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SUMMARY

The Legislature has charged the Department of

with the regulation and control of certain aspecis

o

This report covers minimum pricing of milk by th

bilization at the producer level, and pooling or broducer
tribution by the Bureau of Milk Pooling.
In 1935 the Legislature passed the Young Act which s stiil

basic state legisiation on milk pricing. The act authorized fhe Dir

of the state Department of Agriculture {now Food and Agricu]

tablish (stabilize} the minimum price thal processors must pay oroducers
i ¥ e {

5

tor drinking milk., The stated premise and legal basis was Lo assure an

adequate supply of wholesome drinking milk in the public interest. The

Legisiature accepted the p?Gducer’s contention that continued Jow |
to producers of drinking milk would force many producers out of business,
would reduce drinking milk supplies, and that such shortage would be
Tfollowed by excessive increases in the consumer price of the remaining
supply of drinking milk. The theory has never been tested because a
shortage of milk has not occurred.

In the 1930°'s there was a relatively clear distinction in Cali-
fornia between dairies producing milk for drinking purposes and dairies
£

Yooy ooy e b e
LhAe Lraouloion

producing milk for manufacturing purposes because most o
was manufacturing milk. In 1937 the Young Act was expanded o require

processors to pay state established minimum prices for all milk pro-

duced to drinking milk sanitary requirements even though used for manu-

facturing purposes. Today, about 95 percent of production is drinking



milk quality. Therefore state price controls nresently extend to
virtuaily all mitk production, even though only about 60 percent
of drinking milk production is sold for that purpose while the re-

maining 40 percent is used for manufactured milk products.

A Standard Production Cost Index is compiled by the
to represent the average cost of producing Class-1-to-4 milk. The

[6Te

cost index serves as a guide for the department in seltiing

)

1 price based on average production costs of all classes
department also considers other statutorily enumerated factors such as
supply and demand and the fmpact of price increases upon demand
various milk products. Several important deficiencies in the index
were found such as Tack of statistical reliability and high allowances
for producer profits and depreciation.

N

In order to control the prfce a processor must pay a producer For
the milk he uses, the department has divided milk products into four
ciasses pursuant to statutory guidelines. The (lass | price {(for all
drinking milk and yogurt) is established after a public nearing. The
prices for Classes 2, 3 and 4 are established by the depariment accord-
ing to formulas.

The Class 4 formula (powdered milk, hard cheeses, and butter)
is currently based on the federal support price of the Chicago Mercan-
tile Exchange price for butter, or the f.o.b. California plant price
for nonfat powdered milk, whichever price is higher. The federal support

e

price tends to be a floor under Class 4 milk and therefore indirectly

4

helps to sustain the pricing system used in California. The fTormulas
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for Class 2 (cream and cottage cheese} and
based on the price of Class -4 plus specific dollar amounts which soread
{lass 2 and 3 prices between Class 1 and Class 4. As of May, 1974 the

class prices ranged from $9.35 to $9.86 for Class 1, $8.20 to $8.83 for

.

Class 2, $7.93 to $8.04 for Class 3 and $6.68 to 37.04 7 4

(The range of prices is due to differences in marketing as
The public interest in wilk pricing is stated 1n the statutes as
intended to assure an adequate supply of milk to the consumer at a

2Tl e e
Wi D8 g5

reasonable price. Under standard economic theory a price

tablished at the point where supply and demand will

1 the minimum price for milk, {.e., the protective

below the price at which supply and demand are in balance, the seiling

price will be set by supply and demand and will be unati
minimum price., If, on the other hand, the minimum price is imposed at
a level above the balance of supply and demand, the selling price witl
be the minimum price.

In California, producer prices for Classes 1, 2 and 3 milk (re-

than the established minimum producer prices. Therefore tne minimum

prices are at or above those at which demand will tak

)
:’;ﬂ""“
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)

s,

supply of existing production. [t is probable that a Tree market for
drinking milk at the existing high production level would depress prices

to the Class 4 price.

It can be inferred as a consequence that the public is being
required to pay for a Class-1-to-4 supply which is larger than it needs,

at least for drinking milk purposes. In early 1975 the department



declined to grant a producer request for a further price increase.
Whether this action will significantly effect the supply remains o
be determined by future events.

Any specific milk price is difficult to evaluate in terms of

5

supply and demand without some element of free marker oy

comparison purposes. Since passage of the Young Act there has

virtuaily no free market in California for the sale of Class—1-0

milk by producers. Consequently, there is today no basis to co

ol

California's producer prices with prices established under traditional

- N, e vy g ey e Doy o
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market pricing. Data are not available to indic

would produce a balance between supply and demand, whether that

balancing price would provide an adequate long-term suppiy of m
or whether it would tead to monopoly pricing of miik.

The Gonsalves Milk Pooling Act provides for the department to

o

pooi revenues paid by processors for each class of milk used each month

and to distribute all the class revenues in each marketing area to in-
dividual producers according to a three-tiered priority system. Tne
three tiers are called "quota", "base", and "overbase”.

In most respects quota may be viewed as the right of a producer
to receive Class 1 prices for a specified amount of milk oroduction.

amount of an individual producer's quota was established by law as 110

percent of the quantity of milk the producer sold as Class 1 in 1966-67.

"Base" milk is the producer's total production in 1966-67 less his quota.

If a producer has increased his production over his 1966-67 tevel, the

increase is called "overbase" production. As a result of this method
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of determination, many changes in the amount of production by individu
farmers, and the sale of guota; individual producers have differing
amounts of quota, base and overbase. Quota has the highest revenue

priority, base is second, and overbase i3 last.

The quota, base and overbase pool price is

cating the quantities of Class 1, 2, 3 and 4 wilk usage in
ot}

first to the totdl amount of quota in the pool, second to the tota)
base and third to the total overbase in the pool. The average value

of all wilk in guota, base and overbase is then calculated using

class prices. The money which is actually paid to an individual pro-
ducer consists of the average price for the quota milk in the poal
times his individual quota guantity, plus the average price for base

milk in the pool times his individual base quantity, plus the average

¥

price for overbase milk times his overbase quantity.
ATt Class-1-to-4 milk is essentially of the same quality but a
producer with hignh quota can be paid substantially more {about $9.50

per hundredweight) for the same quality and quantity of milk than a

&

fo—

producer who has no quota and no base (a Tow of about $7.00 per hundred-

weight)., The amount of revenue received and, in part, the key to
profits for a Class-i-to-4 milk producer is significantly dependent on

the amount of quota possessed.

i

The calculation of an individual producer

5 revenue based on ¢la

P

prices, quota, base and overbase is so complex that according to the de-

partment, many producers do not comprehend how pooling works. They do

not appreciate how pooling controls the extent their income can be



expected to change if they increase or decrease their praduction.
If each producer knew how much revenue he could earn ¥or each untg
of production, the producer should be able to determine wnat pro-

duction Tevel he should seek, based on his cost of produc

increment of milk. According to the department, orodud

R Dy oy
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unable to unravel the complex pooling system usuaily produce at
capacity.
A major weakness in the class pricing-pooting relationship is

that the department itself does not have adequate information on prici

and pooling to permit decisionmaking on the effect of pooling on pro-~

ducer revenues when the department is considering a price incre
- i

3.5 g

difficulty arises because the law states that producer nrices (Class 1
prices) are to be set on average production costs. However, hecause of
pooling, producers do not directly receive such revenues but instead
receive a combination or blend of prices as determined by the Q@@?émq
caiculations.

The department collects and comput@r'processeg farge amounts of
precise data on volume of sales in each class and on revenues generated
by each class for the purposes of determining individual producer reve-
nue under the pooling system. It also collects but manually processes
producer cost data in preparing the production cost index. Neither data

system s in such form that information from one can be readily compar

for comprehensive milk pricing analysis and decisionmaking. A computer-
ized system could be developed but it will be no more valid as an anaiysis

Sr the <ost

s}

tool than the production cost data gathered from the farme

2Yrs



index. If the production cost index cannot be made demonstrably reliable,
computerized manipulation of the data i may be of Tittle real benefit
There is no free market price to guide an evaluation of the

g
gfats ! ents

California milk pricing system. Therefore a variety of

were used in this report to provide the most apparent and most

ful evaluation using available sourceé of data.

The department makes a special, more detailed cost study of
about 50 of the producers who are included in the production cost index
in order to check the accuracy of the index. The principal value of the
cost study data is that with adjustment, it can be used to make some
semblance of a comparison between producer’s actual revenues and “de-
rived" profits (including the effect of pooting) and costs based on the
producer's cost records (rather than the department's calculated averages
as contained in the production cost index). Using the detaiied cost
study, we have evaluated three hypotheses,

First, do producers earn more than the cost index indicates?
Standard Production Cost Index includes the department's calculated
average cost of producing mi?k plus a five percent allowance for manage -
ment and profit. (In addition there are allowances Tor return on invest-
ment, depreciation and family labor). The average producer should earn
less than the five percent allowed because the prices of Classes 2 to 4
milk are set lower than the Class 1 price. The data show that most of

the 50 producers in the cost study earned significantly more derived
profit than five percent in 1971 and 1972 and that a number receijved

more than 20 percent. Similarly, it was also determined that for the



years 1968 through 1973, the average derived profit was 9.2, 8.9,
12.5, 12.2, 11.8 and 6.1 percent respectively.

Second, are large producers more profitable than small ones?

it might be expected that large producers are more orofitable than

1

small producers because of economies of scale

Cootner revates tactars.,

wnead
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&

A comparison of the derived profit (e%pr@ssaé as a percentage of the
total revenues of each producer) with the amount of orgduction for each
of the producers on cost study in 1971 ard 1972 shows no significant re-
lationship between this measure of armf?tabé%jty and the amount of pro-
duction. High and Tow profits occur at all production jevels,

Third, is there a vrelationship between cost and revenue? Some
producers receive significantly higher blend prices and therefore higher
revenues from each hundredweight unit of milk sold than other nroducers,
The revenues per hundredweight of high quota producers were plotted
against their per-unit costs. An average curve {sketched through the
point where costs per hundredweight meet the révenues per hundredweight
of production) indicates that a nigh proportion of producers who have
high per-unit revenues also have high per-unit 60$ﬁ$; that is, a high
proportion of producers appear to be inefficient.

To the extent that there is a lack of efficiency on the part of
high revenues producers, there is a lack of benefit to the individual
producer, to the industry, or to the consumer. If the state is to pro-
vide price protection and stability to the milk industry, the department
should assure, in the best interests of all parties, that established

minimum prices reflect reasonable efficiency.



Failure of the pooling system to equalize producer revenues h

placed the department in a difficult position in setting the price of
Class 1 milk. T¥his is because distributions of milk revenues as con-

trolled by pooling distort the actual amount of any class p

received by any one producer compared to another producer.

iow guota producer who probably needs the Class 1 price inc

most would only get a povtion of a price increase.
A standard analysis frequently used is to compare milk prices in

California with prices elsewhere. In general, Class 1 Californie pro-

ducer milk prices are roughly in line with prices in

ing areas. However, any comparison of California prices with avers
federal marketing area prices has limited usefulness because of
differences in production costs and markets between California and
other states.

