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PUEFACE 

The pricing of milk in city markets is a subject of continuing inter
est to consumers, dairy farmers, milk distributors, and governmental 
agencies. Some of the most controversial aspects of the subject in
volve the pricing method commonly used in the sale of milk by dairy 
farmers to milk distributors. This method is known as classified 
pricing. 

This study was made for the purpose of improving our understand
ing of the Dmctions and economic consequences of the application of 
classified price plans under varied circumstances and with divergent 
objectives of pricing policy. It involved both a reappraisal of the 
existing body, f economic theory on the subject, and an extension of 
that theory to Give greater consideration to the consequences of pricing 
policies over time. 

The study is part of a broader program being curried ont by the U. S. 
Department of Agriculture to improve the efficiency of the marketing 
processes for farm products. 

m 

• 

, 
• 



CONTENTS 
Summary______________________________ .. ___ .. _ _ _ _ _ _ _ _ _ _ _ VIr 

Introduction___ _ _ _ _ __ _ _ __ _ _ _ _ _ ___ __ _ _ _ _ __ __ _ _ ____ __ __ _ _ _ 1 

Pl'evalence of classified pricing in city milk markets_____ _ 1 
Oonflicting interests involyed in the application of classified pricing________________ • _________________________ _ 1 
Scopeofpresentstucly______ . __ ..• __ • _______________ _ 2 
Plan of this report. ____________ • ____________________ _ 4 

Ohllpter I.-Conditions causing higher milk production costs in 
dty mm'kets than in mn.nufactlU·ing markets_____________ _ 5 

Increase in siZE> C>f ciLy markets__________ . ____________ _ 5• 	 Zoning of supply areas _______________ .___ • ___________ _ 5 
]i'n.ctoTs causing higber costs _ _ _ _ _ _ _ _ _ _ ___ __________ _ 9 
D evelopmen t of sn.ni tm'y rcC[uil'cmen ts __ . ______ . ______ _ 11 
Effect of sanitarYl'equircmentR upon size and specialization

of dairy farnlS _____ .. _____________________________ _ 12 
Effect of sanitary requirements upon mobility of pTOclUCMS __________________________________________ _ 13 
Relation of heal(,h authorities to SOlU'ces of supply_____ _ 15 

Chapter n.-Instability of producer retul'llS n,nd the develop
ment of clnssifted price plans_____________________ . __ - __ _ 38 

The slU'plus problem in fluid milk markets___ .. ________ _ 18 
Increase in scale of distributor operations _____________ _ 20 
Growth of producer organizations ____________________ _ 21 
The development of classified pricing _________________ _ 22 

Chapter Ilr.-Implementation of classified price pbns______ _ 24 
Need for supporting de,· ices _________________________ _ 24 
Kinds of producer price pools________________________ _ 24 
Private .anangemcnts for administration of pricing n,nd pooling pln,ns ___________________________ ~ ________ _ 26 
Breakdown of private eOlltrols_. _______________ ~ ______ _ 26 
Governmental reguln,tion of mn,rketing ________________ _ 27 
Extension of association pools to mlU'ketwide pools _____ _ 28 
Retention of marketwicle pooling~ ______ . _____________ _ 30 
Administmtion n,nd enforcernenL _____________________ _ 30 
Devices to support the mn,rket concepL _______________ _ 31 

0hapter IV.~Olassified pricing as a form of price cliscrimilUl-Uon ________________________________________________ _ 
34 

Jj)xamples of l)rice discrimination __________________ - _ -_ 34 
Prerequisites for pricG discrimil1n,tiOlL ________________ _ 35 
Special fen,tures of classified pricing of milk as a form of 

price cliscriminn,tion ______________________________ _ 37 
Chapter V.-Elasticity of clemn,nd for milk for fluid n,nd surplususes ________________________________________________ . 40 

Elasticity of consmnel' demand for milk for fluid usc ____ . 40 
Elasticity of demand for association's shn,rc of supply for

fluid use _________________________________________ _ 43 
v 



VI 

44 

CONTEN'rs 

Chapter V-Continued Page 

Elasticity of demand for association)s milk for surplususes _____________________________________________ _ 

Chapter VI.-Profitable price discrimination with suppliesconstant____________________________________________ _ •48 

R.ai~i~g returD;s.of producers at n. given time ___________ _ 48

Lnxutmg conditIOns _________________________________ _ 50 
The Class I price and m!1..'cimum returns_______________ _ 54

Pricing milk for surplus uses _________________________ _ 
 56 


Chapter VII.-Classified prieing and margins_______________ _ 59 

Effect of prices of milk for surplus uses upon margins ___ _ 59 

Producer assoc.iations as handlers ____________________ _ 60 
Case A-Association processing all surplus of its members_ 6] 
CtLSe B-Association handling half smplus tmd one..:fifth 

fluid milk of ita members_______ ._ _ ______________ _ 64 
iChapter VI~~.-E~o?omi': effects ane! c·ndencies associated

'nth classified pncmg _________________________________ . 
 65 

objechlves_______________________________________ _ Pricing milk \"itl! price stabilization and market security 
65 

Pricing milk to enhance producer returns______________ _ 67 

The effects of underpricing surplus mille _______________ _ 68 


Chapter IX.-Long-period consequences of classified pricing __ 70 

70 

Oonsequences of pricing for price stabilizat:on and market 
Purpose of analysis _________________________________ _ 


security__________________________________________ _ 70 

Consequences of pricing to enhance producer returns____ _ 71 

Consequences of underpricing surplus milk____________ _ 76 

Intermarket consequences ___________________________ _ 78 

Chapter X.-Classified pricing with association R.l1d inclividual
handler pooling ____________ • _______________ . _•• ______ _ 80 

The association pooL ___________________ . _____ .______ _ 80 
The individual hancUer pooL ________________________ _ 85 

Ohapter XI.-Collective bargaining) government regulatioll 
and monopoly pricing _____________________________ • ___ _ 89 


Some aspects of collective bargaining _________________ _ 89 

Regulation of milk marketing: Theory and practice ____ • 91 

Elusiveness of monopoly pricing ______________________ _ 

Appencli
94 


..'i: _4..-~[arket control and the concept of monopoly __ 97 

Appendix B.-~[arket control exercised by milk distributors __ 
Appendix C.-Value of extra .rnilk supplies to a manufacturing 


99 

plant_______________________________________________ _ 102

Litemture cited________________________________________ _ 104 

• 


http:returD;s.of


• 


,a 

• 


SUMMARY 

Classified pricing of milk, or pricing according to use, is a system 
of pricing first developed by associn,tiolls of producers in the sale of 
milk to hallcllers in city markets. The operation of classified pricing 
phms in ptn-ticular markets is frequently the subject of controversy. 
ProQnc'lrS, hancUel's, and conSllllers may hold divergent views as to 
the ohjdctives to be sought through this system of pricing. Because 
most of the larger city markets are today lUlder public regulation by 
either State or Federal agencies, these agencies have responsibility for 
resolving differences with respect to price policies. These agencies, 
lwwevE'r, do not always alter -tul1damentaJly the kind of pricing policy 
which wOlild result from the other institutional influences in the 
market. 

From the producers' viewpoint, two e1ifferent objectives may be 
sought: (1) To stabilize retums to producers; and (2) to enhance 
returns beyond those consistent with long-periou demand and supply 
considerations. In practice, both objectives influence pricing policy 
in varying degrees. 1<'01' theoretical purposes, the pricing policies 
consistent with each of these objectives are isolated and analyzedlUlder 
conelit.ions of l11Rrketwide pooling (clefi.necl on p. 25). ~fodif1r.nj"ions 
are IRter made for other types of pooling. 

The Stability Objective 
The stability objective has been all outgrowth of historical con

ditions. In city markets where producers "were not organized, the 
perishability of milk caused its price to be hypersensitive to seasonal 
or other excesses of supply over demRnd. Because neither demand 
Hor supply is very responsive over a short period to modemte price 
clUtuges, even a n~ry low price to producers would not ahmys bring 
the two into balance. Thus, some producers Inight be forced off the 
market temporarily. ' 

The orgn.nizRtion of producers and the application of classified 
pricing solved this problem. Under tIris system of pricing, the pro
ducers' association sens milk to dealers at one price for the fluid milk 
market and at Olle or more lower prices for disposition in mRnu
factm·ing markets. This represents an application of R practice, 
found in vRrious forms in our economy, wirich is known 3.S price 
discrimination (defined on p. 34). Thus the sensonnl sl~rplus, or any 
~lbnormal excess of supply, no longer acts as R depressmg bctor on 
the price of milk sold for fluid use, and it enables all producers to 
remain as year-rounel participants in the fhrid market. 

Classified pric,ing to achieve the stabilization -objective requh·es: 
(1) That the prices of milk disposed of for surplus uses be established 
~Lt leye Is which will salYRge the highest return for such milk; and 
(2) that the Class I price be adjusted so that the blend returns to 
producers from sales in fluid [mel surp] us markets are consistent with 
long-pcrioel snpply and demand expectations in the fluid market. 

VII 



VIII SUl\1MARY 

These pricing policies may, in some markets, have some effect upon 
the competitive relations among hancllers. Those handlers who re
quire relatively small pl'oportions of surplus miJk "would have to pay 
more for their milk Hum they c1ia when they pm-chased milk at a flat 
price. The competitiye position of such hancUers, whose scale of • 
operations is likely to be smalJ, would then be less favorable than 
before. 

The Price-Enhancing Ohjective 
applying classified pricing to enhance producer retul'J1S in city 

llliik markets is analogons (-0 discriminative pricing or "dlllnping" 
in international trade. Thc citv market is the sheltered "home" 
market where the proclucel's~ association has a measure of control over 
pricE'S. The markets for manufllcturecl milk pl'ocluds are the "for
eign~l market where prices are lowel' and are not significantly affected 
by milk which may be diverted from the fluid market, 

.i:Ln important difl'r.rellce betwecn classified pricing and the llOl'llllll 
case of price discrimination )n interl1lLtional trade is that marginal 
reV(,lllle fro111 sales of milk in surplus mal'kpts if) usually below margi
nal costs of production for producers supplying the city market. Thl:::. 
in combin[1,tlOn with 001et· factors, limits the successful appJicatioll 01' 
classified pricing to enhance producer returns abovE' normal levels 
over ,1.: prolonged period of time.. (The l1uugillal concepts are clE'
:::l'l'ibe(l 011 p. 36.) 

Demand responses to chauges ill milk pricc:s are likely to be more 
elastic over a long period tl'an ill l1.: short period. Short-period 
elasticity is likely to be It determining factor in the appmisal, by 
ofIicers of a producers' association, of the level of the Class I price 
which will maximize retul'l1s. Thus, the oflicers may try to obtain 
Class I prices "which "would hring inlmeeliate profits for milk producers 
[1,t the expense of an ultimate loss of fluid sales which ,\,onld exceed 
ex})ectations. 

OYer a perioel of time~ the supply responses in the market CtUlseel by 
rettu'ns to producers higher than economic conditions ,\'ould '\'lurant, 
,,'ould also tend to reduce the ach-alltages of applying classified pricing 
for this purpose. As the proportion of surplus rises, the blendretul'll 
io producers declines. The adoption of protective devices :for limiting 
supplies of milk are, in almost all cases, not completely effective. 
Supplies of milk for the fluid market do respond to higher prices, 
even though the response may be dclayccl. 

In the short rlll1, classified pricing can be effectively applied to 
maximize producer returns. Ilowevel', attempts to maximize pro
ducer returns by raising the Class I price and diverting milk to surplus 
classes are not likely to be pl'ofltable to producers in city markets over 
all extended time. The bcnefits of wlultever improvements in blend 
returlls may remltin a1'ter a prolongec1 periocl tenc1 to be dissipated 
by higher costs of proc1uction, including those cost) associated with 
higher lanel values. The ult.imate situation is that the high price of 
Class I milk remains, but the excess profits of opemtion are gone. 
Some producers may benefit from an increase in the capitalized values 
of thClr farms, but new producers coming on the market would ))ot 
share in this benefit. • 



IX SUMMARY 

The long-period consequences of classified pricing, applied for 
the purpose of maximizing producer returns, would be: (1) A de

• 
<:rease in the consumption of fluid milk; (2) an increase in the total 
supply of milk on the market; and (3) an intensification of efforts to 
slow down tIle rate of increase of supplies. 

The impact of this type of ltpplication of classified pricing upon 
the competitive relations among hancliers is of more consequence than 
when stabilization objectives determine rricing po]jcy. Handlers 
(typically small) with relatively high fluk milk sales are less able to 
compete with hancliel's ,,-hose proportions of fluid sales to tohll milk 
handled are substantially lower. In maTkets ,...-11e1"e milk for surplus 
uses is priced at Jess than :its value for such uses, this effect is 
accentuated. 

Classified priciD,!!" when apphetl 'with the object of maximizing pro
ancer returns also itl'('rts the markets for manufactured milk products. 
The additional quantities of milk diyerted from 1luid markets add to 
the supplies of milk available for the manufacture of butter, milk 
powder, evaporated milk, and other prodl1cts~ ,yith depressing effects 
upon the prIces of these products and upon the returns to producers 
whose primary business it is to supply milk to plants engaged in their 
manufacture. 

Institutional facto!'s lIlay i~l£luel1ce (he degree to which classified 
pricing is applied with the objectiye of maximizing producer returns. 
The sheltering a~pects of local health regulations (slow·jug tl1e flow 
of supplies from new sources) is an enticement to a high Class I price 
policy. Once thispolicy is applied. it may be bolstered by the creation 
of quota plans which tend to hold back the output of producers 
already on the market. Pl'oducers~ associations thern.:;elyes are organ
ized to obtain better returns for their members. Their officers are 
subjer•j ed to preSSlll'PS from lllt'lllbers to raise Class I prices to aCCOll1
p1ish this. During periods wlH'n farm pricE'S are falling because of 
broad economic factors. this pressure to protect prodncer returns by 
exploiting the 1110re slwltered fluid milk market can be very great. 

Dealer control oyer prices of fluid milk at the consumer leyel also 
causes a pl'eslUl1ptioll of monopoly profits in ,yhich producers seek to 
share through rai.sing the Class I price. This is enconraged in some 
instances by a rough balance of bargaining po"-e1' between the larger 
handlers aTid the pi-o[luce1's~ ol'ganizatjons. In such situations, mutual 
adyalltage at t im('s appears to lead to high Class I prices and low 
prices of milk for surplus ns(>s. 
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CLASSIFIED PRICING OF MILK 

Some Theoretical Aspects 

By EDMOND S.lIARRIS 

111ar7cet Organization and Oosts Branch, Mar'7ceting Research Division, 
AgriculturcilMarlceting Service 

INTRODUCTION 

Prevalence of Classified Pricing in City Milk Markets 

Classified pricing is the prevalent system by which farmers sell 
milk to handlers 1. in city markets. Under this system, handlers pay 
different prices for milk in accordance with the manner in which they 
use it. 

Organized dairy farmers introduced this system of pricing in sev
eral markets near the close of the First Wor1cl War. It came into 
widespread use, especially in the large eastern markets, during the next 
decade. The growth of producers' bargaining organizations has been 
closely associated with the development of classified price plans. Eco
nomic necessity impelled dairy farmers to organize, and Federal and 
State laws encouraged them to do this. The Capper-Volstead Act, 
passed by COllgI'ess in 1922, was important in tIns respect. It resolved 
any doubt regarding the right of farmers to unite and act throuO'h 
cooperative associations in handling or marketing their products with
out violating the antitrust laws (38, p. 25).2 Today, classified pric
ing is the typical method by which milk producers sell their milk to 
handlers, not only in all of the very large city markets, but in most 
city markets whose population6Xceeds 50,000. 

Conflicting Interests Involved in the Application of Oassified Pricing 

Classified price plans in fluid milk markets have been the subject of 
sharp controversy. They have been attacked as monopoly devices to 
raise prices of mille to consumers, as a means of giving unfair advan
tages to some milk distributors and penalizing others, as a factor in the 
creation of surpluses, and as a factor in depressing the prices of manu
factured milk products. They have been as staunchly defended as an 
essential device for the protection of producers, for the promotion of 
orderly marketing of mHk, for the protection of city consumers by 

1 Throughout this report, unless the context limits its meaning, "handler" is 
used a."3 a broadly inclusive term to cover ,a milk distributor or a milk processor of 
any kind. 

• Italic numbers in parenthesis refer to items in Literature Cited, page 104. 

1 
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assurin~ adequate suppJies of safe milk, and for assuring fair and 
equitable pricing of milk to distributors. 

The controversial aspect of classified price plans is related to con
flicts of interest which are involved in their appJication, Farmers 
who are members of a particular producers' organization may find 
their interests aclnrsel,r ::dJ'ected by pricil1g policies advocated by 
other producers ,dlO either belong to another producers' organization 
or to none. Handlers ,,,ith diiIerent kinds of operations also may find 
themselves at odds oyer the prices to be charged for milk in the different 
use categories, . 

The interests of consmners in a fluid milk market 3 are affected not 
only by the price which producers may charge handlers for milk 
which they resell as bottled whole milk, but also by the prices charged 
for milk sold in the form of cream, flavored milk, buttermiUr, and 
other products. Because families do not conSllme these items in the 
same proportiOllate amounts, their interests may conflict when the re
lationshi p of prices of milk for different uses is dUUlgec1, 

Intermarket and illtel'l'egional conflicts of interest among dairy 
farmers or among hanc1kl's may arise out of the pricing policies car
ded out in fluid niilk markets. Thus, we hear of protests from organ
izations of l\Iidwestem tl::t.iry farmers against n.llegecl diversion of milk 
from city markets to their manufacturing markets. Similar allega
tions of diversion are at times made by prod ucers or handlel's in one 
city market vdth respect to themiJk in a neighboring city market." 

In addition to these issues arising from· conflicts of interests oyer 
tlH~ effects of classified pl'king policies, there are certain problems 
relating to long-period considerations. :Most important of these prob
lems, from the point of view of directors of a producers: association. 
is this: To what extent are pl'icill~ policies w'hich "in enhance the 
returns of members O\-e1' a perioLl of a few years consistent with pric
ing policies which will advance their interests oYer a decade or several 
decades ~ Where the two pricing poUcies nre Hot consistent, to what 
extent should they Jollow one p<?licy or the oiher? 

Because goYerJ1l1ll'ntal agencIes, Federal and State, ]uwe as;;Ullll~(1 
price-determiniJlg f1Ulctions in most of the larger city marh"ets: the re
sponsibiljty for l'esoh-i.llp: conflicts of interests rests largely with tllem. 
These agencies must, therefore, bear a considerable share of rpspon
sibility for ,Yeighing short- and long-period considerations with re
spectto pricing policies, as they beal' on the \yelfare 0-[ producers in 
a p<'lrticular market, on the broader we]fare of milk producers gell
erally, on consumers anc1 handlers, ancI ewn on other segments of 
the economy. 

Scope of Present Study 

Two aspects of classified pricing which are a part of our theoretica1 
framework are: First, its function as a stabilizer of producer returns, 

• In conformity with prevailing usage, the term "fluid milk market" is used in 
this report us synOJlymous with "city milk market." Althougb handlers in a city 
milk market normally rpspll most of (hI' milk from local dairy fm'mers in l1uid 
form, part is sold to city consumers in the form of fluId cream, cottage cheese, 
or other perishable products, and part may be made into butter, cheese, or 
nthpr manufactured milk products for resale locully or in other markets, 

'Diyersi.ons of milk between city markets ure, in part, related to the type ot 
pooling arrangements used in conjunction with the classified prIcing plans (see 
P, 32). 
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CLASSIFIED PRICING OF MILK 

and second, its function as a device for enhancillg producer returns. 
Earlier economists who studiecl the origin of classified pricing em
phasized the first of these functions (16, pp. 29-31). Later econ
omists, viewing classified pricing as a form of price discrimillation, 
have been inclinecl to minimize or ignore its function as a stabilizer of 
proclucer returns and to treat it primarily as a device for enhancing 
producer returns (9). 

The present study of the theory of classified pricing is predicated 
on an acceptance of the :f'act that both of these flUlctions of classified 
pricing are operative. Pricing policies in a market, formulated by 
actual people in industry and government lUlder real conditions, will 
incorporate these functions in varying degrees at different times. For 
the purpose of theoretical analysis, it is necessary to isolate the two 
fmlctions, although, in practice, it is extremely doubtful 'whether 
classified pricing policy is eyer influenced entjrely by either objective 
to the exclusion of the other." 

In examining the application of classified pricing as a device for 
enhancinO' producer returns, the present study is concerned 'with 
some of tfle special clmracteristics of milk marketing which may limit 
such application. Closely associated ,,,ith this is emphasis llpon the 
tjme element. The analy~is, in theoretical terms, of long-period con
sequences of differellt sets of pricing policies is not a happy task for 
an economist. It hwolyes the assumption that conditions afl'ecting 
supply and denuUld are stationary o\'er such a long period of time 
that the theoretical reasoning may seem to be cal'rie'd out ll11Ller con
ditions of hothouse artificiality. Our justiiication for doing this is 
that economic reasoning about immediate eJIects only is of limited 
value as a guide to people faced with practical problems. These prac
tical problems always do haye a time dimension ,,,hich the people 
concerned have to consider hI determining policy. A director of a 
producers' association is not satisfied to lmow that returns of members 
can be increased by foUo'wing a certain price poliey. He -wants to 
know ",bethel' the benefits 'wi]} be lasting or ,yhether the policy may 
set in motion changes in supply and demand ,yhich may have an Ull

stabilizing eIrect 011 the market for the association's mDk. He is also 
interested in any tendencies oyer time , .. hich may disturb relationships 
with handlers or with producers in other Hr'lTkets. 

In considering the long-period implications of pricing policies, cer
tain assumpti01ls -which are usually appropriate fOT the short-run 
situation haYe had to be reexamined. Most important of these, per
haps, is that relating to the nature of the response of consumer de
mand to changes in l)l'ice for milk in fiuicl form. A high degree of 
inelasticity of demand with respect to price cha11ges is generaHy ac
cepted by economists for "n~rmaF' rt~Jlp:es of pri(~e~. Although care 
is not ahmys taken to speCIfy the i-act, short-penod responses are 
almost always lUlder consideration when this assump60n is Jnade. 
The fact that -we haye not accepted this assmnption of demand in
elasticity as a workable assumption for long-period analysis may seem 

•Marshall observed that "pure elements are seldom isolated from all others 
by nature either in the phySical or moral WOdd," and that it is the task of the 
economist "to follow the exalllples of the chemist wbo seeks for the true prop
erties of eacb element" while dealing witb substances wbich contain admixtureil 
of several elements (23, pp. 421-422). 
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to mark a point of drastic disagreement with the work of other econ
omists in the field. The disagreement is, however, more apparent 
than real. It is due to the length of the time period under considera- • 
tion in the present study. 

Plan of This Report 

The chapters of this report which follow may be grouped in four 
parts. The first part, comprising the first three chapters, deals with 
historical and institutional aspects of milk marketing, to provide a 
framework for the later analysis of classified pricing. The second 
part, comprising the next four chapters, is an analysis of classified 
pricing as a form of prjce discrimination. Chapters IY, Y, and YI 
deal with its application to enhance producer returns. Chapter YII 
deals with its effect on the margins of handlers, including producer 
associations as handlers. Although the time element is brought into 
the analysis in this part, particularly in relation to the question of 
demand elasticity, this aspect is left 1argely to the third part of 
the report, chapters YUI andL~,where the tendencies and long-period 
consequences of applying classified pricing with different policy ob
jectives are analyzed. The analysis to this point was carried out with 
the assumption that market-wide pOOllllg was used in conjunction 
with classified pricing. In chapter X, some effects of classified prici:ng 
with association pools and llldividual-handler pools are discussed. A 
few further observations are made in the final chapter with respect to 
collective bargaining, governmental regulation, and the difficulties 
of measuring monopoly pricing. 
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CHAPTER I.-CONDITIONS CAUSING HIGHER MILK 
PRODUCTION COSTS IN CITY MARKETS THAN IN 
MANUFACTURING MA.RKETS 

In the course of their development, each of the numerous city milk 
markets became seperated, to some degree, from the broader markets 
for manufactured milk products. These developments also created 
higher produc60n costs for farmers supplying these city markets than 
are incurred by farmers supplying milk for manufacturing uses. But 
the conditions of milk mal'keting are such that fluid milk markets and 
milk product markets continued to be interrelated in certain importmlt 
economic respects. This situation has created problems of price insta
bility for suppliers of city markets, as well as opportunities for them 
to enhance their returns, at least on a short-l'Ull basis, through the 
practice of price discrimination. 

Increase in Size of City Markets 

Small communities usually obtain milk for their fluid needs from 
farms located close to the city. This was true during the early history 
of most of today's large cities.a When these cities were sma11, some 
producers also participated ill the distribution of milk (and some
times cream and butter) to homes of consnmel'S and to retail outlets. 
These producer-distributors, in direct contact with consumers aDd with 
neighbol'ing farmers, provided [t direct link between producers and 
consumers. :Most farms were ul1specialized, and any seasonal excess 
of supplies ,,·as made into butter and cream for fal'm consumption or 
used as whole or skim 111i1k in feeding livestock. 

As cities grew in size, the extent of the supply area also expanded 
and city consumers had to rely upon farms more distant fl'om the city 
limits fol' tlleir 8upp1ies of milk. The producer-distributor temLed to 
be replaced by firms specializing in the business of distributlllg milk. 

Zoning of Supply Areas 

The relative bulk and greater perishability of whole milk as com
pared with cream, butter, and other milk products cause supply zones 
to become differentiated. As the size of cities increases and supply 

• In some areas, this is not true. Improved means of moving milk long dis
tances, coupled with pasteurization and other SUllit:uy requirements as well as 
other factors, sometimes make it mutually advantageous today for small cities 
and towns to be served by a distributor whose primary operation is in a market 
some distance away anli whose source of supply is nearer 'to that market. Thus, 
a report on outer-J)larket distribution of milk in paper containers states: "In the 
North Central Region, outer-market shipments of milk in paper containers have 
become comlllonplace. ~'his has increased the amount of oYerlapping in markets 
for fluid milk. Separate and (listi!l~t markets for packaged milk have practically 
disappearell." (25, p. 7). 
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areas for fluid milk expand, this differentiation of zones becomes more 
definite. Transportation costs become a more important factor in 
the economics of milk marketing. Fluid cream, though less bulky and 
perishable than milk, is not as concentmted as and does not have the •storage qualities of manufactured milk products. Thus, the city 
draws its supply of fluid cream from a zone somewhere between its 
supply zones for milk and for manufactured milk products. 

A high degree of regional specialization has developed TIl the pro
duction of butter, cheese, and other manufactured milk products 
which are easily stored and whose cost of transportation is small 
in relation to their value. The entire country constitutes a single 
market for each of these products. Technical changes of a far-reaching 
nature, in the receiving, storing, a,nd manufacturing of milk products, 
have encouraged regiona,l specialization in the production of such 
products as butter and cheese. 

The lines of demarcation between competitive zones of supply fol' 
a city mille market are blurred by practical problems of equating 
supplies of milk with consumer requirements.7 The seasonal swings 
of supply, common to most markets, are most spectacular. There a,l'e 
also contimlOus, though less spectacular, fluctuations in both supply 
and demand. There is a further problem involved in equating the 
two components of the milk supply, butterfat and fluid skim milk, 
vdth the total of each of these purchased by consumers hI the form 
of whole milk or of other items which distributors require from the 
milk supplied by local producers. Thu!3, in a market where local 
producers supply milk of a substantially higher butterfat percentage 
than distributors se1l to consumers in fiuid form, there may be a 
considerable excess of cream which is more 01' less a byproduct of the 
local milk supply. 

The way in ,yhich differences in transportation costs for milk, in 
the form of whole milk, cream, and butt0r (taken here as representa
tive of manufactured mj]le products), tend to create supply zones 
has been sometimes illustrated by concentric circles with the city 
market as the center, as in figure I-A (5, p. 154, and 9, p. 20). Dis
tance is not, however, the only factor affecting the cost of bringing 
milk to the market. Actual transportation costs depend on the ac
cessibility of farms to highways and rajlroads. Also, such factors 
as topography amI soil conditions affect the intensity of milk pro
duction in different parts of the area and thus in{1l1ence the boundaries 
of the zones.S For purposes of a, very simplified abstraction, ho,\"ever, 
the concentric circle diagram is valid for a cHy market which meets 
two conditions: (1). It is located in a dairy region where the normal 
production of mme is more than sufficient to supply all the require
ments for milk and milk products of jts population,9 and (2) its 
supply zones are not disturbed by the prices which other city marl\:ets 
might pay in the vicinity. 

1 Bredo and Rojl{o, in "Prices cud Milksheds of Northeastern l\Iarkets," discuss 
the complexities involved in defining milksheds (1, ch. YIII). 

• Nonprice elements also are involved in buying practices of milk plants (12,
pp. 29 ff). 

• Such a region is sometimes referred to as a "surplus dairy region" in contrast • 
to a "deficit dairy region." 
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T"rf!~ IIIusfrafiveSituafions 

RELATIONSHIPS OF SUPPL YZONES 

FOR MILK, CREAM, AND BUTTER 


1 - A 1-6 1-C 

NEG • .uU-S1(9) AGRICULTURAL MARto:fTlHC SE'RvlCfU. s. DEP .... RTMENT OF .A,GRICULTURf 

Figure 1. 

