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by
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During the balance of the 1970%s, the method of value determination
for agricultural commodities and products is likely to be of major concern.
Currently food and agricultural prices are in the forefront of public
interest. This concern is likely to continue and even be more dramatic
at times during the rest of the decade. In an enviromment of concern over
price level, attention is likely to focus on the arrangements for price
determination, : . '

Several now seem to be arguing that the manner in which agricultural
prices_are determined presents some major eguity problems [T, 2, 5, 6, 7,
12, 117. They envision more problems ahead. Some conclude that there
must be (are) better mechanisms, institutions, organizationsl arrangenents,
and procedures for determining the value of agriculture products., This
concern implies a belief thet some relationship exlgts between the method
or process of price determination and performance 13, 9, 10, 1§7. -But as
of now, we know very little about the formation of prices*[ﬁ,‘p. 117§7;
And we have very little empirical evidence on which to base firm conclu-
slons sbout alternative arrangements [15‘p. 23}7.

The purpose of this paper is to attempt to identify the reasons for
our concern, develop the basis for the decentralization trend that is
occurring and discuss several possibilities about the future. ILet me
emphagize that in the context of this paper we will be concerned not with
Price determination in the theoretlcal sense but rather with mechanisms,
organizations and procedures. Furthermore, let us note that the processes
and mechanisms have been, are, and will most likely continue to be mixed
and complex, o

Overall Trends and Tssues

Let me briefly state the trends and issues which seem to perplex us.

1. In most commodity markets there is a trend toward decentraliza-
tion and more direct negotlation between buyer and sgeller on price and the
other terms of trade. '

* ' An invited paper presented at the Annual Meeting of the Southern
Agricultural Economies Associagtion, Memphis, Tennessee, February 4,

197k,

+ At the time of presentation was profesgor of agriculitural economics
at Cornell University {on leave) and sgricultural econcmist with the
Farmer Cooperative Service and the Eeoncmic Research Service, U.S8.
Department of Agriculture, Washington, D.C.
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2. fThere is a decline in cash or spot trading on organized exchanges.
At the same time, however, there are substantial increases in
trading volume in futures contracts.

3., There is more forward contracting through private treaty contracts
or through trading in futures contracts., The prices in private
treaty contracts, if determined ln advance, are determined in a
rather imperfect market situation. If prices are not determined
at the time of the signing of the contract, the value determina-
tion responegibility is placéd on trading of the uncommitted

' supplies. Competition in trading of these supplies is imperfect,

L, There is an increased use of eledtro-magnetic means of communica-
~" tion to bring buyers and sellers together, However, this new
technology has not been fully nor adequately exploited.

5. The computer can handle a large number of transactlons and could
provide the means of establishing more complex means of central-
ized organized exchange‘arrangements.__Only'a few attempts have
been successful., S : '

6. There is'an increase in the number of joint ventures. In most
of them value determination is dependent, on the existence of a
market price. Some of these joint ventures cover most of the
volume produced and, therefore, the market price might not be.a
very reliable basis. In some of ‘them the farmer probably is
getting the short end of the deal. -

7. TLastly, we have seen'g0vefnmént intervehtion in pficejdeterﬁina-'
tion shift to a different form in recent months. The impact of
ceilings has been unsettling to say the least,

The Situation by Commodities

The situation is very mixed across commodities. Decentralization has
been most dramatic in livestock, Volume at terminal markets has decreased
dramaetically. Beef prices are now negotiated at the feedlot. Heg packers.
. have buying stations located throughout the pork purchasing areas. Scme
sales are contracted in advance through futures contract hedges.

More fresh fruit and vegetable growers negotiate a trade directly with
chain gtore buyers and bypass the central market.  Processed froit and”
vegetable growers have more volume contracted prior to planting either
through private treaty contracts or contracts established by bargaining -
associstions. There are more joint ventures here which have a great mix-
ture of means to determine transfer price. And some large marketing coop-
eratives are now in a better position to exert price leadership. -

Broiler prices are individually negotiated between large integrated
producers and chain store or institubtional buyers. There is some tendency
for group action price leadership. ‘ C '

Egg prices were long based on émalliﬁoluﬁe’central marketltrading,,but ‘
since March 1970 there is no longer exchange trading in New York or Chicago.