The various evaluations made in this report show many problems
and difficulties in the milk pricing system. However, the system has
worked for four decades. A supply of milk has been furnished and it has
been marketed at a price which has in the long run been sufficiently
satistactory to the producers that they have been willing o continue
to produce and the consumers have not refused to purchase the milk in

any identifiable gquantities.

Whenever government controls prices, and indirectly, production
of a commodity in the public interest, decisionmaking tends tfowards

& k] 3

favoring selected interests. The department has been responsive to
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has been more infiuential than the large amounts of vague pe

and regulatory language in the codes.

S TNy
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f.ast February the department deciined to increas

on the basis that there is currently an excess sy

PO R e
WYY 07 mT K.

decision may provide an opportunity in Tuture months to evaluats

whather state pricing can influence the sunnly of Class-l-to-4 milk
s

or whether the state will continue to seek pricing techniques to market
as much mitk as is produced.



I. INTRODUCTION

This report provides timely background information on the state's
role in establishing and regulating minimum milk prices at the producer

2

(dairymans') level. Our study priginated with &

that we examine the appropriateness of increases in milk prices

authorized by the Department of Food and Agricuiture during 1973 and
1974. Later it becawe evident that we needed to expand our res

in order to analyze several milk pricing bills which were introduced

and considered (but not enacted) by the Legislature during the 1975

session.

Purpose and Scope

The data gathering and analysis for this report was a complex
uﬁdewﬁakiﬁg which extended over a period of time during which milk
prices were increased rapidly by the department. In February 1975,
however, the department deciined to increase producer milk prices
further. It is too early to evaluate that decision. This report is
therefore a description of the milk pricing system as it currently
exists vather than an evaluation of any specific recent price charges.

The increases in the retail price of drinking miik in the Jast
two years have essentially been due to increases in producers’ milk
prices. The ?@ﬁ@i%.pwic& increases for a half-galion of drinking milk
are shown f&r’ihe Southern Metropolitan and Central Valley Marketing
Areas on Graph 1. The retail price has two major components: (1)
the prices received by the producers which is shown by the two bottom

lines on the graph, and (2) the cost added by middlemen (processors,

~13i-
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distributors, and reéa%?e?s) The price &@ﬁ@@mwal received by the
producer has exhibited a rag%d increase whiie the amount added by
middiemen (the difference between the two top Jines and the two

bottom lines) has vemained virtually constant. Graph 1 therefore

indicates that the increases in retail mi

purposes, have been caused by increases at the producer Tevel, Be-
cause of the foregoing considerations this veporl concentrates on

pricing at the producer level rather than at the processor, distri-

butor or retail levels as the most significant curvent consid
in recent state milk price changes.

It should also be recognized at the outset that state milk
pricing is very complex and that the terms used in the statutes are
confusing, sometimes inconsistent and often do not conform to common
usage or general uaderstarding. This report is an attempt to describe
the operation of state milk pricing and its problems. The report is
more general than detailed. It provides the reader with an under-
standing of the current state milk pricing system and does not attempt
to evaluate in detail the Targe number of specific administrative
actions, pricing-decisions and legal problems which make up the
pricing system.

The Legislature has charged the Department of Food and Agri-
culture with the regulation and cantrol of a number of aspects of
the milk industry. Within the department, four bureaus are invoived.
The Bureauy of Milk and Dairy Food Control vregulates the pubiic health

and quality aspects of milk production and processin The Bureau of

o

Mitk Stabilization audits milk production costs and establishes minimum

-13-



prices which must be paid for milk at the producer, wholesale and

retail levels. The Bureau of Milk Pooling performs ai accounting

function to distribute monies paid by processors to individual oyo-

dgucers. The Bureau of Milk Marketing Enforcement enforces
of the law relating to unfair trade and marketing practices. This

)

report covers work of the Bureau of Milk Stabilization (pricing) at

the producer level, and the Bureau of Milk Pooling (producer
istribution}.

Producers' Marketing Probliem

An understanding of milk pricing requires some knowi ledge of
milk production and markgtiﬂg problems confronting the farmer. A
airy COW must be milked twice every day or its production will de-
Crease or cease until the animal calves again. This milk must he
marketed every day. Raw mi?k from the cow cannot be stored on the
farm for any significant period of time because of the short storage
life of milk and also because the average producer does not nhave
sufficient cooling and storage capacity. 7This forces him to sell his
milk to processors soon after milking which places him at a disadvantage
in bargaining with the processor for the sale of his milk. Processors,
on the other hand, can bott e the milk after pasteurization or convert
it into products which can be stored for extended time perigds such

as powdered milk, canned milk, butter, and cheec

(E

The producer also is Timited in that any change in the guantity
of milk he produces generally results from decisions made %1 fgnificantly

n advance of an actual production change. Unless he can purchase

which are in a milking cycle, he camnot increase production readily two



meet demand increases. He can, however, reduce production by culling
wis dairy herd, i.e., selling or slaughtering cows whose milk output
is below average.

The processor, as the buyer of raw milk, has an interest in
Lhe price of milk at the producer level which differs from that of
the producer even though both have a common interest in adeguate and
stable prices at the retail Tevel. The conflicts between producers
and processors, and the resultant shifting of emphasis in state con-
trols to benefit one or the other, have been major forces in the es-

tablishment of the milk pricing laws.

Milk is produced in California under two sanitary standards.
In thais report milk which is produced to the stringent sanitary re-

quirements of drinking milk is designated as Class-l-to-4 milk. This

designation is used because it is consistent with existing law, is
technically accurate and is understandable by the reader. Other terms
such as Grade A, fluid milk and market milk are difficult to interpret
in various portions of milk law, are sometimes used interchangeably or
misused, and are therefore often misleading to persons who are not
technically familiar with them.

About 95 percent of milk production in California is Class~1-10-4

milk., However only 58 percent of Class~i-to-4 milk is bottled for drink-

ing purposes. The remaining 42 percent of Class-1-to-4 milk is used

D

to manufacture dairy products.



Manufacturing Milk

Milk produced to Tess stringent standards than drinking milk

is called manufacturing milk. Such milk can be used only for manufacture
of dairy products. It presently represents Tess than Five nercent of

total California milk production. Manufacturing milk p

declining because of {1) the continuing economic difficulties of

dairies which produce manufacturing milk, and (2) the conversion of

manufacturing mitk dairies to Class-1-to-4 production.

The Department of Food and Agriculture establishes minimum DY
which must be paid by processors for Class~1-to-4 milk. The department
does not establish the prices which must be paid for manufacturing

mitk. This vreport is primarily concerned with Class-1-to-4 milk

prices at the producer (farmer) level.

«1fH~



II, HISTORY OF MILK PRICING

Today's milk pricing laws are modifications and expansions of
the general body of milk pricing law coming from the Great Depression.
The fear in the industry, whether real or imagined, that a repetition
of the pricing chaos of the depression will recur remains as the major
justification for the state's present regulatory efforts. It is im-
portant to recognize this fear and its relationship to milk pricing.

In the decade of the twenties, the mitk industry enjoyed the
benefits of a generally favorable economic climate. Dairy farmers
had formed cooperatives to strengthen their bargaining position with
the milk processors. These cooperatives influenced favorably the
price which producers received for their milk. This, in turn, stimu-
Tated more production.

The Great Depression of the 1930's collapsed consumer purchasing
power and forced prices to decline substantially. Disasterous price
wars erupted. The earlier overproduction which existed in the 1920's
became a glut. Milk production remained in a chaotic condition through
1931 and most of 1932. The price wars caused producers to turn to
government for assistance in reestablishing financial stability in
the dairy fndustny.

In 1932, milk arbitration boards were organized under the State
Marketing Act of 1917. The boards could only arbitrate prices; they
did not have statutory authority to establish or enforce prices. Some
degree of price stability was reached for a short while, but prices

collapsed again in early 1933.

-17-



A Federal Milk Marketing Agreement was established under the

Federal Agricultural Adjustment Act of 1933. The agreement provided

for minimum prices to be paid by processors to producers and for mini-

mum resale prices. The agreément was not put into effect. 1L was

Jurisdiction.

Legislature for assistance.

In 1935 the Legislature passed the Young Act which is still the
basic state Tlegislation on milk pricing. The Act authorized the
Director of the state Department of Agriculture to establish (siab&;éze?i“

the minimum price that processors must pay producers Tor drinking milk,

The stated premise and legal basis for establishing milk prices was to
assure an adequate supply of wholesome drinking milk in the pubiic
interest. In effect the Legislature accepted the producer's conten-
tion that continued Tow prices to producers of drinking milk would

force many producers out of business and would reduce drinking milk
/4

supplies. An adequate price was also held to be essential to pay
for the higher costs of producing pure, high quaiity milk Tor drinking
purposes. It was further claimed that a wmilk shortage would be Tollowed

03

[

by excessive increases in the consumer price of the vremaining supply

w2

drinking mitk. The theory has never been tested because a shortage
of milk has not occurred. The theory nevertheless is the basis for
the belief that state regulation of milk prices is in the public in-

terest because 1t prevents & shortage of drinking milk and resuiting

wl8-



excessive prices. The Young Act did not include the estabiishment
of minimum prices for manufacturing milk
In 1937 the Act was expanded to require processors to pay

state established minimum prices Tor all milk produced Lo drinking
milk sanitary requirements, that is, Class-l-to-4 milk used for
manufacturing purposes. It is difficult to reconstruct why the
Legisiature made this change. The Legislature probably acted on
the basis that all the Class-1-to-4 milk was needed to provide an

adequate supply of drinking milk in order to meet demand plus a

reasonable reserve for peaks in demand. The reasonable reserve also

tended to absorb any seasonal or annual excess production. This o

will be explored in more detail Tater.

At the time the state initiated milk price controis, ¢

a relatively clear distinction between dairies producing mil

drinking purposes and dairies producing milk for manufacturing i

Most of the milk produced during this period was manufacturing wmi

Today, for all practical purposes, there is only one type of dairy

and mitk production, Class-i-to-4 milk. As a consequence, state pri

controls presently extend to vivtually all milk production,

of whether the milk is used for manufacturing purposes or for dri
purposes. The Legislature has never authorized the establishment of
minimum prices for manufacturing wilk. However, because most milk

products are made from Class-1-to-4 milk, which is price controiled,

the price of most milk used for manufacturing purposes is now, as a

practical matter, price controiied.

~19-



IIT. MILK STABILIZATION

The Producer Pricing System

7

The preceding brief discussion of the history of milk pricing
indicates that pricing of milk by classes is important to an under-
standing of milk prices im California. This chapter begins the ex-

ny

planation of the system by describing milk classes.

Classes of Milk

In ordar to establish and thus control the price which a pro-
cessor must pay a ﬁroducer for the milk he uses, the department has
divided milk products into four classes pursuant to statutory guide-
1ines established by the'Legislatu?e,Zﬁ These classes are used Tor
purposes of processor payments to producers and do not dirvectly apply
to prices paid to processars or retail prices paid by consumers.  Class
1 milk is used for all drinking purposes and for nguwﬁai/ Class 2
milk is used primarily for cream and cottage cheese. Class 3 miik is
used primarily for ice cream. Class 4 milk s made into powdered miik,
hard cheeses and butter. The current classification of miik products
by the department is shown in Table 1.