For other city mu,rkets, the effect of differences in tmnsportu,tioll 
costs for whole milk, creu,m, u,nd milk products may be to create gaps 
between the creu,m and butter zones or even between the milk and 
cream zones, as shown in figures 1-B and I-C. A gap between the 
milk and cream zones, for example, indicates that the supply of milk 
r.nd the effective demand in the market are in balance at a price which 
will provide a return to producers at the outer edge of the milk zone 
which is higher than they could receive for milk delivered to the 
market as cream priced in competition with more distant som'ces of 
supply. 

",Vhether the supply zones are contiguous or whether ~u,ps exist 
between any of the supply zones will affect the structure 01 values of 
milk in the city market as related to the distance at which it is pro
duced or assembled. Figures 2-A., 2-B, and 2-C indicate the prices 
offered to producers, f. o. b. farms, at different distances from the 
market, in three cases analog. 'lS to those of figures I-A, 1-B, and 
I-C. Theoretical price offe' lor mill.: for fluid milk, cream, and 
butter uses are l'f~"presented :;,. 'mes PmPm, PcPc, and PbPb, respec
tively. Only thd parts of these lines which are effective in their 
respective zones are solid. 

It can be seen from figure 2-C, for example, that under the given 
conditions of prices at the market and t:.::.msportation costs for whole 
milk, cream, and butter, no producers are found just beyond the fluid 
milk zone (160 miles) who sell milk iJr use as cream for tIle market. 
Its value for use as whole milk in the market is greater. The line 
PcPc extended to the edge of the milk zone, is below the line PmPm. 
The fact that there are no fftl'mel's in the zone from 160 to 310 miles 

4Mriri~ri8--2 
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who supply milk for use either as .millc or as cream in the market 

indicates that other markets are more attractive to them. These 

may be other city milk markets or, if a city market is somewhat iso·· 

lated in a deficit dairy region, the more attractive markets may be •. 

almost entirely for farm products other than milk. 


Under competitive conditions, extra costs of producing milk in any 
part of the fluid milk zone of a city mal·ket will tend to offset an}' 

Related to Distance frr:m City 
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price differential which producers may receiYe, f. o. h. their farms, 
over farm prices recei7ed for mj1k of equal quality produced in more 
distant parts of the fluid milk zone or in regions producing milk for 
manufacture. If this were not the case, "there would be a continual 
state of disequilibrium of retlU'l1S all capital invested in the dairy 
enterprise in different parts of the fluid milk zone or between the 
fluid milk zone and the manufacturing zone.10 

Factors Causing Higher Costs 

This tendency lUlder competitive conditions for higher costs to 01f
Fet the differences in the prices received by producers within a fluid 
milk zone of a city market and the prices received for milk of equal 
quality in manuiactlU'ing regions is operative regardless of whether 
or Hot the zones for fluid milk, cream, and manufactm'ed products are 
{·(llltiguous. The high cost of transporting \,hole milk opernJes as an 
economic incentiYe to attract dairy entel~prises close in to the city. 
This tendency creates a greater intensity of dairy enterprise in the 
vicinity of the cit\"' HUUl ~here would be if the market for whole fluid 
milk were not there. 

If the city is located in a l'l'gion poorly suited to dairying, the extra 
('ost may be consic1E'rable. EYen in a region such as the Northeast, 
where conditions are in many respects "'ell suited to cbirying, the 
ltIlusual degree of urbanization tends to encourage a greater intensity 
of milk production tlum would otherwise take place. At the same 
time, the concentration of industry and the competition of various 
specialty crops, su('h as vegetables and fruits, which are also attracted 
to areas clos\i to city markets, tend to create extra competition for 
factors of production, especially land ancllabor. 

The more important factors which may make for higher costs of 
producing milk in fluid milk zones, over costs of producma milk of 
<,qual quality in regions ,.,here milk is produced primarily for manu
facturing outlets, may be summat'izecl as follows: 
1. 	 [/nsuitaoz7ity of land. In the vicinity of some cities, the topog

raphy or soil conditions :u:e far from ideal for dairying, but the 
land is u:::ec1 for this purpose becn.use it is close. to the city market. 

:.!, High c{)..,f of land. Cost of land, in proximity to city markets, 
may be high because of competition among dairymen and by those 
who would use it for n.lrernati.,e farm enterprises or manufacturing 
industries. In some 10P:.\tions of thp fluid milk zone. suburban 
residential usprs enter into ('ompetition for farm land. Higher 
taxes are n.pt to a('compn.ny higher ll'lnd values. 

:}. 	 un,ndtability of climate. In some parts of the cQuntry, the climate 
is a factor operating to nlise production costs in fluid milk zones 
of city markets. In parts of the South, for example, the tem
perature is considerably higher than optimum for milk production 
during the summer. In other sections of the country, an arid 
climate presents special problems of raising feeds and watering 
livestock. 

10 A. condition of (lil'l'!}uUitJrinm muy, (If course, be brought about by ,factors 
which restrict the free r,lay of competitive forces, such as restrictious set up 
uy city health departments or others on the entry of new producers to the 
tluid market or upon the free movement of milk from outside the supply zone, 
or by the establishment of arbitrary prices within the fluid milk market. 

http:a('compn.ny
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4. 	High labor costs. Labor costs may be high because of alternative 
employment opportunities near the city. 

5. 	 The intensity of dairy enterprise. This is encouraged because of 
proximity to the city market, and is an element which affects all 
of the factors cited above and is itself a factor tendin~ to raise 
costs of producing milk close to the city. The price dIfferential 
received by producers for the city market over prices received in 
regions producing milk for manufacture tends to bring forth addi
tional supplies of milk, especialJy from those farms quite close 
to the market where the prices received for milk are not appre
ciably reduced by deductions for costs of transportation. 

Not all of these factors are operative in all cases. For example, land 
and climate may be excellent for dairying in the vicinity of some cities 
but the higher cost of land close to the city and factors involving 
greater intensity of milk production will tend to raise production costs. 
The 'way in which city demand for milk increases the output and cost 
of milk may be mustrated by the use of conventional supply and 
demand CUlTes, as in figure 3, where the line ss is the schedule of 
supplies offered by producers in any part of the fluid milk zone at 
diffarent prices at their farms, and the line dd is the schedule of 
demands at these l)rices for milk for manufacturing uses. The de
mand curye tends clowmmrel from left to right, indicating some 
response to price at all points, and the supply curve tends upward 
fro111 left to right, reflecting higher costs associated with more i11
tensiye production in the area. City consumers, in order to attract. 
these supplies, must outbid manufacturers of dairy products by offer
ing higher prices as in el'el'. The curve cl'd' cuts the supply curve ss 
at a lugher point and to the right of the point where dd cuts ss. In 

In Any Part of Fluid Milk .zone 

E'FFECTOF CITY DEMAND 

ON MILK PRO.DUCERS' RETURNS 


y 

s 
d' 
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U. S. DEP,A,RTM<EHT OF AGRiCULTURE 	 "GRICUlTlJRAL MARI<ETIHC SEftVICE •Figure 3. 
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our illustration, thi.s would mean that the city demand creates a 

• 
higher price for milk at the market and that this higher price induces 
a great-er output of milk from farms in this part of the supply zone. 
Under competitive condi tiollS, the marginal cost of this expanded 
supply would exceed the marginal cost of the smaller supply by the 
difference in price. 

A further element closely akin to a, greater httensity of dairy enter
prise in supply areas for city 111tlrkets is the effort made to decrease 
seasonality of productioll. EYen where lL city is located in a surplus 
dairy l'egioll) farmers in the fluid mUk ZOlle are urged by Owir dis
t ributol's. and are e11eolll'tl!.!ed bv the manner in which retur.JlS are 
apportioiled lunong theil!, (0 bl'iilg- their production of milk during
the fall and winter more elosplyinto line "with production during the 
spring and summer. This usuaJly ilwolves more costly feeding of 
CO'YS because of the llPcessily of raising and storing additional feed 
erops or purchasing JC'P{ls 10 sllPplement those raised on their own 
farms (926, p. 17). 

Development of Sanilar'Y Requirements 

The growth oJ cities anll (.he necessity of bringing milk Jrom longer 
dista,flces has required ill!pl'(wed pmctices to maintain the quality of 
milk from farm to COllsnm('J'. The moyel1lent to,,'arc1 impro\Tec1 pL'ac
tices has been hastet)('(l by advances in medical seienec ,yhich found a 
causal relation betw(,C'1l 'the presence of' cprtain micro-organisms in 
milk and outhreaks of Y:ll'iollS diseases, This has led to requirements 
for pastemization oJ milk and to a ]lumber of other public health 
measures applied to producers. hallll'l's, and city handlers, some of 
which have had an illfluence 011 the economic strllcture of flllidmilk 
markets. 

City and State milk eodes and the activities oJ public health officials 
have afl'ectecl the protluetion of milk in Ole following ways: ([t) By 
increasing the size of ilwestment reqllired by :1"11'mers to produce milk 
for thef:luid market and necessitating specialized types of farming 
practices for the protlue( ion of h igh'.:qualit.y milk. and (b) by de
termining which farms \\'ould be permitted to supply milk for usc as 
whole milk 01' cream in the market. The trend toward higher qualily 
standards :1'01' milk in city markets has also been promo'ted by luU1
dlers and by prodncers' associations. The activities of ('ither o:f these 
haye had the same ell'ects on the production of milk :1'01' the market 
as luwe simihr activities o:f public health agencies. 

Milk codes mny influence the size of illYestment required by farmers 
supplying city markets, by specific requirements Jor const.rnction o:f 
barns, 111ilkhonses, and certnin types of equipment, and by setting 
standards for bacteria connt, cleanliness, and temperature of milk, 
which, in practice, can be met. by most farmers only with a. certnin 
minim Ulll investment in add i ti onal facil ;.ties. 

The extent to which local or State authorities ma,ke mandatory 
their requirements Jor particulnl' types of buildings and equipmenl' 
varies considerably umonp: city milk markets. For example, the milk 
codes of some cities gi ye the prodncer considerable discretion in de
termining the type of construction of a barn or milkhouse. ,)Tash 
vats and hot water are not required by some city codes, In cities 
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with milk ordnances which follow the recommendatjons of the U. S. 
Public Health Service, suggested dairy barn and milkhouse plalls 
provide minimlIDl recommendations. Two-compartment 'wash and 
rinse vats, water lleating facjlities, and utensil storage racks are re- • 
quired for the millmouse. Other requirements relate to such facilities 
as toilets, water supply, and cleanin~ and sterilizing equipment. 
Some cities go considerably beyond the .t'ublic Health Service recom
mendations in setting out detailed requirements. Detailed speci6ca
tions and blueprints for the dairy and milking barn may have to be 
followed, including dimensions of barns, stanchions; stalls, and fet'd 
and litter alleys. Separate entrances to milkhouses (if attached 10 
the barn) may be required. Steam or hot water sterilizH,tion lwd 
mechanical cooling equipment may be required (13). 

Aside from special eqllipment needs, farmers producing for city 
markets frequently follow more specialized and more costly practict's 
than those usually required when milk is produced for manufacturing 
uses. This is brought about either as a direct result of proCeclUl'eR 
and practices written into the milk codes or other rules enforced by 
pub1ic health authorities, or becn,use farmers .find it necessary to do 
certtlin things to produce milk meeting the stancltu'ds for bactel',ia 
count, cleanliness, and temperatlll'e required by their codes. As ill 
the case of investment in specific tYl)es of buildings and equipment'. 
the codes of different cities yary considerably in the degree to whirh 
they permit inclivic1ual farmers to c1etermine the procedures necessal'Y 
for producing quality mille 

Effect of Sanitary Requirements Upon Size and Specialization of 
Dairy Farm6 

The immediate effect of establishing higher quality sbmdards for 
mill;: in any market is to raise production costs for many :f'n,rmeJ'~. 
Some farmers who have aJreac1y been producing milk of the required 
quality and ,yhose farms are already equipped a.ccording to the 1le\\' 

milk code may have no additional cost. On the other luwd, othpl' 
farmers win have to invest in new equipment and chan,ge theil' 
methods of dairying, which wilJ result in higher costs per un.it of out
put if their scale 6t operation l'emains unClumgcd. Some farn1t'l's 
will be unwilling or unable to meet the new requirements, Rnd milk 
from new producers or additional output from old producers, 01' 
both, will be necessary to meet the requirements of the market. The 
immediate result of all this is higher marginal costs of production fol' 
the city's milk supply, requil'inp: C'ol'J'eRpol1Clingly higher prices to 
attract milk to the market. The process by W11ic11 costs and prices are 
related to the decisions of individual pro(lucers has been described by 
Black (5, p.163) as follows: 
* • • dIfferent I)roducers will have different reactions to the job of meetill~ 
the standards, determined by the kind of herd aud equipment they Imv"', 
their available capital for lllaking the improvements called for, the supply of 
family labor a vuilable, the degree of dependence upon dair)'ing as a source 01' 
income, and perhaps more important than all else, upon their equipment of 
aptitudes and psychological traits and attitudes, The amount of this dif
ferential will need to be just high ellong'h to llIeet the resistllllce of enough 
produ('ers to supply the dty's demand fOr milk :lnc1 cream of theSe standarc1i'i 
at the higher prices I'esultill~ * * * '"e 
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Common responses of mill\: pl'ouucers to the costs of meeting higher 

• 
:::anitary standards are: (a) To increase tll(>. size of their herds, and 
~ b) to become more specialized G" .i'y farmers. By these means, they 
are able to minimize the adclitiollltl cosb" on tt unit of output basis, of 
producing milk under the ne,Y requirements. Dahlberg et aL, con
ductors of a sun'ey of city milk codes made by the National Research 
emmell, noted that an apparently simple re(luirement for a wash vat 
and hot-wttter heater might be serious to smull producers. It im-olves 
not only the purchase and installation of this equipment but also 
the problem of maintaining a suitabJe temperature in the milk bOllse 
{llu'ing the winter for washing utensils.. ~\.. number of such producers 
!!lLlst choose betwl!l'n dropping out of the fluid market or incl'easing 
the size of their hE't'tls sufficient Iy to justify the additional expense (13, 
p. :3G). The authors of the Cotlm:ir!:l report noted also tha,t the 
fanners supplying milk for tht" eitip::, of \\:-a::;hinp:ton, Birmingham, 
nl1l1 Sacramento hall eXt'ept"iollnlly l:u'ge hen1s. They suggested that 
this nmv lUlXe been "bee<Ulse of the (letuill.'d. rigid regulations which 
l'equit'ecl so llllV'h illvestment in huiltlin!!s amI P{lUipment that II large 
output of milk ,vas ne('l'ssary to yieltl a pt'Ofif' (N. p. 43). 

The relntion.'5hip between sunitary re(ll1in'ments and c'osts, and the 
dtect of sanitary requirements upon tIlt' <;('a1e of dairy farms~ is i1
lltstl'llted by the hi;-::torv of the :-;t. LOllis milk market during the veal'S 
inunedinteiy 'follrrwing the ul10ptinn or :t new milk onTinan(:e on 
Decemher 1;'), ID:lG. 

Beforr l~1:}.j, there \vas lin1p enrnl'i't'lllPnt of l'P!!uhtious l'l.'latin2: 
to farms supplying milk tc ~t. Louis :md new proc1uI'ers eould enter 
till' market without Ltrrn ill"prctil)l1 {.r l'P,!!i.stration ,yith the city 
health IlepartllHmt. In l't'spol1 . .;e to pltbli.· {'l'itil'i~lil of the qunlity of 
the milk snpply. :t "olllPwh:lt "troll:!;>l' milk ordinnll('e was passed in 
X a.-ember l!i;}f nnd. in net'ember l!):~r:, n st:tml:trd milk orclinance, 
a" l'peonunelldeil by the r. S. Pllbii,' II"ald, :-;erviee. was allopted and 
fands were appropriatrd for ito: Pldol'o'PrIlrnt (Hi. pp. 55-51). 

IIl_l!);H. thpre 'Wl'rt' n littl.· flU}!"!> than 1:2.111111 produeers supplying 
tltt' St. Louis market. By UI;;I~. aftel' the first efforts to raise stand
:,1'. 1..; throll~h fl Ill".\' nr.lill~'IH'r. t l,t' nm.lhl'l' of pror1uI'ers had fallen 
to nbout 11 I.IH HI. _\ ftf'r the pas'::l!!!' of the ,.;randard onlinance and a 
tightening of enfOl"·Pllll:'llt. tlw 'l:nnh"l' of proilul'prs dedined raricllv. 
:lwl by 1!)!38 tllPre wpre lpt-'s th~!lI ;.,111111 ~upplyin~ the market_ Ry 
I!I.j,O, only a.1ittle more than }~I1I\P 'WI'l' It>ft (]i;, p. :24). 

Smaller producers were h~lr,l!':-'t iii! bv thp new regulntions. Pro
dlH'E'l'S who rernaiur.l on tln> lil;ll·kN (.,r will) putered the market tended 
to maintain larger her,15 to T'1'.lnc(' l'Il".!::; of productiGn per unit, or 
ol1tpnt. In 1!1:1f. tn·,'t':l:!!' I",·"ipt..; pn' rn'o • .llt('P[· were D7 ponnds a clay. 
Hy 1930. I'p,',\ipt~ 1)('[' [,1'1)' lll""r It:H1 Ill!)!'e [hur doubled, 3:veTa.!!ilw 
I~D .pound~ a .lay. Thi~ dii\\:ml trpwll'ontinnerl, ancl by l04D. claily 
r~celpt:'i plll' prOi h,,'p,e H \ (Inl:!,pd .:ltl() pouwl::: a day. or more thnn :3 
tImes till' :lXPl'n~p hpJ-m'I' t1,p orilu.nn,·I':'l W<:'I'(\ nrlopted (15, p. 24). 

EtTt>el of Sanitary Rl.'quirt'ments Upon I\Johility of Produ('f'I'" 

• 
.\. rlistiJwt ehnra'·I!'ri..;ti!' elf thE' historit':d dprf'lQpmenr of ('tty .lllilk 

IJHlrkf>t::; hn~ hpl:fl tlll' f[(·,-lill!' in nbilit~" of milk 1'1'011w'er'1 to change 
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easily between fluid and manufacturing markets. Two aspects of this 
decline in mobility have already been discussed: (1) Higher costs of 
milk procluction on farms, rehtted to their closeness tG the city 
market; and (2) the existence, in many cases, of territorial gaps be- •• 
bveen a city's fluid milk (or cream) supply area and the specialized 
regions ,,"here mmmiactured mille products are made.u Sanitary 
requirements of city nillk markets are an acltlitional factor in reduc
ing the mobility of milk producers between fluid and manufactured 
mIlk markets. 

Figure 4 shows how requirements for special construction, equip
ment, .and procedures for farms sup'plying city markets, and the COll
sequent increase in cost of productIOn, SIze of farms, and degree of 
specialization of the dairy enterprise, restrict the ability of the op
erators of these farms to divert their output from the fluid mille to 
the milk products markets ·without incurring financial losses. This 
illustration applies to a fluid milk market where supply zones for 
fluid mille, cream, and butter are contiguous. Except for costs of meet
ing s!uritary requirements, the price structure lI"ould be similar to that 
previously shown in figure 2-A. In figure 4, it is assmned that these 
costs are 50 cents a hmlclred pounds. The price of mille at the market 
will be $4.50. Producers at the outer edge of the fluid milk zone who 
have equippecl their farms and are canying out the procedures re
quired to produce f01' the fluid market are receiving 50 cents per 100 
pounds more than their neighbors ·who are producing Imapproved 
mille for the cream market. :Most of this price differential ·would be 
lost if the milk of such producers was either yoluntarily or invohm

11 Opportunities for relatively easy movement by milk producers between 
fluid milk markets are open in cases where the huuling aucl assembly operations 
of City milk supply areas overlap. 

EFFECT OFSANIT ARYREGULATIONS 

ON MILK PRICES IN SUPPLY ARE,A 
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taril v eliverteu to the cream marketp The same loss of differential 

• 
woui'd be added to the losses of all producers closer to the market. If 
the sanitary requirements applied to milk used for fluid cream as well 
as fluid milk, the ]inC' J>C'Pc wonld be raised by;)O cCllis and the decrease 
in mobi]jty .between producers fot the city market and producers for 
mallufactm'lllg u~es "muld extend to the outer edge of the cream ZOlle, 

The more costly the requirements of the city market, the .greater 
will be the difrerential, applied to the price or milk at tlle market, 
which 'will be reflected throughout the Hui(t milk supply zone. If 
t he requirements apply to mill;:" used in making cr('alll, it will continue 
to be l'eJit'ciecl across the C'l't'nm ZOIl\,. "'hpllwJ' or not that zone is con
t iguous ,,,ith the fluid milk zone. . 

Relation of Health Authorities to Sourees of Supply 

Health authorities may either limit the area within "'hich farllls 
can l'ecei \'C:\ permits to supply milk for thE' market 01' mny restrict 
the importation from othcr markets or supplemental supplies of milk 
or comptll'able quality. Th('se policics llltly 1'tu'tltE'1' affect the Pl'iClll!!; 
stl'uetm'('s and I'll(' ('conomic relationships ill till' mnrkd's tUiclee thC'i\' 
j urisdiet iOllS, 

Limiting the art'u ,,-ithin which JarDls may l'eepiYe permits hu'l 
takE'll YariOllS -JOl'lUS. In SOHlE' cit'it's. hl'nlth authorities set n certain 
nl1111bpl' of miles from the city as lhe Illtlxinllllll (lishmce the\' wm sewl 
Lll'lll .illSj)('ctO}'s. In other ('ilies, the ~hltp line lllUY rel)resent thp 
:tl'bilrnry hOllndary of pnrt 0:1' the supply lll'Ptl. In the XOl,th0nsL the 
(':lnnclian bOl'(I('l' is th(' out('1' biHl1ldan' of snpply tn'pas rOl' New York 
and X ew England citic's. ' 

Scyeral consequC'l1cC's Jollow fro1l1 this r('strienon of l'llC £upply 
nrea.13 The shape or thE' 11101'e 11atuml ('ompef'il'i\'c supply area may 
be distorted, as illustrated in figl1l'e 5. As p<lr[: or the Jlatural supply 
area. is cut. oir, It depletion of supplies leads to sOl11('what highl't' prices 
which induce producers in the reJllainclt'l' or the supply area to in
tensify theh' procluction (111(1 which attract new producers at parts 
or the outt'J' boundary or the supply area. \"hel'p expansion is ])('1'

lllissible. Marginal costs or thi,:; tldditional supply f. o. b. the cit), 
market are somcwhat higher. This has the l'ffee[" oJ l'('ndel'jng all 
supplies ror the fluid mill;: llutrkE't 1(,S5 mobile in l'('lntion to supplies 
for the markets for lllltllUi'nctul'('cl milk products. Beyond the 
boundary where part of the lUlturul stlpply 1U'('lt is actllul1y cut oIl', 
::lupplies are completely il1l1l10hiJized because thl'rc can bE' no responsc 
of sllpplie!:1, no mnUl'/' how aitTadiw' market· pl'i('('s lllay be, 

The prohibition against importation of milk 01' cream from other 
fluicl.lllarkeh:; or from othel' plants llHndling milk and Cream of com
pm'able quality has similar ef)'rctc;, Thl' supply l11'r[l. for the market 

" Presulllably in some cases a small part of the loss of the price cUJIerentilll 
would be cOUlllellsll ted for b~' cost reduct ions in operatiug 11rocedures, as distinct 
from special construction !Lll(l equipment requirements. 

,. Yarious reasous ha\'e been adn(nC'ecl as a basiS fOI: restriC'tions of this kind, 
alllong them being the hig-h cost of llIuJdl1g" iuspC'C'tions beyond a certain distance, 
It is not the purpose of this discussion to appraise the merits of these restrictions 
hut simply to llualyze the eeo.Homic consequences which I'esult from their 
operation.• 
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Effect on Boundaries 

ARBITRARY LIMITATION 
OF MILK SUPPLY .AREAS • 

_------- Natur.al supply area 
Arbitrary radius 

.------: Adjusted boundary 

li, S. OEPARTMftn OF .... OR:I(.ut TUfH 

Figul'c 5. 

which restricts supplemental SUPl)lies in this way is necessarily larger 
or production within its bowldaries more il1tensi,'e than it would be 
without the restriction.; marginal costs and pdces lL!'e higher; and an 
additional factor is illtroduced to make supplies Jess mobile between 
markets. Bredo and Rojko, in cOllllection with a study of mille mar
kets in the northeastern part of the country (7, p. 76), reached a con
clusion bearing on this .aspect of sanitary regulations: 
Lack of uniformity in quality standards and in the mutual acceptance of inspec
tions has especially hindercd the moyement of cream and to :l lesser extent the 
1ll0\'ement of milk between the l\:fidwest and the Eastern markets. There would 
aJ.pear to he a need fur the establishment of recognized quality standards amI 
their acceptance either by cUllImon agrecment or through llational legislation to 
faCilitate interregional and Intcrlllilkshed moyements of supplies. 

,\There local health authorities require that milk used for making 
eream or other milk products supplied to the city Jnarket must come 
from farms covered by local inspectors, the consequences may be to 
change entirely the location of the supply zone for that J?roduct. The 
situation is illustrated in figure 6. Before the adoptIOn of such tl 

policy, we assume that a market, located in a .de1icit milk region, was 
supplied with milk from a zone 0-160 miles from the market and with 
cream from a zone 310-385 miles distant. After adoption of the 
regulation, milk for use as cream is supplied by local producers in n 
zone adjacent to the fluid milk zone. The cost of In'oelucing milk in 
this latter zone is higher and market prices of cream also will be higher. 
Another competitive link between the city market and the markets 
for 111111llifactureel milk products would be weakened throllgh this type • 
of restriction, 

http:OR:I(.ut
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1n a Deficif Mille Region '- " 

• EFFECTS OF LOCAL INSPECTION 
ON SOURCES AND COSTS OF MILK 
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CHAPTER H.-INSTABILITY OF PRODUCER RETURNS 

AND THE DEVELOPMENT OF CLASSIFIED PRICE 
PLANS 

The Surplus Problem in Fluid Milk Markets 

..:Uthough pl'oducers supplying city milk markets were forced, by 
the denlopments described, to incur higher costs, and were less able to 
shift from one market to another, they were not always able to obtain 
n. dependable return for their nlilk to compensate them for these higher 
costs. Several factors contributcd to the instability of produccrs' 
returns, including the )luLUl'e of the product itself, and their impact 
became manifest in thc gl'o,,-t:h of 'what has been termed the surplus 
problem. 

Essentially, the surplus pI'oblem in fluid mjlk markets amounts to 
this: It ischamctel'istic of fluiclmilk markets, primarily because of 
the perishable nature of the product and the unsynchl'onizecl move
ments of supply allC1 d('mand, that not all of the milk produced for sale 
as fluid milk can be sold for that use. The market yulue of milk for 
iiuid use, for reasons prcyiously described, is higher than its valuc 
for manufacturecl milk products. Thercfore, the use of part of the 
milk supply for manufactured products, 01' purposes othe~' than fluid 
milk, represents a salvage use whose allocation becomes a matter of 
concern to distributors and producers. If a distributor is paying for 
his milk at a single price, it is to his bcst interest to handle as little as 
possible of such surplus milk because it reduces his rate of profit on 
his total milk opemtions. The producer, for his part, is concemed 
that the ·efforts of distriblltol's to minimize the}I' surplus milk opera
tions do not result in hi~ being C'ut off the fluid markct for certain 
periods of time or, pel',illlpS, in depressing temporarily the price of his 
milk to the lewl of its nltel'llllti,'e value for ma,nl1facturing uses at 
nearby plants. 

Under fully competitiye conditions and with uniform sanitary 
requirements for milk for all u!3es, seasonal fluctuations in the volume 
and cost of milk supplies 'would cause seasonal changes in prices and 
in the location of supply zones. Seasomu fiuctuations of milk prices 
ill theiiuid market might not be yery much greater than the fluctuations 
of prices of milk for manufacture. .1Uthough the demand for fluid 
uses is not very responsive to price changes over a short time, small 
changes in the price relationships betw'"een the fluid and manufacturhlg 
markets would provide the incentive for the required shifts in supplies 
between them. Thus, in most markets, the radius of the zone from 
which producers would ship to the fluid market would be at a minimum 
during the spring and eady summer and would expand to a maximum 
during the falland early willter. Black estimated that a city requiring 
about a 50-mile zone for its fluid milk supply, and locat.ed in a butter
producing region, might require an area with a radius of 60 miles in • 
Noyember and of 41 miles in June (5, p. 185). 

18 
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All of this presupposes :m easy shifting of supplies at the outer edges 
of the fluid milk zone. It is based on a market where contiguous zones 

• exist for milk for different uses, where alternatiye facilities are avail
able to producers in the outer portion of thefluj(l milk (or fluid cream) 
zone, and <where the sanitary requirements are the same for all uses. 

lYe have traced the developments which, in practice, prevent this 
type of mobiljty of milk between markets. During the flush period of 
production, the supply of milk in excess of fluid requirements is not 
diverted to mal1ufacturillg outlets. Itbacks up, creating temporarily n 
Jarge excess of supplies in relation to demand. Because demand re
sponses of distributors and COllSUlllerS to price changes are small oyel' 
a short time, even a rn t-ller large sensonal price differential is not suffi
cient to clear the market. The result, in the absence of producer 01'

.g!mizations and price pJans adapted to these special conditions, is 
likely to be highly unstable pricing of 111ilk at the producer level and 
insecurity of status as suppliers of the fluid milk market on the part 
of producers, especialJy those whose farms arc more distant from the 
city. 

