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OOilk OOarkefing 
Wifftouf rederal ~rder8 

g undamenral changes are occurring in rhe 
) $22.7 billion dollar u.s. dairy farming sec-

ror. The Federal Agricultural Improvement 
and Reform Acr of 1996 (FAIR) will eliminare dairy 
price support purchase authority on 1 January 2000. 
FAIR also requires a consolidarion of Federal Milk 
Marker Order (FMMO) areas by April of 1999. 
Furthermore, as recommended by FAIR, the Basic 
Formula Price (BFP), which serves as a foundarion 
for almosr all FMMO minimum prices, is under 
srudy for replacement. 

Federal Milk Marker Orders regulare rransac
rions berween milk producers and milk processors. 
FMMO regularions originally came abour ro rem
edy chao ric markering condirions in the 1930s. Ar 
thar rime, an imbalance of power berween dairy 
farmers, who had a conrinuous supply of perish
able raw producr ro sell , and fluid bortlers, who 
markered a largely undifferentiared beverage, re
sul red in farm milk prices thar fluctuared by more 
rhan 150 percent from spring ro fall. The milk 
price wars of rhe 1930s were resolved by new regu
larions which ser minimum prices for producer milk. 
Alrhough the precise regularions of FMMOs have 
changed over rhe years, roday rhese regulari ons are 
srill designed in parr to correcr an intrinsic imbal
ance of bargaining power. 

Perceprions of how regularo ry change mighr give 
advantage ro some ar the expense of orhers, par
ri cularly on a regional basis, have led ro prorracred 
debate. This debare has pitted dairy farmer againsr 
dairy farmer, dairy farmer againsr processor, processor 
agaillsr processor, and even economisr againsr econo
mist. In this climare, the secrerary of agriculture will 
submir FMMO consolidation proposals for producer 
referendum on an order-by-order basis. Thus ir is 
conceivable mat an order could be vored our by irs 
daiLy farmers as early as April 1999. Such deregula
tion in any large milk-producing area has the poren
rial ro affecr all adjacent orders if milk prices in the 
unregulared area drop below milk prices in adjacent 
regula red areas . Cheaper milk mighr then be sent into 
the regulared areas, clislocating local milk; . . 

In rhis climare of porential change, importanr 
choices must be made by farm, business, and agency 
decision makers. H ere we examine major FMMO 
funcrions and envision what the dairy secror mighr 
be like wirhout marketing orders. To assist the 
reader, rable 1 presents a glossary of rerms com
monly used in milk marker order administration. 

Table 1. Glossary of Milk Marketing Terms 

by John 
Siebert, 
Mark 
Stephenson , 
and David 
Anderson 

FMMO or order: Federal Milk Marketing Order. Orders regulate the terms of trade 
between producers and processors. Established under the authority of the 
Agricultural Marketing Agreement Act of 1937, orders can only exist with the 
approval of 66 percent of the producers in an order area. 

Producer: A dairy farmer or a farmer-owned dairy cooperative. 

Market order administrator: The federal government employee who oversees the 
operation of an FMMO. 

Classified price: The minimum price a processor must pay for milk each month. 
Classified prices differ depending upon the dairy product made from the raw milk. 
Class I is the highest classified price and pertains to the value of milk used in 
beverage form. The other classified prices are lower and pertain to milk used for 
the following purposes: Class II for soft and frozen dairy products; Class III for 
cheese and butter; and Class III-A for nonfat dry milk powder. 

Blend price: The monthly value of all milk sold at classified prices within a single 
FMMO area, divided by the total monthly milk production in that FMMO area. Also 
called the pool blend price. 

Pool equalization: It is the responsibility of the market order administrator to com
pare each processor's monthly classified price obligation to the blend price. 
Should a processor's classified price obligation be below the blend price, then the 
administrator pays for the shortfall so that producers supplying that processor can 
receive the blend price. On the other hand, should the processor's classified price 
obligation be above the blend price, then the administrator collects this extra 
amount. On balance, disbursements equal receipts and all producers serving all 
processors thus receive the same blend price. 

Hundredweight: One hundred pounds, abbreviated as cwt. 

Price differentials, zone prices, transportation credits: These are regulated 
minimum prices or regulatory monthly payments used to price milk most highly 
where it is needed the most. For example, a price differential may reflect the fact 
that urban bulk milk delivery prices are set at a regulatory minimum level which is 
higher than rural bulk milk delivery prices. These prices and payments encourage 
the shipment of milk from rural productiol} areas to urban processing plants. 

Cooperatives: Approximately 80 percent of the milk sold in the U.S. is marketed 
through farmer-owned cooperatives. In their role as milk sellers, the order 
administrator treats them as producers. 