Under the Young Act and its amendments the state currently sets
mifk prices for each of 14 milk marketing areas into which the state has
been divided. In a given milk markeling area, the state sets & price

for each of the four classes of milk.

as5 i

ool

The processor pays the highest price for miik used for O

products while milk used in Class & products brings the lowest price, ;

-20~
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Classes 2 and 3 prices range between Class 1 and 4. The precise method
used to establish these prices will be discussed later in this chapter
after the matter of production costs is considered. The prices for the
four milk classes on May 1974 are shown on Table 2.

In the milk industry, producers of Class-1-to-4 milk receive a
higher price for milk which ?3 used as drinking milk than they receive
for milk which is used, for example, to make ice cream, even though
the milk is identical in all characteristics. This pricing approach
makes milk different from most raw materials pricing in other industries.
In the steel industry for example, steel ingots of the same size and
guality are sold for the same price, even though the steel will ui-
timately be used to make automobiles, buildings, or toys.

Class pricing of milk is not unique to California. Although the
number of classes may vary and the way prices are established differs,
the concept of milk class pricing is used in most parts of the nation.
It is also general practice that there is no minimum price established

by states or the federal government for manufacturing milk.

The Standard Production Cost Index

In establishing the price that processors must pay for Class 1
milk, which is the key to milk pricing, the department first deteimines

the average cost of producing Class-1-to-4 milk. This average cost is

based on sample surveys by the Bureauy of Mitk Stabilization of production
costs of dairies in each milk production area. The department's SUTYVEYS
of milk production costs are published six times a year as the "Standard

Production Cost Index" for the area.

iy



TABLE 2

CLASS5-1-T0-4 MILK PRICES PAID TG PRODUCERS FOR MAY, 1974

Price*
Milk Per cwt Per Half-Gallion
Class 1 $9.35 to $9.86 $0.407 to $0.429
Class 2 $8.20 to $8.83 : $0.357 to $0.384
Class 3 $7.93 to $8.04 v - $0.345 to $0.350
Class 4 $6.88 to $7.04 $0.299 to $0.306

Price varies accé?d%ﬂg to marketing areas.
Source: Department of Food and Agriculture's
Dairy Information Bulletin

From Table 3, which is a copy of the department’'s index for one

area, it can be seen that the foliowing elements are included in this

Feed costs,

Labor costs,
Operating casts,
Taxes, insurance,
Depreciation,

Return of investment,
Management allowance,
Marketing costs.
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Betore discussing how the index is used in establishing Class |
prices it is appropriate to consider .problems and shortcomings in the

index.

Statistical Reliability of the Index. If any sampling procedure

P

is to be statistically reliable, it should be based on a random selec-
tion of data sources. The index does not meet this criterion. Instead
the department compiles data for the cost index from producers who have
been requested to ve?unﬁeér to be included in the sample. It is probably
to the theovetical advantage of all producers in an area to have the
least efficient, i.e., higher cost producers, included in the sample.
such selectivity can bias the sample and cause the department to deter-
mine average milk production costs that are higher than justified. The
result could be higher prices for Class 1 milk paid by processors and
ultimately by consumers than is warranted.

We have found evidence that at least one producer dropped ocut
of the samp?e because his production costs were low compared to the
rest of the sample. In addition, we have been informed that some pro-
ducer associations have recommended that certain efficient producers
should not be in the sample. This lack of random statistical sampling
techniques for selecting producers and the voluntary nature of the

ampling make the reliability of the department’s index statistically

(723

questionable. It should be noted that the department is not authorized
by law to require producers to be included in the sample. In 1969 the
Legislature repealed Section 61944 which authorized sample surveys if

the names of producers were published. As a result there is currently

no way to determine whether the department's sample is an accuraie

measure of production costs.

25



txcessive Depreciation. The purpose of depreciation is to

provide an accounting basis through which the owner may vecoup his

investment as the asset is consumed, used up, or worn out during its
useful 1ife., When an asset is fully used or depreciated the owner's
entive investment should ideally have been returned to him.

As can be seen on Table 3, the department includes depreciation
in the cost index. When a producer is first included in the cost index,
his equipment and Tmprovements will be inventoried at the cost of ac-
quisition. The annual rate of depreciation is calculated on the service
1ife of the equipment and depreciation is taken for the number of years

s .

the property hes been in use. However, if the asser has previously been

2

fully depreciated by the producer or iF it becomes fully depreciated

while the producer is on the cost index, the asset will be entered in

[y

the inventory at 40 to 80 percent of original cost depending upon the
type of asset. As a consequence the department does not terminate the .
depreciation allowance in accordance with the service iife of the asset,
but permits the depreciation to continue until the asset is retired or
replaced. This handling of depreciation provides an excessive deprecia-
tion allowance in the production cost index.

Allowances for Profit. The department's cost index includes

allowances which are in some respects intended to be the equivalent
of the producer's profit. These allowances consist of three parts:
an allowance for return on investment, a management allowance, and
an allowance as appropriate for actual farm labor performed by the
producer or his family. The allowance for return on iny@st@ﬁ capital

~and the management allowance both have some problems.

-6~



The allowance ?or return on investment is intended to permit a
rate of return which is equivalent to alternative investment opportuni-~
ties of equal risk. From 1957 to December 31, 1974, the department
allowed a constant eight ﬁercent rate of return in computing its
Standard Production Cost Index. Effective January 1, 1975, the rate
of return was increased to 9.88 percent. [t should be noted that the
rate of return is an average cost factor computed for price setting
purposes and is not a guarantee that each producer will receive the

calculated return on his particular investment. The rate is computed
on the original capital investment at the time of purchase pius subse-
quent investments. The department's method has three technical problems.

First, the rate of return is calculated on the basis of gross or

original investment without deducting subsequent depreciation allowances.

For example, if a dairyman had an original investment of $500,000, the
return would be based on this amount each year despite the fact that

part of this investment is recouped each year through the depreciation
allowance. This department procedure is contrary to normal accounting

practices and gives an upward bias in the cost index.

Second, the department does not consider any increased value
ot the land occupied by a dairy when it calculates the return on in-
vestment. The dairyman may in fact have a capital apﬁreciét?on {par-
ticulariy on land) and therefare a higher actual market value for cal-
culation of the return on invested capital than is shown by the cost

index.

P



Third, the department has used a flat eight percent factor from
1957 to 1974, despite the fluctuations in interest rates during this same
time. (As a point of interest, the Public Utilities Commission used g
rate of return which varied from a low of 5.75 percent in 1957 to a
nigh of 8.75 percent in 1974. Last year's maximum is still in effect
during 19753. When the department uses a rate of return which is ton
Tow it tends to hold down milk prices and when the rate is too high i1
tends to increase prices. We have not investigated the department’s
basis for increasing the rate of return to 9.88 percent effective
January 1, 1975 but it appears reasonable in view of interest rates at
that time.

Kﬁ.adﬁfﬁ?Oﬁ to the return on investment, the department also adds
Five percent to the total production costs in the index to allow the pro-
ducer additional “profit" which is euphemistically called a management
allowance. 1t is computed at five percent of the average receipts of
producers in the marketing area. Although the department intends that
maragement allowance be the equivalent of the costs of managing a dairy,
it routinely computes the allowance at five percent of gross revenue
whether or not there are management costs separate from family Tabor.
For this reason and because the five percent 1is Fairly high, the manage-
ment allowance is in fact, providing for additional profit as well as

any actual management costs.

The management allowance portion of total profits tends to become
more domimant during an inflationary period of rising prices because it
is tied to gross revenues rather than investment. This rapid rate of

increase in the management allowance in recent years 1is shown on Graph 3.

~28-
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Some producers appear to veceive actual returns substantiaily in
excess of the five percent allowance in the cost index. Graphs 14 and
15 as described in Chapter VI indicate that for some producers the

allowance ranges as high as 20 and 25 percent of total recel

e

vetermination of Class 1 Prices

fhe Standard Production Cost Index as discussed above is used by
the department to represent the average cost of producing Class-1-to-4
milk. The cost index is a guide to the department in setting the
Class 1 price. The department also considers other statutorily
enumerated Tactors such as supply and demand, and the impact of
price increases upon demand for various milk products. Comparisons
made Tater in this report of the Class 1 price with the cost index
demonstrate that the department in the past has relied heavily on the
cost index in setting the Class 1 price. (The refusal of the depart-
ment to increase prices in 1975 may establish a new, untested depart-
mental policy). The Class 1 price is established by the director after
a public hearing. It cannot be changed until ancther public hearing

nas been held and the director finds that a price change is appropriate.

Establishing Class 2, 3 and 4 Prices

The minmimum prices for Classes 2, 3 and 4 are established by the
department according to fgigglg§_estabiished by the director following
a pubiic hearing. The formulas remain the same until changed by the
director after a hearing. As of January 1975, the Class 4 formula was

based on the federal support price or the Chicago Mercantile Exchange

.30



price for butter, or the f.o.b. California plant price fdr nonfat
powdered milk, whichever price is h%g%er, The federal support price
tends to be a floor under Class 4 milk and therefore indirectly helps
to sustain the pricing system used in California.

The formulas for Class 2 and 3 are presently based on the price
ot Class 4 plus specific dollar amounts. These amounts spread Class 2
and 3 prices between Class 1 at the top and Class 4 at the hottom. The
Class ¢ and 3 prices are higher than Class 4 but not so high as to
encourage substitution of powdered milk (made from Class 4 milk) in
place of fresh milk for manufactured. products. Based on the formulas,
the prices of Classes 2, 3 and 4 are computed by the department on a
monthily basis. The use of Classes 2 and 3 provide some increment of
revenue for producers which would not be realized if the excess of
drinking milk were sold only at Class 4 prices for manufacturing
purposes. The class prices for May 1974 are shown in Table 2 (page 23).

It is interesting to note that the department prices Class 1

mitk, which is in intrastate commerce, substantially higher than Class

.@ milk which is in interstate commerce. Because of the geographic isola-

tion of California and the high cost of importing milk in its Fluid
state, Class 1 drinking milk enjoys a relatively sheltered market in
Caiifornia and thus can be priced higﬁ@w than other classes of milk.
Class 4 milk is easily shipped in the form of butter and powdered milk
and thus must compete with the same products manufactured in other parts
of the nation. A high Class 1 price and low Class 4 price are the

usual practice elsewhere in the nation.

“3]-



IV. OPERATION OF THE MILK PRICING SYSTEM

Pricing and Supply

he present milk pricing statutes are not clear with regard to

their precise intent or purpose. Because current conditions vary sub-

stantialiy from past conditions and the expectations of the Fu

effects of the statutes when much of the Taw was weitten, there is a
vagueness and generality im the statutes which makes

of milk pricing difficult for the department.