How the problem of sllrplus milk becomes of increasing concern to 
producers supplying :t flllitl milk marl{(,t ill the COUl'se of. a. market's 
growth may be ShO\Yll by the following considerations. Taking as 
an example a small city m:u'krt,ill n. dair,)' region, but not within a, 
large city milkshed, it is app:m'llt from the previous alJalysis of price 
relationships that, ill the abs(']1ce of special quality reg llil'ements, milk 
would haye about the same Tnlne for all uses. It would therefore 
be of little concel'll to produt'eJ's \yhethcl' their supplies \"ent for use 
as fluid milk, as cream, or in making a manufactured milk product.14 

As the population of the city markrt increases and the supply zones 
for fluid milk, cream, and milk products become differentiated, this 
equality of yalnes of JIlilk for Lise as fluid milk 01' for other uses ceases 
to exist except at the outer rdges of the milk zone where the values 
oJ milk for use as milk anel cream are the same. An producers in 
other parts of the fluid miJk zone would stn.nd to lose by being cut 
off the fluid miJk n1tlrkrt and their loss, as previously clescribed, is 
inversely related to tbeir distance hom the city. 

,Yith the application of special quality standards, the potential losses 
sllstailled by producers in an parts of the milk supply area through 
temporary or permanent exclusion from the fluid milk market are 
increased. The existence in the market of milk which is not sold to 
consumers as fluid milk becomes more of a threa.t to producers as 
their depelldr])ce on the fluid market, increases. EYen if producers are 
not cut off the f1uidlTllll'ket, their individual bargaining position with 
distributors becomes seriously impaired, especially durin <r seasonal 
peaks of supplies when the proportion of surplus milk on tlle market 
is likely to be highest. 

The situation is aggravated by the practice which had developed 
in some large city markets, for distributors to maintain the pl'lces 
of milk to consumers during the season of flush production at the 

In dellc.it dairy regions, sonIc cUJTerentiation of values between milk for 
fluid and mallufacturing uses occurs eyell in small city markets if milk products 
may be shipped to the market at a lower price thall could be met by a local plant 
relying on supplies of milk in the vicinity of the city.• 

H 
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same, or close to the same, level as they charged during the season of 
short production. Thus, conswners had little price illcentive to con
sume more milk during the flush season although prices "'hich dis
tributors pa,id producers might drop considerably. • 

Increase in Scale of Distributor Operations 

Simultaneous with the increase in size of fluid milk markets was 
the growth in size of operations of the leading dealers in each market. 
Small dealers continued to engage in the business of milk distribution, 
and in most markets .a number of producers whose farms were rela
tively close to a city also engaged in milk distribution, but a growing 
proportion of the total business became concentrated in the hands 
of a few distributors. Under these cicumstances, most producers in 
the market found themselves dependent on one or the other of these 
distributors as the sole available outlet for their milk. This was 
particularly true of producers whose farms were some distance from 
the city and whose milk had to be handled through a country receiv
ing station owned by one of the larger dealers, or who were dependent 
on a hauler who acted as agent for a single dealer. 

This unequal situation of many sellers competing in the sale of 
their product to one distributor was a cause of insecurity for pro
ducers and, under the conditions of milk marketing previously de
scribed, provided an opportunity for their economic exploitation. A 
tendency was already well under \vay in many markets for the largest 
dealers to exercise a considerable degree of monoply 15 control of buy
ing policies and prices, because of their dominant position in the 
mark"t. Even the presence of more than one distributor in the 
market for the producers' milk did not necessarily mean that the 
distributors would bid competitively to get it. According to Gaum
nitz and Reed, before the organization of producers into collective 
bargaining units, most producers felt that they were forced to sell 
their milk to city distributors under what practically amounted to a 
buying monopoly (16, p. 21) . 

It may be noted that this situation was developing during the same 
period when the other changes in fluid milk marketing were making 
it less possible for producers to shift from the fluid milk market to the 
manufactured milk market and when the growin~ importance of 
surplus milk (as markets grew in size) was provid.in~ distributors 
with a powerful bargaining argument. The situation III the Wash
ington, D. C., market, before the organization of producers, has been 
described (35, p.10) in the following terms: 
Periodically and without warning or cause distributor "A" would call a confer

ence with several other distributors in the market and agree that they were 

paying too much for milk. The next day each distributor involved would send . 

G form letter to a number of his producers to the effect that beginning tomorrow 

he could no longer accept the producer's milk. Each producer who received 

such a letter would be in 'Washington the next day to find out why the distribu

tor would not accept his mill;:. The distributor would explain that he had too 

much milk to .meethis daily needs and that he simply had no use for the pro

ducers' milk. The producer would then immediately go to every distributor in 

town trying to place his milk. Each distributor would tell him the .same story. 


• The term "monopoly" is used throughout this. report in a technical sense • 
consistent with modern economic usage. See appendix A. 

http:provid.in
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Finally, in desperation, the producer would go back to his original distributor 
and offer to sell his milk at any price. The distributor would, reluctantly it 

• 
seemed, oirer the producer about 4 or 5 cents per gallon less than he had been 
receiving, and the producer, having 110 alternative, would accel)t. The net result 
of these simple operations being, that the distributor had his milk anel. pro
ducers continued to sell their milk, but for considerably less money. 

Growth of Producer Organizations 

The efforts of producers in fluid milk markets to organize was a 
logical response to the situation in which they found themselves as lL 

result of the changes in the marketing structure previously discussed. 
These challges crcated problems for producers which made their 
economic well-being and, for many of them, their very survival as 
mill( producers dependent upon their abHity to organize. 'l'hey were 
caught between two trends. One was the growing differentiation 
of the milk supply for each city market from the supplies for other 
eity markets an~ from tlle suppJies of milk used for manufacturing 
purposes. This required special financial and other commitments by 
1'ILr111e1's wbo wanted to qualify to produce milk for a particular city 
nHLrket. Once havin~ qualified, they became dependent UpOl1 the 
stability of prices oflel'cd in that market and upon the continued 
acceptance of their milk by that market. The other trend, the growth 
in size 01' dealers, ,,,as putting producers in an increasingly precarious 
position in bargaining with them for prices of a perishable commoclity 
under circumstances where they were required to supply a surplus 
above distributors' fluid resale requirements. Thus, city markets were 
becoming Jess desirable to producel·s from the standpoint of providillO" 
continuous markets for their milk at stable prices, while their d; 
pendence on these markets in this respect was becoming greater. 

The degree of pressure for org['.nizn.tionhad to be gren.t to overcome· 
the traclitionn.l individuaEsm of producers in most sectjolls of the 
country and to drive them to make the sacrifices inherent in attempts 
at ol'ganization.:lG In most markets, several unsuccessful attempts at 
organization were required before producers succeeded in building a 
strong orgn.nization cn.pable of stU'viving in the face of opposition -by 
denIers and the apathy of mn.ny producers.H . 

Efforts of milk producers to improve their economic situation 
(hrough orglwizationled to the development of several diiIel'en t types 
of cooperative associations. One is the purely collective btu'gaining 
association 'which acts as the agent for its members in price negotia
tiOllS with dealers. .'1'his type of association does not usually handle 
ally of the milk of Its members, and pnyments are made by <leale!"f; 

,. In sorne sectiOIHl, farmers who had migrated from Scandinavia n couutries 
('urried with them It certain amQunt of experience and psychological IIcceptllllce 
of cooperation. Unclouhtedly the prpssures toward organization wen' greatest 
!Iuriug periods of: market adjustments which created ahnormal degrres of price 
and market instability. Such periods indude(l the immediate years after \VOJ:ld 
War I and the deprcssion years of the early l030'f;. 

11 Dealer opposition and the apathy 0.£ certain producers were not alwllYs 
unrelated problems facing those pro<lneers WllO were attempting to organize. 
(t wns not an unusual tactic for (\caleJ·s, opposing a producers' orgnnization, 
I () pay unorganized producers a few cents more than the price which OJ'{;Hllized 
producers received through collective bargaining. This reduced the incentiye

• for unorganized producers to join the organization and, at the same timc, 
Iyeakened the position of the organizntion in its price negotiations with dealf'rs . 
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either directly to association members at the prices and conditions 
armnged for with the association, Ol' to the association, which 
redistributes them to its members. 

Producers in some markets acted to improve their economic condi
tion still further through the operation, by their cooperatiye associa
tions, of plants for processing surplus milk into manufactured 
products. This helps an association to strengthcn its position in 
11egotiating with clealers £01' prices of milk for fluid uses and affords 
an opportunity to increase the return on that part of the snpply which 
is not sold for fluid uses. 

In some markets, producers: m:so(~itltiolls actually entered the field 
of distribution of milk to consumers and retail outlets. Such opera
tions were stimulated by n. belief 011 the part of many producers that 
too In.l'~e a proportion of the price paid by the consumer was goiu:r 
to the "midclleman" and that the competition of producers themselres 
through their orgtlnization "would :;(>lTe as a yardstick to fail' margins 
for dealers. In some cases, thesc distributor operations by producer 
organizations were a direct ltuSWer to dealers who refused to l'ecognize 
and barglLin with thc new ,Producer organizations. This type of pro
duceI' association may nlso act as salcs.l'epl'csentatiYe for that part 
of its members' milk "which it does not itself distribute or process. 

Producer associations of all three types usually perform a munber 
of other services for their members. .Among the most important of 
these are checking of the weights and tests of producers' milk as re
ported by denIers, and arranging for the collection and hauling of 
milk. Other services frequently performed are. the furnishing of 
market information to members, inSlll'ing" the payment. to them of sums 
owed by dealers, and acting as ngents for members in the purchnse 
of farm supplies and equipment. 

The Development of Classified Pricing 

The central problem faced by the new organizations of milk pro
ducers was that of disposing of all the milk of their members and 
returning to them t.he best possible IJ1'ices. For those bargaining asso
ciations which did not possess ll1:ll1ufacturing facilities. this meant 
that they had to lind some way of inducing dealers to buy the total 
supply available at all times without allowing the existence of milk 
in excess of fluid requirements (sUl'plus milk) to depress the price of 
the rest of the supply. The problem has been expressed by Gaullmitz 
and Reed (16, p. 29) as follows: 
Perhaps the most fundamental difficulty in pricing milk to c1i"tl'ibutors on II fln(:
price basis is found in the fact that di:;tl'ibutors tend to val'Y widply as regards 
the proportion of milk sold in each use. . . . Coollcrati,es, ill bal'gaining for flat 
prices, found that two major difficultie;; confronted them. These were: (1) If 
they bargained for a flat price ... the distributor who utilized a highet· pro
portion of his receipts in fluid form than the average for the lllarket would be 
IIIaced at an advantage as compared to thc distl'ihutor who utilized a lower 
proportion than the average; and (2) under the flat-price system distributors 
who utilized a significant proportion of their total receipts ill product fOl'lil tended 
to cut off producers in order to bring their receipts and fluid ll1ill~ sales into closer 
adjustment, or refused to bargain with the cooperatives. 

As a solution to this problem, representatives of associntiol1s pro
posed that each df'H 1('1' sh 0 I\' Pl'OclU(,(,I'f; (110 eXHct tl mOllnts of producers' 
Illilk diRpoRed 01' for dill'f're,u[ lise!' a11(1 lhnJ Ill' r(l.r diO'erent prices 

• 
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for the different categories of uses. This became known as the classifi
cation plan of payment for milk. Under this plan, that part of the 
milk used inmaking products which lmd to be sold in competition with 
similar products made outside the local fluid market was l?ricec1 

,• accordingly. TIns gave the cooperative a freer hand in negotmting 
for prices on that part of the supply which was sold for fluid purposes. 
The market for this milk was comparatively noncompetitive with 
outside supplies. 

The acceptance by dealers of classified prir.ing, in principle, left 
serious practical problems for cooperatives, fte most important of 
wInch were: (1) The necessity of assuring the aCClU"acy of reports oJ 
utilization by distributors, and (2) the extension of the classified 
pricing system to sales made by producers who ,yere not members of 
the assoClation, to prevent a breakdown of the system through price 
cutting. Progress of producers' associations in solving these suu
sidiary problems served to strengthen their position as bargaining 
agents for producers and to ll1crease the effectiveness of the classified 
price plans in their markets. 

Classified pricing has had eirectsin city milk lmu·kets which were 
more far-reaching tlum the achieyements of the objectives which led 
to its adoption. In most .markets, classified pricing has had an im
pOl·tant bearing upon the competitive relations among dealers, upon 
relations between dealers and producers, upon different groups of 
producers, and upon consumers. Some of the most important effects 
of classified pricing have been related to its application as a means 
of increasing the retlU"ns of producers through the diversion of milk 
from the fiUld to surplus milk markets. J\.J.mlysis of tIus aspect of 
classified pricing is a primary concern of tins report. However, ,ye 
~hould not lose sight of the functions of classified pricing, already 
described, wInch were a direct outgrowth of the historical c,olution 
of fluid milk markets. These functions contlllUe as essential elements 
of classified price plans in flu idmilk markets. 



CHAPTJ~R III.-UIPLEMENTATIONOI" CLASSIFIED 

PRICE PI,ANS 


Need for Supporting Devices 

'l'lle neeel for various supporting devices is illhE'l'E'ut in the IHlture of 
classified pricil1g. A classified price plan hwolYes the payment by 
handlers of at least two eli [E'rent prices for mille supplied by producers. 
Some ana,ngelllcnf.s must be made for poolillg these IJaYll1E'uts ancl com
putillg prlees to produl'l.'l's grouped on some prearranged basis. Be
cause- it is :t plilll of sl.'lJing milk by producers to handlers in accord
ance with the HltlUner in which the milk is used, some means is required 
also to assure correet l'E'1?ol'ti])g by hanc1lers of 11O"w the milk is sold, 
processed, or ol'11e1'wise cltsposed of. FlU·tIler, tl clasRifhxl pricing plan 
lnust usuaDy rely npon some kind of enforcement authority. The en
forcement a,uthority may be exercised by one or 1)1ore producers' asso
ciations and some 01' all of the Imndlers in the ll1tu·ke-t. Decause this 
type of authority is not eil'edively exercised uncleI' adverse economic 
conditions :llld because of legal obstacles to industry iLdministt'ation 
and enforcement, gO"cl'lul1Clital agencies have been cal1ed upon to 
carry out these fUlwtiol1s in most of the larger fluid milk madmts dur
ing the past 20 years (11, p. 87). 

Kinds of Producer Price Pools 

The marketing device most closely associated historically with the 
selling of mille lU1der a classif1ed price plan is the pooling of proceeds of 
such sales by producers. Producer price pools in city milk markets 
came into use with the formation of producers' coopemtive marketing 
associa6011s and their introduction of classified price plans as the basis 
of selling milk to hancllm,'s (J2, p. 3). Pooling IS the arrangement for 
comhining the payrnents made for milk at different class prices, and 
averaging them so tlmt each producer in the group covered by the pool 
receives payme-Ilt 011 the same basis. The average or blend price uncleI' 
:t poolinl;I n rrangement is sometimes referred to as the uniform pro
ducer prJce-. It is, slrictly speaking, a uniform basis for payment to 
procllH,:el"S participttting in the pool rather than tL uniform price ac
lually recei veel by procluc(')·s. The price received by a producer is the 
blend pricp ('0II1putec1 :fI'Oln the- pool, plus or minus clifl'pnmtittls based 
lIpOll i'he IHltteda(' conie-nlof bis milk, the location in ('he milkshed 
where Ius milk is delin're-ri, and pC>I'haps other factors. If (L base
mUllg Or other I'YI)(' of program fot' influencing the volume of market
ings, seasonally or otherwise, isi1\ operfLUon, further cliifercllces are 
introduced hi thel'etul'ns J'eeei,wl by jJl(liyjdual pl'oc1twers ptll"f:icipnt
ing in a pricing pool. 

There are numerous ways in which producers supplying a fluid mille 
market may be grouped for pricing pm-poses. A marketwide pool is 
the broadest type of pooling nrl'angenlent wH:hin the confin{'s of the 
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fluid market. In a nmrketwide pool, nJl produrerB ])n J"i i6 pate 'who 
are supplying clisldbuto.rs of /Iuiclmilk in the mar1n~L The avera~e 
o.r blend price computed j'rom Ihis type of pool provides the basIs 
upon which all producers in the llul,l'ket are pa,id. Tlus is the most 
common type of pool used ill the market.c.; under Federal milk mar
keting orders. Of the 56 markets under such orders on April 1, 1955, 
42 had ma,rketwide pools and these accolUlted for 87 percent of 
producer deliveries in all the markets (41, pp. 4 and 57). 

Pricing pools may concei\yably encompass a broader R'l'OUp of pro
ducers than those who supply a sUlg1e :fluid market. The producers 
SUPplYlllg fluid milk markets witlnl1 an entire region, or en!n aJl 
producers supplying both '£hud and manufacturing markets withul a 
region, could cOllceivl1,bly be covered. In the latter case, a differential 
for higher sanitary standards of the milk prochlCed fo'1" the fluid 
markets might be added to the various other differentials appliecl to 
the blend price computed :from the totnI pool payments by handlers. 

1Yitlilll a :fluid milk market, pooling plans may group producers for 
pricing ~)Urposcs on a lutlTOWer basis tluUl the entire market. The 
pool baSIS for CalifomilL ml1,rkets, adopted by the State de~)artment 
of agricultme, is the individual plant to which the producer s milk is 
llCtually delivered. Thus, if a handler operates more than one plant, 
his producers would be grouped for pooliJ1g purposes on the basis of 
the plant where the producer's milk was received, and the blend price 
,,"ould be co.mputed for each of these groups in accordance with the 
class utiJization of each plimt's milk (11. p. 85). Outside California, 
the two most COl1unon forms of' milk price pooling, Ul addition to the 
marketwide pool, are the association pool and the individual hancller 
pool. 

Associ[ttion pools usually include the members of a producers' asso
ciation who supply a fluid milk market. In some cases, such pools may 
include members who regularly supply different :fluid mllrkets or even 
SOme members whose milk nmy be produced for manufacturing rather 
than for fluid outlets. rrhe basis upon which participating pl'oducers 
are paid is a 'weighted llYt'rage of the class prices paid by handlers who 
purchase milk from the aSf'ociation. "'\Vhen a producers' assoCilttion 
comprises lllmost nJl the producers for a fluid milk market, the associa
tion pool appro[tcbes II marketwicle pool in scope. The existence of 
even a smaIl minot'it)' of producers who nre not ulCludedmay, how
ever, have cOl1sidemble bearing on {he OIwt'atioll of a classified price 
plan. 

An individual-lutllcllcl' pool incl Lldes nIl of the producers who ship 
mille to a particular hancller operating in the Jiuid milk market. In 
a single fluid milk market, there might be a munber of such priculg 
pools. In each pool, the basis upon "\yhich Plll-ticipating producers 
are paiel would be [t weicrhted average of the class In"ices paiel by the 
handler to whom the pl'oaucers shipped their mille There might. then 
be as mltuy cliJfel'eut average 0.1' blenel prices in the mltrket, as bases 
for producer payments, as there were handlers. 

In markets where incliyiclual-luU1cller pools are operating, one or 
more association pools I1HLy oper!tte sUl1ultaueously. A producer who 
did not belong to an association would be paid on the basis of the 
blend price computed from the class u (;iJi:mtio.ll of the handler to whom 
he sold his milk, willIe a member of an association would be paid on a 
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hlend prier computed £1'0111 Ill!' ('la:-::; utilization of an the handlers to 
,,-hom tb(' association sold milk produced by its members. This is the 
arnU1gement in some mar.kets under Federal milk marketing- ol'clrl'S 
where~indivjdual-luU1cller pools nrc used. • 

Private Arrangements for Administration of 
Pricing and Pooling Plans 

Classified pricing is sponsored primarily by organized producers. 
but, in the absence of govel'l1mental cont-ro]s, the plans can be adopted 
tllld carried out ~ "1y through the same collective bargaining procedure~ 
,1S are followed in the negotitttiou for single or flnt prices. In tmy 
gi\ren market, this is likely to mean that the classified price plan mnst 
be mutually ac('eptable to organized producers and to those det1lers 
who are in the strongest compeiiti\-e n.nd bargn.ining positions. 

The llpplication of a classified pricing plan to any hancllers who do 
not want it must, in the absence of governmental control, rely on the 
economic power and influence of organized prodllcers and those ha11
(ilers who do \Va nt it. Econolll ie po\\,rl' may be exereised diredly. fOI' 
pxamp]e, thl'ollg-h the ability 0'1' a pI'o(lucer;:' ol'gnllizaJioll to withhold 
or di\'E'rt sut)jllies of mille from 1tan(ll~rs, or through the. ability of 
lUl'grr hancllel's to eOllcentl'ate on red llcmg the ~hare of business ·of a 
rccalcitrant hnndlE't· by olTering cliscollntf; or other incentives too his 
eust01l1E'l'S. Indirect power has at times been t'xercisec1 through the 
media of loeal health anthol'itieR or lnbo.r union. In some eases, 
important SelTicE's required by handlers, such as the use of bottle 
exchange facil ities or facilitirs for processiJlg 111 ilk, mny be withheld 
as a means of bringing them into line (3, p. 04). 

The first cl nssiJiec1 price phtns in some £I.uid milk lllllrkcts were. made 
11 part of agreements developed in the mediation of price disputes 
between producers' organizations and dealers. Dr. Clyde L. King, a 
university professor: g-ainrd a nalionwide rl'putation as an arbitnltor 
of price disputt's in eity milk markets dUl'ing- t'he pedod after thc lirst: 
,Yorld ,Y'al·. Dr. King's work pxtencled 'well beyond the limits of 
::;imple arbitration. Iris ability to bring together the disputing 
pn.rtil's in a spirit of mediation lpd to fhe de\'elopment of so-citllE'tl 
"n.rbitmtion l1wa rr1s" which actually were industry agreements of a 
more Jormaliz('(l nature than pl'oc1uCE'l's' orp:aniza,tiol1s and dealers 
had bren (1))lp to ttl'l'iyc at beforE' (he price disputes. Other persons 
'followcd in the path of Dr. King llS al'bitmtors in city milk markets, 
llsing much the same apprOtlch. 

These agreements included some of the early classifica.tion and pool
ing plllllS. Thpy usuaJ1y attempted to set up somerorm of adminis
t rati \'e apparatus through n, COllllnitter of clE'aleI' and pI'oducer l'epre
sentatives. These committees sometimes gttve their attention to other 
Jl111ttE'l'S, such as the promulgation of fail~-trn.c1e practicE;'S and the set
thlg up of rules for admission of new producers (17, p. 7). 

Breakdown of Private Controls 

Producers did not succeed in holc1ing the gains to,,'arcl price stabil
ity and security of market status whIch they had achieved through 
organization and the establishment of classified price plans. This 
was in part due to problems of administration, especially those con • 
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nected with the need for accurate reports from handlers on utilization, 


• 
sllpportedby proper audits of their books and records. A more seri
ousdefect in producers' efforts to equalize their bargaining position 
without outside assistance was, however, their inability to extend 
classified pricing to entire markets. The classified pricing plunsde
veloped by some of the producers' associations before 1930 were able 
to operate with a fair degree of effecti yeness withassociation-typ(' 
pools or with individual-handler pools restricted to hamUers 'who 
were buying from association members. ·With the ach'clIt of the de
pression of the 1930's, howcver, this program was unab1c to survjn~ 
t he severe economic stresses upon the market strucim'eB. 

In the iirst stages of the depression, when fallillg demmld for fluid 
milk led to ltbnormaJ surpluses in l1uid milk mltrkets, ])l'oducel's' asso
('illtiollS which ha.d de\relopec1 classified price plans attempted to U::il' 

them as a l)l'OP to support the saggillg l'etlll'JlS of tbeir members. 
They did this by maintlLining the le\'els of Class I prices at It time 
when the prices of mllk products, as well as the <renera] ]eyel of pr.ices 
:for commodities, 'were falling. In some mal'ket~, clnrD1g this perioct. 
rlassified pricing was first adopted as an outcome of arbitration, HJltl 
it was a means of proyicling returns to producers 'which were more jll 
line with their demlluds while making it possible for dealers to pass 
on part or all of the extra costs to consnmers. 

As the depression beClLme deeper and the de maud for milk COIl
{iHued to fnJl, these pricDlg policiC's accentuated the sllrplus prob1C'111 
by further curtailing the iIuid milk market. During the curly thit,
lies, milk prices in fluid milk m:Ll'kets cUclnot decline to nlC snme ex
(('Ilt as rriccs o:f mallufllctUl'ec1 tla iry products or prieN; of foo<1;; 
ill genera1. Black, noting tha.t thC' lag in the decliJle of rctai1 milk 
prices was more pronounred thrul in the H)~O-:n period o:f fallillg 
prices, attributed this "to t'he more complete Ol'glUlizatioll, cspeciaJly 
on the production side of the flu idmilk mdustl'Y, no,\, nUll) then': (:'i. 
p.80). 

By 1931 and 1932, price cutting ttt both resale and pl'oc1ueel' leyeh
began to tmdel'mine the pricing stxuctuJ'C'S developed by the proc1ucer;;' 
associations and the lmncllel's who bought milk of association membert'o 
In spite of efl'orts to Plltch them up, these p,dce structures C'YClltually 
collapsed. It is probably true that the classified pricing lUlc1 pooling 
pllUlS develo})ed by organized producers and hlUlcUel's wouM han 
broken down in any case. They were not broad enough in their COy
erage to deal with' the abnormal surplus situ[1,tions which developed 
hl fluid milk markets, nor were their means of control sulllcielltJ," 
effective to deal with extreme abnormalities of e..~cess supplies in rC'
]a,tion to effective consumer demand. NeverthelesR, the priCIng po] icip" 
applied through the classified price plll11s in tlte beginning of ill(' 
depression, whieh were c1esif\1led to protect producers, lUHloubtec1ly 
contributed to rhaotic conditions in fluid milk JUal'ket~, when these 
policies could no longer be carried out, 

Government Regulation of Marketing 

• 
Under the weight of the economic depression, all efforts by pl'oclucel's 

:md dealers in Clty milk mark~ts to shore lip their coJlapsillg pl'ir(' 
structw'es were unsuccessful (1'1, p. 11), Requests were lllade to ~tllt t) 
and Federal governments for assistance in reestablishing more orderly 
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marketin~ conditions as a basis for more stable milk prices. ThE.' 
requests from representatiws of dairy farmers and dealers ill city 
markets for goyernmental aiel were quite similar to requests being made 
at tlmt time by almost eyery segment of agricultme and industry.. ' 
National Reco\'ery Administration (NRA) codes in industry and 
crop or acreage controls in some branches of farming ,wre part of the 
Eedt'ral Goverllluent's response to these requests. 

By 1933, the Eederal GOYel'lunent and some States be~an prepara
(iOllS for reguhLting prices and marketing practices 11l city milk 
markets. Betwcell 1!);33 and HJ3[), 17 State hLws were passed providing 
for control of the prices of milk uS sold by farmers aud as resold by 
dealers. Some additional Btates tried controls of miIk priCp.s at some 
time or other dUl:il1g succeeding year;.;, By 1H3:l:, 1G ~tates retained 
price controls il1illlidlllilk markets, 4: of whieh conlinel1 their efforts to 
producer pi'ices (34., p. 81). 

Federal e11'01'ts in relation to regulation of i1uid 111ilk markets were 
first H,uthorized by the Agriculturnl Adjustruellt Act of 1933. This act 
authorized the ~ecl'et[ll'y"of Agriculture to enter into marketing agree
mellts with pt'o(lm'ers' assoeitLtion~ all<llul1lllJers and to issue licenses 
to regulttte tlll' couditions under "'hich handlers might opemte in 
particular markets. The Secretary used this authorization to enter 
into agreements and to issue licenses in a mmlber of fluid milk markets. 
Tbese had the eIl'ect o:f regulating mille prices at producer nnd resale 
levels. Regulation of re3~tle prices was abandoned as a matter of 
policy early in 1934. In 1935, the ~l.gricultlU'al Adjustment Act was 
amended to proyide foJ' a I<'edentl order system of regulation wbich 
has continued to the pl'eS"llt time. The pn,rt of the act providing for 
Federal orders ,ms nmeuclpd and reissued as the Agricultul'al.MlLl'ket
ing Agreement Act of 1937. 

In 1956, more than 180,000 farmers sold 30 billion pounds of milk 
to plU'chasel's who were re(luirE.'cl to pay the minimum prices established 
lUldcr these o.rclers. One-third of the milk sold ,dtolesale by farmers 
WIlS markefed under the terms of U'j orders in May 1057. 1'he popu
]atlon of these nutrkct sales areas represented about half the urban 
popUlation of the country. A substallf"ial additional population outside 
the defined sales areas ah,o is selTed to some ('xtent Jrom the Rupply of 
milk solel under the ol'dC'l's (~~ J. p. (i). 

Extension of Association Pools Lo l\lat'kctwiuc Pools 

The Fetlt'ral pl'ocrmllls fur l'etrultLlillO' the marketillO' of fluid milk 
lHLn~ applied classified price phUll:l to bentil'e 1l1al'ket~ III so.me of 
these marketB where classified pricing \YllS a.lrcady ill operation, under 
agl'('cments between the producers' u::;sociatiollS and the hancllers to 
whol11 they sold their milk, the Federal orders tor their predecessors, 
Fedel'u,llicenses and agreemellts) extt'll(lecl this melhod of pricing to 
the remaining handlers jn the lllul'kels. In otht'l' lllu,rkets, ,yhere all 
milk lUld previously bCPll sold to handlC'l'S on a sillgle-price basis, the 
Federal orders introduced classiliecl pricing as (l, l'equiredmethocl of 
pn,ying for mille. 