There has never been an organized centralized exchange for milk
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although there has been and is a thin central exchange for butter and
chieese, Most milk has been priced administratively for s long time.

But more of it is now under the control of large cooperatives and priced
on a formula to the Federal Order price which has been based in part on
free market prices for raw milk., However, this means that there is little
free market supply. Thus, there 1s some guestion of the valldity of the
value egtablished this way. : :

Graln prices are dlscovered in a complex mixture of organized exchange
trading in both spot and futures contracts. Cooperatives here do not seem
yet to be in a position to take much leadership in price determination.

The grain futures market operates erratically when supplies are very tight.

Reagons for Change

The reasons for all these changesg, of course, are very complex, but
the following factors are probably the most important in both explaining
the changes that have occurred and prediching the changes that we might ex-
pect in the future:

1. Producers and thus sellers of farm products;have become larger in
glze and fewer in number,

2. Physical inefficiencies involved in moving commodities through
centralized markets resulted in higher costs than with decentral-
ized marketing arrangements,

3. Techﬁolbglcal advances in processing,‘stofage, packaging and dis-
tribution have made larger processing plants, and more geograph-
ical dispergion, economlcally feas1ble.» B

4. While rail transportatlon was_ a large factor in the development of
centralized markets, increased use of truck transportatlon favors
decentralized marketing arrangements.

5. Improved communications have facilitaﬁed the rapid flow of market
information and getting together of individual buyers and sellers,

6. Development and use of grades and standards make 1t possible for

transactions to occur between spatially separated buyers and
sellers without visual inspection of the commodity.

The Basic Issues

The trends and factors raise three questions: (1) Will the new pric-
ing arrangements that have evolved provide a level of performance satig-
factory to the participants and in the public interest? (2) Would the
industry be organized or structured differently if different policles or
other meansof price discovery were employed in the future? (3) Are there
alternative arrangements or policies whigb would provide significantly more
satisfactory performance levels? . In view of these important questlons and
in vlew of the trends, some basic issues surface as we face up to the
question, "How will value be established in the 1970'59” I will focus on
gome that, in my oplnlon, are 1mportant e
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1. Will voluntary electronic or computerized organized exchange arrange-

ments become viable effective mechanisms for price discovery?

2. Will it be necessary to make organized exchange trading mandatory
or gubsidize it in order to make and maintain viable open markets?

3. What will be the problems if a system of decentralized individual -
' negotiations prevails? - S o - -

h;_ Will group negotiationlcf baﬁgaiﬁing become thé rule?. .

5. What are the prbblems With fbfmula pfiéiﬁégj | |

€. How sbout a system of committee pricing?:‘;

7.‘;Is government interventionfinevitabié? Ifwit,is, what is the

~ “best form of intervention?

Voluntary Flectronic or Computerized
Organized Exchange Arrangements

Several attempts have been made to reverse the trend to decentraliza-
tion of spot trading. Ralph Jokngon at Nebraska has proposed that a tele- -
auction system of fed cattle /6_/ would provide the best in pricing
efficiency. Teleauction systems are now in operation for glaughter lambs
in Virginia, and for feeder pigs in the midwest. They seem to be working
very well. Voiume of feeder cattle goling through‘auctions‘at"tefminai
markets has increased, but so far none are sold through teleauction, but
many . are sold directly over the telephone.

Schrader has designed an electronic¢ egg exchange. 'Buyers and sellers
could enter bids or offers through touéh tone telephcnes. The computer
wotld mateh like bids and offers and complete the transaction. Delivery
would be made direct from sellers’s location’ to buyer's [12/. Holder has
designed one for a forward comtract market for slaughter hogs /57,

The egg industry has a natlonwide telephone exchange,(Watts Line) now
in operation., Matching is done manuaily. An individual in Illinois has
gstarted a private electronic exchange for slaughter hogs., = "

.- . The principal advantages of such systems are: (1) management time
and transportation costs. of searching for a buyer/seller are reduced, (2)

eliminates the need of moving the product to a central market point, (3)
{ncreases the number of potential buyer/sellers that can be contacted.