Jmad

)

The Tine on Graph 3 shows that the per capita consumption of

Siow Growth in Demand for Drinking Milk (Class

P )

Class 1 mitk, which is mostly drinking milk, decreased slightly From

1953 to 19656. Since 1966 total Class 1 milk consumption has increased
only slightly as shown on Graph 6§ by the dashed line. The minor increase
in total Class 1 consumption over ﬁﬁe‘years is the result of a combina-

tion of slowly decreasing per capita consumption of Class 1 milk offset

by an increasing population.

supply of Class~1-to-4 MiTk and Decline of Manufacturing Milk Production

Manutacturing milk producers have been in an economic squeeze for

=%
I
fe
3

many years. As a result, they are slowly going out of business o
verting to Class-l-to-4 production. The economic squeeze is due Lo fwo

factors. First, the quality required by processors of manutacturing

milk has increased so that it now approximates the quality of Class-i-to-
4 miik. According to the department, because of the nigher quality, the

costs of efficiently producing manufacturing milk are now close to the
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costs of efficiently producing Class-1-to-4 milk. Second, ProCcessors
have customarily paid manufacturing milk producers less than they paid

Class-1-to-4 milk producers. Graph 4 shows the ay

processors to Class-1-to~4 milk producers per 100

gy

the average price paid to manufacturing milk oroducers

shows that the average Class-l-te-4 milk producer

ceived approximately $1 more per 100 pounds than

Jing producer. Manufacturing milk producers sell theiy milk for approxd -
mately the Class 4 price which s the Towest price that can be paid by

processors for S%asswzmﬁa~@ milk under state law. Class 1, Class 4 and
manutacturing milk prices are iliustrated Tor the San onQﬁ in Valtey
Marketing Area by Graph 5.

On Graph 6, manufacturing milk production is com mared with
total production of mitk. From 1953 manufacturing milk has declined
From about 30 percent of total production to about 5 percent in January
1975.  The department expects the remainder of manufactu ing milk pro-
ducers to go out of business or to become Class-l-to-4 milk producers
within a few years. If this happens, the entire California produced
supply of milk will be produced as Class-1-to-4 milk. In that case,
atl mitk for ail uses will be under state price controls. Graph 6
shows. clearly the basic Tong-term &hangé'%ﬁ the market share of gréaé
controlied milk (Llass~1-to-4) compared to manufacturing milk under

the current milk pricing system.

Size of Milk Supnly

A basic problem is that the statutes do not specify the size of

the milk supply that the pricing system should find acceptable or seek

~34.
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to produce. When state pricing of milk was established in

3

was clear that the intent of the Legisiature was to control prices with

the objective of providing an adequate supply of milk for drinking

urposes.  Tne Legislature did not provide minimum
p

for milk now designated as Classes 2, 3 and 4.

cluded only Class 1. As already noted, minimum

manufacturing grade wmilk from which most dairy products
that time.

It would appear, therefore, that the setting of a nrice in 1939
to bring forth an adequate supply essentially involved uw4j an assurance
of producing the amount of drinking milk {includ ding cream) which could
pe sold based on previous sdles experience and the current sales data.
Because producers were Tosing money and there was more milk being pro-
duced than needed to meet the demand, a minimum price that primarily

increased and stabilized prices by eliminating destructive price cu

was presumably adequate. The possibility of establishing the price too
high did not appear as a prospect at that time. Furthermore, the price
for manufacturing milk provided a semblance of a free market price that
served as a Tloor above which drinking milk could be priced to compen-
sate for the higher cssts‘sf producing higher quality drinking milk.

in this context the statutory pricing directive of Section 62217 nas

/8

nistorical relevance and meaning.,

Conditions have changed since the Young Act was passed in 19
Currently the determination of the supply of milk that is to be produced

for drinking mitk (dotted line on Graph 6) is no longer clear. The

38




state now provides price protection at the producer fevel

m
Iy

for drinking milk but also for the remainder of Cla

used in dairy products, including yogurt, cottage chee

ice cream, sherbet, etc. {lower solid Tine on Graph 6. Thic

[}
g —
(¥
£
i
[
o=
%
e
o

5 gocurred gradually sinc

existing pursuant to the four-ciass pricing

become a mechanism which seeks to dispose
mitk production, whi Te providing some producer profit,

[

approach now employed primarily seeks a high price for dr

while the statutory and administrative cliassification of milk pr

éﬂ {lasses 2 to 4 is used to support the price of milk used

manufactured products.

As & conseguence, the amount of drinking milk

ment of Food and Agriculture is to assure by the pricing

3

as a practical matter to have been converted to the ¢

55 percent of milk production in California (a1l

turing grade milk). This major change in factual

pricing operations is difficult to contemplate under the curvent
pricing Taw. The de par%ment is faced with (1) the difficulty of
attempting to dispose of available Class-1-{to~-4 milk by minimum
pricing technigues without divectly seeking to l1imit or atfect supply

and {2) the fact that the use of the pricing mechanism to Timit supply”



is not specifically provided in the law. Instead the law provides

for prices to cover costs of production and to bring forth an adequate

supply rather than to Timit the supply or o reduce an excess supniy.
The magnitude of the increase in class-priced milk is approximately
the increasing separation between the dotted line and the lower <olid

1ine shown on Graph 6.

Extent of Excess Production

In its written testimony presented to the Senate Committee on
Agriculture and Water on May 7, 1974, the department stated that the
determination of the proper level of production was an area needing
improvement. This study concurs.

Graph 6 shows that in 1953 about B5 percent of Class-1-to-4
production went to Class 1 which is mostly drinking milk. The addi-
tional or "reserve" production in 1953 was 17.6 percent of the actual
Class 1 demand (15 percent divided by 85 percent).

Graph 6 also shows the total annual and cumulative increase in
Class-1-to-4 production compared to Class 1 usage which has resulted
over recent years due to {1) conversion of manufacturing miik producers

to Class~1-to~4 production, (2} the slow increase in total Class 1 usage,

duction of 67 percent (40 percent divided by 60 percent) of the actual
Class 1 demand.
The total annual "reserve® production is imwortant in considering

¥

the balance of supply and demand. However, class oricing is more

(=



directly related to monthly production than total annual production.

Graph 7 shows that the Class-1-to-4 production on a monthly basis is

subject to seasonal T uc%uaiwons but is stiil significantly above

relatively constant monthly Class 1 usage.

raph 8 charts monthly Class-i-to-4 production
Class 1 usage for the period 1967-1973. It is evident that Class 1

sage or demand (a) is quite flat over a given year, (b} is very

panding much from year-to-year. Class-i-to-4 production or supply
{(a) is very predictable from year-to-year and from month-to-month,
and (b) has expanded considerably since 1967 as shown by the higher
level of the curves.

1t is evident that the Class-1-to~4 supply is substantiaily
greater than thé Class 1 demand. This excess of supply over demand
(the difference between the two sets of curves) is the most apparent
measure of the excess production of drinking quality milk which the
current class pricing system is seeking to market through Class 2 to

4 prices for use in manufacturing wilk products.

The Public Interest in Class-1-to-4 Pricing

One statutory objective of the milk pricing program 15 to assure
a reasonable price to the consumer. The present stale program Charges
the consumer more per half-gallon for drinking milk than for @ simiiar
quantity and quality of Class 2 to 4 milk going into other milk products.
During the month of May 1974, processors in Los Angeles {and thereby

consumers) were reguired to pay producers a raw product cost of 42.7¢
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per half-gallon for drinking milk, 38.4¢ per half-gallon for milk
used in Class 2 products such as cottage cheese, 35.0¢ per half-
gailon for milk used in Class 3 products such as ice cream, and 30¢
per haif-gallon for milk used iﬁ Class 4 products such as butﬁér and
povdered milk.

The above spread of 12.7¢ per half-gallon for milk having
identical sanitary and use chavacteristics is the result of state
pricing of milk by class of products. The argument for this Class
1 premium is that without it an adequate supply of drinking milk
would not exist. Graphs 6, 7 and 8 demonstrate that the supply of
Class-1~-to-4 miik is significantly larger than the demand for Class
L wmilk. This excess supply does not support the premise of the wilk
pricing system that a premium price needs to be paid producers to
| secure an ad@qﬁate supply of Class 1 wmilk.

Class 1 also includes yogurt and a variety of specialty dairy
drinks. These products do not have the traditional acceptance as a
basic family food that drinking milk has. It is not clear what aspect
of the public interest justifies state support of a raw mitk price for
these products which is the same as drinking milk.

Class 2 products consist primarily of creams and cottage cheeses.
Prior to 1974, Class 2 products could be made from either (lass-i-to-4
witk or from manufacturing milk. In 1974 the law was changed to reguire
processors to make certain specified Class 2 products only from Class-1-
to-4 milk. Those products so specified are shown in Table 1 (page 21) as the

upper grouping of products under Class 2 {designated "Market Mitk Products").

il
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Class 3 products consist primarily of ice creams. {Yass 2 and 3 milk
receive a small premium above the Class 4 price. The benefit that
processors and consumers receive to justify such a premium is far
from clear.

The Class 4 price is essentially a modified supply and demand
price for surplus milk based on (15 economic factors external to Cali-
fornia and {2) the federal government's support price. The latter
tends to be an ar%%?iﬁéa@s infinite demand that the federal government
provides by purchasing excess miik as butter and powdered milk in
order to stabilize the national market for dairy products.  Presumably,
therefore, the Class 4 price or an equivaient price would not change
significantly if the state did not establish it. The setting of the

ati-

Ty

price is primarily a convenience to processors and producers.
fornia consumers do not appear to be appreciably affected by having

the department establish this price.

Recent Trends in Milk Pricing

As stated previously, the Standard Production Cost Index is used
in establishing the price which processors must pay for mitk used in
Class 1 products. The department's Standard Milk Production Cost Index
exhibited a substantial increase beginning in mid-1972, as exemplified
by Graph 9 which is for the Central Valley area. The principal factors
were the increasing cost of feed due to the nation's export of feed
grains, the highe% cost. of energy, etc.

Graphs 10, 11 and 12 compare the cost index for three major

marketing areas with the Class 1 price established for those areas.
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GRAPH 10

CENTRAL VALLEY MARKETING AREA
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COMPARISON OF SOUTHERN METROPOLITAN MARKETING AREA
STANDARD PRODUCTION COST INDEX
WITH CLASS I MILK PRICE
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It is evident from Graph 10 that in the Central Valley Marketing Area
the department has been establishing the minimum price received by
producers for Class 1 milk noticeably above the cost index. This is

especially evident before 1973 when milk pricﬁg and costs were vrela-

B
:s

the

tively stable, In 1973 and 1974, the price fell behind cost in

g
&

o7 Wl gccasions.,
In the Southern Metropolitan Ma irketing Area and in the Norith

quite close to

{&

Central Valley Marketing Avea, the Class 1 prices are
the cost index as shown in Graphs 11 and 12 respectively. However,
during years of stable price and cost index, the Class 1 price was
still slightly above the cost index. This indicates a tendency 1o
favor nigher rather than tower producer prices.