More significant economically than Uw extellsion o:f classified pric
ing brought about by Federal regulation was its sponsorsh.ip o:f 
lLuLl'keLwide pOOlillg. This pl'oyided H. hasis for carrying outpriciug • 
a.rrHugements between pl'odut'erg and handlNs tlul'ing the period of 
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emer~ency bl'ou~ht on by the depression. Classified pnclllg with 


• 
assoCIation pooling hacl collapseel in those markets where it had 
operated. There was no prOspect of restoring these anangements 
as long as heavy surpluses of mille were pressmg for outlets Oll the 
lluiel mRrket. These surpluses ma.de it possible forllonparticipating 
hancUers to buy theil" supp]jes a.t prices comparable to avpntge prices 
of the association pool tmel to lUlderselllumelJers buyiug from the as
sociation by R considerable margin (see ch. X). This 'was the concli
tion which led handlers to break off bargaining re!ttbons with pro
ducers' associa.tionr::, and it was unrealistlc to believe tlmt this type 
of marketing structure could be relied upon, eyen wlCler governmental 
sponsorship. to restore orderly marketing conditions aBd improve 
prices for p{'oelucel's during the l'rnel'gency. 

The solution to the probJem WttS the extension of the association 
pools to the entire markefs j Jl 'which they were operatin/!. This 
.I'equireel all handlers to pay the Bailie price for milk for fluid dish'ibu
tion and equalizpd pay.lllellls to prodllcers supplying the market. The 
adoption of classiJied prking with marketwiele pooling, under the 
cicl1mstances, hrought :tbout a. dccisi\'e change in the competitjye re
lationships amollg halH.l1l'rS, espC'cittlly between the specializedfll1id 
mille operators Rnd those handlers who were processing the market's 
!Surplus milk. It eliel this under slogans of "sharing the burden of 
surplus," "CretlUng equity among handlers," a,l1drestoration of "price 
stability." 

Economists have reiened to marketwide pooling as a device which 
has grown out of the bargaining arnmgements (including classilied 
t)l'icing) cleyeloped by pl'oduC't'l's' associations and handlers. This 
IS, of course, quite true insohr tl<.: marketwide pooling is simply an 
pxtension of ar::soclittioll pooli11g. This extension: howe\"e1', mtlrked a 
dlll11ge which ,,'as qnnlitatiye as well as qlUmtitative. Equalizatioll 
of produeer returns ;tchie\Tpcl an olljecti\'e which organized producers 
had lOJlg sought, and it l'aispd no sprious objections from unorganized 
prochlct,l'S. Howeyer, marketwide pooling caused an important 
change in the competitj\'e positions oj' many handlers. Those with 
It relati\'ely high proportion 0-[ fluid milk sales had to make payments 
to an "equalization :rumP to be cha"']1 out by handlers with relatively 
low proport.ions of fluid sales, so that all producers COllld be paid n. 
uniform price. 

There 'was, therefore, vigorous opposition to the introduction of 
mal'ketwide pooling by some h:mc1lel's with high proportions of :fluid 
rnille sales. Most of tllE'se wert' opemting on a. small sC'tde and be
]ieyec1 that they owed their sanrintl in competition with large han
(11ers to ]o,ver oYel'hpud cosL.; and their ability to avoid carrying a 
large percenta/?ie of surplus milk. :Many of them felt that they were 
being penulizeCl bl'cause they 'Yere prjce cutters (11, p. 35). 

The iClentification of small dealers as price cutters ,YltS of some 
significance. In the period of the depression, when Federal regula,
tion of milk marketing came into being, a. yirtual crusade against 
price cutting 'was taking plaC'e in almost all phases of the economy. 

• 
In industry, this was ginm legal sanction through the RRA. codes 
where "competitors" ,\'en~ encouraged to agree on minimum prices 
for their products and to establish so-calleel fair trade practices. 
,Videsprea.d public support c1eyeloped for the restoration of a. certajn 
measure ·of retail price sta.bility as essential toeconoro.icrecovery. 
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This general SUppOlt extended to the application of classified pl'icing 
and marketwide poo]jng in fluid milk markets, and created an un
sympathetic attitude toward .fil'ms which might be hurt, especially • 
when these .firms were traditionally most competitive in their 
markets. 

Retention of MarketwidePooling 

Because classified pl'killg with mal'ketwide poolingcanied out basic 
objectiyes of organized producers and provided a method of payment 
for mm~ 'which was advUlltageow:; to some of the larger handlers, 
there was strong support in the industry for retaining, beyond the 
period of the economic emergency, the regulatory programs which 
provided these features. 

Ol)positioll to marketwide poolillg came, in most markets, from 
those handlers who had to make payments into the equalizlltion pool. 
Court actions initillted by the Federal Government were necessary 
to obtllin compHance by violators of the orders. The U. S. Supreme 
Court, in ,Tune ]939. decided the constitutionality of marketwide 
POOliJlg in fluid milk mllrkets~ in tL 5-to-4 decision, rendered in the 
R.ock Royal Case (J~), 


The Court stlltecl with reference to the defendant's objection to 

marketwide pooling: 
The defendu.nt's objection to tlle equalizatiou 1)001, .her.e considered. is to the 
:llleged deprivation of liberty and property nccomplislled ... by the pooling 
requirement.in taking away from the defendants tlleir rigllt to acquire milk 
from their patrons at the minimnm class price, according to its use, .and forcing
the handlers to pay their surplus. OYPI' the uniform price, to the equalization 
pool instead of to their patrons. This argument assumes the YaUdity of price 
regulation as such, but denies the constitutionality of the pOOling arrangement 
because handlers are not at liberty t~ pay the prOducer In accordance with 
the use .of the producer's milk but ll1U13t distl'ihute the surplus to others whose 
milk was resold less adnllltageously. 

It is probably in part attributable to the complexities of the milk 
marketjng process, especialJy that of the Ne,,, York milk market 
where this litigation occurred, that some of the more subtle economic 
questioIls associatod with mal'ketwide pOOlDI~ wel'e not dealt with in 
either the Court's opinion or III the opinions of the dissentDlg justices. 
No reference was IllRde to the essential differences jn the operations 
of handlers which might reqtdre different proportions of surplus 
mille nor to the possible efJects of equalizlltion upon the total competi
tiye structures of flui d markets. 

The Court, III its opinion upholding the constitutionality of market
wide pooling, stated: "The pool is only a device reasonably adapted 
to allow regulation of interstllte markets upon terms which minimize 
the results of the restrictions. It is ancillary to the price regulation, 
designed, as is the price provision, to foster, protect and encourage 
interstate commerce by smoothing out the difficulties of the surplus 
and cuttlu'oat competition which burdened this marketing ..." The 
Court ,,'('lIt on to relate jts decision to other decisions dealing with 
limitations of marketing of commodities and upholding other pooling 
devices for equalizing risks. 

Administration and Enforcement 

In addition to extending classified J)l'iciJlg and pooling plans to •entire fluid milk mnrkets, tJle Federal orders provided a means of 
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effectively administering and enforcing these and related provisions. 
The terms of each marketing order are carried out by a market 

• 

administrator appointed by the Secretary of ~I\.griculture. 'l'he ex

penses of his office are met by an assessment on handlers. Each order 

provides for periodic reports by handlers of their utilization of milk, 

and these are yerified by a periodic examination of handlers' books 
and records. The market acmunistrator is responsible also for in
vestigation of complaints Ulld of violations. 

Violators who ClU1l10t otherwise be brought into compliance ,,,ith 
the terms of the orders are prosecuted through the courts. The some
what shaky position of the carJier legislation, under which Ole first 
licenses and agreements were issued, made successful prosecutions 
of violators difIicult and encouraged widespread violations in many 
markets. Since the revision of the earliest legislation, the essential 
featUl'eR of the nilll'keting Agrc(>ment Act of 1937 have been tested 
and upheld in the courts, and en:fOl"cemcnt of the orders has become 
effective, 

Devices to Supportlhcl\farket Concept 

The app1i('ation of Federal mjJk marketing orders to city milk 
markets and the cstablislunellt of classified priciJlg and, inman}' cases, 
marketwide pooling involve a commitment to the concept of distinct 
and separate fluid milk markets, the deyclol)Jl1ent of which ,vas traced 
hl chapter r. On the basis of this concept, handlers participating in 
the defined market are required to pay cla~s prices for milk and to 
obsene regulations with l'Cspect to price dHfel'en6als, reporting, ac
counting, and oHler matters, including payment of the cost-s of ad
ministration of the order. Also, on the basis of the concept of a 
distinct market under regulation, producers supplying these handlers 
receive payments computed in act'onhUlce with the proyisions of the 
orders. 

The worJcl ·of economic real ity is never as neat and precise as the 
('oncepts of economic tlH'ory. )lowments of milk into and out of the 
defined market areas s110,Y that the concept of separate and distinct 
fluid markets is a relative OIl(' ollly. Less direct, but important, l'ela
lions betw(>en fluid markels :llld behYecn fluid and manufacturing 
markets are also JlHdntainccl through the pricing and moye.ment of 
manufactured milk pl'odl1cts.1S 

"FedC'l'nl I'egulalioll of 1luid mil.k lllarkC'ts is uaRed in part upon SOlllC' of thl'St' 
more subtle llltel'l'elaUonships of markets "'hieh giYe tbe commerce in milk its 
inter::;tate cbaraeter, In It decisiOn relating to tbe COlumuus, OhiO, market-, 
where petitioning handlers urged Ihat their milk lllad'et wus intrnstate in chur
acter and therefore not a proper market to be )'C'gulatecl by a Federal order; 
Hie judicial officer of the U. S, DepartmC'llt o.f .AgrieuItuJ'e ])ointed out: (1) 
'rImt substantial a.motUlts of milk hundled by Diem ure disposed of outside of tbe 
Columbus market as milk or milk products in comp('tition with milk and milk 
products outside of Ohio ; (2) that the milk supply for the Columbus market is 
obtuined from a production area. deYoted primarily to the production of miJk for 
manufacturing products thnture sold throughout the Nation; anti (3) thut condi
tions in the fluid lllllrket ]\flY(' It c\ominant influence upon the prices paid for uli 
Inilk in the area. The jmlklal OJli(,(,l: eOllclucled from these observations: "The 
p('o.llomlc reality is that all,l' ('OJlHiclt'I'nlJlc de('linp in 11rit'es or sbrinkage in ('on

• 
I't\Iuption onU1e Columbus fluid mark('t wou\(] hayc quick and dr!lstic ('Itl?('t!" 
IIpon the marketing of munuf;J('turprl wllI,_ in Ih<, prp,hwtioll IIrC'1l :II1tJ tllf' PI'i<'PH 
f 0 I bt' jll'oo1ll'rl'1' of tlr[::; milk" (14 L 
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To supplement classified pricing and markehdde pooling in a par
ticular fluid milk market, it is necessary therefore to deal with move
ments of milk which violate the concept of a separate and distinct mar
keto Handlers WllO l11'e primarily engaged in the manufacture of milk • 
products may find it advantageous to participate in the marketwide 
pool of the regulated fluid market by selling a small amount of milk in 
that market. Aside from this somewhat artificial inducement, some 
plants are strategica1Jy situated in the supply area so as to be in a 
position to sell milk in either the l'egulated market or in one or more 
other markets. In additiOll, ~ome handlers in the regulated market 
may have, or 'wish to denIo]>, saJes in other markets. 

These movements of milk, both actualanc1 potential, between mar
kets vary in both yo!urue and direct:iol) ,dth changes ill conditions. 
They are re1at.ed particularly to: The seasonal reqUlrements for sup
plies on the part of ('nell of the markets imrolvecl; periodic shortages 
or excesses of a nonseasonal nature, such as those associated with 
changes ill general economic conditions; tecllllo]ogical changes in the 
collection, shipment, and distribution of milk; and changes in sanitary 
requirements or iu )'C'('ipl"oca1 anangements with respect to such 
requirements. 

,Among the deyices usC'tl in Federal orders for dealing with these 
movements are: (1) Performance requirements for plants as a con
dition of participation in the marketwide pool, (2) allocatiolll'ules to 
determine the classification of "pool': lllHk when it is intermingled with 
"nonpool" milk, ancl (3) compensatory payments required to be made 
into the pool by regulated handlers who Teceive "non pool" mille 

Performance requirements for plallts relate to such matters as the 
proportioll of milk sold in tIle marketing area or the av:aj]ability of 
the plants' milk 'when required by handlers ill the market. Unless 
the plants meet the requirements, they are not considered "pool" 
plants, and producel's supplying them cannot participate in the equal
ization of payments lUlcler the marketwide pool. Alloca6on l'equire
ments typically call for the dnssilica.tion by a, handler of his entire 
receipts of pool milk in the hig'her priced use classes in preferellce to 
any milk which he may recf:'iYe' from sources outside the market ,yhich 
is lmpriced and not pooled. Compensatory payments are UlllOUllts of 
money which rf:'gnln.ted 1mndlpl"l' arl' reqnir('(l to pay into the pool for 
j'hat portion of mU'egulaiC'd Jllilk used in Bpecified classes, usually 
involving uses ,,-hich arc required to 1)[1"e llCalth department appro\"aJ. 

'111e object of an these deyil'cs is to shore up or protect the classified 
pricing and market,,-ic1e pooling arrangements in the regulated market. 
Through these clevlccH, efforts ate made to distinguish between the 
Tegu]ar. dependable supply oJ milk :I'or the market and hregulnr, 
unpredictable mOYements ,'"bi('h mjgl~t disrupt the pricing and pO.OI~lg 
arrangements and ('uuse returns to "regular" producers to be dirnlll
jshec1. They may also be n means of supporting the concept of the 
market area by giving: priority, ·wh(>n supplies are short, to handlers' 
requirements for serYlug {he rl'gulnted market oyer hallcUers' require
ments for serving other markets. Finally, and sometimes in COll
junction with carrying out the above objectives, these devices may 
pre\'ent capricious efforts of handlers to participate in the market
,yide pool for their own advantage wifhollt fully p(>riorming their 
funcf-ionl-l as handlers in the market. • 
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Considerable controversy has centered around these devices as 
possible barriers to Illov!:'mrnt of mjUi: to the markets 'w11!:'re .it \\'ould be 

• 
most effecti,'elv utjJjzecl. That th!:'se de"ie0s do a1fect the movement 
of milk is beyond question~indeed, by their very nature they cannot 
help doing so in most case~. But this can be sRid of other ieatures of 
regulation, incllldulg the pricin~ and poolin~ processes themseh'es, 
to which they are merely supplementary. A repOlt of the U. S. 
Department of A~ricultllre, "RegllJations Affecting the :Mo,'ement and 
~ferchandisiJlg of Milk':' nays of performance requirements for pool 
plants: "Assuming that classiHed pricing and pooling of milk are 
necessary and desirable, performance requirements also are justified 
all the bush; that tlll'Y urc necessary regulations to maintain market 
pools." The report indicates, however, the possibility of abuse of 
this feature: "Grunting their necessity, there are, nevertheless, cir
cumstances uncl!:'r which performance requirements may go beyond 
offsetting the tendency of the equalization feature of murket\vide 
pools to attract pool-riding plants" (40, p. 52). 

Similar commcnh3 might apply to the other de"ices h L'e discussed. 
A.ll of them must be emlnated as part of the system of classified 
pricing 'which they are llsrc1 to support. The strltins aid stresses of 
their application. as retleetetl in \'ohnlles of milk held 01 the market, 
penalties on lrgitimate dealrr OPl'l'lltiOllS, or other factors, may become 
severe under certain conditions. If so, amelioration mllst be sought 
in examil;lation of the mu.nner in \\~hich classified pricing and pooling 
are applIed tu the pnrtIeulal' IlUld market 'w]1(>1'e these ~ymptoms 
appear. 

• 




•CHAPTER IV.-CLASSIFIED PRICING AS A FORM OF 
PRICE DISCIUMINATION 

Price discrimination is the term applied to any practice whereby 
a seller sells a homogeneous commodity at the same tjme to different 
categories of purchasers at diiIerent prices.19 By this means, the 
seller exerts some influence over the apportionment of his output 
among categories of buyers, for the purpose of increasing his returns. 

Classified l?ricing is thus a form of price discriminatlOn. It may 
be applied ,'nth the limited objec6ve of apportionin~ output among 
buyers on the basis of use so as to sin.bilize returns of producers. In 
this case, seasonal excesses of supply 111.·e diverted from the fluid market 
to avoid depressing producer prices on that market (see p. 22). On 
the other hand, classified pricing may be applied "'ith the object of 
controlling the allocation of milk supplies between the markets for 
fluid milk and for milk products so as to enhance the totnl returns of 
producers on a year-round basis. 

Our analysis deals with the application of classified pricing for 
each of these purposes and the economic tendencies and consequences 
which result. As a rrelimblary, we shall discuss the prevalence of 
price discdmination m model'll economic life, the prerequisite condi· 
tions for its practice, and some of the special features of cJussilied 
pricing which limit its application for the purpose of enlllU1cblg 
producers' returns. 

Examples of Price Discrimination 

The practice ofJ)rice discrimination is more common than may be 
generally suppose. A few j'amiliar examples may be cited: (1) It 
is the accepted custom among doctors to charge d1ifel'ent prices for 
their services to patients in diii'eJ'ent income classes; (2) manufacturers 
sometimes sell the same or simiInr products to consumers under dif
ferent brand names at different prices; (3) l)ublic lItDities usually sell 
water, gas, or elecb:icity at different rate sC"ledu]es to home and com
mercial users; (4) growers' associations sometimes dispose of parts 
of the crops ·of fruits or nuts under marketing programs in which 
market and price discrimination plays a part; and (5) railroads 
set up freight rate schedules for different categories of goods to "charge 
what the traffic will bear," n, phrase which has come into usage to 
apply to monopoly pricing. 

Many other instances of discriminatory pricing could be cited as it 
appears in various forms in our modern marketing structures. It 

,. The definition of price discri mination is usually extended to coyer practices 
whereby a seller systematically and simultaneously: (1) Sells similar but not 
identical commodities, such as differently packaged or branllrd articles, at price 
dIfferences which do not correspond to cost di11'erences; or (2) sells under terms 
in which the costs of differences in services (transportation, credit, etc.), to 
different groups of customers, are not accurately ref:\ected in prices charged. e 
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comes into play 'wherever advertised and unadvertised brands of the 


• 
same product appear on the market together, wherever fl. seller finds 
some way of segregating his products or his customers 1,0 his advan
tage, and wherever a group of consumers is found by a seller to be in a 
special situation because of tariff barriers or other conditions which 
prevent the free play of competition among sellers. 

Some degree of control by the seller over his markets is required for 
the practice of price discrimination, but some further factors which 
are cited as encoumging the pmct.ice are: (1) Hen;"y fixed costs ill 
the production of the commodity, (2) a variety of potential uses for 
the commodity, ancl (3) existence of joint costs in the production of 
several commodities. Today it is recognized by economists that these 
and other factors constitute powerful economic forces working toward 
discriminatory price policies. "Businessmen are continuously ex
perimenting to discover new divisions of their respective markets as 
a, basis for formulating discriminatory price policies in the interests 
of maximum utilization of clLpacity, maximum spreading out of fixed 
costs, and maximum profits" (/14, pp. 350-355). 

Prerequisites for Price Discrillliuutioll 

The ele.ments essential to the successful application of a discrimina
tory pricing policy n.re: (1) A consiclerH.bIe degree of control by the 
seller of the supply of the commodity in the area or among the groups 
of buyers ,;-here 1H' applies cliscrimilla.tol'Y prices, (2) different elastic
iLies of demand fol' thl' commodity in the price categories established, 
and (3) aSSUl'tUlCe that buyers will not be able to divert the commodity 
:trom one price category to another (8, pp. 27;)-274, and fZ7, pp. 179
181) . 

The preyu.]cnce of l1l0nopolisl'ic cOll1petititon, in its various forms, 
provides sellers with opportunities to make some decisions with respect 
to the alloctltion of their products or services muong buyers. For 
successful price discrimination~ however, tbe buyer groups must be 
clearly distinguishable to the seUer andl1e mllst be able to apply his 
multiple-price policy so that each price is applicable to each group 
only. "Where [1, numbel' of independent sellers engage in the practice 
of price discrimumtion in markets 'which they share in common, uni
form selling practices nre required to prevent some of them from COIl
centratinl3' sales in the high-price market (31, p. 223). 

The abllity of sellers to hold the gains from price discrimination 
over un extended time depends brgely upon whether they can limit 
their output and restrict the entry of new competitors. Unless they 
are able to prevent added inYl'stment and increased output which the 
extra returns from price discrimillation encourage, profits wil1 eventu
ally be reduced to a nOL'mal cOl1lpet.itive level even though higher prices 
remain in effect. . 

Differences in elasticities of demand among groups of buyers are 
required in order to make it possible for the seller to profit from dis
criminating in the prices ,vlnch he charges to each group. Elasticity 
of demand at any price is the proportionate change in amount pur
chased (in response to a small change in price) divided by the propor
tionate change in price. As the demand curve normally slopes 
downward, quantity increasing as price decreases, elasticity would have 
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a negative sign. A convenient convention has sometimes been adopted 
of referring to the elasticity of a falling curve as positive and of a 
rising curve as negative (137, p.lS) .20 

If we consider a seller who is charging the same price to two different •buyers, each with a different elasticity of demand, he will obtain a 
greater aggre~ate return by charging two prices; a higher price to the 
buyer whose ctemancl is less elastic (less &ffected by a rise in price), 
and a lower price to the buyer whose demand is more elastic.21 This 
reasoning may be extended to many buyers or groups of buyers with 
differences in demand elasticities. 

To the extent that conditions allow a seller to discriminate, he will 
ga,in by charging different prices to each buyer 01' group of buyers. 
The highest price will be charged where the demand is least elastic. 
The seller will achieve his most profitable position if his sales in each 
price category are such as to make equal the revenues derived from 
the last units sold (marginal revenues) and the cost incurred in produc
ing his last lUlits of output (marginal cost). At this point, elas
ticity of demand will be smaller in any higher priced market as com
pared with any lower pI'iced market (31, p. 225). This last proposi
tion is of special signilicance in the appliuttion of class prices in fluicl 
milk markets, and will be demonstrated and Jrlore thoroughly discussed 
in chapter VI. 

The third prerequisite for the practice of price discrinlination is 
that the seller must have some assurance that buyers will not be able 
to divert the commodity from one price category to another. .A. 
manufacturer may discriminate by geographic area, absorbing part or 
all of the cost of transporting his product to areas where he is meeting 
competition from other firms and charging higher prices to customers 
in areas where he has less competition. The distances separating his 
customers in the different areas and the nature of his competition give 
the seller the assurance that he can maintain his price categories. In
dustrywide agreements are sometimes entered into where competing 
Jirms establish prices by zones 01' according to a basing point system.2" 

In cases of this kind, the agreement among competitors provides the 
assurance that the price categories will hold. 

Where personal services are involved, selling practices involving 
price discrimination may be maintained because such services n,re not 

:0 The range of elasticities of demand for almost all goods at all prices would 
thus be from zero to infinity, the former representing complete inelasticity and the 
latter complete elasticity. Those very exceptional cases where quantity bought 
might increase due to an increase in price would be said to have a negative 
elasticity of demand. 

21 Robinson explains the iIlljJossibility of profitable price discrimination where ..
the demand curves in the Separ!lte markets are similar (21, p. 185): "If the 
demand curves of the separate markets were iso·elastic, so that at any price the 
elasticit.y of demand was the same in each lIlarket, then the same price would 
be charged in all of them; for when the marginal revenues were equal in each 
market, the prices would then also be eqnal anfl the result would be the same 
as though the market were !lot diY.isible, .. ' It might be possible for n village 
barber to charge a cliITereutial price for shaving red-haired Clients, but if the 
red-haired members Of the village had the same wealth and the stUne desire to 
he shaved as the rest of the inhabitants, the barber would lind it profitable to 
charge them the same price as the rest." 

2% "A basing pOint system of selling exi;;ts whenever goods are sold at delivered 
prices calculated by adding together the price at a basing point and the cost of 
transportation from that point to the point of delivery" (8, p. 290). 
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transferable. Doctors customarily charge fees related to the ability of 


• 
the patient to pay and lawyers frequently base their charges on the 
ability of the client to payor on ho'" much mouey is ilwolvecl in the 
case. 

Wlwre a manufaduJ'er is able to associate prestige or other satis
faction with his product ,yhen sold uncleI' one brancl name, he may sell 
it at a higher price to one class of people, ,,,hile selling the same product 
at a lower price for quantity distribution under another branclname. 
Some perfumes and cosmetics al'e examples or product:; which have 
beE'll sold on this basis. The fact that the "ame product appears in 
tlifferent guises to the dilTereut grOl!pS of buyers gin~s the seller the 
assurance that the price cal.egories WIll be held.:!:! 

In some cases, the sellt'l' llluSt be in a position to measure, supervise, 
or check the mal1lH'1' in ,,,iJieh his pl'oduet. 0)' ;;('rvi('(> is 1l~('(1 to assure 
agllil1st diversion from one price eategory to another. Thus, gas 01' 
electric power COlll]lanies elmrgiug diftel'ent rate~ 1'01' industrial and 
home users, or for eli ll'('rent kinds of home US(', art' ahl€' to illstalI lneters 
to meaSUl'e tbe. amounts used :for ('a ell purpose. I(aill'oad:;: are able to 
check the classes of llwl'chandise acl ually carried in their cars. ,Yhel1 
milk is sold by l1, proclucers' ass()('h!t ion 'in accol't!allce ,yilh a classified 
price plan, the association must hllYe f}OlllC means of aSi3Urillg' itseH of 
the accuracy of dealers' rl'pOl'lS on how the milk is usecL Otherwise. 
the association cannot he ::;LlrC that milk pnrclUt8Ccl in a 10\\'e1' priced 
use category is nOl divel'tPll by dealers to a higher priced use category. 
This assurance of accurate reports or utilization is accomplished either 
by an arrangement whl'rl'by tIll' ,ls~ociatiolt's own auditors haye access 
to dE-aIel'S' recorcls or "'llPl'cby impal'tit1,l auditors are made, by an 
outside agency. 

Special Features of Classified Pricing of l\:Iilk as u 


Form of Price DiscriminaLion 


In the application of clat:'siiil'cl pricing of milk as It form of clis
criminatiYe pricing, certain features differentiate it from the more 
usual application of pl'icc dis<'l'iminatiou by 8e11('rs. SeYeral of these 
are of special ~ignjlicalle(' in limiting the llSl~ of l'la~siliecl pricing to 
inel'easp the lll't retUl'llS or milk I )l'mlucers. . 

First, and most important, the separation of theflnicl and surplus 
milk markl'ts is not brought about by the application by the sellers 
of discriminatory p.rices. The Huid lllill'ket is sepamte and distinct 
'front, though intl'lTelat('d with, tit!' warkcts :fo]' manllfadlll'('(l milk 
products. It is the m:lrket wl\(']'(' costs of production, amI conse
quently the Yaltle of milk, e\'(>n ill the absence of c1assiHed pricing, are 
llOl'maiJy higher (::;ce ch. I). 

The npplica.tioll of ('lH::,~ilied 1>1'i(·jl\g in fluid milk market;:; is anal
ogous, in certain resped::;, 10 jll'it'P (li,.wl'imiuation by sellers in inter
national trade. In foreign lrlldt', tbl'. domestic selll'l's, with some 
degree or monopoly control mlliE' home market, lllay sell in the 

23 Cf, Robinson (£1. p. 180) : "Yndous brands of a eertnin artide whirh in .fart 
are ulmost exuC'tly alike mllY be sold a~ diiI(>rellt (J1Hllilie$ under nllmes an(l labels 

• 
which induce riell IUld snobbish 1J1ly('r~ til divjrl(> tb(>Il1f;('l\'Pl': .frolll r>O!H'(>l' buyer>;; 
and in this wa y tbe lUlll'l;:et i$ $plitU\I. (mel tlll' lIlol1opoli!>t ran $(>}I whnt js 
substantially the SIlUle thing at se'·Cl'llillrip(>f;." 
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competitive foreign ml1rkets at prices lower thl1n those charged do
mestic consumers, 11 procedure wh icll has become known as "dumping" 
(43; and 6, p. 558). 

The l1nalogy between price discrimination as practiced by milk 
producers supplying fiuid mille markets and the practice followed by 
domestic firms ill international tmde is a good one in certain respects. 
The city market, from the standpoint of the organized mille producers 
who ~l1pply it, is a sheltered market, in mllch the same sense as the 
hOlre mnrket often is to a domestic firm 'which sells some of its outpU\ 
abroad at lower prices. It is sheltereclnot only by the association's 
control over its own snpplies, but also by the geographic isolation 
of its buyers from most alternatiw, sources of supply, b'y health l'egu
lations, and by other institutional factors. ;\£:ain, the markets for 
milk for manufacturing uses stand, with reSl)ect to any city milk 
market, in much Ole same relation as does a foreign market to the 
home market. The fluid milk association. like j'he domestic firm 
selling in a foreign mar1;:et, must sell milk'at n. ImYer pdce to meet 
the competition of other producers who sell milk in a market for 
manufuctm'illg use. Also,' because the amount of milk sold for a 
mlulUiactming use by any lIuidmilk assoC'ia.tiOll is normally small 
in relation to the total supply, it has little effe('t upon the prevailing 
price of milk sold for that use.21 

There is, howeyer, one respect in which the application of classified 
pricing in It fillidmilk l11ftl'ket is quite different from the usual situa
tion of price discl'imination~ including that between home and foreign 
mn:rkets. It is a difference '\\"hi("11 limits (but does not entirely pl'e
,'ent) its effecti ,"eness for illcreasi ng the returns of producers. 