The principal disadvantages are: (1) the product has to be gradesble
or definsble so that visual inspection is not deemed necessary; (2) a
eritical volume is necessary to support a telephonie manual match system
and a much larger critical volume is necessary to support a telephone com-
puterized match system; (3) the user fee necessary to support it is'a.
barrier to use as individuals will bypass the system if they can to avold
“the user charges; (4) rigorously enforced rules on grades and. standards
and on Tinauclel accountability are a necessity; (5) direct communication:
and negotiation on other terms of trade, guality, delivery schedules, etcg,
which enable advance plamning gre restricted. - Coe e

LA A
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Mandatory or Subsidized Organized Exchanges

In the :future, the voluntary establishment of such orgarized arrange-
ments will depend-:on the relative costs of sales, or procurement through
direct contacts as compared to the unit cost of operating the exchange
mechanism. In most but not all commodity situations it is more economical
to deal direct. A national producer cooperative subsidized the develop-
ment cost of an egg exchange. They started it as a profit making venture.
Afti? three years of operation it is still nonprofit.  Volume is relatively
low= and the users fee barely covers the low cost of manually matching the
bids and offers.

A mandatory requirement that all or part of the marketed volume be
traded across an organized exchange is also a possibility. Canada's man-
datory system for hogs apparently works quite well.

If we are to make sure that latent competitive forcesg/ have an .-
avenue of expression as necessary and at the appropriate time, it might
be necessary to subsidize in some way the operation of open market ex-
change mechanisms., I would favor subsidization to a mandatory requirement
in this country. ' :

Some are proposing mandatory trading for livestock. Patkers argue
that it would cost too much and that since visual inspection is necessary
their procurement costs would not be reduced. They further argue that the
numbers of trades and traders are too large for it to be a manageable

operation even if the mandatory provision covered only a portion of the
volume,

The strongest argument against mandatory trading, in my opinion, is
that it reduces buyer seller contact and restricts communication to price
and quantity data for prior prescribed qualities, delivery schedules, and
other terms of trade. Flexibility to adjust to changing conditions is thus
somewhat reduced. The basic question relates to whether this cost in
reduced flexibility is more than offset by the gain in pricing efficiency,

Deéentraliﬁed Trading‘-n Individual Negotiation

The primary concern with a system of decentralized trading is that
individual traders may have very little information on the total market
situation and thus have difficulty determining the appropriate short run
price. Moreover, if the negotiating power is not balanced, or one side
has more information than the other then there is a potential for abuse
of this power.

The system, however, has some advantages or positive benefits. Direct
contact provides for maximum communication on other terms of trade such as
delivery schedule and quality. It provides a potential base for market
orientation of production and coordination of production quantity and
quality. '

1/ As of this writing, volume,is;jﬁét adequate to support it, however.
g/ Alben Paul of ERS, USDA was the Pirst to suggest this terminology to me,



-6 -

The prinecipal need under-sunh,q\systemmisffor‘infc;matidn on what
others are doing with respect to price and production decisions. The lack
of an adequate flow of information might force.the issue and make us think .
in terms of mandatory reporting of individually negotiated transactions or-
contract prices. . . . ' o o -

. Under a decentralized system, other means may also be availeble to .
make sure that the balance of pdwer doesn't swing too far away from the
farmer; e.g., make sure that they can, within restraints,'grogp1£ogether_
to negotiate. T o ' ‘ C

.. Group Negotiation and Bargalning .