Grapn 13 compares the four class prices with the cost index
for the Central Valley Marketing Avea which is the major mitk supply
area., This area has relatively ?@w proauction costs compared to the
rest of the state and particularly the adjacent Southern Metropoiitan
Marketing Area. This graph clearly shows that Class 2, 3 and 4 prices

were below the cost index and that they earn the producer less than

€3
€5

his average cost of production as measured by the production cost index.
Tris relatio sghgphar class pricing to the cost index suggests, but does
not prove because of other variables involved such as quantities of
mitk usage in each price ciass, that the price of the four classes of

oo

K

e.w,;

k tends to result in an average price that approximates the cost index.
However, the effect of pooling as discussed in the next two chapters

must be considered in arriving at such a conclusion.
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GRAPM 13

COMPARISON OF CENTRAL VALLEY MARKETING AREA
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Effect of Minimum Pricing

in our economy, government does not customarily establish prices

L8 Can

and when it does, such pricing is not well understood.  Boverns

establish both maximum and minimum prices. Maxiwum price controls are

generally used to prevent prices from becowing excessively &

Examplies of maximum prices would be wage and price controls, control

of interstate natural gas grices and rent c@mtw&%za

are less frequently used cuz generally are appli
quate supply or service where there would @tﬂ@?@z se be excessive price
competition. An exawple of minimum pricing is the setting of trans-
portation carrier rates by the Public Ui?%%““%% Commission.

The public interest in milk pricing is stated in the statutes

ek

as intended to assure an adequate supply of milk o the consumer a

[

a reasonable price. The setting of “a T@ﬁSﬁﬂ&ﬁ?@“.@§mwgmﬁJp? ce could
be 50 low that 1t would depress production and eliminate an duxyuuiM
supply. A minimum price can be esiah%%shﬁé at a level which provides
an adequate supply by giving the producer a reasonable return. I can
also be set so high that it results in an excess supply. Other varia-

tions are also avaiiable to assist in assu?%ﬁg an adequate suppiy. For

example a minimum price could be established that would come into e

intermittently during periods of depressed milk prices, rather

operating continuously as does the current minimum price.

Under classical economics a price will be established at the
point where supply and demand tend to balance. If the mintmum price

for milk, i.e., the protective floor, is established below the price

57w



at which supply and demand are in balance, the

P

set by supply and demand and will be unaffected by the winimus price.
[f, on the other haﬁ@, the minimum price is higher than the point

where supply and demand balance, the seiling price will

price.
*; B oy

In California, producer prices Tor Classes 1, 2 and 3 miik

5

{representing about 80 percent of total milk production) do not Tloat

above {are not greater than) the established minimum producer pr

Therefore the wminimum prices are at or above those at which dema
take the entire supply of existing production or the price would rise
above the minimum in order to stimulate production. 1t is probabie
that a free market.?ar drinking mitk at the existing high production jevel
would depress prices, perhaps to the Class 4 price. The free market price might
also be lower depending on federal policy in purchasiag surplus milk.
Because the market price does not float above the minimum price
at the current production tevel, it can also be ?ﬁf@rr@d’ﬁﬁat the public
is being required to pay for a Class-1-to-4 supply which is Targer than
it needs. In early 1975 the department declined to grant a producer
request for a further pr€¢e increase Tor this reason. Whether this
action will significantly effect the supply cannot be determined at
this time
Any specific milk pvécé is difficuit to evaluate in terms of
suppiy and demand without some element of Tree market pricing for
comparison purposes. Since passage of the Young Act in 1935 and its

1937 amendment, there has been virtually no free market in California
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for the sale of Class~1-to-4 miltk by producers.

is today no basis to compare the California experience under s

established producer prices with prices established under ithe

traditionally accepted approach to market pricing. Data are not

available to indicate what amount of milk the public would

at a given price, what amount of production a given price woul

the price that would produce a balance between supply and dem

whether that balancing price would provide an adequate long-term

supply of milk, or whether it would Tead to moncpoly pricing ot

b Y
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- V. GONSALVES MILK POOLING ACT

Determination of Producer Revenues

In the preceding chapter we have described the

Y \ «,J [ }

the amounts of money a processor must pay for wmilk to ma

specitic dairy products as distinguished from the reven

producers receive. This has been intentional because an i

roducer does not directly receive revenus ecual to the class
(]

for the wilk he sells. This chapter describes how the mone

oroce s have paid for the milk they purchased s distrd

producers.

Before dgscrsb?ﬁg the current pool q system which was

lished in 1967, we should briefly discuss how producers had previo:

2

received income from pracessors and why the system was changed. An
individual producer was paid for his milk accovding to the amount of

nis milk used for each class of products manufactured by the processor.

Thus a producer who secured a contract to sel] all or most of his m

€0 & processor who made mostly Class 1 products fared well financia

P
i

Another producer who had a contract to sell

through 4 prices. This usage brought him substantially less for an

equivalent quality and quantity of milk. The production cost and amount

of production for the two producers might have been the same, but ©
respective revenues would have been different depending on the processors
with whom they contracted. Producers therefore competed Tiercely for

contracts with the processors who purchased mostly Class 1 mitk. Their
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contracts had a 30-day termination notice and "kickback" agree

were sometimes used by producers who sought Ciass 1 conlracts w
processors.

The above condition was brought to the attention of the

Legislature, and in 1967 the Legislature enacted the Gonsa

Pooling Act. In very simple terms, the act provided for the

base the portion of revenue which would be received by indivic

T D eyl o e o
Himinated

producers on total milk sales and usage. It thereby

capability of processors to extract kickbacks and discriminatary

agreements.

Pooling Mechanism

More specifically, the Gonsalves Milk Pooling Act nyovided

the department to administer a mechanism to collect

paid by processors for each class of milk used each monty

tribute the totality of class revenue in each marketing area to indivi-

dual producers according to a three-tiered priority system.

tiers are called "quota", "base", and "overbase".

to receive Class 1 prices for a specified amount of mitk production.

Quota has the highest revenue priority, base 15 second, and over

last. The amount of a producer's quota was originally establic
1968 as 110 percent of the quéntiﬁy of milk the producer soid as (iass
in 1966-67. The amount of quota can change by sale or purchase as
discussed later in this chapter. "Base" milk was established as the

producer's total production in 1966~67 less nis quota, that is, the



the remainder of his production in 1966-67. If a producer has

sequently increased production over his 1966-67 level, the incre

is called "overbase" production. The department has made two disiri-

butions of quota to new producers and overbase producers since 1966-6/.

As a vesult of this method of determining quota and base, in

1,

producers have differing amounts of quota and base. In addition each

producer can secure overbase or increased overbase to the ¢

has chosen +to increase his production since 1966-67.

An exampie will demonstrate how the pooling system ope

3

the distribution of revenues, and the effect of pooiing on the re

of individual producers. This example will be described in sis

rather than technical terms. For example, the breakdown of the all
tion of quota into “"quota-fat", "quota-solids-not-fat” and "residua
fluid" will not be included because it unnecessarily complicates under-

standing.

The department first determines the value of milk in

which was used for each class of products sold by processors. This

value equals the quantity of mitk used or sold in each class

class price. It will be assumed that the total Class-1-to-4 w
duction is 10,000 hundredweight {cwt) with class prices, class usage
and vesulting total producer revenues of $85,490 all as shown in

Table 4.
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Table 4

POOLING EXAMPLE SHOWING POOL CLASS USAGL,
CLASS PRICE, AND VALUE BY CLASS

- Vmiiﬁ hy

1 4,600 X $9.81 = $45,126

2 2,000 X 8.15 = 16,300

3 1,400 X 7.36 = 10,304

4 2,000 x 6.8 = 13,760
Total Usage 10,000 Total Sales 585,490

2n

Next, the department determines the value of the milk in each
class allocable to quota, base and overbase in the pool. It will be
further assumed that the 10,000 cwt in the pool is distributed between
quota and base, with the residual in overbase as given below.

Quota 4,800 cwt

Base 2,800 cwt

Overbase 2,400 cwt

Total Production 10,000 cwt

The quota priority is entitled to the revenues from 4,800 cwt
of sales starting with the highest class of sales. Consequentiy,
quota would first be allocated all 4,600 cwt of the Class 1 usage
priced at $9.81/cwt (see Table 4). Next, 200 cwt of the Class 2
usage priced at $8715/cwt would be allocated to quota te equal the
4,800 cwt. The average price of the 4,800 cwt of milk allocated to
quota can then be computed. That price is $9.741 cwt (that is, the

value of the two prices of milk proportional to the quantity



of each class included in the quota amount). In this case the quota
price will be sl%ghtiy less than the Class 1 price because of the
presence of Class 2 milk under qﬁota.

The base priority is 2,800.cwt} Base would be allocated the
remaining 1,800 cwt of the Class 2 usage at $8.15 per cwt and 1,000
cwt of the Class 3 usage at $7.36/cwt. The price of the milk aliocated
to base is computed to be $7.87/cwt.

The remaining 400 cwt of Class 3 at $7.36/cwt plus the total
amount in Class 4 becomes overbase and has an average value of 56,96/
cwt which is $:08/cwt more than the Class 4 price of $6.88. The price
for each of the three priority categories vary from month-to-month
depending on the amount of milk usage or sale in each class price and
the amount of milk production.

At this.point the money to be paid by the processor to an
individual producer can be determined. It is the pool price per cwi
for quota milk times the producer's individual quota quantity, plus
the pool price for base milk times his base quantity, plus the pool
price for overbase milk times his overbase quantity.

The computation of revenues of five hypothetical producers
under pooling, using assumed individual producer's quota, base and
overbase is Shown in Table 5. This table illustrates the operation of
the pool hypothecated in Table 4 in order to indicate the impact of
pooling on individual producer’s revenues.

Producer A in this table illustrates a producer with a large
amount of quota, that is, most of his sales were for drinking milk
{Class 1) during the 1966-67 base period. Producer A's quota is equal

to his 1966-67 Class 1 milk sales (1,729 cwt assumed) x 110% which
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TABLE 5
CALCULATION OF POOLING REVENUES

Miik Produced Percent o Biend
{cwt) Quota Price/cwt Doilar Amount Price
Producer A
Quota 1900 95 $9.74 $18,506
Base 130 7.87 787
Overpase =0 6.96 . =0~
2000 $19,293 $9.64
Producer B
Juota 1300 65 $9.74 $12.,662
Base 700 7.87 5,509
Overbase =0~ 6.96 =0~
' 2000 $18,171 $9.09
Producer €
(Quota 900 _ 47 $9.74 $ 8,766
Base 1000 7.87 7,870
Overbase 100 6.96 _ bYs
2000 . 17,332 $8.67
Producer [
Quota 700 41 $9.74 $ 6,818
Base 1000 7.87 7,870
Overbase _30o 6.96 2,088
2000 $16,776 58,38
Producer &
(Juota w{} 0 $9.74 w{jm
Base () 7.87 (e
Overbase 2000 6.96 $13,920
‘ 2000 $13,920 $6.96

Total Revenue $85,490*

B
Rounded
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gives & 1975 quota of 1900 cwt as shown in Tabie 5. [ is assumed
that the producer has not purchased, soid or olherwise secured a quota
change. In addition, Producer A had'iOG cwt of Class 2, 3 and 4 sales
in 1966-67 which has become his base. This producer is assumed not

to have increased his production and therefore hé has no ove

Producer & is similar to Producer A but has less quota and

tess than half nis production in quota,

5

more hase. Producer C has

hatf in base and a small amount of overbase. Producer D is

to £ but has less quota and more overbase. He iilustrates a producer

whose sales in 1966-67 included drinking wilk but whose sales of

3 or 4 alsc gave him a large base allocation. In addition, this producer

is assumed to have increased his total production from 1,700 cwt in
1966-67 to 2,000 in 1975. The increase (after deducting quota and
base} is overbase. The calculations in cwt's are: Class 1 sales in
1966-67 of 636 cwt x 110% equals quota of 700 cwt in 1975, Class Z,
3 and 4 sales of 1,004 in 1966-67 equals a 1975 base of 1,000 cwt
(1966-67 total production minus quota). incr*‘% ad production over
1966-67 level gives 300 cwt in overbase.