It b:equently happens that a domestic firm will find it advantageous 
to sell in a foreign market ewn though the price in this market is 
"below cost," tlmt is, belm\' its a ,"crage cost of production. This is 
not surprising, in view of the nature of price discrimination and the 
price l'elationships required for mftximulTl, returns to the seller (see 
p. 36)" "VVhut a domestic seller will not normally do, unless sub
sidies are involyed, js to sell his procluct abroad at a price below Ilis 

. 1 t(6 1':t:8 dO'" lSI':) "5margrna cos ,p.D;) ,an ... "p. D.-

In price discrimination as applied by organized producers in u fluid 
milk market, the situatlOn is different. Marginal revenue from sales 
of milk in surplus markets lIlay be expected to fall below marginal 
costs of production. Nonfluid outlets fOt" milk in fluid milk markets 
represent unprofitable outlets for most of the producers who meet the 
quality standards set up for supplying the city 1l1ltrket. If it were 
not for the perishable lUlture of the product [md the conditions of 
seasonality associated with its production, 110 part of the fiuid milk 

O'This does not mean that the price of milk which a fluid milk association can 
receive for a manufacturing nse is always Independent of the quantity which 
it sells for such use. Limitations of a,"nilnble facilities playa part (see p. 45). 

:s .An unusual glut of il1\"entory lwld I)r a domestic monopolist might lead to a 
temporary expedient of selling pnrt of his product abroad at prices below 
mar~inal costs. This might occur IJeC1ltlse of a sndden fttIl in domestic demaud 
fOl' the product, especially if high storage costs or losses throngh deterioratioll 
are im"oh"ed. Goyernment sales ubroad, at prices helow lllarginal costs of 
domestic producers (as in the CHSP I)f hutter) fnll in It dilferent category, 
hecnllSf} the Government ~~l'ensliIT. not til(' lJl"orlucerA, bpars the loaRes. 
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supply would normally be used in these outlets.20 Gaumnitz and 


• 
Reed comment (16, p. 24) : C( ••• ol'Clinarily no milk \YOllld be pro
duced for use as mtumfacturing milk: in the area supplying fluid milk 
to the market (lenTing aside the question of the seasOlull and ditily ex
cess, which can hardly be considered as being produced for use in 
manufachu'ing dairy products, even though so utilized)." 

A second special fentme of classified pricing as a form of price dis
crimination is that the seller, in this case the producers' association, 
is not able. to set prices unilatCl'll lJy. Considerable concentration of 
economic control m the mtll'ket· is represented by bllyees as "'ell a::: 
sellers. The priee schedules are estahlished either titl'ol1c:h collectiye 
bargaining ,,,itll denIers 01' through a gmTerlllllcntal agency (sec 
appendix B). 

Another important :feature, of: ('lm;siIled pl'ieing is tllllt, e\Ten (tfter 
the cltlss priccs an' established, it is the buyers\Yl!o tHe usually in the 
position to make the allocatioll of milk to the ,-arions lIses. This allo
cation ,,,ill be madl' 011 the uaHis of Ill:tximizing the buyers' profits, 
not those of proclllC'el's. This is an impol'tnnt ]imitation on the appli 
cation of classified pri('ing for the bt'lleLlt of producers. In markets 
where the produrl:'l's' association also opt'rat('s as a handler, it shares 
the control 0:1' allocation llnd 111('1'(,],Y iJlt'l'eHSeS its alJility to practire 
price discrimination Jor the .ldntlltllp:e 0-( its lllemuers. 

A fmther aspect of II tlicl 111 ilk llUtr},::t'ts bearing upon the tlpP] iC[ltioll 
or classified pricing as n, llwans oJ price (lisC'riminatioll is 111(' degree 
to which snpplies o:f milk fot' tllP lI:arht may be limited. RE'strietions 
upon expansion or importation of suppji('s arc Hot 1IIH'OlUlllon in fluid 
milk markets. but typieally these (PJIll (0 (l('lny rather than to prcnut 
pxptU1sion. This t('nels to plnc'(' It tim(' limitation llpon the financial 
admntages "'hidl producers may dpl'in from the prnetice of price 
discrimination. 

C'Il In those fluid lIuukets where loc'ul health authorities require that milk for 
use as 1!uid ('reHIlI, 01' any other spC'rifit'Cl milk pro(lnct, must come from the 
slime farms whil'h !;UllPll' milk for Huitl mill, usC', sudl Pl'Otlucts nre not true 
,;UrllL\ls outlets for local milk. The~' (u'e prolitnule outletsfo!: local prOdUl~er!; 
who may, howe\'Pl', put milk used ill these llroducts ill n l()wC'l' priee ClilSS, either: 
(1) To take ml\':tnt!lge of greater ellll'ticities of demand relativ(, to that of Hnicl 
milk, or (2) in (he ('URt' of ('l'('Hlll for ('prtnin Inrgt' (·it~' llltU'ketR, to I'elleet lower 
costs of trnnsportin~ (,l'Nll1l, sppnl':ltl'\1 at (?OuutlT plantl', ns C'Qltlllllr('(1 with 
rosts of trnl1s]lortillg whole milk. 

• 
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CHAPTER V.-ELASTICITY OF DEMAND FOR MILK 
FOR FLUID AND SURPLUS USES 

The nature of the demand responses to price changes in each of the 
differentiated markets is, as we have seen from the discussion in the 
previous chapter, a matter of central importance in the application 
of a system of discriminative prices to a commodity. We have llOted 
the principle (pp. 35 if.) that differences in demand elasticities are 
a necessary condition :1'01' profitable price discrimination among differ
ent markets. In our later discussion (ch. VI), we shall show, how
ever, that this is not a l:iufIicient condition for sellers to increase their 
aggregate returns 27 when their "home" market is a higher price and 
higher cost market thaJl are the other "unprotected" markets to which 
they may divert part of their output. Thus, when we come to C011

sider the application of classified pricing :1'01' enhancing producer 
retUrllS from the sale of a given supply of millr, ,ve must consider the 
price level for producers' millr in the smp1 us market (or markets) 
relative to that of the fluid market, in addition to the elasticities of 
demand for producers' mille in the fluid and surplus markets. 

Our analysis of demand elasticities for milk for fluid and smplus 
uses has two main aspects. ,Ve shan differenthtte between the llature 
of the more general demands for milk for ejther fluid or surplus uses 
and the nature of the speci fic demands for the milk which a producers' 
association is selEng for fIujcl or surplus uses. ,Ve shall also require 
a diiferentiation of the elasticity of demand for milk for :fluid use in 
accordance with the time period lUlder consideration. Thus, there 
is not a single elasticity of demand for milk for fluid use) but a whole 
range of elasticitjes related to different durations of time. This matter 
of relating demand elasticity to the time factor also comes into play 
in connection with demands for surplus milk in city 111lu'kets where 
there are limitedlocnl outlets for such mille 

Elasticity of Consumer Demand for Milk for Fluid Use 
The amount; of the aggregate ckl11nnd response of consumers in a 

market to changes jn price for milk in fluid form varies with: (1) 
The composition of the particular market;!l8 (2) conditions prevailing 
at the time of the price clumge, including levels of employment and 
hlCome and the prices lmdllYailability of other commodities, especially 
potentially substitutable foods; (3) the level at which the price of 
mille is when the change in price occms; and (1) the time period al

'" This is not to be confusecl with the qtiestion of stabilizing returns, relating 
primarily to seasonality of milk prO(lllctiol1. 

"" Especially the income distribution of COnSUn1el'S in the mar1.et. Purchases 
per family of fresh wbole milk by low-income families are considerably below 
those of mic1dle- and uppcr-income families (39 and 45) and elasticity of demaud 
amollg fnmLUes .for milk iu this form is generally considered to vary inversely 
with size of income. 

'10 
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'. 
lowed for the response to take place. The first two points are prob
ably self-explamttory, so om discussion will be confined to points 3 
and 4. 

The elasticity concept involves a relationship of two proportions. 
It is measureel at any price by the proportionate change of amount of 
the commodity pmchased in response to a small change in price, divid
ed by the proportiOlUlte change in price. '1'0 translate this into concrete 
terms, consider that in a given mille market, the retail price of fhiiel 
milk is 10 cents l1, quart and at that price 100,000 quarts a day are being 
solel" Now, if the price of milk is raisecl1 cent, this would meaD H. pro
portionate chlUlge of pr.ice al1l01Ulting to ¥lo. If the proportionate 
change in the demllnel for milk caused by this change in price is less 
than ~~o (representing fL decline oj' 10,000 quarts a (by), the elasticity 
will be less tluull ancl\ve say that the demand is inelastic at this point.2o 

Jf the proportionate dutllge in the demand is greater than 7~O' the 
elasticity will be greater tiULn 1 and we would say that the elemand 
Jor mille is elastic ltt this point. 

£\"ow, let us snppose that in the same mal'lmt the price of milk has 
Ul'l'll raised by gradual dc'grecs to 20 cents a quart and that the quantity 
of milk purchased at this price is iJO,OOO quarts. A change in price 
of 1 cent n. quart would mean a proportionate dun.ge in price of only 
l~O' This would now have to cause a proportjonate cbange in demand 
for milk of less than ~,~o (representing a change of only 2,500 quarts 
II day) for the C'lasticity to he less thallI; that is, Jor the demand fOT 
milk to be called inelastie at this point. 

It is ul1l'Plllistic to speak of milk, 01' tlny commodity, as haying a 
demand with certain fixed eharactC'l'istics of elasticity. The degree of 
elasticity of any cOl1lmoLlity .-arics at different prices and is likely, 
uncleI' any givcn conditions of the gencral price leye1, to increase rather 
rapidJy bcyond n. cert.ain price range. Robinson points out that any 
seDer fa~ecl wi th an illclastic cll'llUtl1d would a] ways find it proiitable 
to raise his price. "1:1' the dl'l1ll111d Cllrve \\"ere inelastic throughout its 
length) it would pay 11 illl uest to produce an infinitesimal amount and 
sell it :1'01' an inHnite price ... obyiously an absurdity" (131, p. 53). 

Allen re:l'ers to the dilliculties usually preseded in diagr[Ullmatic
jll ustrations: 
If dell1llud cun"es nre tImWIl ou natural scales, ns is usual iu economic works, it 
becomes mOre (liflicnlt to estiulllte twel NllllpnJ'e lhe elasticitil's at vllrious points 
OIl the HtUlIC or on different «('llIaud curves, It is t(,llIllting to estimate the 
<'illHticity frolll the grllelient of the demand curve, to sa~' that a demancl curve 
ste('llly in('lined to the prite nxiH llnH a lurge elasticity. ':I'his is incol'l'cct, , . " 
For pXHlIlple, the linear Clcmullel (,UI'Yl' has n (,Ollstaut gradient but its elasticity 
h; Ilot constUIlt. '1'he elusticity, liS is easily Sel'Il, decreases as the prIce decreases 
and the demaud increases (1, I), 2G()). 

Studies of aggl'egltte ConSUl1.1l'1" responses in Huid mille markets to 
small changes in the reta.il price per qnart indicate that over short 
periods of time proportionate changes hl alllOUl1.ts of mille purchased 
lLre less than the propo)'( ionnie changes in 'price; that is, the elasticity 

• 
!!I' By counmtron, if the ('lnsticit~' of dell1ltll(l Itt It certnill price is less thltn 

tlnit~·, we say that demlLud is inelastic at that price Itnd, .if greater than unity. 
\\'(~ sn~' that tlt'Ulil LId is clnstte at that price. When demllllli is inelastic, an 
ilH'rCUSl' tn )11'1('(' will bring' II gl'cn('l' total l'('t\I1'11 from u smuller volume of 
sales, unel, COl1l'l'rs(lly, a c!t'('I"C'IlSe ill prit'e will bring it smalie'I: total return fr()lll 
!lItu'ger volume of sales, 
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of demand is less than lUlity. Several reservations must be borne in 
miud ,villi l'espeet to this conclusion. First, it relates to changes 
within "customary" or "reasonable" price limits iu a city milk market. 
Second, it should lloL be acc('pled as au indication that demand re
sponses are similar in an ci ty markets at all times and under all 
conditiolls. Finally, and 1110st jmportant, these stuelies apply to short
period responses ouly. For long periods, there is no proof that 
changes in priee relationships betTI'eell fluid milk and other paTtially 
sllbst:Jtutable food proth;~~b; (incJuc1il1g milk products) would not 
result ill dmnge:-; in ('Ol1Stllllel' buying hahits of a magnitude which 
would reslllt ill a, proportionate change of tlt'lIlaucl exceeding the pro
portio11!lte change in prier, ~\.s W(' look nt the phlCe of fluid milk in 
dill'erent national tliets, sOllie wi tll h igh('l' and others ,yith lower pel' 
('npita cOllslImption, or as we t'ollsider (Itt' changes in consumption of 
milk and otll('l' staph's by tIn('udcs in ollr o\\"n 'country, we get some 
inkling of the powl'rlul long-period rcsponses to clutnging price
relations and other c011ditio11s.;'" 

Today fluiel milk in cily market.s is in direct competition with 
c\"llporateclmiJk and nonfat milk po\VclC'l', with the latter slo'wl)' but 
per::;istently gn.inillg a place in an eYl'l'-growing number of city house
holds as a partial or complete snuslitute for f1'esh fluid milk. New 
products, Dke cOll(,pntrated milk, also hay!.' ecollomic potentials for 
untlerprieing whole milk in SOlllP lllal'k('(s. ;--)plkl's of iluid milk, 011 the 
other hand, 1:-.ppk to l'eplac(' ol11('1' pJ'ndut'ts, Sl1ch as soft ell'inks, where 
prin' relatiollship~ as Wl'lJ lt~ lH'IY illl'! hOll-; of selling play H part. 

Economists 1mYP .long l'('('ogllizpd that protectl'd market conditions 
iol' a prodllN prondc a strollg' illdllC('Ulpnt (0 tpchnological changes 
dcsip:lled [-0 OH'],('OlllP s\lch prot-Pt't iOll. TIlII:':, aC('f)l'(ling to Rolailc1 
Bartlett (4) ; . 
Th(' altainUll'llt of a Idgl!-qualit~· ~tornhI(', ~t(\rile ('on('('nlrated milk and a high
quality th'y whole milk appears to be probable \\,Uhill the n('xt few years.... 
1.'lte~· will sound the (lenth knell of ('x('el'l'iY(, milk distrihution costs and will tend 
(0 lowel' Clu::;s 1 prices iu all l!i~h-c()st [ll'pas. 

Not all pconomists ,,"ould be in ('oll1pletl.' ngl'N'llll'ut with Bartletfs 
forecast, but no ap:eucy l'lllwged hI the se1ling of fluicl mille can alford to 
il:,'1lO1'(, the possibll' JOJlg-rllll PJl't't't of price challges by accepting 
lU1C'l'itically the idpH that thl' ('Oll~Ulllel' demand for its product is 
inelas(ic. 

It may be not-pel that AUred .Marshall, who first dewloped the 
concept of elasticity of demand, gaTe considerable attention to the 
time element, e labol'ating on sewral historical examples, among which 
"'as that of tIll.' delllllJ)(1 re:';l)OHSe to a l'isein pricl.'s of wood and 
charcoal (93, p, 111) ; 

For instance, \I'llI'll wood (mel ('11arcoa1 became cleal' iu J~l1g1an<1, fa tIIiliarity 
with coal as a fuel grew I5lo\\'ly, firellla('c8 were but slowly IlcInpteti to its use, 
and an orgauized traIlk iu it did not ~Jlring up (jlli('ldy eyeu to places to which 
it could be easily ('/llTic<1 by watt'r: The il1\'eutioll of llr()('eSS(!S by wllieh it 
could be llsed as a ,;ubslitut{' fOl' ehurcoal in Ullluufaeture went eyen more 
slowly, amllR iudeptl hunlly ~·(,t COllllllpte. 

so "Little is known ubout tile 1'CSPOll!lC whi('h ('()nSUlllCl'S makc after a gin~1I 
price has bCCll ill eff(l('tfol' lIHlIllbs (II' e\'Cll rcu r!:;, Thel'p is rpui;on to believe 
that tlltoug:h ('ustOlU Hud hu'k IIf kllo\ylcdg:e of tlH' qunli ties of competing: pl'od-
11Cti'i, CmlSUltH'J'S Ilre I5luw to citung:e thl'll' food habits, But, gil'en a price l'ela
Un[l!lbill that is llHlintailled Ol'e1' a period of time, tlte response, though graduul, 
maJ' hal'c far-reaching eITects" (45, p.l!)). 
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Marshall summed u~ the general application of tht' time fa,ctor in 
most cases of dema,nd (93$, p. 110) : 
... there is great difficulty in allowing for time that elapses between the 
economic cause and its effect. For time is required to enable a rise in the 
price of aconll.no(litr to exert its fuil inlluence on consumption. 'I'ime is 
l'equired for consumers to become fru.niliar with substitutes tllat CRn be used 
instead of it, and perhaps for 11roducers to get into the habit of producing 
them in sufficient quantities. Time lUUy be also wanted for the growth of 
habits of familiarity witll the new cOlUmodities anel the c1 iscoyery of methods 
of economizing them. 

For the purposes of our O\\,ll theoretien1 nppl icatiom;, we shall apply 
to fluid milk the genel'all)' accepted pl'iueiplt' that "the incliyidual and 
market demand curves of a ('ollll11odity increase ill elastirit\, when the 
t.ime period is lengthl'necP (31, p. o:i). ~l)l'cific'a1]y, \YC shall go on 
the aSlUnpLion that, under usual condition;.;. {'he <'las! ieity of consumer 
demand for milk is lcss than unity (inelasti(') :for. say, a Jew weeks 
or so fo]]owing tL price challg(', but that the impact of the change in 
price on demand wiU l)(lcolllp §,!l'eater as f:illlP goes on and win 'come 
to exceed unity (i, l'" be('oJ1lC'. elastic.) , Ko fUl'thel' precision of 
assumptions i:; l'('quil'('cl fOJ' our pm'pose:;, . 

This cOIll'ept of ilH'l.'('a:::illg l'laB('ieil")' illl'ough tilllP is !lot basl'd on 
dWll§,!es jJl l'OUHlUllel'S' (n:':('s. Like ull cOll('epts with l'('sped, to 
economie. phenomenn OWl' tinH'. it- must nbstmd from tlle J'l'ality of 
('hanging couditiom; to ('ol1:;i<ll'l' on1y the 1'\'lal iOl1shi ps oJ tllt' JlH:{Ol'S 
under Obf>eITatioll-in 1his c'nsc" '(11(' impact 0-[ a pl'i('(' chongl' on 
consumer dt'llland, 

Elasticity of Demand for Association's Share of Supply for Fluid Use 

Even for short-period eakulations, it is llot encmgh i'oL' an associa
tion to consider the general 1'('sponse oJ CPllsmners to a retail price 
change. The association sens milk to hnndlers, and its calculahons 
must be based not on the ,~'enel'all'espoJts(' of ('onsumt>l's :in the market 
but upon the J'pspollse of 01(' pal.'tirllln [' handlers to 'whom the asso
ciation sells its milk. Cnsc:;els (.9. p..!~) shows liS thai' "that part 
of the den leI'S' demand \\'11 i('h is clpriYe!l i~t'ol1l the clt'mand of OIl' 

ultimate consumers 'fot' fluid milk llm.;t always be mo1'p inelastic 
than the COnSlUl1t'l'S' dt'manc1 i!'Bt'1i\" ewn in markp{'s ",11C'['(' c1e::tlers' 
margins customarily are iJ)cl'NtRC'd as pl'i('e~ paid ('o pmc1urel's increase. 
lYe inust, ho,\,eye1', take into consideration two factors which tend 
to increase the elas(-iei{'y of demand for the assoeiation part of the 
fluid milk supply, 

If buyers to whom the a~s()ciation sells milk are in competition 
with hail(llel'S who btl), outsic1p the associaf'ion aL a single pri(,e. thp 
Intter may 1)0, in a bt'ttel' position to 1.1llc1el'sell the Jormrl' nfirr the 
association increases the price of its milk for fluid mie, Ke\\' handlers 
may beenCOlll'agpd to enter the market with gren.tPL' opportun1ties 
for' building up a fluid milk business, Thus handlers buying- from 
the association J11i!!ht suireI' grpater losses of fluid sales thon the 
tlyerage for the m!lrket. as n. whole, and, consequently, the association 
\\'ouldfind morp of its milk cl iWl'trcl to surplus uses. 

A chnng-e in the prier o·f milk for fluid use would also affect the 
inclination of handlers eifher to buy from the assorin.tion 01' to seek 
strppJies outside the assorintion, Thus an jncrease in the Class I 
pnce might encoumge some handlers who buy frolll the association 
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,to seek supplies elsewhere. A dl'c'rease jJl the Class I price might hel p 
to induce hancUers who lUl,ve been buying outside supplies to buy from 
the association. GalIDJ1liiz; and Reed recognize the relationship of 
price policies of a producers' associatjon and the degree of control of 
total producer sales (16: p. 126) : 
... the greater the degree to which the cooperati,e controls the total supply of 
milk available in the market, the closer the demand. curl'e for the milk sold by 
the cooperative will approach that of the market as a whole. Similarly, the 
demand cur\'e for the milk soW through the cooperative will become more anll 
more elastic as the proportion of the total supply C'ontrollecl by tIle cooperatil'P 
declines. Hence, under complete coutrol the extent to whiel1 C'oIllmodity priee dis
crimination is practiced will Dl"obably be found to be greater than when a smaUPI' 
degree of control is exercised. 'With a small degree of control the cooperative 
would merely deprive member producers of their market jf it insisted upon arbi
trary prices for that portion of their milk sold as fluid milk. 

In some instances, associations may respond to the pressure of out
side supplies by taJcing the initiatiye to bring- producers, not previously 
supplying the fhud market, il1to the association (18, p. 49). This may 
make it more dHJicult for handlers to buy supplies from nonmember 
producers. If, by this device, the association is able to maintain its 
share of the somewhat diminished thud sales after lL Class I price in
crease, the proportion of the association's sm'plus usage will never
theJess increase by tile amount of milk from new producers lIDless 
the association ran acquire new customers from among those handlers 
of :fluid milk ,rho were 110t previously buying from the association. 

Elasticity of Demand for Association's Milk for Surplus Uses 

The nature of the demand in a f1uid milk market for milk for a 
manufachu'ed use has been subject to some misIDlderstanding jn the 
theoretical treatment of milk prices. Some "Titers have concluded 
that the elemanel jn any fluiel milk market for mill~ for any pa rticular 
manufacturing Ui::ie must neeessarily be very elastjc lIDder all condi
tions. They huye been led to this eonclusion by the follmnn!! con
siderations: (1) The prices of the major manufachu'eel milk products, 
such as evaporated milk, butter, llOnfat po,yder, and cheddar cheese, 
are detel'11Dnec1 primarily on a national market; and (2) the surplus 
milk of any sillgle fluid milk market woulelnot amomlt to a large 
proportion of tIle total supply of milk used jJl making any of these 
products.51 

The nature, of the demand for milk for .a surplus use in any fluid 
milk market can be determined only from a knowledge of the actual 

81 Cassels, for ex!! mple, deals with the elasticity of demand for all maD11factured 
milk products (Class II milk) in a fluid market (9, p. 53) : "Turning to the Class 
II demand, we perceive nt once that its elasticity must be great. The dh'ersion 
of 10 percent of nil the ,fluid milk consumed in the urban markets would mean 
an addition of between 3 l)ercent and 40 percent to the total national supply of 
manufactured c1airyproducts. If the total demand for manufactured dairy 
products has an elasticJtyof unity. as the Washington authorities have 1'011
cluded from their investigations, the effect of in('rpasing the supply by this 
nmount woulel be to depress the price by approximately 3 percent 01'40 percent. 
As a result of this lowering of the price, production ill areas outside tIle mill(sheds 
would be decreased to some extent anel the price would be restored part war to 
its former level. F.rom this it is evident that for anyone fluid milk market taken 
by itself the Class II demand must ll!l\'e an elastirity so great that the effects of 
.changes in the quantity of Class II milk would have l}rncticallyno effect on the 
price obtainable for it." 
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conditions in the particular fluid market under observation. If, for 
example, there are at all times ample facilities in the vicinity of the 

• 
fluid market for the manufacture of evaporated milk, such plants 
might be ready to buy, at the prevailillg competiti,'e price, all the 
milk which a fluid milk associa,tion might offer to sell them. In this 
case, the demand for this use would be completely elastic. On the 
other himd, if there is only one evaporated-milk plant in the vicinity 
of the supply area and it has ullused capacity only during the month::> 
when the fluid market Hself is ill short supply, the demand :/'01' the 
associlttion~s milk 1'01' tll is use might at tJll1E'S becOlne completely 
inelastic. 

At this point it might be 'we11 to mention how the time factor might 
be expec:tea to affect the demltnd for surplus milk ill a fluid market. 
1£ a Huid lllllrket makes ltyailabJc iL gi"en supply of SUl'pl us milk, with 
a Jairly l'egu.lnl' scaSOlUtl vatterl1, and this supply is mn,illtainedl'ela
tin'ly ul1chmwed oyer a, sufficiently lOll 0' time. manufacturillO" facili
ties 1'01' its eJIective utilizatiollwill be°createcl. Under cer~ljll cir
CUD1stt'lllces. these 1'acilities might create ~t continllous dellw'ld 1'01.' this 
surplus milk and this demand might be wry elastic. But this result 
might not necessariJy follow in all cases. The seasonal pattem of 
the surplus supply (or perhaps other factors) might still make jt ad
vantageous for more than one t.)"pe of facility to be used in the 
hlllltUmg of the surplus. For exnlllple, icc cream facilities might take 
care oJ part of the surplus at a l'elatiw]y high surplus-use pl'ice, and 
some buttt'l'-making ftwilities mjght take care of seasonal peaks of 
the surplus supply "'hieh t'xc('eded tllt' capacity of the ice cream 
facilities. Thus, e\'en ,yhPll long-run adjU<itlllellts are consitlt'recl. the 
surplus outlet which is most l'elllllllt'rath"c to producers in the :fluid 
lIUll'ket HUt.)" not oi1'er tlJt'lll a completely ela~tic dt'llland nt all seasons 
of the year. 

lYe c~ln pl'oeet'cl from tlit' analysi:4 of the dt'Jl1llJHl c-ltal'ncteristics of 
an iJl(liddual plant to tl'lH'e the naturt' oJ the total demand schedule 
alllong llamUC'!'s in ill(' fluid market for that portion of the associa
tion's milk whieh it sel1:~ :1'01' a particular manufacturiJlg use. At 
an v tilll(,. (,t\('11 plant will htLYe its own ol1'ering priec bnst'd upon it~ 
o,,:n operating cost structure, its Cl1l'rt'])t suppJit's in relation to cu
pac-itl'. and its C'om})t'titiye relation to othel.· buyers. ":\.1\ ilJustrntioll, 
ull(lt'.l, 'rnt!le'l" 1'('strjeted eomlitiollS, is ,yorkecl out in appendix C. 
Tht'sp price ofYt'l's, less tlH' cost to the lmncUel.· of moV'ing milk to tlll.'SP 

planls, provide the basis :1'01" the dc'mand schedule :1'01' the association's 
milk 1'01' the particular surplus 1I:-it'. This would be true' whether or 
nOG the mamlfact nrillg facilities ,,'ere owned by the lUlllcUt'r, opC'l'at
ing in the fluid milk llltu'ht, who buys from the association. 

'For any quantity of milk w11i(,11 (he, association st'l1s to han(llel's 
in the fhlid mnrket :for {hit; U!:i(', thp applicable. class priee must be 
low enongh to attract the lacilitit's l'eqnired for its JlHlllUfllC! tlrt'. 
This amount ,,,QuId be the JOWl':-,t prict' paid by that plant (minus 
111t'· cost of moving the milk to it) which had to be patron.ized to gp! 
all the milk sold. 

• 
A hypotheli('[t1 example may mustrate the wa~' in which the de

mand by handlers in a :fluid milk market .fol' milk for :1 particular 
surplus use is l'elaipcl 10 the ehal'llcter anel location of facilities 
IIYailnhlp. Bllppose tl1n( '1'0111' plnllh~ in nIP vi('init.', of the f'lIpply 
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area have facilities for the partiCUlar operation under consideration, 
which we shall aSSllme to be the manufacture of evaporated milk. 
These J?lants are designated as A, B, 0, and D. :Milk in excess of 
quantities which can be dis])osed·of to any of these plants would have 
to be shipped to evaporated milk plants in a more specialized manu •facturing region. The cost, to the purchasing handler, of moving 
milk to each plant is: 

Oo.~t per cwt. 
Plant: (dollars)

A ___________________ .___________________________.. _ None13__________________________________________ ____________ 0.20 
C_______________________________________________________ .20 
])_______________________________________________________ .40 
Other___________________________________________________ .90 

Demand schedules for the association's sUl1)lus milk for manu
factUTe into evaporated milk are to be constructed for May and No
Yember, when the current paying prices to regular producers supply
ing this type of plant are $:3.00 and $4.00 per C'Yt., respectiYely.32 
The prices which would be offered by each plant, the amounts of 
milk which it would accept at these prices, the transportation cost to 
the handler buying fl:om the association, and the net return to the as
sociation for ellch of these months are shown hl table 1. 

