.1327).7 

Today the focus is perhaps more on fluid markets and prices in the Southeast than the North­
east, and on production in the Southwest and Far West rather than the Midwest. Nevertheless, 
the similarity between the views of Dubov and Downen in 1960 and those expressed by "East­
erners" today should be obvious. 

Juers of the Wisconsin Council of Agriculture Cooperatives responded to the paper by 
Dubov and Downen.' He challenges their analysis by saying that they focused on the wrong 
issue: 

((The authors seem to have confined their concept ofthe conflict situation to the 
production and marketing offluid milk. By so doing I think they have excluded 
the major contention ofcompetitive interest being expounded by the Midwest. An 
earlier phase of the conflict possibly did center on Midwestern desires to ship 
additional supplies offluid milk to the higher priced markets ofthe East. Interest 
ofthis nature, however, seems to have subsided as the feasibility ofmaking such 
shipments has been challenged if not disproved repeatedly by various research 
effons...At present the conflict seems to center more on the effect ofsurplus 
[manufactured) products from fluid milk markets as they contribute to generally 
low prices for manufactured milk and the inability ofMidwestern producers to 
manifest such comparative advantage as they might have in the production of 
manufactured dairy products due to the rigors of the varied regulatory institu­
tions affecting milk pricing and marketing. This competitive advantage may lie 
entirely in the production ofmilk for manufactured products, in which case the 

-

1 With the advent of the Central Milk Producers Cooperative and other individual but large regional cooperatives in 
the Midwest, it is interesting to note that in some sense this prescription has been followed. 
, Linley E. Juers, "Discussion: The Role of Market Structures and Other Institutional Arrangements," Journal of 
Faun Economics, Vol. 42, no. 5, December 1960. pp. 1327-1331. 
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point of interest is not the exclusion of these products from markets but the pro­
tective wnbrella which the classified pricing system places over the competitors 
which Midwestern producers face in the product markets." (pp. 1328-29). 

In other words, the Midwestern concern of 1960 and 1990 is that their manufactured product 
competitors in distant markets have an unfair advantage because their competitors' blend prices 
are bolstered by pooled class I differentials. These distorted blend prices create additional milk 
supplies and manufactured dairy products that otherwise would not exist. The net result is 
displaced Midwestern manufactured products and even lower prices. This concern was focused 
on the Northeast in 1960. Today it extends to much of the South, especially Texas. The much 
publicized construction of a cheese plant in Stephenville, Texas, following a period of very rapid 
and large growth in milk production in that area:, did much to convince Wisconsin farmers of the 
validity of this line of reasoning. 

The disputes of the late 1950s did lead to some changes in federal orders. During the 1960s, 
prices for the so-called surplus classes of federal orders were standardized across orders. This 
ultimately led to the M-W price being used as the basic fonnula price in all orders.9 At about the 
same time, the rationale for establishing class I differentials became more systematized. This 
will be discussed further in the third section of this testimony. 

Dere¥ulation Objectives 

The third factor which led to the 1990 hearing is very different from the other two, which is 
probably not surprising because it comes mostly from outside of the dairy industry. One of the 
key features of the Reagan era is deregulation-the dismantling or reduction of government 
regulations on economic activity. The ongoing legacy of the deregulation mentality is driven at 
least in part by budget requirements, but the original motivation was surely more ideological. 

Some proposals were made at the hearing to eliminate class I differentials and thereby begin 
the dismantling of federal orders. The details of these proposals indicate a heavy reliance on free 
market doctrine and a lack of understanding about why federal orders were created and why they 
might be justified today. Inasmuch as federal orders were created to correct the inherent anti­
competitive characteristics of dairy markets, it is ironic that the Antitrust Division of the U.S. 
Department,of Justice was the leading proponent of dismantling federal orders. The inherent 
oligopsonistic structure of dairy markets may well still be a valid justification for federal or­
ders/o The intent of these proposals should not be confused with other proposals which seek a 
new alignment of class I prices. It is one thing to tune federal orders; it is quite another to tum 
them off. 

Factors Affecting Regional Changes in Milk Production 

As indicated above, proponents of proposals to reduce class I differentials outside of the 
Upper Midwest assert that federal orders have led to excessive production in certain other re­

, For fmther infonnation on the M-W price as the basic formula price, one can refer to: Andrew Novakovic,
 
"Alternatives to the M-W Price as the Basis for Setting Prices Under Federal Milk Marketing Orders," Leaflet 25, -

Dairv Policy Issues and Options for the 1990 Farm Bill, Dept of Agr. Econ., Cornell University, 1990.
 
II Andrew M. Novakovic and Robert D. Boynton, "Do Changes in Farmer-First Handler Exchange Eliminate the
 
Need for Government Intervention," American Journal of Agricultural Economics, Vol. 66, no. 5, December 1984,
 
pp.769-775.
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gions, to the detriment of Upper Midwestern producers. Testimony was offered which purports 
to demonstrate that the increases in class I differentials in 1986 led to directly correlated in­
creases in producer deliveries. In this section, results of statistical analyses of relationships 
implied by these assertions are examined. 

The Use of Federal Order Data to Estimate Milk Supply 

Economic theory of supply, and common sense, indicate that production is affected by price. 
For economists, the tenn supply denotes a relationship between price and quantity, i.e. how 
much of a product is supplied at different price levels. Thus, supply is, strictly speaking, not the 
same as quantity supplied or production. In this case, we are talking about the production of 
milk by dairy fanners and, presumably, the price that dairy fanners receive. As simple and 
obvious as this may seem, when we are trying to describe milk supply relationships it should be 
recognized that federal order producer receipts are not the same as production and that federal 
order prices are not the same as the market prices fanners receive. What this means is that when 
we use federal order data to talk about milk supply, we are using data that do not correspond 
perfectly to the variables in the economic theory of supply. 