Producer £ has only averbase because he has soid nis quota
or i3 a new producer with no base or quota.

A1 Class-1-to-4 milk has the same quality. Nevertheless, in
this hypothetical example, Producer A was paid $19,293 for his pro-
duction principally because he has a large amount of gquota, wnile
Producer D was paid only $13,920 for the same quantity of wilk because
he has no quota and no base. Dividing the total revenugs of each

roducer by his production gives his “"blend” price, i.e., actual
b k



average vevenue per cwt. This blend price varies from

producer A to $6.96 Yor Producer E. It is obvious that

profits for Class-1-to-4 wilk producer is significant

¥

nis possession of quota, because it gives him the

the high Class 1 revenues (a higher blend price).

The Difficulty of Understanding Pooling

As seen above, the distribution of the money pa:

for each class of milk into the revenues veceived by each

according to his gquota, base and overbase is quite

to the department, many producers do not comprehend how noal

or, more itmportantly, what pooling means to them.

his income will change if he increases or decreases nhis

I¥ each producer knew how much revenue he could earn Tor sach u

H

production, he might be able to determine

level based on his cost of producing eacn

the department indicates that producers who are unable to unra

complex pooling system merely run their operations at

example, the department made a detailed analysis of on

operation, and determined that by properly adjusting herd size to

account for the effect of pooling on revenues, the producer’s la

Tass could be turned into a sizeable profit.

Fauaiization

The Gonsalves MiTk Pooling Act (Section 62702) declared

legislative intent that Class 1 revenues would

62~



producers. The act provided that new quota would be

department as the result of future expansion of Class

be allocated mainly to producers with low quota.

that in 1967 this equalization was expected to occcur in abou

years, or 1974. However, the equalization of quota has nol ©

Since 1967, total Class 1 consumption has been virtually

for minor increases as shown previously on Graph & by the

Thus quota remains maldistributed among producers, somawhal

as before the adoption of pooling.

The pooling legislation also aliows new {lass-1-to-4 mi
nroducers (mostly those converting from manufacturing milk) to enter

&

the industry. This has created a new group of producers, some W

jow quota, some without any quota and possibly some with only overbase.
To the extent that new praducers lack quota, they further dejay
equalization.

In its May 7, 1974 testimony before the Senate Agriculture and

refers only to equalizing quota as a percentage of

and does not include overbase. While this form

achieved, would narrow the range of rvevenue dist

retain & significant variation of revenues among producers.

Any effort at this time to equalize revenues p

duction of each producer would undoubtedly cause serious

difficulties for some producers. The producers who would have

et



difficulty are those who have been protected by t

provided by pooling and whoe have not maintained

o e

selling Quota

Pooling established the ownersnip of quota and base une

ifically permitted the right to seil quota.

I
MI(
o
[eR
w

<

&
"" 3
-..J

producers who received quota in the original distributio
their quota and retived from the industry. Because the selling price
of quota presumably is the present wovth of a stveam of fuli

revenues, these retiving producers will be capitaiizi

future revenues that would otherwise be received as profits

ducers for actually producing milk. The pooling system was

tov equalize revenues among all producers. It was not intenc

peymit the producer who originally obtained quota to sell
From the industry with an artificial prof

in setting producer Class 1 milk prices, the state does not

recognize the cost of purchasing guota. Nevertheless

purcnase quota expect to receive nigher future reven

amortize the cost of the purchase. /9 In this sense the cost of

purchasing quota is a real cost to the producer who

ment to secure the additional revenue provided by quota. The cost

is not, however, a production cost and the depariment proj

npot recognize 1t in setiing milk prices. As Time pas

C&

oroducers will own quota purchased from those who

Teave the industry ihrough death, retivement or going out of busin

Consequently, industry pressures will probably increase to inci

purchase price of quota in the setting of wmilk prices.



Vi, lﬁ?tRRELﬁmiﬂhSﬁip OF CLASS PRICING AND POOL

Previous chapters have described the o opevrations of class gricd

milk and the pooling of revenues resulting from the ciass

chapter will evaluate by various means and to the extent

effect of their combined operation. Such evaluation is

because the producer receives for the quantity of milk he sells o

that revenue measured by his entitlement to the pocled m

mitk sates. As a result there is no customary, direct relationsh

tween sales, prices and revenues.

The previous chapter on pooling noted the

vation that most producers do not understand how to de

appropriate amount of milk to produce or how to maximize their orofits

under the pooiing system. Many apparently attempt to produce as much

milk as possible. Equally important is the question whether the

ment of Food and Agriculture can effectively manage the system.,

Information System Needed

A major weakness in the class pricing-pooling interrela

i that the u@pdrﬁm@mf itself does not have

which interrelates pricing and pooling information so that their com-

a2

binad effect on pooling and producer revenues can be

in determining price increases. The difficul ty arises

states that producer prices are to be set on production costs

cause of pooling, producers do not directly receive the revenues 1
their individual quantity of wilk sales wouid produce. They

blend price as described in the previous cnapter.



The department through its Bureau of Milk

computer processes large amounts of data on both

in each class and revenues generated by each class in order to

-

mine individual producer revenues under the pooling system. The

ment through its Bureau of Milk Stabilization also coliec

processes producer cost data in preparing

The revenue information from the computerized pooling data

and the cost information from the production cost index date

are in such separate, comparitmented Fform that

cannot be readily compared with the other and the

prehensive milk pricing anaiysis and decisionmaking.

The lack of a comprehensive data management

o

pooling revenue to the production index cost is a severe

&%

evaluation of the system as well as for the department's management of
the system. It is even more difficult to evaluate ranges of costs,

ranges in revenues, changes in blend prices, impacts of quota

on pooling operations, and the effect of all the foreg

dand demand. The department's current system provides

to analyze milk pricing experience either as conditi
/10
current year or over a period of years.

The department has indicated that 1t has given consideration o

1S manual production cost index to a

converting

The deparitment further indicates that this conversion

taken 1¥ 1t were ¥financially superior to the

We believe that a computerized data m@mag@m@ﬂa system should be
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considered to improve. the efficiency of the department’s personne;

who currently manually prepare production cost evaluations. It
shouid be considered for its value in improving the amounts of relevant

;.

o e Bk LR ST
t the department in

o

cost data which could be made available to assi

making milk pricing decisions. Unfortunately, any computeri.

will be no more valid as an analysis tool than the production cost

gathered from the farmers for the cost index. [T the production cost

index cannot be made demonstrably reliable, computerized maniputation

ey

the data may be of 1ittle real benefit.

 Detailed Cost Study

The department makes a special, more detailed cost study of
about 50 of the producers who are included in the production cost
index. This cost study data is used as a means of checking the
accuracy of the index. It has already been pointed out that the

3

department's production cost index data may not be representative

of producers as a whole. Selected producers in the cost index
requested by the department to supply additional data for the detailed

cost study. The department states that it generally regquests only pro-

ducers who keep good financial records to be on cost study, which
further 1imits the sample of producers.

The @vincﬁga% value of the cost study dats is that with ad-
Justwent, it can be used to make some semblance of a comparison be-
tween producer's actual revenues (including the effect of pooling)

and costs based on the producer's cost records {rather than the

department’'s calculated averages as contained in the production cost in



2

ith such data it s pOSSTEﬂ@ 1o compare actual revenues

to compare profits as calculated Tor the standard production cost
index with actual profits, and to compare the amount of prof

)

individual producers. In order to do this the individual

megsurements must be computed for each producer on

ror the detailed cost study the depariment derives

1% by subtracting a producer's total actual cost from his

. n

actual revenues. Costs of family labor and return on invesime

3

are computed 1n the same manner as in the production cost iy

subtracted from the total actual profit. This "derived” or resi

profit is the same in concept as the management allowance ca

for the production cost index., [t is intended to be the equival

L

of the customary use of the term net profit.

Three Hypotheses Evaluated

Using the detailed cost study, adjusted as above,
evaluated three hypotheses.

<

Do Producers Farn More Than the Cost Index

43

Standard Production Cost Index shows ah@ depariment’s

average cost of producing milk plus five percent

added as & management allowance. Theore

V,
°‘<?Z

egual Lo the cost index, modified by supply and dems

although the department has stated that supply and demand

wera not @'gr%f‘ cant in 1971 and 1972.

3

E:

-y

i

fo

the average producer does earn a management aliowance of ¥ive

percent on Class 1, he would earn less than Tive percent



to 4 because the other class prices are lower than Class 1

on Graph 13 {page 51). Caﬂ“@queﬁtays the average producer s
average management allowance of something less than Tive percent
on all his wmilk,

The five percent level is shown on Graphs 14 and 15 as 3

~ oo

dashed 1ine while the individual "derived” profits from t

cost index have been plotted as dots which represent the deriv
orofits as a percentage of total receipts. The jarg

above the dashed line shows that most of the 50 produc

study earned significantly more derived profit thar
1671 and 1972. Table 7 shows the range of derived profit for ihe

{3

cost study producers for the period 1968 through 1973 (1974 data were

not available). The table clearly shows that many producers

received considerably more than five percent and that a v
more than 20 percent. For the years 1968 through 1973, we computed Lne

g W

“average

residual profit to have been 9.2, 8.9, 12.5, 12.2, 11.8

6.1 percent respectively. Note that the average percentage 15

[N

and considerably more tnaﬁ the five percant allowse

We suggest two possible reasons 1o explain why

]

xceed the management allowance. First, the cost index may

stating actual producer costs. Some of the reasons are suggested i
Chapter 1I1. A high cost index would presumably result in

P

higher Class 1 prices and cause higher actuai producer pro

4 o o

the ymawwa on cost Stﬁ@y are, as noted, & Timited sampie of

1f the profits of cost study prﬁduaera are not representative of ail
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TABLE 7

RANGE OF DERIVED PROFITS EARNED
BY COST STUDY PRODUCERS
1968-1973

Derived

@’“«jzi“i‘;

Range Number of Producers in Rapge by Vear
% 1968 1969 1970 1971 1972

25 to 30 2 2 }
20 to 25 Z 2 5 3 ]
15 to 20 7 9 11 12 §!
10 to 15 6 9 12 19 13 L]
5 to 10 10 i1 9 10 11 14
0 tob 6 & 3 5 4 7
-5 to 0 2 3 3 i Z *
-5 to ~10 2 2 2
-15 to -10 1 4
Average
Derived _
Profit 9.2 8.96 12.5 12.2 11.8 6

e



producers, then the department's in-depth evaluation of

producers does not have much value for determining the accurac)
Tess detailed cost index.