TABLE I.-Pric/';8 offered by evaporated milk plants for' quantities of 
8urplU8 milk and net 7})'iccs ~chich 1night be 1'eceived by an associa
tion after dedgrting tran.~poJ'tation costs 

-,-~-.--

IPrice f. o. h. Tran;<por-I
I'lal;[ Qualltity I plant per taiion Net price 

cwt. CO$t I ----....--..--~ ... ...". __ ... -- ---I 
]1>1 IIdrrrlll'f igM I Dollars Dollars Dollars 

I 
jlJay 

A____ 100___ 3.00 0 3.00A__ . 50_ 2. 70 0 2. 70100 ____IL. - , 2. 70 .20 2. 50C__ , OIlC ____~K .20D _____ 
3(1. .40 2.60I-----nflOther_ . __ .:\ot Udliir;L . no 2. ]0 

I ;\'m'('II/I)('1' I 
A __ 5(L I ;1. aD I 0 4.30A __ . ____ -. 150 ,l, 00 () 4. 00B ______
C _____________ 100 I '1. 00 .20 3.80 

50 ... 4.00 .20 3.80D__________ ]00, I 4.00 .40 3.60
Othcr___ ---- . )\ot limited. ____ 4.00 .90 3. 10! 

! 
-~---

., There may be plants in the "Icinity of a supply area for a fluid market 
whose operating costs al'e too high for profitable operation under normal com
petitin~ .condItions beclluse Of obsolescence or because they are "standby" 
facilities without sufficient ~'ear-l'olllld sUPlllies to make for efficient operations. 
These plants will be brought into operation if milk is available at prices below 
those paid by oilier commercial plants. This type of plant is not included in 
tlll' model, as the principle im'olyed is similar to that of dll'l'ountsuBso('illtec:l • 
with (lxtra costa due to Hoyen'upacity" operu tions. 
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The ~£lty and November demand schedules for the association's 

• 
milk for use in the manufacture of evaporated milk, based on these 
prices, are shown in figure 7. The limitations of available facilities 
and the increasing costs of using more distant facilities as greater 
quantities of milk are channeJJed to their use, cause returns to the 
association to drop oif ill lL series of steps. "Within intervals, returns 
are not affected by volume (infinite elasticity). At the end of each 
interval, lL drop-off oc:curs (zero elasticity) as :it becomes necessary 
to draw on facilitjes less remunerative to the association. The total 
range of intel'Yals representing l'PtUl'l1S from plants :in the vicinity 
of the snpply area is smal1er in May than in X0\0e111ber. Smaller pro
portions of the ctlpacities of these plants are n,vailable for handling 
association milk because suppljes from regular patrons are high. 
This is apt to coincide with the tjme when the association has larger 
(illantities of surplus rnilkto sell. 

Demand schedules :for assoeinJion milk could be constructed for 
other manufa,ctul'lng uses (iee c1'eam, butteL' and powder, cheese, etc.). 
Some of these might sho,,' higher J'Ptlll'IlS :i'or at lpast part of the asso
(:iation"s surplus milk than ('ould be ohtained from enLpol'ated milk 
plants. The more facilities tlyailable in the vicinity of the supply 
al'pa, the more gradual is apt to be j hp de>'(,Plll of 111(' aggreg<\te dema nd 
s<"llPdulp 01' handlers in tlIp .IllaJ'hr. ' 

In May and November 

DEMAND FOR ASSOCIATION MILK 
FOR MAKING EVAPORATED MILK 

.... 6 r 

:x: 
(!) 5 f
w 


!: 4 t=---l"---__-. b 
~ r- - IL________~______L-~J'~N__o_v_e_m__e_r_______ 
~ 3 I----.L--,z -~_____~ ,;> May 

~ :+t__~___ l~~~~~~~~~~~~L~/~~~~~~_-~-_-_-_-_-J-_-_L-__ 

o 10 20 30 40 50 60 70 
THOUSANDS OF POUNDS PER DAY 

u. s. DEPARtMENT Of AGRICULr:;Pf 

Figure 7 • 

• 




• 

CHAPTER VI.-PROFITABLE PRICE DISCRIMINATION 

WITH SUPPLIES CONSTANT 

Raising Returns of Producers at a Given Time 

Our analysis of how classified pricing may be .applied as a form 
of price discrimination to raise returns of milk producers has three 
parts: (l) A simple illustration to show how an association selling 
a given amount of milk may apply classified pricing to raise the return 
of its members under certain broad assumptions of prices and demand 
elasticities in the fluid and surplus markets, (2) an analysis to show 
more precisely the relationships of these conditions which determine 
whether this can be done, and (3) an illustration to bring out the pric
ing policies of an association which, for varying quantities of milk 
to be marketed, would be associated with maximum returns to its 
members. 

For our first illustration, we shall aSSlUne the follo'wing conditions: 
(1) An association is acting as sales agent for its members and must 
dispose of the total output of these members-that is, the supply of 
milk to be sold by the association is fixed by the "given time" condition; 
(2) the association may sell this supply of milk at a single price or 
ill accordance ,yith a two-price plan, viz.: Class I price for fluid use 
::md Class II price for nonfluid use; (3) if the association sells its 
milk on a single-price plan, the entire supply is bought by distributors 
for fluid use; 33 (4) if it sells in accordance with a two-price plan, 
it is in a position to establish a price for Class I milk higher than the 
single pl'lce; 34 (5) the demand of distributors for milk for non fluid 
use is, to a considerable degree, elastic; and (6) the demand of dis
tributors for the association's milk for fluid use is, for the very short 
time period under consideration and in the vicinity of the price range 
of the analysis, either inelastic, 01' has an elasticity not gretttly in 
excess of unity. 

These conditions are applied hl figure 8. The distance OQ repre
sents the quantity of milk which the association must sell for its mem
bers. The line DD, taken with reference to the price axis Oy and the 
quantity axis Ox, represents the demand responses of dealers for milk 
for fluid use in relation to prices at the market. Now, if the associa
tion is selling the milk of its members at a single price and if dealers 
take the entire supply for fluid use, they will pay a price QP, deter
mined by the in,;ersection of the perpendicular from Q with DD. 
The total payment for producer milk (f. o. b. the market) will be rep

"" This assumption is lllade for Silllplicity of illustration of the effects of classi
fied pricing in figure 9. It does not affect the validity of the illustration. 

3' The sale of lllilk by a producers' association in accordance with a classified 
price plan lllerely provides a means of raising producers' returns. Unless the 
association is in a position to apply higher prices in the higher price lllarket, 
through its bargaining strength or by other llleans, it cannot exploit this Illarket: • 
to the advantage of its llleillbers. 
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resented Ly multiplying the unit price of milk QP by the number of 


• 
units, represented by the quantity OQ. In the diagram, this total 
payment is represented by the area of a rectangle OQPA . 

Now, consider what ·will httppen if the association decides to sell 
the milk of its members on a two-price plan and is able to raise the 
price of milk for fluid use to an amount represented by Q'P'. Only 
the qlUtntity OQ' cau be soleI at this price and the remainder of the 
supply Q'Q mllst be soleI for surplus uses. The demand for milk 
for surplus uses is represented by del taken with reference to the 
price axis Q'y' and the quautity axis Q'x. The price of this milk 
would be QPIl, determined by the intersection of the perpendicular 
at Q with dd. Uuder the single-priee method of l1mrimting, the asso
ciation wouldllttve sold the entire quantity OQ ftt the priee Q,P with 
the total p:1,yment represented by the rectangle whose area is OQ times 
QP. SeUillg on a two-price pltm, denJer payments for l)l'oducer milk 
are divided into two parts; one pttrt of the supply OQ' is sold at a 
somewha,t higher price, Q'P', and the reHutincler, Q'Q, is sold at a 
lower price, 'QP". The total payment \\-ill therefore be the sum of 
the payments made ror eftch class or milk: OQ' times Q'P' plus Q'Q 
times QP". In the diagram, thi.s tohtl pn,ymcnt is represented by 
the arefts of two l'ectttllgles, OQ'P'13 ancl Q'QI)I'C. 

The amount of the increase in total payments received through 
adoption of the two-price plan will depend upon the extent to which 
the gains from selling a reduced part of the supply at the higher 
(fluid) price exceed the losses from selling the remainder of the supply 
at the Im,er (surplus) price. In our clingram, this gain is represented 
by the excess of the area ofl'ectangle I over the aren of rectangle II. 

~m a Given Supply of /v1i1k 

APPLICATION OF CLASSIFIED PRICING 
TO RAISE PRODUCERS' RETURNS 

y y' 
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Figure 8. 
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Limiting Conditions 
This type of illustration, although it indicates the way in which 

total returns of milk producers may be increased through classified 
pricing, does not tell us just what conditions are required for the appli-e . 
cation of classified pricing to achieve such results. Nor, if the condi
tions are given, does it give us any idea of the limits of its application 
f01.' this purpose. Looking at figure 8, we want answers to questions 
like the following: (1) What must bethe demand elasticities in the 
fluid and surplus markets to ma,ke area I larger than area II ~ (2) if 
we know the dema,nd elasticities in the two markets, do the .relative 
price levels in these markets have anything to do with the profitable 
ltpplication of class prices ~ and (3) under given demand elasticities 
in the fluid and smplus markets, ·what ratio of prices for milk sold 
in the two markets ·will produce a maximmll total return (i. e., maxi
mize the difference between area I and area II) ? 

Olassified pricing is price discrimination ill the protected "home" 
market and unprotected "outside" market type of case, with cost 
conditions higher in the "home" market. Pnces would normally be 
higher in the nuid market even if price discrimination were not ap'plied 
(see ch. I and p. 37). This fact is quite independent of elasticitIes of 
demand in the fl.uid and smplus markets.35 

The adoption <If classified pricing does not, in itself, enhance total 
returns of producers, although it may stabilize them on a seasonal basis. 
EnluLllcing of tobl returns lllYolYes increasing the differential be
twe~n fluid and surplus prices beyond the amount which is necessary 
to reflect normal cost. differentials between the markets. This in
evitably means diverting more milk from fluid to surplus uses than 
"would normally go into such uses on the basis of reserve needs of dis
tributors and seasonnJity of supply. Here l'elative elasticities (not 
simply absolute differences) and relativc price levels in the fluid and 
surplus markets will both come into play In determining whether 
raising the Olass I price will actually result in an increase or decreal'c 
of returns. 

Our approach to the problem of determinulO" the relationships of 
elasticities of demand and prices in the byo markets as they heal' upon 
the profitability of price disCl;imination in selling milk is through 
the measurement of U1Cl'ements of total revenue. For this purpose, we 
shall set up the following hypotheticltl situation. An association 
acting as sales agent for its members sells Q ullits of milk for fluid 
use at a price P, and Q' lUlits for surplus use at a price P'. At these 

:15 In the Jiteruture of milk marketing, there has been some tendency to apply 
the general theol'Y of price discrimination without lIlodilication to tit the Ilarticu
lar conditions of milk marketing, Thus, for example, Cassels stntes (9, p. 53) : 
"If the price differential is accurately determined, total returns can always be 
increased through the practice of charging a higher price in thc ClaS$; I market 
Whenever the demand in the Class II market is more elastic (or less inelastic) 
than the demand in the Class I market . , ," 

Or Nicholls (24, p, 184): "UUllel' what circumstances aoes it pay to dis
criminate by 'surplus' diversion·! ·Whenever the demand for milk in the Class 
II market is more elastic (or less inelastic) thlln the demand in the Clllss I 
market," 

e 
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prices, the elasticities of demand for the association's milk in each 

of the two markets are E ltud E', l'espeetiyely. The problem with

• which the cooperative represelltatiYes are faced is whether it wHI be 
profitable to raise the price of milkfo:':fluicl use, 

The situation may be concei,~ec1 of as one where an association is 
already selling milk in accorclllnce with (L class price plan or as one 
where an association is Se.11illg milk n,t a single price, and is changing 
to a cluss price plan. In the htter cast'. the smgle prire ,,~01l1c1 be tnken 
as represenHug a composite ])1'irt' paid by hanc1lt'rs based on their 
utilizlttions, Q and Q'. and the mlues of these quantities for the two 
lIses, P and P', would lip assullled to IH'o\'iele tIlt' underlying basis for 
payment (9 p. flU). If. then. tIl(' association ('hnnges its "l'lling plan 
'from a single-price to a e1ns~-pri('(> hasis, it may ('ontinue to sell Q 
units of milk for fluid use at n ('lass I prit'(l POt' mn!' raise the 
Class r priee aboyc P -with some c1h'ersioll of milk from (lnid to surplus 
use. 

lYe shall make use 0 f' the fo11owi ng svmbols: 
Q-Number of units of mil k sold :fol' fluid lISC'. 
Q'--Number of un ils of III ilIu;ol<1 for surpl us liSP. 

:P-·~Pri('(' pcr unit o'f milk :fodlui<1usp. 
p'·-PI·it,C' pel' unit of milk -1'01' ~nrpll1R use. 
l~~·-]~lnstieily of d('Jl1:lIl<1 for milk for fluid woe al pricp P. 
E'· Elastkil yo of' c1e IIIa n<1 '['ol'1!lilk for surplus usC' at pI-ice P'. 
x-Incl'('nse in P Wll('ll (Q ~ 1) uuits are sold~ 
v-DeCl'C'HSl' in P' 'when (Q' -l- 1) units are sold. 
R-TotaJ rl'wnue ,,~h('n milk is sold at pric('s P and P'. 
R'-Total reVCllue when mill;: is sold at prices (P+x) und 

(P'-y).
D-Gaill Ot' loss from raising thl' prit'p of milk for fillic1use. equal 

to (R'-R). 
"\Ve can comput(' R aml H' alld n. equal to (H'·n), l\S follows: 

R=QP+Q'P' 
R'= (Q-1) (P+x) +(Q'+ 1) (P'-y)
D= (Q-l) (P+x) + (Q'+ 1) I P' _.y) ,- (QP·f Q'P') 
D=QP+Qx-P-x+Q'P'-Q'y+ P'--r- QP· Q'P' 
D=P'-P+x(Q-l) -~'(Q' +1) 

E a.nel E' in terllls of quantitiC's and pril'Ps ILre: 
E=l/Q+x/P=P/Qx E'=] IQ',;.ylJl'. l)lQ'y 

From the ahow. WI:' can Gnd x nnd y: 
E=P/Qx: E'=P' !Q'y 
x=P/EQ !'=P'/E'Q'

,y(, can sub'ititute Ih(' ahon' \'ftlurs for x and y in our cqulLtion 
:forD: 

D=P'-P+x(Q-'l} -y(Q'+l) 
D=P' - P +J~ (Q -1) /EQ - P' (Q' + 1) IE'Q' 

For large values of Q anel Q'. the approximate value of D is::Ifl 
D=P'-P+P/E-P'IE' 
D=P'(l-lIE') -P(l-lIE) 

.. The marginal unit must be eon('('iv('d of liS sufficiently ~lll1al1 to II\ltke Q and 

• 
Q' large (except for the specinl case where Q' Is zero) • 
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From this i'ol'mnln. fol' D, we arc able to compute the dahL fot' table 
2 showing, fot' di £ten'J1t; pairs of demand elast;icities in the fluid and 
surplus mar'k('{s, the rat.ios of prices in the smplus m:l,rket; to prices 
in the fluid mHrket which would equate n11Lrginal reyellUeS for the • : 
two markets. These arl' the ratios of pdces in the two markets which 
will bring maximum returns from the sale of a giyen supply of mille 
T",ooked at in anothrr way, we may say that, for each elastieity rela
tionship ill Ell:' two markets, there is a percl'ntage of the Class I price 
wllich the Class II Pl'irl' must ex:ceec1 in order for it; to be profitable 
for producers to rai~l' i'he Class r In-ice a.ny further. In other "·o1'(1s. 
these ratios must bl:' I:'xreec1l:'cl hl'iol'e proIitable (liversion of milk from 
the fluid to the surplus markl'! wonlcl be possible. 

The equilibrium position of maximization of revenue of the assoeia- • 
tion as seller is not eli ffl'rent, in this respect. :h'om tha.t of a.n:v seller 
who is pructiri.ng pricl' discrimination. Elnst\city of clemn,nd must 
tl,lwa,ys be less in the' higher prircd m:l,l'ket than in the lower priced 
market (or markets) whl'n total l'l'VClUll' for a11 sales of the product ' : 
is at a maximum (St, p, 225). The Oll,ly l'l'ttl diffe'rence in this type' 
of case from the more rommon case is that Hll', s('11l'1' is fared with 
separate markets even before he starts to discriminate. Thus, jf prices 
in the mmnl'factul'ed milk outlets are too low, there may he no op])or
ftUlity for profitable prirc disrrimination even tllOugh l'lastiC'ilirs of 
dl'mancl aTE' greater in these outll'ts than in the fluid market. 

TAlm~ 2.-Rati08 of 7ni('es of mi7k for 8ll1'lJlIM 118e (PI) to pJ,zc:es of 
mil"~ f01' fl1.tid 1lse (P) 'I,()hic:h will eq1wte marginal 'reventle8 from 
mille for f!lllid a1Ul 8ll1'phl,'; 1IS(,R for dijf(,1'ent eZrlRtic:it'lj 1'e7ation8hip,~ 
in the t1()O ntarlcet8 . 

. ~~~------,,~- ---~-----" 

Elasticity of Ela.sti('ily of demancl for f1llid lise (El 

demand for 
 '__ 0." T-'--r----- ----, -- ---~--

surplu!' use 
eE') 2 3 4- 5 G I 7 8 9 10 ex> 

---------1-- ------------

'--2__ - x x x X I x: X x x x x X 
a x x x x x x x x x X3__ a • 'iIiO X X X X X X X X X 

'L_ a .OG7 .880 X X X X X X X x: 
fi __ .. _ a .02ii .833 .938 X X X x: x x xG__ a . GOO _ 800 .900 .900 X X X X X X
7__ a .5sa .778 .875 . [l33 .972 X X X X X8__ a .571 .762 .857, .91<1 _ 952 .980 X X X X
Il__ a .502 .750 • 8441 .900 .938 . O(j.l .984 X X X10 ___ 0 . 55(j .741 .8331 .889 .926 .052 .072 .988 X X 

ex> a .500 . GG7 • /iJ I .800 .833 .857' .875 .889 .900 x
-----------, Hr.O 

1 ! 

NOTE: X indicates thiLt profita.ble diversion is not pO$sible for the indicated 
values of E und E' us long Uil price for surplus use is le~~ tlll1l1 pri~~e for flltid use. 

The data in table 2 dispro\"e the genentlly accepted theory that; it; 
is always possible for an association to exploit; differences in demand 
elasticities between the fluid market and a milk pt'odnct market. Of 
course, jf the elasticity of the demand for the association's mille for 
fluid use is less than unity (for the period of time under considerltt;ion) 
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and less than the elasticity of clellUtllll for surplus use, it will always 
pay to raise the price of 1uill;: in the fluid market to the point where 

• elasticity equals unity. This would be the case eyen if there were no 
alternatiye market for the mHk. Under conditions where the elastic
ity of dClnancl for the assocjation~s milk for fluid use exceeds nnity,S; 
however, the price of surp] llS milk in relation to the lIniel-use price is a 
factor for cOJlsidem! iOll as wp1l as {h(' dust iei (y of demand in the 
surplus market. -

For purposes of iHus! nlti{)ll, Wl' ,,,ill {,tkc as ollr example an asso
elation :-;elling milk at $G.OO n hllndl.·pd pound::; l(Jt· JLuid use :Ulcl $:2.50 
n. hlllHlrec1 pounds for (lIP :iurplus Il";l' (0 wbich diwrsiOl1 ,,"ill take 
phtcC', and ('onsitlprillg a ;jO-l'I'llt". inen'lIst' in the Class I price, ItUI0ltnt
ing to (i pe1'l'l'llt. T1Ip olli('l'J'~ of' (ILl' as:i(wiation C'~ljllHttc that handlers 
Imyiug frOl1J thC' ass()(,l~ttioll will rai:-;p resal.e priet':'; by 1 cent a qual't 
aftl'l' HllCh all illl'l'pa~~', with an estima(ptl c1C'cren::i(> oJ llemalld fol' lI11id 
milk of abollt ~ lWl'CC'ut. It is flirt hl'l' Hut iei pated that hancllC'l's 
buying from [lIP n~socia{ ion will bC' able {o outaill :iOllle sllpp]pmentary 
Hupplies from nlhc'l' SOlll'('l'S, l'cBtdtillg ill a JurthC']'loss of fluid utiJiza
(ion for the a::isOl'itLtioll's milk of :thollt 10 percC'llr, a total decline of 
about H pCl'ecllt. .;.\ l~-llPl'('ent deelillc in Huid salcs, associated with 
au inc-rease, in pl'iee of (i P('J'('t'llf, would mean an elasticity of demand 
of the associa.tioll·S milk fol' !lniL! use or appl'oxilllately 2 at the $5.00 
price. If ,,'e ttSSUlll(' the llWSt. faromblt, ('ollllitiollS i'or price diBcrimi
nation in the sUI'!)lus .lllarket, an inlinitely elastic c1C'mand, we .find 
from tn,bh' 2 thal till' pri!'1? ill thl' ~tll'plllS lIl;lt'ket wOllld han' to (lxceed 
oIH'-lutlf of nw fluid-liSP pl'it'e to mnk~~ fol' a profitable din'l.'sion or 
milk from the lIuid to the Hlrplns mlu'kPL As th(' p1'ie(' of l:Hll'plll~ 
milk in th(' lllarl«'[ to whit·1t milk would b(' clin'I'tt'Ll is olll" one-balf 
the, price in til(' Jluid IlI:Ukpl, B,I.OIl, tIl(' association wouM-be unwise 
to make cll'edi,'C' tl)(' Pl'opo:'l'd ('lass J pri('p inel'ellse, in spite of the 
fact that elat;licily of tll'llwml is ll':,s in till' Huid than in the surplus 
market. 

Of COUl'se, it'llUt-t 1)(' hOl'])(' in lllintl that the C'lastkity relations 
themseln'S are tlpplil'abk tn whnll'nl' tilll!' PC'l'tlpl'ctive thc association 
?fliccl's a1'C applying in, t lI('i1'. pl'il'e-~llnking de,eision.:lB Figu~'e p
Illust1'ates the COll('ppt oJ (>l,Hl!'lly of tll'llHtnd ior nn nssocmhOll s 
supply of milk for (llIi(l u"p n,.. a J'ulldion of time. Slarling at a poilJ! 
or time, zeL'O, {Itt' cl(,IlHtIl<ll'I>~lHlIbl' will Yal'y with til('. Class I pncc at 
which we start. TIll' lilllitillg l'lnsticHy (thai is. ill(' Xulll'csponsC' of 
demand O1'et' limp) in C':telL ('as{' i!:i l.>I·CSllllWd (-0 111' bigllC'l' :for highH 
pI'icC's, all 011H'1' ('0111 li I iOll:' IH'illg (1)(' ::on\(', fol' !lIP l'llllO'C of prices 
lllld('r cOl1sidpralioll, t:'> 

"' B\'1'11 ull<ll'r ('oncUtiol1S \\-111'1'1' thI' th'IJIHlHl of IHltHllt'l'tl for milk for llnid lINI' 
lilli,\" be illdasti('. thl' dC'nUl/HI for n IlIlrtieuln l' HUPJlly. \,IZ., UII' nssociation's 111 ilk, 
llla~' 1I0t be. We should abo hplIl' in IUilHl thaI:, while WI' a rt' for til(' U1011l1'Itf
I'(>l:itl'iding' our ponsi<l(,l'uliull III n "uly,'l1 liUlP," I'Yl'll til(' most "short-sighted" 
cl('cisioUH 011 lll'i('(' IIUliPit'1i look N(1ll1('W[llI'· IH'YOlul tbe Ile.\t lIn~' IlE'riud. 

M If, Its is usual. un IIl"s(wialwll is ]Jut in :t pm;ition to makE' dCl'isrons on prices 
unilatt'l'IlUy, till' SI1I11(' 1'('llliOni 1lA' would npply with r(>sllPct to its position 011 
prices at tll(' hargaining' [nlll(' 01' nlll pui.1i(> lJ('aJ'ing' lipid by It StuLl' or Federal 
rpgnlatory IIgOllC'y • 

• 
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At Diff.r.ntPr;ce Levels 
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AS A FUNCTION OF TIME •
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Figure 9. 

The Class I Price and Maximum Returns 

The pricing policies of a producers' association seUil1g milk under a 
classi1i.ed price plan and assumed to be trying to maximize the retul'l1S 
of its members may be considered cliagmmmatically as in figure 10, 
Here the determinillg factor is the point of intersection of the marginal 
l'evenue curve for mllk sold for Class I use, plus a minimum quantity 
of Class II (surplus) required by hallcUers as reserve, and the marginal 
revel1uecurye for sales in the Class II market. Line Dr represents a 
schedule of buying prices fo,1' Class I milk associated with different 
quantities 01' milk olrerecl for sale by the association, '1'hc minimum 
surplus requirements 01' handlers tLl'C assumed to be one-ninth, so that, 
in the n,bsE'Jlte 01' {li "Cl'SiOll Jrom fluid to surplus use through a policy 
of discl'iminative 11 Ull'keting, 10 percent of mllk is paid for at the Class 
II price. The Class IIdemand is perfectly elastic in our illustration 
and is represented by the line DlI pal'll,llel to the axis Ox. Line AR 
represents the average l'C,'C1lUe al1d ..MR the marginal revenue £01' dif
ferent quant.ities of milk sold in the two classes in the ratio 9 to l,30 

... The lowel' price received by producers frolll hundlers for that part of their 
supply required IlS a minimulll l'esC>1've to meet the vllriable needs of the fluid 
lllarket is rightfull~' chargeable to retul'lls froll1 the .finid llla!'i{et. The situation 
is comparable to that or any lHIl'chasl'1' of gooc\f; Ilt wholesale who knows that 
not 1111 of the pl'oduct Clln bc resoW (fruits, Yl'getalJles) 01' cau lina its way into 
salable products (Ieathcr, yard goods). hl'!.~nuse of spoilagl' 01' othel' uua \'oidu hip 
shrinkage ill lllarketing 01' fabdeD Hu!'. 'PhI' !:,I'hed\lle of Class I .price (lffpl'f'. 
line Dr iu figure 10. is prcclicll.trd <Ill I. h(' fl)('1 thut: ho.11(1\\'I'>; nre buying Oil II., 
dassified price plan, 'l'beir IIctulil demand schedule, buying milk Il t a sing\(' 
price with 10 percent going (OJ' ('IUSR U \lses, would he represeuted hy AR, 
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PRICIN·G OF CLASS I MILK TO, 

• MAXIMIZE RETURNS TO PRODUCERS 
Under Given Conditions of Demond for Fluid and Surplus Milk 

y 
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QUANTITY MR (90~1 • IO!; U) 

Figure 10. 

The line ~rn is constl'llctecl jn relation to the line .AR to conform to the 
following principle 'which is subject Lo geometric proof: 40 If the 
average i'evenue curve is a straight line, the marginal revenue will 
also be a straight line [md :t pel'pellCliClllar from any point on the 
average curve to the y axis will be bisected by the marglllal curve. 
If the association has a quantity of milk to sell which does not exceed 

OQ', it will maximize the returns to its members by charging a Olass I 
price which is no higher than the level consistent with mlllimum Ch"J, 
II usage. If, for example, the quantity of milk to be sold was OQ~ 
the association would charge a Class I price of QP. At this price, the 
mal'ginalrevenue, QL, receLyed from Olass I sales with minimum Olass 
II usage exceeds the marginal revenue, QM:, from Olass II sales. It 
would )10t pay to clUll'ge a higher Olass I price which would divert 
milk from fluid to surplus uses. 

If the association has a quantity of milk to sell which exceeds OQ', 
it 'will maximize the returns for its members by establishing a Olass 
I price of Q'P'. The margina.lrevenue on additional Olass I sales 
(plus minimum surplus) associated "with a lower Olass I price would 
be less than QM, the marginal revenue on Olass II sales. Thus, if the 
association has to sell R qtHLlltity of mille OQ", it would sell an amount 
equal to 90 percent of OQ' at the Olass I price Q'P' and an amount 
equal to 10 percent of OQ' plus Q'Q" at the Olass IT price of QM. 
The qUlllltity of milk diverted from fluid use to surplus use by main
taining a Olass I price of Q'P' illstead of Q"P" would be represented 
by 90 percent of Q'Q". 

40 See, for example, Robinson (fl', p. 30) . 
• 54555-58-5 
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Tl~e.foregoing .analys~s is consistent with our previous al1a]y~is. of 
elastIcIty and J?rlce ratIOs between the two markets as determmmg 
factors in prohtable discrimination. The straight-line, downwa.rd
slopi?/? deJmmc1 curY~ for C1as~ I m.nk, D I , :represents decreaslllg 
elastIcIty of demand wIth decreasmg prlCe. Demand becomes less than • 
ullity (inelastic) when the price is lower than Q/''P'II. 