Hard products: Cheese, butter, and powdered milk: the storable dairy products. 
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Discontinuing FMMO functions: what 
would happen? 
Below we list key FMMO functions and describe 
what might happen without market orders. Table 
2 provides the authors' thumbnail assessment of 
the impact of such a change upon producers, coop
eratives, processors, and consumers. 

Minimum classified milk prices would 
no longer exist 
Monthly min im um class ifi ed prices di ffer depend
ing upon the use to which fa rm milk is devoted
beverage milk, soft dairy products, frozen prod
ucts, or hard dai ry products. Elimination of such 
regulato ry pricing means that aggregate supply and 
demand wiU set m ilk prices. Farm mi lk prices will 
depend upon location, qualiry, level of important 
componenrs (burterfat and protein), and other fac
tors, but nor end use. Instead, it is likely that all 
buyers in a single area would pay one relatively 
similar competitive price, much as now occurs for 
corn and other commodities . 

Under FMMOs handlers pay a higher classified 
mi nimum price for milk used in rhe producrion of 
beverages than for milk used in the production of 
butrer, powder, or cheese. Elimination of such clas
sified pricing would mean that the price of milk 
for beverage or bottled use would decline. T he price 
of milk for manufacturing uses couJd be expected 
to IIlcrease. 

Because the quantiry of beverage milk demanded 
is relatively insensitive to price, a decli ne in this milk 
price, brought on by dereguJation, wiU increase sales 
volume relati vely little. In contrast, price increases in 
mi lk for hard products such as cheese wouJd likely 
reduce sales volume because the demand for these 
products is relatively more price sensitive than fl uid 
milk. Class ified pricing, by discriminating the mar
kets for mi lk, has resuJted in higher producer in
comes. Consequently, if classified pricing is elimi
nated then producer incomes wouJd be expected to 

Northwest 
$0.18 

-$0.02 
$0.49 

Figure 1. Estimated regional price impact of FMMO 
elimination, $/hundredweight of milk. The estimated price 
impacts are listed vertically by author source: Stephenson, 
FAPRI or Cox. 

decline in response to FM M O elimination. 
If cheese, butter, and powdered milk prices in

crease in response to deregulation, dairy farmers in 
those regions which have large cheese, burter, and 
nonfat dry mi lk production will feel the increases 
the mos t. Such areas, mos tly in the West and upper 
Midwest, tend to have the lowest cost of milk pro
duction. Because hard products can be shipped long 
distances at low cost, the elim ination of FMMOs 
cOLdd increase mi lk production in the West and up
per Midwes t while decreasing milk production in 
the South and Northeast, where a greater propor
tion of milk is used for beverage purposes. 

Figure 1 contains projections of regional farm 
milk price changes due to the elimination of fed
eral orders. T he so urces o f the est im ates are 
Stephenson, the Food and Agricultural Policy Re
search Institute (FAPRI), and Cox and Jesse. T hese 
sources provide a range of p rojected price impacts. 
To develop a comparison, state-level projection'S 
and/o r marketing order pri ce proj ectio ns were 
weighted by production to correspond closely to 
the .broad regions shown in figure 1. Methodolo
gies and precise regions fo r these estimates differ, 
and those interested in such detail should consult 
the original works. 

Figure 1 shows a consensus among forecasters 
that the eliminati on of federal orders will reduce 
fa rm milk prices in the Southwes t, Southeas t, and 
middle Atlantic regions. T he larges t price declines 
are projected to occur in the Southeas t and range 
from - $0. S2/cwt to -$ 1.27/cwt. T he Southeas t has 
a very high C lass I uti lization. Because FMMO 
elimination implies declines in fluid milk prices, 
this area would be expected to experience larger 
price declines than o ther areas. All three estimates 
project higher milk prices in the Upper Midwes t, 
with its low Class I uti lization and large amount of 
milk going to cheese p roduction. T he magnitude 
of estimated price changes does differ, with tl1e 
Stephenson and FAPRI showing increases of only 
$0.07 to $O.O S/cwt and the Cox and Jesse study 



showing a price increase of $O.S6/cwt. T he results 
in the N orthwest are mixed, with FAPRI project
ing a slight price decrease of $O.02/cwt and the 
Stephenson and Cox res ults projecting price in
creases of $O.lS/cwt and $0.49/cwt, respectively. 
Some un certainry of outcomes may be justifi ed in 
the Northwest because this region , unlike any other 
FMMO area, has a large nonfat dry milk industry. 

Elimination of monthly minimum regularo ry 
pri ces also means that price will change more fre
quendy, that seasonal price swings will be more 
pronounced, and that producers and processors will 
have to pay much closer arrention to their milk 
marketing strategy. Seasonal price swings are pres
entl y constrain ed by the impac t of regulatory 
monthly averaging. For example, at present, milk 
purchased in the period before Christmas, a time 
when the supply of milk is tight, is priced at the 
same level as milk purchased berween Christmas 
and New Years, a time when supply is usually long. 
Wi th deregulation it is likely that prices will change 
more frequendy and, to a greater degree, in re
sponse to forces of supply and demand. 