On the other hand it is possible that the cost study does

accurately reflect producer costs. The problems of securing

cost data have been previously explored. Table 7 seems To be at

as indicative of problems within the system as it is conciusive
e level of profits.

oy N P o

Are Large Producers More Profitable Than Small Ones?

be expected that large producers are move protitable than small oro-

ducers because of economies of scale or other related factors.

14 and 15 permit the derived profit expressed as a percentage of the

o

total revenues of each producer to be compared with the production Vor

o

-

each of the producers on cost study in 1971 and 1972, The data points
show a general scatter over a wide range of production {along the hovri-

zontal axis). There appears to be no significant relationship between

this measure of profitability and the amount of nroduction.

occur at all production levels. Thus, iF there are economies of scaie

E;J

inherent in milk production operations, as might be expected, these
economies are not being reflected in the derived profits. 1L is possible
that other factors such as pooling have greater effect.

s There A Relationship Between Cost and Revenuye? As

N

i

@
P

n the chapter on pooling, some @rodur&rg receive significantly his

blend prices and therefore higher revenues from each hundrec dweioght unit

e

of wil

%

k sold than other producers. These high revenues could result 0

) -73=
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nigh profits or cauid be eroded through inefficiency. A the best

available measure of the @?“wcmeﬂcy of high quota producers, their

revenues. per hundredweight can be plotted against their per-unit ¢

Graphs 16 through 21 make the above c;fsaaeﬁay comparison for ¢

producers for 1968 through 1973 vespectively for five milk may

Areas.
Un each graph, an average curve is sketched throu
where costs per hundredweight meet the revenues per hundredwed of

production to indicate the trend relationship between cost and rav

Tha relative number of points along the upper portion of the trend

3

indicate the high proportion of those producers who have high per-s

revenues and who aisc have high per-unit costs, that is, the propo

of producers who appear to be inefficient.

It has been suggested that the high revenue/high cost reiation

may be due to producers located in high cost areas. Producers in each of

the Tive major milk producing areas of the state,

department, are designated on the graphs usi g different symbois. [t is

evident that there 13 gemerally no clustering on the graphs of produc

in any of the five areas. Producers in each avea are generall:

tributed along the trend Tines with only a very slight

Southern Metropolitan producers to be at the high end of the trend |

and the San deaquin Yalley producers to be at the Tower end,

To the extent that these graphs seem to show a lack of e

3

on the part of high revenue producers in the present system, there is a

lack of benefit to the individual producer, to the industry, or io

T



W

L

3
4

{Oollars)

COST PER LNY OF PRD

GRAPH 18

COST PER-URIT PRODUCTION
Vs
REVENUE PER-UNIT PRODUCTION

FOR
1968 CUST STUOY PRODUCERS

fg

vy

Hay Avrea
sacraments Valley
Horth San Joaquin Valley

South Sen Joaguis Yalley

Source: Standard Milk Prod

e

@

Youthern Metropolftan &

goetion Cost

Survays ~ Department of Food
° » and Agricul ture

§

REVERUE PER CWT OF PRODUCTION
{Bollars)

-76w

&

Prepaved by: Legislative
Anaiyst



COST PER CHY OF PRODUCTIOH
{Bollars)

£y

5.

GRAPH 17
COST PER-UNIT PRODUCTION
Vs %
REVENUE PER-UNIT PRODUCTION
FOR
1969 COST STUBY PRODUCERS

Bay Aves

 Sacramento Vallaey
Morth Sen Joaguin Yalley
South Sam Joaguin Valley

Southern Metropolitan A

Standard Production Cost
Surveys ~ Department of Food
and Agriculture

Source:

REVENUE PER CWT ©
{Bolla

&

¥ PRODUCTION
rs) Legislative

Analyst

- Preparsd by:



OF PRODUCTION

o
w
e
&3
pass

e )

-]

.3

2

Lad

(2%

[,

3

<2

(9]

[AS

GRAPH 18

COST PER-UNIT PROGUCTION

¥s

REVERUE PER-URIT PRO
1970 COST STULY PROMY

g

Bay Area

5223

Sacraments Valley
& Hovrth Sen Joaguiln Valley

South San Joaguin Valls

Southern Metropolitan

Source: Standard Production Cost Surveys -
Department of Food and Agriculturs

5 6
REVERUE PER CWT OF PRODUCTION
{Dollars) Prepared by: Legisistive
Analyst

w77




TIOH

i

OF PRODUL

COST PER CWT

§)

5

{Dolla

GRAPH 19

PRODUCT [O0

Y5

REVERUE PER-UNIT PRODUCTION
FGR

1973 COST STUDY PRODUTCERS

Trend Ling~"

Bay Area
Sacramentoe Valley
Hovrth San Joaguis

South San Joaguin

Southern Metropolitan &

Source: Standard Production Cost Surveys
o Beparteent of Food and Ageiculture

- :
@ v ) i

& g : 7
REVEWUE PER CWT OF PRODUCTION )
{Dallars) Prepaved by: Legislative
Analyst

NER



GRAPH 20

vE

REVENUE PER-UNIT PRODUCTT
FOR

1972 COST STUDY PRODUCERS

WM
5 o AN
a 9 vy s o
) Bay Area
& % Sacramento Yalley
: Borth San Joaquin
Senath San Joaguin
e Southarn Metropolitan
Source: Stanmdard Production Cost Surveys
3 & , ﬁewartmea? of Food and Agriculture
H

& 7
REVENUE PER CWT OF PROBUCTION  prgpaces by: tegis?étive
{Ballars) Analyst

~79~



GRAPH 21

COST PER-URIT PRODUCTION
. i ¥E
E REVEMUE PER-UNIT PRODUCTION
FOR o
1973 CUST STUDY PRODUCERS ~
J’d
7"0;&7
s fff)//j
- Trend Line =, i
; Sy
8 e Ry
7 i
& b
Bay drea
Sacramento Valley
North Sas Joagquin
Spursa:  Standard Froduction Cost Surveys . Southern
k Department of Food and Agriculture ¢
% Lt [roemipposteenaucs o § s 4 -

Ty emdhes
& i

7

REVERUE PER CHT OF PRODUCTION
{Dellars)
Proeparved by:  Lagislative Analyst

g



consumer. the state is to provide price protection and si
to the wilk industry, the department should assure, in the best ia-
terests of all parties, that established winimum prices ref

reasonable effictency.

Competition and the Public Interest

State milk pricing was established in the public inte
srovide the consumer an adeguate supply of milk at a reasonabie price.
In & market economy such as ours, "reasonable price” implies a market
whare the efficient, Tow-cost producer is in some vespect Tavored over
the inefficient high cost producer.

Graphs 16 through 21 show on the horizontal axis the wide

in per-unit producer revenues permitted under pooling. For exa

.

hased on the department's 50 cost study producers for 1972 (Graph 20),

fo

By

average producer receipts varied frem 23.2 cents to 31.1 cents per one-
half¥ gallon of milk. Stated from the ﬁ@ngﬁm@w$s paint of view, the
pooling system required the processor, and thereby the consumer, 1o

pay one producer 31.1 cents per one-half gallon of raw milk product

when otner ??&ﬁUC@TS.WE?Q willing to supply the same quaiity of wmilk

for up to eight cents less per half gallon. Producers who receive the
Fow per-unit revenues theoretically should be unable to compete on @
price basis with those producers having high per-unit (high gquota)
revenues unltess (a) milk prices are too high overall, (b} the low revenue
producers operate under lower cost factors for fuel, land, labor, etc.,

or {¢) they are move efficient.



During difficult economic times, the producer who 15 most |

to ¢o out of business would normally be the one who

unit revenues. However, Graphs 16 through 21 show that
unit revenue producers are also generally low cost

fore, they are the producers who thepretically snould be

duction. If any producers are forced out of business for

reason, it should be the high cost producers but these prod

gensrally protected by pa@?iﬁgu' Pooling did not cause the present
Jw range of per-unit revenues. Graph 16 indicates that the wide

rang@ of revenues existed in 1968 when pooling was initiated. Pooiing

has only tended to freeze in law the condition that existed in the mid-

:

1960's. But pooling 1s now being operated by government and it should
be operated to veflect the public interest. The current pooling mech-
anism does not do this because it both restricls compefition for the

higher quota revenues and tends to protect the higher cost producer.

wﬁ@ Gets a Class 1 Price Increase?

Failure of the pooling system to equalize producer vevenues has
placed the department in a difficult position in setling the price of
Class 1 wmilik. This is because é%sﬁv%buﬁioﬁ of milk revenuss as con-
trolled by pooling distorts the actual amount of any class price in-
crease received by any one producer compared (o another produce: In
effect, a low quota producer who probably has greatest need for the
Class 1 price increase would only get a small portion of a price increase.

The ﬁ&ﬁ&%tﬂ@fﬁ considers production costs in setting Class 1 milk

prices, but pooling (the blend price) rather than the class price

B



substantially determines a producer's actual revenues. This tends io
make any direct compariswn of costs and class prices relatively meaning-
tess. Thus the imposition in 1967 of pooling on top of the complex

class pricing system further complicated the state's controls and re-
duced the responsiveness of producers to any supply and demand con-

siderations

Prices Elsewhere in the Nation

A fTrequently used standard analysis is to compare milk prices in
Catifornia with prices elsewhere. In its May 7, 1974 report to the
Senate, the department compared the California Class 1 price in the

Southern Metropolitan Marketing area with the comparabie price &

for all federal milk marketing areas, as shown in Table 6. - The table

¢ 7

e California price

o

shows that for a number of years prior to 1966 ¢
was higher than the average federal price. In 1966 and a¥terwards,
the California price has been lower. As of May 1974, Los Angeles pro-

o “

cessors paid about 1.9 cents less per half gallon for (lass

Bl
it
=

This information indicates that Class 1 California producer milk prices

are roughly in 1ine with prices in federal miTk marketing areas.

ever, any comparison of California prices with average fedaral marketing
area prices has Timited usefuiness because of different production costs
and markets in other states. For example, California dairies ave much
larger than the average dairy in the federal marketing areas. Also,
California cows produce substantially wore milk per cow than elsewhere,
the climate is more moderate, feed costs vary, etc. Therefore,
shows that Catifornia milk prices are not out of Tine with the rest of the

nation. It does not show that California prices are accurately established.