The eirec~ of the ~evel of. the surJ?lus price uI:on. the le\'el of tl.1e 
Class I pnce assocmted mth mlL'ClU1Um exp]OltatlOll of the ilmd 
market can th(;'u be ascertained from figtu·e 10. If the line DlJ ,yere 
higher, it "would cut the line MIl at a point to the left of Q/P' so that 
it ,,,ould pay to sell It smaller amount of Class I milk at It higher 
price. If the line Du were lo,,,cr, it "would cut the line MH at a point 
to the right of Q/J>', indic.:ating thltt it "would be more proJitable to 
sell a larger ItmOlln(· vf Class 1 milk llt a lower price. The Class I 
pric'(;' '''ould not go below Q"I pIli, howeycr, because below this price, 
elasticity of delll!lnd :l'or Huid milk is less than unity. This is also 
what table 2 tells us, in a negative way. Taking the bottom row of 
ratios of P' to P :for E'= OJ, the less elastic the deJl1and (E) ill the 
fluidmal'ket, the lower will 1)(~ the price in the surplus market which 
is consistent with profitable diYel'sion o:r suppJies from the fluid 
m!lrket by raising the price in that market. 

Pricing Milk for Surplus Uses 

Our analysis continues on the previously stated condition that an 
surplus markets are, in themselws, unprofitable outlets for producers 
supplying a fluid milk market. The primary mechanism for profit
able price discrimination is through cliyersion from the fluid to one 
or more surplus markets. As has been brought out in the pre,-iolls 
section, the higher the price which producers l'ecei ve for this cliyerted 
milk (under given elasticity conditions), the greater the opportunity 
oLfered for inereasi.ng tohtl retUl"I1S by raising the Class I price. ,Yheu 
more than one Inarket is used for surplus milk (e. g., eYapoJ'atedmiJlc, 
ice cream, butter), the pri('(;'s and clenl:lllcl l'lasticities whkh must be 
compared, to determine ,,-hethel' dirersiOIl wi1l be profitable, are those 
applicable to the fJuidmilk market and the particular surplus market 
to which milk from Ole fluid market will be di\'erted. This wjU not 
always be the lowest priced surplns market. UncleI' some conditions, 
the newly c1inrtec1 milk might go to more than one surplus market, 
in which case prices and clernanc1 elasticities in an the markets affected 
must be complu·ed. 

The demand :I'?r milk by mauufnctlll'inG plants in the yjcil1it~ of 
the supply area IS, as we lUlV(;' fieell (p. '1 (), npt to be charadenzec1 
by intelTals of inIlIl i te elastieity separated by points of absolute (zero) 
inelasticity. ThC'se points may present opportunities 1.') an association 
for llclvanlageous price discrimination among di:fYel'p:lt surplus uses. 

The possibilities may be ilJuslTated by the demand schedules for 
association milk :forb\'o mn Ilufadured uses: (1) Evaporated milk, 
and (2) butter phIS skim milk po,reler. Fjp;ure 11 shows May and 
NOyelllbE'l" elemand schC'dules for association milk for these two types 
of manufacturing uses. . 

For iJIusb'ation, we shall assume that the associaHon must sell 
40,000 p.ou11;1s of milk per day for surplus uses in May and 20,000 
pounds 11l :N ovember. It would be to the ad vantage of its members 

http:inereasi.ng
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PRICING O.F SURPLUS MI1'K 


• rOMAXIMIZEPRODUCERRETUR.NS 
Under Given Conditions of Demond for Milk for 2 Products, Moy ond November 
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Figure 11. 

if the association sold its entire surplus for evaporated milk use (re
turning $4.00 per cwt.) in November. The highest retmll it could 
obtain for milk ~old for use in making butter and powder would be 
$3.40 per cwt. 

In May, the sjtuation is difl'erent. In order to seU to handlers in 
the market 40,000 pounds of milk clnj]y for evaporated milk lIse, the 
association ,,·onldnet. a return of $2.10. r1'11ere is, however, a market 
for milk (up to 23,000 ponnds per day) for making butter and powder, 
which would yield a retum of $2.40. It would be to the advantage of 
the association members if about 12,000 pounds of milk were diverted 
from tho eyaporated milk to the butter-powder market und the re
maining 28,000 pOlmds of milk for evaporated use were sold at a price 
of $2.50. A comparison of l'cturns for the two sets of ut.ilizatiQIlS 
would be: 

One 8ur11lus class Two 811·rplu8 cla88es 
EYaDoratecl milk usc_____Aon X$~.10= $84:0 280 X $2.50=$700 
Butter-powder use_____________________none 120 X $2.40=$288
Total retul'lL_________________________$840 $988 

Under these circwnstances, the association might get the best return 
by setting up one surplus class in Noyember and two in May. The 
use of two surplus classes would extend to other months where di
version to the butter-powder markets was advantageous. Similar 
analyses wouldlLpply to the theoretical possibilities of price discrimi

• 
nation between other outlets for surplus milk. 

It should be noted t.hat the retul'l1 on milk diverted to the butter


powder market does not necessarily have to exceed the return ($2.10 
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in Qur illustratiQn) Qn the entire supply o.f surplus milk if used fQr 
evapQrated milk. Even if the butter-PQwder market yielded a return 
to. the assQciatiQn Qf less than $2.10, it might still pay to. divert milk • 
to. that market so. that the remaining milk SQld fQr evapQrated milk 
use CQuld bring the $2.50 returJJ. 

The use Qf classified pricing as a means Qf enhancing prQducer re
turns suffers frQm a seriQus limitatiQn in practice. This is that, while 
an .assQciatiQn may set up separate classes and different prices fo.r two. 
Qr mQre manufactured uses, the decisiQn as to. hQW much shall go. into. 
each use is made nQt by the associatiQn but by each handler who. pur
chases milk frQm the assQciatiQn:l1 Under an assQciatiQn Qr market
wide PQQl, these decisiQns wiJ1 bemade in accQrdance with the prblciple 
Qf maximizing the return Qf the handler. Under an individual han
dler PQQl, a hancUer would also luwe to take accOlUlt of how diversion 
to. a IQwer price use Inight effect retm:ns to. his ovm producers and 
hence his ability to retain them as his source of supply. 

Thus, in Qur I)l'evious illustration, the aggregate of these individual 
decisions of handlers might be to allo.cate 11101'e than 12,000 pOtUlds to 
butter-PQ,,'der use and less than 28,000 po.unds to eyaporated milk 
use. This is quite likely to happen whe1'p, under association or mar
ketwide pooling, the decisiQn of each hamller is made sQlely by a CQm
parisQn Qf his Qwn margins fro.m handling the two. types Qf milk. 

Efforts are sometimes made to. oycrCQme this defect, at least in part, 
by setting up use classes 0.11 a, conditiQnal basis. Thus the associatiQn 
mRy permit a handler to. pRy :1'0.1' milk ill a butter-powder use clRSS 
Qnly up to a certain percentage of bis to.tal utiliz[ttiQn, or during cer
tain periQds when total stu'plus Qn the market exceeds a certain pro
portiQn Qf t.otal fluid sales. 

It is also. Po.ssible for an asso.citltio.n to attain lL greater degree of 
cQntrQlo.ver the allocation o.f m.ilk to. surplus classes thrQugh: (1) Dis
PQsing of part Qf its surplus milk Qn its own account to manufacturing 
plants, 0.1' (2) maintaimng its own facilities :fo.r manufacturing mille 
prQducts. Thus, in the l)l'e\'iQus example (fig. 11), instead Qf set6ng 
up a separate I)l'ice class for milk used in the Inanu£u,cture of butter 
a,nd PQwder, an assQciatio.n may retain Qne surplus class with a price 
Qf $2.50 predicated Qn enlPo.rated milk use. It may then take reSPQn
sibility fQr the disPQsal of an the assQduJio.n's surplus milk which 
handlers )Jl ~he market fail to take at this pri('e, ei,ther diyerting it to 
manufa.cturll1g plaJltS owned by handlers outsJcle the market 0.1' 

pro.cessing it with its own facilities. 

U This may interfere also with the efforts of the m,sociation to achieve the best 

return as between the fluid and sm'plus markets. The association must rely on 

the competitive incentive for distributors in the market to maximize their fluid 

milk; busill('SS us their st('udi.(,l" aJlclll.lo~'(' p('rman('nt ROUL'('(' of r('n~lIue (zit p. 36). 


• 
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• CHAPTER VII.-CLASSIFIED PIUCING AND l\fARGINS 

Two aspects of c1asBiIied pricing as a form of price discrimination 
ha,Ye previously been d('scl'iu('d: (1) It is a means by which n. pro
ducers' assoC'iation maT disposl' of its entire supply of mnk at prices 
whieh proyide a eOlllpol'i(p l'(,lW'll to producer;; wllieh h; not unduly 
depressed becllusel?ttl't of the impp]y must go into surplus uses in 
c?ml?e~itioll w!th n111k ~)rodl1ced under, C'olldi~io!1s of 10\\:l'1' cosLs; and 
(~) lt IS a de\"lce by wl11ch a. Pl'odllc('rs assocHltJOlllllllY lllcrease total 
l'etul'lls, at ll'Hst temporarily, by raising prices of milk for fluid use 
and diYerting a largl'r portion of the ~ll pp]y :fl'oJU the fluid to the 
surplus markets thun would llonnally go to those m:u'kl'ts because of 
seasonality of supply alld resel'W l'l'quirl'ments of handlers, A third 
uspect of classified pricing is discussed in this clwpter: Its influence 
onIUllltUerS·llH1l'gins. . 

The use of ehissiiied pricing under any condit.ions is, of course, 
bOUJ1d to aIfl'ct thl' margins or handlers. Thl' gellpral eJfects upon 
procurement costs of speciaHzl'd and Jess specialized iluid milk dis
tdbuLors hayc~ prcyiousJy been noted (p. ~U) antI t1H'se will be. di~
cussed j'ul'thel' in the analysis of t be tendel1eie:; and consequences of 
price discdminatioll OWl' time. The dil;CU:;:;ioll jJl this part is COIl
eernetl ,,·itlt other possibilitie::; for applying dass prices to affect 
margins of particular handlers ,J2 or the llu\rgimi o:f a P:ll'( icuInj' pl'od
uet. 0pecial attention is giYl'll to cases of producer associations 
operat lllg as handlers. 

The exteJlt to which cln.ss prices are deliberately applied to all'ect 
partie-ular margins is bl'yol1d the scope of this stuely. That it is 
llatural for hancllprs to haw a lWPll interest in tbeir own and in their 
competitors' margins is undl'lliable. It is therefore reasonable to 
suppose that the implieatiolls npon margins will not be oYer]ooked 
in the consi(1l'ratioll of a set of lISl' dasses or of priel's applicable to 
each cJass. It may also be experh'd that the distribution of economic 
])o\\'l'1', hl(']udillg an)' reflections of snch power 11p0I1 P:O\'ernment:)l 
authority in areas where snch ~ltlthQritY is exel'('isl'd. will determine 
the ttbility of proc1neer or handler grouiis in a particulnr ~njlk market 
to apply elassiiied pricing ad\,lllltageouflly to influence margins. 

Effect of Prices of Milk for Surplus Uses Uponl\Iargins 

Th~ relationship bet:\'l'e!1 p1:iees of 1I1ilk f?l' surplus uses and the 
llU1J'gms of handlers 0:1: 1l1l1k 1'01' lhese llses IS n, clirect one. ,'There 
the price of tlle surplus prodnet is determined on n. broader Jl1tu'ket 
and is not apjll'eeiably airectecl by the price 0:1' milk in the local fluid 
market, the higher the pri('e est-alJ]ishetl for milk used in making the 
p.roduct, the lHU'J'OWl'l' will be the handlers' margins. And conversely, 
lower prices of milk for that particular use category wjJ1 mean wider 

• "Metbods of uecou.ujing for milk III ('ueb class und rules for classif)'Jng non" 
pool llIil.k or for COlllpcl.'sating thc .1Il11rketwide lJool for l'cceipts of nonpooi milk 
(p,32) muy ulso uffect L'lUrgins of hnn<liers, 
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margins for handlers making the product or for handlers buying milk 
which must be resold to other handlers who make the product. 

Should the price ·of milk for a surplus use be too high, some or all 
of th!', handlers who have been putting the milk to this use may cease • 
to do so. A low price will encourage handlers to put more milk to 
.the particular use, even diverting mIlk from higher priced use cate
gories which are more adyuntageous to producers but which are less 
profitable to handlers. Abnormally wide or narrow margins on par
ticular categories of surplus milk will favor some handlers and dis
advantage others, depending on the proportions of the products 
handled (9393, p. 11). 

Because the margin on any phase of a handler's operations is part 
of his margin on his total operation, he may use a competitive ad
vantage on surplus operations to his advantage in competing on the 
fluid market. Thus, a less efficient milk distnbutor might be able to 
undersell a more efficient distributor because the former has large 
surplus operations upon which margins are wide and profits hi~h. 
In the case of mlprofitable surplus operations, a reverse situatIOn 
would occur, where the distributor who did not handle that particular 
category of surplus milk would have an advantage in competing on 
the fluid market. 

Producer Associations as Handlers 

Many producer associations operate as handlers of milk in fluid 
markets where classified price plans have been established. The re
lationship of an association as a handler to other handlers and non
member producers is, in part, determined by such factors as: (1) The 
types of operations performed (distributing of fluid milk, processing 
of one or more milk products) i (2) the extent of its operations i (3) 
the relation of these operations to total operations of the same types 
in the market; (4) the number of other producer associations in the 
market i and (5) the type of pooling plan in the market. 

For illustration, two models are used for analysis: Case A, a pro
ducers' association processing aU of the surplus milk of its members; 
and Case B, a producers' association processing half the sm·plus milk 
of its members and .distributing as fluid milk one-fifth of the milk 
of its members. In each case, we wish to find out: (1) The possible 
effects of price manipulations upon returns of association members, 
in relation to those of producers outside th~association; (2) the 
possible impacts upon the competitive positions of handlers buying 
from nonmember producers; and. (3) the effects of differences in 
utilization among the different handlers bu)'ing from the association 
upon their competitive situations. It 'will not, of course, be possible 
to derive any general conclusions from these two models. They are 
analysed merely to illustrate that classified pricing may be applied 
under some circumstances so as to exert a powerful influence upon 
competitive relations both among producer groups and .among 
handlers. 
. A condition first assumed for both models is that .all milk for 

surplus use isnf one market value, and accordingly only two .classes 
are used, Class I (fluid) .and Class II (surplus). This condition is 
then modified to consider further effects on margins of handlers when • 
prices applied to different uses of surplus milk do not have the same . 
relationship to their l'espective market values. Returns to producers 
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are made through a marketwide pool with association members sharing 
such returns, plus or minus profits or losses which the association may 

• 
 experience in its own operations as a hancHer. 

For each of these models, it is assumed that an average of 600,000 


pounds of milk is sold daily, 5(JO,000 pounds by members of the as

sociation and 100,000 pounds by nonmembers. The fluid sales of 
association milk are :350.000 pounds, surplus lltilizationis 150,000 
pounds. One-half the milk produced by .. onmembers is purchased 
by seyeral small spedalized distributors with 100 percent fluid utiliza
tIon and the other half by a single handler ,,,ho distributes 35,000 
pounds daily as fluid milk and proceEses 15,()OO pounds as surplus. 

Case A.-Association Processing All Surplus for Its Members 

The market'w'ide pool, on a. (Iaily basis, would be made up of the 
following utilizatiolls : 

Hundred p<>und" of miik 

Handler;: I 

Clfl~'l ,Cla~s Tot~l I Clflss CIa,;s Total! 
I "II 'I II I 

j-
).Iiik of a,~~()('hti()n mem IberS: f 

Purdllt~ed bv ha1.d:f'l'". 3,500 , 0 100.0 I Q.O l 100.0 
A,,~(}dath,n U,; h:u;dlt·r. OiL 500 0.0 i 100.0 ' 100. 0 

3..it)() 1. ;jO!) 70.!) • 30 a I 100.0 

I 
=== 

:\fi:k. ~}f !l, ,~:n!.('!t .. h~·l': 
":pel'i;llilt:.l lhlli !lU!j· IdlPr--; __ • __ _ 51H) 0: 3(10! 100. f) 0.0 I 100.0 
:\. jrj"p~t'i:l;ile'l h:,:,,[t'!" __ 3:)0 Hit): 50!); 7U. 0 30.0 I 100.0 

TutnL __ _ 

Toml irllllarkl't pooL. _ 4,35U 1,650' (i,OOO I 72. 5 27. 5 I 100.0
! { < .____________,~~_~ • ___,J~__~:__,~_~~__!____ 

For concretent'::S, we will use a Class I price of $':;.00 per 100 pounds 
and shall first apply a, ('lass II price of $;~.OO per 100 pOlmc1s~a price 
which COyeI'S the costs ~llld [1 competitive rate of profit for processing 
the surplus.4l The blend price eomputed from the marketwide pool 
would be: 

(4;3;)0 X $'.IJOL+EG~O:'< $:3·°91 =~4 43 
GOOO y • 

In all:1.1y.;:ing the effects of It change in the Class II price, we can 
assume its reduction by DO cents. The new ('lnss II price will then 
be $:2.50 and the blend price will be: 

(43-0X s · (0) , 11G-O""')-0~-::-:!-'--- ~(j{j~;'{' ~:...) } =$J.;n~5 

• 
.. The "C'uJJ1pNitl\'e ratp lIf profit" would he rliflieult to de,fine pre('isely and 

it need not bp, as our intpfP.!;t bpre is in the eiIe('ts of lowering or raising the 
Class II pri('l'. It may be cousiderE'd as a rate e(luinllent to tbe rate of profit 
earned by enterprises uf cumparable efficiency in fields inyolying cornpal'uble 
risks of capital in,ested. 

http:surplus.4l
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The effect upon returns of producers outside the association will 
be a reduction of 13.75 cents per 100 pounds of milk. Producers 
within the association will also receive 13.75 cents less for their milk, 
but the 50 cents per 100 pounds extr!;'. profit earned by the association • 
on its surplus operations will eventually be returned to them'" This 
amounts to 1500 X .50 or $750. Applymg this to members' total de

liveries, it amounts to 7:go~0= 15 cents per 100 pounds. .A reduction 

of 50 cents in the Class II price will bring a gain of 1.25 cents per 
100 pounds to members of the association .and a loss of 13.75 cents 
per hundred :pounds to nonmember producers. 

The reductIOn of the Class II price is of benefit to association mem
bers as individuals, and also furthers their interest in building their 
association, as it adds to the advantage of association membership. 
Although all producers supplying the market are paid on the basis 
of the same blend price, the association is in a position to return an 
extra 15 cents as profit from its handling operations. 

Those handlers buying .outside the association whose operations 
are confined to the distribution of fluid milk will have more difficulty 
in retaining an independent source of supply. A type of economic 
pressure is developed, additional to that ordinarily associated with 
marketwide pooling, toward e}l;her eliminating handlers of this type 
or compelling them to channel their purchases of supplies through 
the association. The latter may not always be a solution for the 
specialized fluid milk distributor if his business is based on the pref
erences he has developed among his customers for his special source 
of supply. 

The less specialized handler, buying outside the association, will 
be in about the same competitive position as he was before. His 
operation is such that he requires a reserve supply of 30 percent, the 
average of handlers buying from the association. As he is paying 
50 cents less for tIllS part of his supply, his margiu is enhanced 
accordingly and he can, from his expanded margin, pay premiums 
to his producers to keep their returns in the same relation to those 
received by association members (in prices and dividends) as they 
were before. 

If we consider a situation where a second producers' association 
is organized iu the market, selling milk to the handle:r:s who do not 
buy milk from the first association, the following observations may 
be made. The J?roportion of milk produced by members of the second 
association whICh goes into surplus uses is less than 30 percent. 
Therefore, even if it processes its O,'o'U surplus, it will not derive 
enough extra profits from these operations to maintain .a parity of 
its members' returns with those of the first associlltion. 

The extra profit realized by this association on 15,000 pounds of 
Class II milk would amount to 150 X .50 or $75. Applying this to 

.. Assuming average efficiency in the handling of surplus milk. If efficiency 
is less than average, part or all of the extra margin may be used to offset this 
situation and will not be returned to members in dividends. 

• 
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the total supply of its members, 100,000 pounds, the dividend due to 

• 
this extra profit would be 7.5 cents per 100 pounds compared with 
15 cents which the first association was able to return to its members . 
Assuming equal internal efficiencies on the part of both associations, 
the lower Class II price will tend to draw members from the second 
association to the first association, if membership in the latter is open 
to them. 

.All of the tendencies noted in relation to lo,vering the Class II price 
below the level covering costs and normal profits would be reversed 
if the Class II price were raised above this level. For example, the 

. members of the producers' association (again assuming only one in 
the market) would be disadvantaged financially as individuals com
pared with nonmembers, and the association would have less than 
normal profits or would show losses on its surplus operations. The 
nonspecialized hancUer buying milk from nonmembers might reject 
part of his supply so as to reduce his proportion of surplus utilization 
under these conditions. If a second association of producers is oper
ating and a sma,ller proportion of its members' milk is used a,s surplus, 
the disadvantage to its members of the higher Class II price is not as 
great as it is for members of the first assocbtion. 

Because, under the conditions nssumed in case A, the distributors 
\Yho buy from the association do not handle surplus milk, their mar
gins will not be affected by changes in the Class II price. They may 
require different proportions ofreserve milk because of differences 
in their types of operation, so that benefii:s from classified pricing and 
marketwide pooling may be unequally distributed. As long as the 
association handles all its surplus, the competitive relations among 
distributors to whom it sells supplies will not be atl'ected by changes in 
the Class II price. The effect of sueh cha,nges on competition with 
handlers buyi>:g outside the association has previously been indicated. 
If more than one surplus product is processed in the market and if 

milk has more than one value ,yhen used in making these products, it 
would be possible to reduce (or in some circumstances to ra,ise) the 
price of one surplus use ca,tegol'y without a,ffecting other use cate
gories. Thus margins might be raised (or reduced) for one association 
or one handler without affecting other hnndJers of surplus mille This 
may be done by applying different class prices to different use cnte
gories or by applying: the same class price to differcnt use. categories 
,,,here values to handlers are distjnctly cliffel'ent. 

In all instances of undcrpricing a, surplus use category, milk is en
couraged to move into that category because of the wider margins 
offered to hnncUers . 

• 
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Case B.-Association Handling Half Surplus and 
One-fifth Fluid Milk of Its Members 

The mal'ketwide pool, on a daily basis, would be made up of the .• 
following utilizations: 

Hundred pounds of milk Percent 

Handlers 


Class I Class II Total Class I Class II Total 

Milk of association mem
bers: 

Purchrtsed by handlers __ 2, SOO 750 3, 550 78. 9 21. 1 100. 0 
Association as handler_._ 700 750 1,450 48.3 51. 7 100. 0 

~otaL_______________ 3, 500 1,500 5, 000 70. 0 30.0 100.0 

Milk of nonmembers: 
Specialized fluid handlers_ 500 0 500 100. 0 O. 0 100.0 
Nonspecialized handler__ 350 150 500 70.0 30.0 100.0 

TotaL_______________ 850 150 1,000 85. 0 15.0 100. 0 

Total in market pool. 4, 350 1, 650 6,000 I 72. 5 27. 5 100. 0 

The main feature of this situation which clistinguishes it from the 
previous one is that the association may use part of any ·wider margin 
on surplus operations to strengthen its position as a competitor for 
fluid sales. As long as all surplus milk has one value ancl is priced 
in one class, however, other handlers who process surplus milk will 
possess similar advantages from the underpricing of surplus milk. 
These will vary with the proportion of surplus to total sales in each 
case. 

If the association specializes in the processing of one of several 
surplus products, it may have opportunities to derive a type of 
competitive advantage from which other handlers of surplus are 
excluded. This can be done by underpricing milk used for the par
ticular surplus product handled by the association while leaving the 
price of milk used for other surplus products at its full market value. 

This in effect gives the association an extra margin on its own 
surplus handling opern,tiol1s which is not shared by other hancUeJ,·s. 
It can at its discretion use this either to subsidize its operations as 
a distributor of fluid milk, or to udd to its dividends to members, 
or to cover other operating expenses. Should the association hftve, or 
wish to expand, capacity for additional surplus operations, it may 
draw to itself a iarger share of surplus if it can raise the price of milk 
applicable to other surplus uses. 

• 




• 
CHAPTER VIII.-ECONOMIC EFFECTS AND TENDEN· 

CIES ASSOCIATED WITH CLASSIFIED PRICING 
We now resume our analysis, taking up the immecliate effects and 

the economic tendencies which may be expected to be set in motion 
by the opemtion of classified pricing under different price policies. In 
the next chapter, we willappra,ise the long-run consequences or the 
limits approached by these different sets of tendencies from the stand
point of ~uch ma~ters as producer returns, marketing efficiency, and 
consumpbon of mIlk. 

Three different sets of pricing policies with respect to the opemtion 
of a classified price plan are hypothesized. The first set represents 
an application of classified pricing to achieve price stabilization and 
market security objectives. The second set is an application of classi
fied pricing to increase returns of producers (cll. VI). The third set 
is an applica60n ,,·hich rombines either of the foregoing objectives 
with the underpricing of surplus milk as discussed in chapter "Ill!. 
It is assumed that in each case the plan is adopted for an entire market 
and that producers are pa.id under a marketwic1e pooling arrangement. 

Pricing Milk With Price Stabilization and 
Market Security Objectives 

Our analysis in this cnse is made on the following assumptions: 
(1) The Class II price is set and adjusted to obtain for producers 
the highest return consistent ,rith the continuous disposal of milk 
which cannot be sold for fluid uses: ~5 (2) the Class I price is estab
lished and adjustecl with a yiew to returning blend prices to producers 
sufilciellt to ma,intaill. but not exreed, the milk requirements for the 
market; a,nd (3) 110 efferti,'e limitations are attempted with respect to 
production within the supply [Lren, or upon milk entering the market 
from other areas. Under these policies, 110 eLtol't is made to realize, 
except seasonally, higher returns for producers through fuller exploi
tiltion of the Class I demand and consequent diYCl'sion of milk from 
the fluid to the surplus market. 

The benefits to producers of this application of classified pricing are 
primarily those of security of status as suppliers of the fluiclma,l·ket 
fLl1el n, greilter stability of income throughont the year. The blend 
prices 'which producers receiYe 'when their milk jq sold under n, classi
fied price plan are less vulnerable to the effects of seasonal surpluses 
than their returns would be if their milk ,,·ere solel to handlers at a 
single price. Inequality of returns a.mong different groups of pro
ducers, because of OPPol'tullisf'ic bargaining by sOme-lllll1CUerS who 
might playoff one group of producers against another, are also elimi
nated (p. 20) . 

• 
.. We continue as in chapter VI to adopt the assumption of a single surplus

class . 
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TIlls application of classified pricing is consistent with the achieve
ment of a more orderly and more stable means of marketing milk as 
described in chapter II. It represents a deliberately limited applica
tion of the discriminative possibilities of classified pricing with a view '. 
to long-run marketing stn,bility. Discriminative pricing is applied 
only to facilitate the orde:dy marketing of seasonal surpluses or any 
other temporary abnormalities of supplies . 

.Although the price paid by handlers for milk which is resold for 
fluid use is somewhat higher than they 'would pay under a flat price 
system, this is offset by a lower price for that part of the milk which 
is disposed of in surplus categories. Some hal1(liers would pay more 
per hundredweight of milk than they would if they were paying a 
single price ancl other lulllcllers would pay less, depending upon their 
proportions of fluid to surplus utilization. 

'What effect, if any, tIllS might have on resale prices and on con
sumption of fluid milk would depend upon the actual market situation. 
A. few of the more relevant considerations which come into play can 
be mentioned. 

First, the elimination of wasteful practiceR of pro('.urement, which 
are associated with instability of producer prices and with the cutting 
off from the market of some producers and the bringing on of others 
for temporary periods, is a contribution to greater marketing efllciency. 
The direct beneficiaries are, of course, the producers concerned. It is 
quite possible that oYer a. period of time tIllS might also cause savings 
in procurement costs for some hancUers) at least. This conclusion is 
not inconsistent with a recognition of the ilmnediate aclYantage to 
handlers of using temporary abnormalities of surplus milk to cut off 
producers from the market or to driye the best possible price 'bargain 
with producers. It is a conclusion based on tlH~ expect:ation tludi'the 
production response of proc1uC'l.'rs to the nverage prices which are 
paid th€'ID for milk oyer a period of time 'will be ii'eater when fluctua
tions of prices are confined 'within a moderate range and when n 
reasonable degree of security on the market is assured (92, p. 31). 

Second, the class prices '\vhich handlers are required to pay are, 
nnder the assumed conditions, esta.blished at levels which are only 
sufllcient to bring about a blend return to producers necessary to main
tain adequate supplies of milk on the fluid market. This means that, 
except for the considera.tion of sn.vin~s dne to elimination of ,Yasteful 
practices already referred to, the total prorurement costs of handlers 
as a whole are not directly a.ffE'rted by the change from single pricing 
to classified pricing. 

Thi1'd, the typical situaHon in most of the larger city markets is 
for the greater pnl't of sales to be concentrated among a few of the 
largest handlers who exerc.ise the greatest degree of economic n.uthority 
in setting resale prices. These In,rg€'r lmndlers usual1y have higher 
proportions of surplns usage than· the smaller handlers. Thus, the 
adoption of classified pricing, even under these pricing poliries, tends 
to reduce margins of those handlers who may act with ri, greater degree 
of independence iu setting their resale prices. 