There are a large nuwber of bargaining associations for milk and for -
fruits and vegetables ~- about 170 for milk and hO for frults and vege-
tables in, 1969-70. They are voluntary. Thelr nvmber ig decreasing, bub
they are getting bigger. The effectiveness of bargaining ig a function of
(1) the -degree of -conbrol that the group. has over supplies or over a
market, (2) the degree of imperfection In the market prior-to bargaining,
(3) the potential to alter or increase demand through joint action, - (4) the
elagticity of demend for the industry’s product, and {5) the extent to
vwhieh it is possible to get_and enforce mandatory compliarce ‘on certain
terms of trade Zyj.pi%lgﬁlQZb : N R 2

We now have cocperabive lews which authorize bargaining wnits., Bub -
to get more effective bargaining in the future enasbling legislatlon is
needed which would more clearly deseribe a bargaining unit, prescribe a
procedure for accreditabion, require bargaining in good falt , and specify
unfair practices. The new Michigan Agricultural Marketing and Bargaining
Act of 1972 establishes such a base for Michigan frult and vegetable pro-
ducers. -And one senses increased inberest in this kind of an arvangement. -

In milk, bargaining units have been rather effective undériexisﬁing“"
legislation. The basic issue here 1s over whether or not rule§ are
pecegsary to insure that producers are treated equitebly and that the
cooperative performs in their best interest, Furthermore, the recent
political actions. of the large dairy cooperatives have focdused attention

on them snd rekindied concern cver the protection of the pubiic interest.

Formﬁla-Pridingu“-" R

Most formula pricing arrengements for private treaty transactions use
market or terminal market prices as a reference point., This may be valid
from a price efficiency point of view if the actions of the firm(s) using
the formula are independent of the actions of those whose trading determine
the market. price. If they are not, then the price level and the digtribu- -

tion of gains among participants may become seriously distorted. " -

Formula pricing is a convenience. If buyers and sellers can agree -
in advance on the formula, subseguent transactions are routine and the cost
of price discovery to that set of terms is practically zero. The price ‘
discovery function has been delegated to others. : S
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Formula pricing now is common in eggs and milk, It is most useful in
a sitvation where production and marketing are continuous. If they are
continuous or seasonal, then formulas using the free market cash price ag
a reference are not much help. It is here where formulas tied to specific
fubtures conﬁract months mlght be feasible.

Formulas could alSO use costs of productlon as a reference. Such an
arrangement could insure returns to cover production costs, but if the
prices thus determined get out of line with competitive short-run market
prices then one of the parties to the transac%lon would find himself at a’
competitive dlsadvantage. :

Formulas could use flnlshed product prlces as a reference.‘ This
could insure congtant margins or returns to the. buyer O Processor.
However, in some years the. producer ‘price could get completely out of
line from the competitive producer price. In some years the buyer would
reap windfall gains or losses because his raw product costs would be out
of line from his competitors. :Of course, his windfall 1oss would be the
producer windfall gain and vice vevsa. , :

If traders in an industry use formula, pricing, they need some reliable
reference point that will adequately and accurately reflect the value of
the commodity. If many producers get cormitted through. some form of
formula pricing the open market prices will not be reliable or will be
difficult to obtain. It is this situation that raises a relevant public
poliey issue. Should the govermment become more directly involved in
generating reference point prices or indexes that could serve as
elements in a formula? Should the public, for example, legitimize a
committee which could meet periodieally and publizh value estimates that
the egg industry could use as a base point for debermining day-to- dey
transaction values.

Committee Pricing

. Currently we have no general enabling legislation which would
authci}ze a committee structure to assist in the price discovery pro-
cess. Any industry committee which might meet to talk about price or
to publish a suggested price might be in violation of antitrust laws.

One of the recommendations that came out of the $300,000 research
project on egg pricing completed in 1969 was that the egg industry should
establish.a committee of non-industry persons to generate a sug ggested
velue for eggs. This could then be used by trades as a reference poznt
for fomulas for individual transactions or for general information Z; ln/.
A group of producers formed Egg Clearinghouse;, Inc., in 1971 for spot

&/ There is only one exceptlon. Enabling legislation does exist whzch
establishes a committee to generate official spot guotations for
cotton in several markets. Their purpose is to generate a quotation
at the end of the day which best represents actual trading for that

day [_/
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trading and established a committee, Egg Market Evaluation Committee, to
translate trading inbto a set of value quotations., It is currently function-
al with three members. They publish their translation of market values two
times a week after a joint review of trading and of market conditions which
takes place at a meeting held via a conference telephone call. ~If such a
quotation is objectively determined, it could facilitate an efficient
determination of price. However, since 1t is rum by 1ndustry there might
be some question of legality and of credltabllity.