IS¢ B



TABLE 6

CLASS 1 BLEND PRICF COMPARISON BETWERN CALTFORNTA
(SOUTHERN METROPOLITAN MARKETING AREA) AND THE
AVERAGE OF ALL FEDFRAL MILK MARKETING AREASY

Federal

Teay California ‘ Marketing Areas

1957 5.12 4,90 1,22
1958 5.12 4.85 -, 27
1959 5.28 46,86 -}, 42
1960 5034 4,62 Uy
1961 5.34 4,92 03, hZ
1962 5.38 & .80 «, 56
1963 5.33 4,80 «03. 5%
‘19564 5.36 4 .84 ~{y, 50
1965 5.33 4,93 13, 40
1966 5. 40 5.63 +0.73
1967 5.57 5.94 0,37
1968 5.77 6.25 w0, 47
1969 5.77 6.67 +01, 90
1976 5.89 6.76 +3.87
1971 6.03 6.90 +3.85
1972 6.31 7.10 0. 7%
1973 7.21 8.03 +0.81
1974

Jagi. 8.61 9.73 +1.17
Fab. 8.61 10,04 w1, 4673
Mar. 8.6 10.,20%% 4,59
Apr. 9.81 , 10.,24%% +0.43
May 9.81 10,25%% +0. 44

* 3.5 percent test milk f.0.b. Plant
*%  fatlmated
Source: Department of Food and Agriculture

Submitted May 7, 1974 to the Senate Agriculture and Water
Resources Committee '
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{lass Pricing and the Consumer

Qe@@ﬁi%y cne dairy product manufacturer has been advising con-
SUMRYTS %ﬁr@ugﬁ its-advertising to mix one-half gailon of reconstituted
powdered skim milk with one-half galion of whole fresh miilk. The re-
sult is a galion of Tow-fat drinking wmilk that is virtually indistin-
quishable from fresh milk at a cost that represents a substantial
savings of about 20 cents per gallon to the consumer. The divference
in price between one-half gallon of fresh milk (Class 1 orice} and
one-half gallon of reconstituted skim milk (Class 4 price} primarily
makes the savings possible.

Because Class 1 mitk is the source of most prdu@ ‘s highest
earning capability, any appreciable substitution of powdered sk kim milk

for fresh whole milk by consumers would result in major hardships for

3
EIP N
1S LECd

many milk producers, especially high quota producers. This
producers receive the Class 4 price for powdersd skim milk and the
higher Class 1 price for whole fresh milk. If consumers substantiaily
shifted their purchases from Class 1 to Class 4 milk, the value of quota
would drop and consumers could make substantial savings in mitk costs
with no real loss in nutrition. In effect, the curvent milk pricing
system could be used by the consumer against the producer.

The consumer has %ﬁé opportunity to change up to half of his milk
c&ﬁsampt%oa f?@m C?éss 1 to Class 4 prices by stretching drinking miik
with powdered milk because of (a) technological improvements in powdered

L

Ei,)

wilk, and (b) the milk pricing system is sufficiently artificial the

consumers can manipulate it. Thus continued operation of the milk



pricing system relies largely on consumer habits, minor laste pre-~
ferences for Fluid milk, and tack of consumer knowledge of the miik

pricing system.

General Fvaluation

The foregoing s&ct?ans of this chapter have soughi to provige
an evaluation of the combined operation of c¢lass pricing and pooling;
in other words, the California milk pricing system. [t has already
been pointed out that there is no ?reeAmawkéﬁ price to guide such
é&a%maﬁismg Therefore a variety of expedients have been used to pro-
vide the most apparent and most meaningful evaluation using available

sources of data. However, 1t has been necessary even to gquestion the

{

statistical validity of some of the basic data available Tor such
evaluation.
The various evaluations have shown many problems and diviicuities.

3 K|
i

However, the system has worked for four decades. A& supply of milk has
been furnished and it has béen marketed at a price which has in the Jong-
run been sufficiently satisfactory to the producers thal they have been
willing to continue to produce and the consumers have not refused to
purchase the milk in any identifiable quantities,

The system is so complex that any change in the milk pricing
system would probably be a series of adjustments on a trial and error
basis; some changes could be cumulative in their effect on prices; some
could be a?fs&tt?ng increases and veductions. Such changes or "fine-

tuning” of the system would require much better administration of the

o gy e



system by the depértmeﬁt and a keenep awareness of the operation of
the system by its critics and supporters than currently exists.

Whenever government controls prices and, indirectly, production
of a commodity in the public interest, decisionmaking tends to favor
salected interests. The department has been responsive to various
interests at @%ffér@ﬁt times and it can be speculated that this aas
ween more influential than the large amounts of vague policy and re-
gulatory language in the codes.

Last February the deparitment d@@?i%@é to increase producer prices

on the basis that there is currently an excess supply of mitk., Thi

25

decision may provide an opportunity in future months to evaluate whether
state pricing influences the supply of Class-1-to~4 mitk or whether the

state will continue to seek pricing techniques to market as much milk as

is produced.
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FOOTNOTES

See ?@@@ and Agricultural Code Sections 32509, 32510 and 51800
The law also allows for certified raw mitk, see Sections 35921 et
seg, A1l citations are {v the Food and Agricuitural Code unless

otherwise indicated.

jxt

State established minimum prices on wmilk sales apoily only iF the
director has established a stabilization plan for a particular
nilk marketing area. These stabilization @?aﬁg are producer
approved and are a carryover from the depression era when govern-
ment sought to organize and stabilize many commodity markets,
stabilization has some similarity to state marketing orders
some areas of Californie there ave no stabilization plang f
Section 61873 and 61936. Wintmum pricing under stabilization applies
only to Class-1-to-4 milk.

Section 735.3{b) of Chapter 241, Statutes of 193% which defined fluid
milk for the first fime is generaily as follows:

"Fluid milk s milk produced Yor consumpiion as
mitk until it 1s sold for cream or until it is

sold for a manufacturing use.”

It is reasonably clear that "fluid wilk" in this context meant drink-

ing milk because wilk produced in excess of the drinking need, i.e.,
sold for manufacturing was not covered under the law Tor pricing.

The department indicales that in the dairy industry when QV@ﬁ f@&@a{sﬁu
cayses a331ﬁ§ prices there is a tendency on the part of the individuals
with cash flow problems to increase production to increase cash Flow.

In the aggregate this causes a worsening of the situation and in turn
causes still more production by individuals trying to maintain & short-
run cash Tlow.

According to the department, prior to the E%’ éﬁmg California was
primarily & manufacturing milk state. Producing wilk to the sanitary
standard for drinking purposes was not only wore costly but was
attended with greater risks than ﬁrﬁau@%mg Maa'sgsmg’ ; m%%k wiich
was used primarily ¥or butter. Skim milk 4 utte i
came hog feod. Also, during this period,
*@? @u@ck ca@iaﬁg &nﬁ ﬁu K ﬁu?msﬁg? ﬁaaﬁ me
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These conditions substantially increased costs,
the period recognized that milk was an excellent insidious carvrier
of disease and that the farmers swst receive suf fant revenue Lo cover
these added costs if the health of milk consumers was 1o be protected.
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Under Statutes of 1937, p. 151, Agricultural Code 1933,
735.3(b) and p. 642, ﬁgrvcuétura Code 1933, SﬁLilQH 479 v
to stabilization aﬁd marketing of Fluid milk and fluid cream,
mitk was defined as milk produced in conformity with q@ ”"*y
gw&aaram@d for "market milk® which was defined as mitk supplied io
the consumer in the natural fluid state or prepare ad Tor human con-
ﬁuﬂyLian without being converted xnt@ any other form or product as
distinguished from “maﬁuiacauraﬁg mitk," which was not de¥i
ﬁanwaafémr?ng mitk” therefore included all miik ugp; ed or 9
pared for human consumption except market or fluid milk.
Maid Miik Products Co. vs. Brock (193%) 91 p. 2d '??9 13 @ @ﬁ @?

see generally Code Sections 61842-47,

The presence of yogurt in Class 1 is unusual because it is a manu-
factured product. It was placed in Class 1 by the department DU
suant to Section 61842(d) of the Food and Agriculture Code,

Section 62212 is the basxa pricing guide to the departwent for
Class-1-to-4 milk. It currently reads as follows:

62212. Pricing methods

tach stabilization and marketing plan shall contain
provisions whereby the director designates and pf@aﬁr;h , OF
provides methods for designating or prescribing, minimum prices
to be paid by distributurs to producers for fluid milk in the
various classes. .

The prices so designated or prescribed shall be in a
reasonable and sound economic relationship with the price of
manufacturing milk.

In determining such economic relationship, the director
shall take into consideration all of the Fﬁ@EVaﬂL wetors in
such economic relationship, including, but not Vimited to, all
of the following:

{a}) The reasonableness and economic soundness of manu-
facturing milk prices in relation to the costs of producing
ﬂm&&TaC turing milk.

of Ew@éuﬁiﬂg and marketing

{b) The additional costs
sts o7 producing and marketing

Fluid mitk over and above co
manufacturing milk.

(c) Current and prospective supplies of fluid milk in

relation to current and prospective demands for such fluid milk
for all purposes including manufacturing purposes

-89
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10.

The director shall also find that such prices
insure consumers an adequate and continuous supply of
fresn, wholesome milk at faiv and reasonable Q??fﬁﬁg %“
ing a reasonable estimate of the additional @u@Usj
needed to provide for normal Tluctuations in p ﬁﬁdﬁhé@ﬁ ang
in consumer demand for fluid wmilk, cream, and skim ailk for

_such marketing avea.

The Depariment of Food and Agriculiure indicates that theus
producers can gain sufvaa?@ﬁﬁ&j higher WtVPﬂQV% o repay the
purchasing quota within approximately one year. The average re
ment, however, appears to be between two o f@wr years because quota
gives a return on investment of 20 to 30 percent. Obvicusly guota
sales are limited by the number of willing sellers and buyers.

Indicative of the complexities of analyzing available data is the
difference between the geographical areas {(shown on the maps
following this footnote) which are used by the department to se-
cure production cost data for use in establishing producer wilk
prices and the marketing areas which are used for establishing
prices at producer and retail levels.
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AYEAS AND REBALE PRICE: Z0NES'

1. Cesitzral Cosst Counties
&, Zowme 3
B. Zone 2
2. Central Valley
A Zomw 1
B. Zonw 2
. Zona 3
3. Ul Horte-Humbeldt

4 Ko Zone 1
/ﬁ B. Zone 2
4, Iayo-Mono
3. Kexn
A. Zons L
Ho Zome 2
&o Borth Central Valley
A, -Zone 1
B, Zone 2
C. Zone 3
[, Zome 4
7. Hovthern Slerrs
8. Recwnod
A Zone 1
8. Zone 2

C. Zone 3
B. San Diego~isherial

\ A. Zone i
Y, 3
N\ B Zcmg; 4,
N
i
N,
\.
\»

San Luls Obispe ) \,\

A. Zone 1 N

- B. Zone 2 N
Shasta-ehama N\

A. Zong 1 N

B. Zone 2 \\
Sigkivyou
Southern Hetropalitan %\

Ao Lonw ) AY

B. Zone 2 N

C. Zovae 3 N,
0. Zone 4 1% Y
Tulara-Kings

R

";%W%”’“%
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