W ithout the minimum prices set by FMMO s, 
bodl producers and processors will need a new price 
discovery mechanism. We anticipate that the use 
of futures markets for cheese, burrer, powdered milk, 
and/o r raw milk will increase. T he increased use of 
futures markets will allow berrer management of 
price risk by both producers and processors. 

Processo rs in many commodi ry sectors use fu
tures con tracts to set forward contract prices for 
producers. C urrent dairy regulations work against 
forward co ntracting. Currendy, even if the agreed 
upon forward contract price turns out to be below 
the regulated minimum price, the p rocessor must 
still pay the higher regulated price. Without mini
mum classified milk prices, both fu tures contracts 
and forward contracts will be more commonly used. 

No pool blend prices 
By means of order-wide price ave raging, FMMO s 
guarantee that a milk producer will receive the same 
regulated minimum price regardless of the proces
sor buying that producer's milk. T his regional price 
averaging fun ction, termed milk pooling, will cease 
upon the elimination of FMMOs. 

Considered by itself, dle loss of pool blend prices 
would likely help processors who have been required 
to pay classified prices above the blend price (fluid 
botders) but would hurt processors who have paid 
classified prices below the blend price (cheese, but
ter, and powder manufacturers) . W ithout regulation, 
botders of beverage milk would no longer be obli
gated to make pool equalization payments to the 
market order administrator for redist[ib~l ~ion to odler 
dai ry farmers in dle market. Conversely, cheese, but-
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ter, and powder manufacturers would no longer be 
able to take a "draw" from the pool equal ization 
fund, in effect conveying botders' equalization pay
ments to their own dairy farmer suppliers. 

No price differentials, zone prices, 
transportation credits, or market-wide 
service payment policies 
T he elimination of area pricing, zone pricing, cred
its, and market-wide service payments will affect 
producers and processors di ffe rently depending 
upon location and the rypes of policies in effect in a 
particular FMMO. Such policies as these have gen
erally been used to subsidize the sale of milk pro
duced in rural areas to those processing plants lo
cated in urban areas. Under deregulation, market 
forces will determine such spatial price relationships, 
with resulting gai ns to some and losses to others. 

No enforcement of timely payment 
FMMOs presently require that payment for farm 
milk be made within approximately thirry days of 
delivelY. Thus, dairy farmers supplying retailers and 
other buyers have a much easier time collecting 
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Table 2. Impact of eliminating milk market orders on producers, cooperatives, processors, and consumers 

Regulatory Functions Impact on Impact on Impact on Impact on 
Consumers Producers Cooperatives Processors 

No minimum classified prices 
No pool blend prices 
No price differential, zones or transportation credits 
No enforcement of timely payment 
No milk payment audits 
No compensatory payments 
Loss of data 

+/-

+/-

+/
+/-

+/-

+/
+/
+/-
+ 
+ 

+/
+ 

+ 
+ 

+/
+ 
+ 

+/-

Note: A • +/- ' indicates that both positive and negative impacts will exist under different regionat andlor affected party circumstances. 

their bi lls than do other food wholesa lers. T he loss 
of this requirement would reduce the bargaining 
power of farmer-owned cooperatives (which sell over 
80 percent of the milk produced in the Uni ted 
States) and similarly affect independent producers. 

No milk payment audits 
FMMO audi ro rs would no longer examine proces
sor records ro ensure payment for milk in acco r
dance with regulations. C urrent FMMO third-parry 
verification of milk weights and tes ts would no 
longer occur. T he loss of such oversight would agai n 
reduce the bargaining power of milk cooperatives 
and independent dairy farmers and would widen 
farm-ro-retail price spreads. 

No compensatory payments 
In the production of bottled milk, if powdered milk 
is used as a fresh milk substitu te then FMMO s 
have provisions ro charge the processor. Thi s helps 
ro prevent cheaper reconstituted m ilk being shipped 
into an area and thus undermining the classified 

pricing system in the order. Referred ro as com
pensaro ry payments, these charges become revenue 
ro the local milk pool. Although reco nstitutio n 
rarely occurs at present, the elimination of com
pensarory payments could mean that bottlers would 
have a greater incentive ro practice reconstitu tion 
in the future, al though the milk would have ro be 
labeled as reconstituted. 

Loss of data 
More reliable data is available for dairy than almost 
any other food secror. W ithout FMMOs, data on 
fluid beverage mil k production and consumption 
will disappear. T he USDA National Agricul tural 
Statistics Service (NASS) does generate info rma
tion independently on the production of soft, cul
tured, and frozen dairy products as well as cheese, 
butter, and powder. M ilk price information on clas
sified prices, blend prices, cooperative pri ces, and 
mailbox prices will be lost, leaving only data for 
the M-W price, state grade A prices, state grade B ' 
prices, and state average producer milk prices . 