The committee system is used in bargaining or group negotiatlon. One
large fruit and vegetable processing cooperative joint venture uses a com-
plex committee structure to reach agreement on the procedure by which the
transfer price will be established for each of the over 20 fruits and
vegetables for which they contract each year. They process almost 100
percent of some of the vegetables in their region. The committee system,
although costly in meeting time and farmers! time, provides for a determ-
ination process which involves consideration of current information from
many sources and is informative to all concerned in terms of how the process
works. The process is more subjective and less objectlive than other
processes. This is both a strength and a weakness.

One cannot predict in advance how well a committee might perform.
This would depend on the makeup of the committee and on the information
available. Thus, in any enabling leglslation, attention would have to be
given to these two factors, the makeup and the procedures for ecollecting
and evaluating information. ‘

The advantage of a committee structure is its flexibility and adapt-
abllity. Its drawback is that it would be a personal, subjective process
potentially subject to manipulation or influence.

Goverment Intervention

Government intervention in food pricing is probably inevitable. It
has been around in some form for centuries. The foym it takes 1s crucial,
Price ceilings low enough to be effective cause shortages and discourage
production. Although we could end up with a level of output which would
yield relative good returns for the remaining producers, consumers would
be dissatisfied with the gquantity. Retioning the avallable supply or
government involvement in distribution becomes a necessity.

Price supports or minimum prices, with appropriate storage or inven-
tory policlies, reduce uncertainty. Effective minimums then tend to en-
courage production and generate surpluses., Public policy in this area must
be consistent with the public interest and implementors must be prepared
to cope with the consequence of the final decision. If either approach,

a floor or a ceiling, is to be effective, it must be long encugh in dura-
tion to permit the initial overreactions to work themselves out and for
consumers and producers tc learn and adjust to the new set of rules. The
almost inevitable necessity of inventory with floors and distribution con-
trol with cellings musgt be recognized,
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Summary

There is really no clsar anewer to the question, "How will value be
established for agricultural products during the balance of the 1970t g2"
One could answer that value should be determined in s competitive manner
and in the public interest. But that begs the issue. An increase in de-
centralization, in closged private transaction, and in contract commitments
of various kinds to trade in advance of price determination will make it
more difficult to krow whether the environment is competitive and will make
it possible for imbalances of power to be expiloltive., This will create
difficultles in value determination, equity arnd in creditability.

With this assertion, I would suggest that we need +to consider some
ways of influencing the manner in which value will be determined.
Speeifically, we could consider:

a. The feasibility of a subsidy through industry assessment or
Federal support to establish or malntain viable crganized ex-
change activities.

b. The feasibility of mandatory reporting of individual transaction
pPrices or contract prices, and inventory or market positions.

. Specific leglislation to insure equitable treatmegt of producers
and appropriate treatment of consumer and public interests in
bargaining or group negotiation.

d. The feasibility of more direct involvement of the power of
govermment In helping to determine &md suggest value which could
be used as an element in formula price determination. A cormittee
structure offers a possible technigue,

e. The feasgibility of and efficiency of committee systems for price
determination in large cooperatives, especially in joint wventures.

f. A comprehensive plan of inventory control 4in goverrment progranm
which would consider periocds of short falls as well as reriocds of
surplus at least in the form of contingency planning.

In closing, I am basically suggesting thet the value establishment
guestion will in part be answered by the policy we have with respect to the
mechanisue, institutions, organizations and procedures for price determina-
tion. Thils is e long run issue with short run implications and a fertile
field for imaginative work.,
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