The closest thing to production in federal order data is "producer deliveries of milk to han­
dlers" or what is typically referred to as "producer receipts." This differs from production in two 
ways. First, it is the amount of milk a producer markets, not how much he produces. National 
data indicate that about 1.5% of the milk produced stays on fanns for farm use and thus is not 
part of fann marketings (cf. Table 1). Marketings do not differ greatly from production on most 
fanns, but there can be variations over time or across farms. 

Second, and more importantly, producer receipts measure the marketings of milk to handlers 
regulated under a particular federal order. Thus, producer receipts for any particular order can 
vary from time to time because farmers are producing different amounts of milk or because there 
are fewer or more farmer's associated with that order. The latter occurs when farmers go out of 
business and when a farmer's milk is moved from a handler regulated under one order to a 
handler regulated under another order. Similar changes also occur when a handler changes its 
sales patterns and becomes regulated under a different order, and takes its producers to the new 
order with it. It is difficult, if not impossible, from'the quantity data nonnally published by AMS 
to ascertain the extent to which producer receipts are affected by producer milk shifting from one 
order to another, however it is well known that this occurs and occasionally leads to significant 
changes in the producer receipts reported for an order. 

Likewise, federal order prices are not the prices farmers actually receive. Certainly, class I 
differentials, and class prices are not prices fanners actually receive. Moreover, the minimum 
federal order blend price is generally not the price farmers receive. Farm~rs may receive more 
or, in some cases, less than the blend price. Farmers receive more when processors or coopera­
tives pay them premiums. Fanners receive less when their cooperative must "reblend" by 
withholding part of the minimum price to cover extraordinary expenses. Special federal assess­
ments, subsidized hauling, cooperative dividends, and other special factors can and do cause 
what farmers see as their price to look different from federal order minimum blend prices. At 
best, federal order blend prices are an approximate measure of farm prices; they may be a very 
poor measure of the milk prices on which farmers base their production decisions. -
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Mailbox Prices 

Evidence of this is provided by a study of so-called mailbox prices conducted by various 
Market Administrators.JJ The study calculated a mailbox price as the blend price at a particular 
zone or location plus premiums minus cooperative reblends minus hauling deductions minus 
cooperative deductions. Data were collected for the following order locations: Chicago Re­
gional Zone 4 (an area mostly serving class I handlers), Chicago Regional Zone 16 (an area 
mostly serving class ill handlers), the Southwest Region (Central Arkansas, Wichita, Tulsa, 
Southwest Plains, and Texas Panhandle), and Texas (Dallas). The following months were used 
to compare relationships before and after class I differentials were changed and during different 
seasons of the year: May 1985, October 1985, May 1987, and October 1987. 

Key results of the study are summarized in Table 4. In general, they reveal that changes in 
prices actually received by farmers can be a little different or a lot different from that implied by 
changes in blend prices. For example, from 1985 to 1987 the spread between blend prices in the 
Chicago Order (Zone 4 and 16) and the average blend prices in the several orders grouped in the 
Southwest Region (mostly north of Texas) increased 11¢ in the flush season (May) and 37¢ in 
the tight Fall season (October). (This reflects the greater effect of higher Fall class I utilization 
in a higher class I market.) However, the mailbox prices indicate that the spread between milk 
prices actually decreased 15¢ to 23¢ in May and 13¢ to 22¢ in October. In the case of Texas, the 
spread between both blend prices and mailbox prices increased, but the spread between mailbox 
prices increased. less. Blend prices in Texas were 15¢ higher in May and 59¢ higher in October. 
Mailbox prices were 3¢ to 5¢ higher in May and 27¢ to 36¢ higher in October~ 

Table 4. Differences Between Blend and Mailbox Prices in Wisconsin and the Southwest ($/cwt). 
iBlend·. ..<><.. . ··.·<>MailbQ,ci 

.l28.5. 1987.8.1.:.81. .l2B5. l2.81. ~ 

October 

Zone 4-Zone 16 .27 .27 0 .06 -.03 -.09 
-

Southwest - Zone 4 .80 1.17 .37 040 .27 -.13 
Southwest - Zone 16 1.07 1.44 .37 046 24 -22 

Texas - Zone 4 125 1.84 .59 .94 1.30 .36 
Texas - Zone 16 1.52 2.11 .59 1.00 127 .27 

May 

Zone 4 - Zone 16 .27 .27 0 .05 -.03 -.08 

Southwest -Zone 4 .90 1.01 .11 .17 .02 -.15 
Southwest - Zone 16 1.17 1.28 .11 .22 -.01 -.23 

Texas - Zone 4 1048 1.63 .15 .97 1.00 .03 
Texas - Zone 16 1.75 1.90 .15 1.02 .97 ,05 

• 
11 A series of articles under the title "Study of the Chicago Regional Mailbox Price (Zone 4 and Zone 16) Compared 
to Other Federal Orders" were published in the following issues of the Reporter. the monthly publication of the 
Market Administrator's Office for the Chicago Regional and Indiana Marketing Areas: "Part One," September 
1988, pp. 5-8; "Part Two," October 1988, pp. 5-7; "Parts Three and Four," December 1988, pp. 5-12; "Part Five," 
January 1989, pp. 7-10; and February 1989, pp. 5-8. 
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