In tl1e absence of FMMO information, NASS 
estimates of milk production would no longer be 
adjusted by FM M O benchmarks. Also, NASS 
wo~d no longer be able ro use FMMO info rma
tion for the development of p roducer sampling lists. 
Generally speaking, dairy will have ro compete with 
other commodities for increasingly scarce price re
porting resources at the federal and state levels. 

The role of cooperatives 
Cooperatives market approximately 80 percent of 
the raw milk sold by U .S. dairy farmers. Econo
mists and cooperative employees have speculated 
that in a deregulated enviro nment cooperatives will 
try ro maintain the classified pricing and pooling 
structure with its high Class I prices and lower C lass 
II, III, and III-A prices. Due ro the fact that main
tai ning this system would also maintain aggregate 
producer income, it is clear that mis would be an 
important goal of cooperatives . Achieving this goal 
will require extraordinary uniry among all coopera
tives and all producers. Current trends provide m ixed 
resul ts as ro the Iikeliliood of such uniry. While sev-



eral cooperative mega-mergers are currencly under
way, it is also true cllat large p roducers in the Soum
west have leEr some of mese same cooperatives in 
order ro compete against mem in clle sale of farm 
mille Ir remains an open ques tion whemer coopera
tives wo uld have me market power ro mainrain clas
sified prices in the absence of FMMOs. 

In the end 
Table 2 describes the way in which the changes of 
deregulation might affect producers, cooperatives, pro
cessors, and consumers. Many changes affect produc
ers negatively bur affect processors and consumers posi
tively. For me most part, cooperati ves will be hun by 
deregulation. However, due ro clleir diversiry and/or 
size, a few large cooperatives might do well until such 
time that clleir milk sales price is wlderbid. 

Fo llowing FMMO deregulation, consumers may 
see lower Auid milk prices bu t h igher cheese, but
ter, and powdered milk pri ces. D ue ro the princi
pals of price discrimination upon which milk pric
ing regulatio n is based, the lower beverage milk 
price is expected to increase co nsumptio n ro a 
smaller extenr man th e higher p rices for cheese, 
butter, and powder will reduce co nsumptio n. In 
clle aggregate, producers would lose and consumers 
would gain with FMMO elimination. But, indi
vidual consumers migh t be better or worse off given 
their own mix of milk product purchases. The loss 
of blend prices, timely payment requi rements, au
d its, and co mpensatory payments are generally 
tho ught to negatively affect producers and meir 
cooperatives. Processors and consumers will likely 
gain from such changes. Consumers may gain , how
ever, if and only if processors pass benefi ts on. 

Table 3 provides a hypom eti cal list of the shorr
run industry events which migh t occur in response 
to FMMO el imination. T his table conveys possible 
actions by producers, processors, and brokers and 
how new fo rces will shape a deregul ated dairy 
secro r' s structure. [!J 

• For more information 
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Table 3. Hypothetical list of short-run events likely to occur due to the elimination 
of Federal Milk Marketing Orders 

• Minimum classified prices are no longer announced by FMMOs. All other FMMO 
functions cease as well. 

• With the Basic Formula Price (BFP) discontinued, the industry switches to futures 
contracts in cheese, butter, powder and/or raw milk as price discovery tools. 

• Processors and producers implement any contractual clauses in their milk supply 
agreements which pertain to deregulation. 

• Cooperatives and brokers examine any new sales opportunities and desirable milk 
movement patterns which may be coming into existence. 

• Fluid processors who have been paying the high Class I price now reduce their raw 
milk pay price down to the blend (average) levels their producers received in the past 
through the regulated pooling process. 

• Hard product manufacturers who have been paying the low Class III and Class lil
A prices now seek hard product price increases so that they can generate funds to 
bring their producer prices up to the blend level. (This may not be possible, leaving 
such manufacturers hoping they can maintain their milk supply.) 

• Powder manufacturers investigate the possibility of increased powder sales to 
bottling plants which no longer must make compensatory payments for reconstitution. 

• Producers who receive a milk price below that of their neighbors make inquiries as 
to whether they too can supply that neighbor's milk processor. 

• Producer and processor trade associations make recommendations to their members 
regarding normal pricing practices. 

• Retailers who have been using FMMO Class I price announcements to adjust their 
raw milk purchase price now examine other information sources and/or other 
potential milk suppliers. 

• It becomes apparent that raw milk prices are not constrained to change only on a 
monthly basis. When milk is short, some producers receive an immediate price 
increase. However, when milk is long, some producers receive rapid price decreases. 

• Producers petition for state regulations to replace certain FMMO functions. However, 
it becomes clear that states cannot and/or will not replace all FMMO functions. 
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