A further observation may be made with respE'ct to small and large 
dealers in relation to the handling of surplus milk in the market. The 
posit lion t~]llmn by SOltUe econ~mistts tIll as bte.en flth~tl the IhatllCUdintgl· 0tf •• 
surp us m1 \: ropresen S a serVIce.o 1e en Ire UlC mar re an 1a , 

inasmuch as the proportions of surplus handled by different dealers 
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Yltry, the classified price plan with marketwide pooling represents a 

• 
more accurate method of paying for this service. This position is a 
BOlllld one, as applied to dealers each of whose needs for surplus re
:;erves are in approximately the same proportion to their fluid sales, 
and where the surplus milk handled by each deaIer is available to 
every other clealer 'when needed for fluid use. It fails, however, to 
take into account the fact that there are dealers whose procm'ement 
and operational practices are so organizecl that their need for surplus 
reserves in proportion to fluid sales is substantially less than for the 
market as a whole. This type of dealer usually operates on a small 
scale, sometimes pJ'odu~illg part of his 0\\"11 supply and buying the 
remainder from a few neighboring producers whose, ·"tput is rela
tively eyen throughout the year. Classified pricing ft. marketwicle 
pooling require such a hancller to pay more for his milk than is actually 
receiyed by his O\Yll producers. The rest of his payments go to make 
up the deficiencies in payments made by dealers whose operations are 
such as to require larger proportions of reserve mille Thus, producers 
supplying both types of dealers are paid on the basis of the same blencl 
price, but procuremE'nt costs for tllose dealers who require smaller 
proportions of smplus milk are higher than 'when they bought milk 
at a flat price (p. 2D). Part 01' the oppo:5ition to cla;.:sifi.ecl pricing 
wi.th marketwide pooling ha~ eOllle, as we ha\'e pre\-ioui:lly noted, from 
tlus type of handler. 

Thus, enn when elas:5ifiec1 pricjng is applied with the limited ob
jective of stabilizing prices, it lllay in some market situations cause 
higher COllSllluer prices and 10\Y(>]' e'Ollsl1l11ption 01' mille There would, 
however, be no tend('ncy toward expansion of supplies beyond the 
effecti ,-e demancl requirements 01' the market. Consequently, the long
run stability of the market is not jeopardized by a tendency for sur
pluses to aCe'lllllnitlte in excess of the requirements of the fluid market. 

Pricing lUilk to Enhance Producer Returns 

The pricing policies which are assumecl in this case are: (1) The 
Class II price is set and adjusted with the same objective as in the 
previous case (to obtain for producers the highest return consistent 
with the continuous cli;:;poBal of surplus milk) i and (2) the Class I 
In'ice is established with a .. iew to exploiting, to an appreciable extent, 
the short term inelasticity of demand for milk for fluid consmnption. 
UncleI' this policy, tlll effort would be made to obtain blend prices for 
producers which are hip:her than would be consistent -with the incen
tive price required by proclucers to incluce them to produce HJl ade
quate supply for the iluidmlll'ket. The questiOlt of "what the traffic 
will be('l'~' irt Class I prices would be brought more prominently into 
price considerations, although this does not preclude some conSIdera
tion of broader supply and demand factors as in the previous example. 

• 

The initial effed 01' these policies upon producl'l's as a whole is to 
raise their returns abon the level received uncleI' the flat price plan of 
payment. This is the situtltiol1 illustrated in flgUl'e 8. Because of 
these higher returns, supplies of milk wi)] tend fa be greater due to 
the response of producers already on the market and the attraction of 
new producers or of milk from othel' markets. The higher Class I 
prices wm add to the costs of milk to handlers and, to the extent that 
they are able to pass 011 these added costs to consumers. this will mean 
higher resale prlCes to consumers of fluid mille These higher prices 
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then tend to reduce the demand for fluid milk. The result of greater 
total supplies and reduced sales of fluid milk will mean a tendency for 
a larger {lroportion of milk to be disposed of as surplus. A ,decline in 
blend Pl'lces will set in unless cOlmtered by other actions. 

The logical counter actions which producers may take to halt or • 
slow down the decline in their blend prices are: (1) Amore intensive 
exploitation of the demand for fluid milk, if the situation permits, by 
raIsing the Class I price still higher; or (2) the introduction of or 
intensification of measures for more effective control of the supply.46 
The first of these measures by itself is not a final solution to the prob
lems, as it merely postpones the day of reckoning when supplies are 
still greater, the proportion of surplus still higher, and the limits of 
exploitation of the fluid demand have been reached (p. 52). Contml 
of supplies, if it could be achieved, would enable producers supplyin~ 
a flUld milk market to prolong the period during which they coull'! 
receive higher returns tlu'ough classified pricing. The longer run 
consequences of attempts at control of supply will be described in the 
next chapter. At tllis point, it is sufficient to say that efforts to exploit 
fluid demand tlu'ough classified pricing give impetus to efforts to con
trol supplies. 
It is possible that an association whose officers have a short-range 

pricing perspective might try to obtn,in a Class I price higher than IS 
consistent with the longer run interests of its members. The Class I 
price may, if the association's bargaiillug position is sufficiently strong, 
be adjusted upward from time to time to obtain benefits offered by 
low short-run elasticity of demand, only to hn,ve the benefits gradually 
dissipated when demand responses to the price changes have run their 
full course. The result of pricing Class I milk with a short-range 
perspective is chronIC overexploitation of tlle fluid market-that IS, 
a tendency for the Class I price to exceed the optimum price from the 
standpoint of producers. 

'With respect to the impact of these price policies upon the com
petitive relations among handlers, it may be noted that the r,tising of 
the Class I price increases the differential of procurement costs (aver
age price) for milk paid by handlers with small proportions of surplus 
over the procurement costs of hancliers with lligher proportions of 
surplus. As previously noted, the former group usually includes the 
smaller handlers in the market. 

The Effects of Underpricing Surplus Milk 

If the Class II price is set [Lnd adjusted at a lower level than in the 
two previous cases, the handling of surplus milk is more profitable to 
handlers. The losses to producers on the surplus part of the supply 
are correspondingly greater lIDless the association is itself a handler 
of surplus milk. The policy objective of producers as far as blend 
prices are concerned might be the same as in the first case; that is, to 
make them sufficient to maini!Lin, but not exceed, the nllllc requirements 
for the market. Or it might be the same as in tIle second case, to obtain 
higher blend prices than are consistent with long-period price stability . 

.. Efforts to limit supplies of milk on city marl,ets preceded the adoption of 
classified pricing. The vulnerability of producer prices to the impact of surplus • 
milk, whether seasonal or associated with yearly fluctuations of supply and 
demand, had turned their attention to supply limitation for the amelioration of 
their problems. 

http:supply.46
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Regardless of which of these policies of pricing Class I milk is 

• 
pUl'sued the wlderpl'iculO" of milk for surplus uses may be expected to 
create a~ Ullstu,ble and probably less ellicient competitive situn,tion 
among handlers. There would be an ulCentive for ha,lldlers to put milk 
to sill'plus uses beyond the requh-ements for reserve supplies and an 
encouragement to the employment of surplus equipment ill a way 
which would otherwise be uneconomical:" Hamllers of relatively 
high proportions of surplus milk woulcl receive further advantages ill 
competitlOn with handlers 'whose operations are almost entirely con
tined to fluid milk. They could, for exa,mple, use the extra proiits of 
surplus operu,tions to olfset smaller pl'olits Oll .tluid sales. tluch a 
policy might emtble them to acquire and retain it larger share of these 
sales thllll 'would otherwise be possible. 

Itmight be expected, undel' the conditions of imperfect competition, 
that some handlers would develop larger surplus operations than were 
required to provide a I'eserve supply for their tluid operations. It 
might also be expected thitt the movement of extra supplies among 
handlers in the lllarket would be ullpeded because of the extra attrac
tiveness to hllllcliers of manufacturing surplus products. These fac
tors would Ciwse a less ellicient use of surplus lllilk :£01' the ml1,rket as a 
whole and consequently a greater proportion of surplus milk would 
be needed on the market under these conditions. 

,Ve may now COllsider what would hltppen wlder the first of the 
alternative pricing policies as applied to Class I milk-exploiting the 
inelastic demand for .tluid milk ouly to the point of compensatulg 
producers for their losses due to the lUulerpricing of Class II milk. 
As 'we noted aboye, it larger proportionof sllrplus milk 'would probably 
be used and required in the market. On the other hand, higher Class 
I prices, to the extent that they would be re11ected in higher resale 
prices, would reduce the demand for fluiclmilk. \\'hile, lmder the 
general conditions frssUJuecl in this problem, we hfrye no way of know
ing \7hether totl1l supplies purchased by handlers ill the market would 
tend to be greater or less than under the pricing policies of our first 
case, we can expect reduced Class I sales Rud a higher proportion of 
surplus utilization. 

Now, let us tUrn to the situation where the second pricing policy is 
applied to Class I mille An attempt to exploit the fluid demand to 
obtain it higher blend price for producers than that indicated by the 
supply and demand cOll(litions in the murket. This objective is un
peded by the undC'rpricing of Class II milk which invoh'es losses to 
producers on Class n 11ll1k bej:ond those normally associated with 
surplushanclling. \Yhatevel' gal!1s are to be passed back t.o producers 
willl'equire it higher Class J price than if Class II milk ,yere paid for 
at its full market value. This h ighel' Class I price wi1l hayc an adverse 
affect on consnmption of fluid mille The tenclenciC's for blend prices 
to decline and for connter-C'ltorts to be mac1e to control supplies woulc1 
be expected as in the preceding case. The effects on competition be
tween handlers with 1ugh and {hose with lo'\\' smplns utilization would 
be greater than under any of the other sets of conclitions analyzed . 

• • 7 Thus what would othcrwise bc obsolescent plants for the manufacture of milk 
products might be kept in ollcraticn to take care of surplus in exccss of reserve 
needs of the market. 
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CHAPTER IX.-LONG-PERIOD CONSEQUENCES OF 

CLASSIFIED PRICING 
Purpose of Analysis 

We can now indicate the limits which the tendencies associated with 
classified pricing, in accordRnce with each of the three sets of pricing 
policies discussed in chapter VI, may be expected to Rpproachover an 
extended period of time, The abstmct nature of this kind of analysis 
becomes somewhat more pronounced for long-period than for short
period considerations, In actual market conditions under the pres
sures of real economic and social forces, distinct lines of pricing policy 
are not apt to be carried out consistently over a long period of time, 
Vacillations are more likely to occur, especiRlly lmder the impact of 
sharp changes in general economic conditions which may at times 
encourage or at other time discourage producers' efforts to apply 
classified pricing to exploit the demand for fluid milk in their own 
markets, 

Our incentive for making this theoretical analysis of long-period 
consequences of these different priclllg policies rests on the belief that 
it does help us to lmderstand the kind of market situation to which each 
of these sets of policies is headed whenever it is put into practice. 
Such an analysis helJ?s to provide the theoretical framework for 
evaluating real marketlllg conditions and actual institutional armnge
ments wInch would lead to the adoption or continuation of one or the 
other of these policies, 

Consequences of Pricing for Price Stabilization and 
Market Security 

The assumed policies in this case include the highest Class II price 
consistent with continuous disposRl of surplus milk, a Class I price 
adj usted to a level to maintain blend prices in line with supply and 
demand conditions, and no serious efforts to restrict supplies, Of 
the three cases under discussion, this one would be most consistent 
with the mainten[Lllce of long-period stability in marketing and 
prices,48 The consequences of the application of classified pricing 
III accordance with these policies are not such as would interfere with 
their continued application, 

The chief attribute previously noted with respect to this applica
tion of classified pricing is that, while it mRy have rather marked 
effects upon competitive relations among handlers as compared with 
the single pricing of producers' mille, once it is established it does 
not itself generate any new tendencies toward contraction of fluid 
demand or expansion of supplies, with a consequent growth in the 
proportion of milk going into surplus uses, Blend prices are re
sponsive to changing economic conditions, Neither the Class I price 

48 Although not consistcnt, cven over !l IOllg' period, with highest blend prices • 
for producers (see p, 73), 
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nor the price for milk going into surplus uses encourages diversion 
from fluid to surplus uses. No pressures are built up by the operation 

• of the price plan for overexpansion of production 'within the suppJy 
area for the fluid market, or for diversion of milk from outside the 
supply area 'which is attracted to the fluid market because its price 
is out of line with prices obtainable from other market outlets. 

In practice, of course, marked fluctuations in economic conditions 
within and outside the fluid market may bring about instability 
of relationships of supplies 'within and outside the supply area, or 
Illay create shortages or abnonnal surpluses within the flmdmarket. 
These conditions would not be tendencies attribllbtble to the opera
tion of the classified pricing plan. Linder the policy objecl"iYes of 
this case, the prices of milk established under the plan 'would be such 
as to count('r rather than encourage imbalance. 

Consequences of Pricing to Enhance Producer Returns 

The assumed polici('s pl'e\'iously noted for this case are to main
tain the highest Class II price consistent with continuous disposal 
of surplus milk and a Class 1 price designed to exploit the demancl for 
fluid milk so as to raise the returns (hlend prices) to producers to a 
]e\'e1 substantially higher tban would be warranted by supply and 
demand eonditiolls in the market if milk were sold at a single price. 
The tendencies, a1r('ncly nnalyzecl, 'which 'would be associated "'ith 
this set of policies W(Hllel be for: (1) Fluid consumption to decline, 
(2) total supplies and the proportion or surplus to increase, (3) blend 
prices to fall, nnd (4) ('ountpl" e11'orts to he made by J?roducers eithel' 
to r~l,ise Class I prices still furth('l' 01' to restrict supplIes, or both. 

Figure 12 proyicl('s an j]]ustration of the pos8ib1e limits which these 
tendencies might be expected to approach on the assumption that 

The Long-Run Consequences 

APPLYING CLASSIFIED PRICING 
TO RAISE PRO DUCER RETURNS 
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no effective limitation of supplies is adopted.49 The line DrDr rep
resents the demand of handlers for milk for fluid use. The demand 
responses represented by this line are long-period responses to chang
ing prices of milk for fluid use. All other factors influencing demand l 

except those which are caused by changed prices of milk for fluid 
use, are considered static. Thus the size and composition (by age, 
sex, Tace, etc.) of the conswner popUlation in the market is unchanged 
and the handlers (number, sizes, and operating structures) in the 
market would be modified only through changed competitive relations 
caused by changes in prices charged by the association. 

The line D.D. represents the demand of handlers for milk for sur
plus uses. This is horizontal, based on an assumption tlu).t any quan
tity of milk for surplus use can be sold at the same price after suilicient 
time has elapsed to permit facilities in the supply area to adjust to 
the quantity offered. Considerations of the proportions of surplus 
milk required to maintain minimum reserve supplies to support fluid 
sales or of seasonal surpluses need not concern us for the purpose of 
this analysis. We can think of our long-period curves of supply and 
demand in our figure as applying to a particular time of the year over 
a period of many years, and assume that the demand for milk for 
fluid use at that time includes minimum reserves. 

The line SS represents the quantities of milk which would be offered 
for sale in the market at different prices after a sufficient time had 
elapsed to elicit a complete response to any llew price situation. Like 
the conception of long-period demand, the idea of a long-period supply 
curve is a highly abstract one. Although it presumes to indicate 
responses over all extended period of time, we must assume no change 
in economic conditions and no new technological developments. This 
is essential if we are to analyze effects caused solely by pricin~ policies. 
It does not .assume a static situation, however, in the application of 
existing teclmolo~ical knowledge, such as might result, for example, 
from increased SIze of farming operations in response to .a higher 
price.50 

Turning again to figure 12, QP will be the price at which producers 
sell milk to handlers when it is sold at a single price. The quantity of 
milk sold is OQ. Both the price and quantity sold are determined 
by the point of intersection of the sUPl,ly curve SS and the demand 
curve DrDr. Our concept of long-period supply and demand curves, 
as previously described, indicates that their point of intersection must 
coincide with the point at which short·period supply and demand 
curves would intersect. Both the short- and long-period curves 

'9 This assumption does not preclude efforts to restrict or slow down supply 
responses to higher \)lend prices. It does imply that these efforts are not suffi
ciently effectiye to allow Iln equili\)rium adjustment to \)e reached in tlle mllrket 
until these responses are fully realized. 

"Cf. Robinson's description of long-Ileriod supply curyes (27, p. 22): "The 
cost curyes which we employ are not historical curves showing at whllt costs 
actulll outputs are produced; they show the effect upon costs of an alteration 
in output, IllJ other conditions remaining unchanged. Changes in the techniques 
of production entailed \)y a change in the sCllle of output are Ildlllitted,· \)ut 
changes in techniques whi(~h arise from im'ention or the application of new 

• 


methods which might equally well htwe \)een applied to a different scale of pro
duction are not an element in the cost curve, \)ut IlIter the position of the whole 
curve." • 
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abstract only those changes in demand and supply related to chan~es 

• 
in price. Starting at an equilibrium position, an unchanO'ed pnce 
would not affect either demand or supply as represented by either 
of these sets of curves. Demand and supply will continue to equate 
at the same point. 

,Vith the introdnction of classified pricing, the Class I price is set 
at a higher level. Eventually it is established at Q'P' 'which we shall 
assume represents the maximum degree of exploitation of the fluid 
demand. The quantities of fluid milk sold at this price would tend 
toward an equilibrium position a.t OQ'.51 Surplus milk is sold at the 
price ODs. ]from P' ·we may construct a curve, P'B, which will repre
sent the blended prices, under a marketwide pooJing system, which 
would be received by producers for "Varions quantities of milk "\"hen 
the qllantHy OQ' is sold at the fluid-use price Q'P' and the remainder 
is sold at the surplus-use price. 

In our analysis of short-period tendencies associated with this 
pricing situation. we noted that the addition to producer retums 
will encourage additional supplies, which in turn cause the blend price 
to decline. This encourages e1forts among producers to try to slow 
down the rate of increase in supplies and to exploit the fluid market 
more fully. ":\.]1 equilibrium position will be reached where the CUlTe 
P'B crosses the long-period suppJy curve SS. Then Q"P" will rep
resent the stabilized position of the blend. price. The increase ill pro
duction which will take place before this llew equilibrium is reached 
will be rppresented by QQ", the difference. between OQ. and OQ". 
This higher leye1 of production will be achie,'ecl at a higher marginal 
cost, represented by the difference between QP and Q"P". 

The di1ference between Q"P" and QP represents also the net incre
ment in pdces which producers in the market will be able to retain. 
Benefits to individual producers will vary and will be related to their 
own cost CllJ."Ves und to the time when they had been induced to enter 
the fluid market. Some producers who lUay haTe been encouraged by 
earlier and higher blend prices to entE'r the market, or, if already on 
the market, to expand their production facilities, may find that the 
lower equilibrium price of Q"P" does not proyicle a. return on invest
ment equal to alternative opportunities. 

There is a further factor which affects the incidence of price benefits 
among farmers. This is the tendency for higher prices eventuully to 
become capitalized in higher farl)). values, especially that part of 
farm yulnes represented by tIle cost of land. To a certain extent, this 
will be l'efiected in higher taxes. Farm opera.tors who do not own 
their own farms may expect higher Tents to siphon off a :further share 
of the gains f)'o111 higher prices. It may be expected, therefore, that 
once t11is process of capitalization is c0111I)leted, new purchasers uf 
farms in the mUkshed may expect no ac vantage from the higher 

• 

01 It hil$ been noted. in Chaj1ler VIII that one of tbe economic tE'ndeneies asso
ciated with this kind of In·icing situation, in the ahsenc(' of ptTeeti\"e limit:Ition 
of supplirs, is for produ('ers to seek maximulll eXploitntiou of the fluld market 
to otl'set d\'clinillg incomE' due to inereasing surpluses. J.f thE' offirers of the 
associatiou lJa\"e a Short-range perspeeth·e on Ilri('e policy nud consequently under
estimnte tlle elasticity of demaud for the associatiou's milk for fluid use (p. 68), 
the Class Iprit'e would [t\lproaeh It lligher limiting positiou than Q'P' and the 
quantities of !luid milk sold would tend toward an equilibrium position which 
would be lower than OQ'. 
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prices. This tendency for hi O"her costs to be an outgrowth of hi~her 
prices has been noted in a stu~y by the U. S. Department of AgrICul
ture (40, p. 69) even under conditions where entry of new producers 
is restricted: • 
From a cost viewpoi.nt, the continuance of high prices, while entry is restricted, 
may encourage the capitalization of the "alue of the permit to sell milk into the 
value of a farm. Another cost effect is to cause Cl)nsiderable capital expendi
ture for expansion. As a result, these costs become a permanent part of the 
cost structure in the market area and are used. in cost of production data as 
e,idence favoring continuallce of Ullnecessarily high prices for milk. 

The new adjustment will be a less efficient one in certain respects, 
from an economic standpoint, than the one which we have hypoth
esized before the introduction of classified pricing.~2 The supply of 
milk is laraer in relation to the amount of fluid consumption. The 
extra suppfy goes into surplus uses. Production and marketing re
sources are less effectively allocated. The boundaries of the milkshed 
will be overextended, and within the milkshed the dairy enterprise 
will tend to become overintensified in relation to the amount of fluid 
milk consumed in the market. There would also be a tendency for 
more land and other agricultural resources to be allocated to dairy
ing, as compared with other farm enterprises, than was the case before 
the adoption of classified pricing. The situation is that described 
by Burns (8, p. 77), where monopoly IJrices remain but monopoly 
profits are gone. The crux of the mclliciency of the new adjustment, 
from the standpoint of consumers, is the contracti()!l of fluid milk sales 
and the expansion of sales of milk for surplus uses. 

It is even possible that the incentive for short-run gains may lead 
producers' representatives to raise the Class I price higher than the 
nature of the long-period demand responses would warrant. That is, 
if the long-period demand for mille is more elastic than the short
period demand, the pressures associated with the economic bargain
1l1g process may lead to the setting of Class I prices above the limit of 
profitable exploitation for producers (see p. 68). This would 
accentuate the tendencies described and would lead to a situation where 
producers might be worse off in terms of cost-price relationships than 
they were before. 

Under given conditions of long-period demand for fluid and surplus 
milk in the market, the flatness or steepness of the long-period supply 
curve will determine the degree to which the effects, already discussed, 
will be apt to take place. If, for example, the curved SS in figure 12 
were more nearly horizontal, the equilibrium blend price Q."P" would 
be lower, the total s'.lpply of milk OQ." would be greater, and the 
proportion of surRlps to fluid sales would be increased. A. steeper 
slope of the curve SS "'ould, on the other hand, mean that more of the 
increase in the blend pl'ice would be retained in the new equilibrium 
situation, total production would not expand as much, and the propor
tion of surplus sales would be less than in the figure, although it 
would still be greater than it WtlS before adoption of classified pricing. 

The shape and direction of the long-perioel supr1y curve would 
depend on such factors as the conditions affecting mIlk production in 

1!2 This statement has meaning only within the limits of this abstract analysis, 
which takes no account of possible nonprice benefits of classified pricing under • 
actual marketing conditions such as we have discussed in ch. II. 
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the vicinity of the market, the competing uses for agricultural re


• 
sources, the competition of other mDk outlets, including other markets 
for fluid milk, and various influences ,yithin the market which may 
impede supply response to higher prices. The long-period supply 
curve for a fluid ma.rket in a surplus dairy region whose milkshed 
does not overlap milksheds of other cities (particularly cities of larger 
size), with 110 limitations imposed on supplies, ,,"ould be expected to 
approach a hodzonta) position. On the other hand, the long-period 
supply curve might be expected to be somewhat steeper for a city 
market in a deficit dairy l"E'!!ion where other cities entered into direct 
competition for supplies, aild whe]'(~ some hindrances associated with 
higher costs were imposed on incrl'ased output of producers or on the 
entry of ne,vprodllcers.

The analysis of the effects of applyinO" classified pricing to raise the 
level of returns to producers 11nti dealt tlws far with a situation "where 
supplies of milk for the market could not be effectively limited at any 
given amount. It remains now to consider the situation wbere it is 
possible to hold the level of supplies. 

First, we will consider the situation whl'l'f'. mDk supplies are held 
to the amount OQ (fig. 12), the quantity of milk on the market at 
the time classified pricing was adopted. Then the blend price might 
reach and .:mlld be held at QP'If and producers supplying the market 
would retain th(> ~l(h'nntap;e of the dii1'(>rellce 1>etw(>en QP'" and QP. 
The amount of )11;]k diverted from fluid to surplus uses would remain 
staJiolUll'yat Q'Q. 

AlthOllgh Pl'Odll(,(>l'S would retain a greatl'l' advantage from the 
higher hll'ud price than withont f;upply limitation, part of this might 
be lost if the deyiel's "which restrirte<l Rllpplies cansed added costs of 
produrtion. For ('xampll', insp(>etioJl po1i('il's of hl'alth authorities 
"'hir11 arbitrarily limit the bounc1nri(>s of:t milkshed to a eertain num
ber of mi1(>s froin the ('ity. or which cut off p:lI't of thl' potential milk
shed at the State border, may have this ejfl'ct (p. 15). Also, there 
would b(> some t(>ndE'IU')' toward capitnlizntion of higher returns in 
the f01'111 of higher Jand nnd farm ytd\les. This 'would not ta.ke away 
lwp(>fits to produ(,ers a]reaclr Oil the markl't, except ns higher taxes 
nllght result. Jt would, 11owe\-e1', mean thnt new producers or new 
inYestors in dairy fanns might lose some or all of the adnmtages of 
this situation of l:estdctecl SlIl)ply and higher prices. 

Consumers in the fluiel market would be in substantiu]]y the same 
position wheth<'l' or 110t total supplies ,re.re restricted. Tlle price of 
fluid milk (to (li~tl'ibutors)\Yould remain at Q'P', at which level con
sumption of fluid milk ,yould be curtailed to OQ'. 

We mny go further and assume a situation where producers not only 
are in a position to pl'l','ellt an expansion of supplies in response to 
higher pdces but also are ~hle .to limit efi'ectiyely supplies sold on the 
mf11'ket to nny amount ,\"1u<'h ]s most aclnll1tngeous to them. Again 
referring to figure 12, the supply curye SS lies above the line DaD. 
for all quantities oj' milk sold on the market beyond OQ', which repre
sents sales of milk for f1uid use at the price elP', Marginal revenue 
received from sales of surplus milk are in this mustration'tllways below 

• 
marginal costs of producers. lYith the Class I price fixed at Q'P', 
producers will maximize returns by reclucing output to a, point OQ' 
'which covers no more than the essential minimum of surplus milk 
required by distributors as 11 reserve for fluid sales. 
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The assumption that surplus sales are always unprofitable in them
selves is probably in line with economic realities In most fluid milk 
markets, especially those in deficit regions. If, however, we wish to 
assume a fluid market where conditions of production are such as to • 
permit the sale of some milk for manufacturing uses which is profit
able to producers for the fluid market, the curve SS would cut D,De 
at some point beyond OQ'. DsDs, being horizontal, represents the 
marginal as weU as the average revenue curve for surplus milk. The 
amount ot milk 'which producers would supply the market would 
then correspond with the point at which SS cuts D.D•. 

Consequences of Underpricing Surplus Milk 
The pricing policies for this case, as previously described, are to 

underprice surplus milk and to price fluid milk at a level which will 
result in a blend price, either: (a) To maintain, but not exceed, a sup
ply of milk to meet handlers' needs for fluid sales plus minimum re
serve requirements for the fluid market; or (b) to raise the blend price 
received by producers to a level substantially higher than was received 
when producers were paid a single price for their milk. 

The first of these alternativelricing policies is the same as that for 
attaining price stabilization an market security objectives, except for 
the underpricing of milk for surplus use. The Class I price would, 
as previoW3ly noted, tend to be higher than the Class I price would be 
if it were not necessary to compensate for the lower prices at which 
Class II milk is sold and for the larger amounts of surplus milk 
which may be required as a reserve for fluid sales, under conditions 
where the circulation of such milk among handlers might be impeded 
(p.69). 

Whether total supplies on the market would he larger or smaller 
after these pricing poHcies were followed over a long period appears 
to be undeterminable. Fluid consumption would be curtailed and the 
proportion of surplus to the curtailed fluid usage would be greater. 
It is also to be expect.ed tlmt, whatever the equilibrium position which 
migh.t be approac.hed, it would be a le~s stable one than would be the 
case If surplus m1lk were not underpriced. As long as surplus milk 
is priced below its market value, we may expect internal pressures in 
the market for acquiring supplies for manufacturing use or for divert
ing supplies from fluid to surplus use. 

'Ve may continue our analysis to determine the consequences of 
classified pricing if the second alternative poJicy is followed: tl1at is, 
to exploit the demand for fluid milk so as to increase returns to pro
ducers while, at the Same time, underpricing milk for surplus use. 
The consequences, over [1. long period of time, of trying to increase 
blend. prices ,yhile underpricing Class II milk will be similar to, al
though not the same as, t}~~se which we have already found when the 
same objective is sought while pricing Class II milk at its fu]] value 
in the market.. We may refer to figure 13, which is based on figure 12 
previously used for analyzing the discriminative marlceting situation. 
Broken lines are superimposed to enable us to describe some of the 
differences in thesitution due to the underpricing of surplus milk. 

The Class I price QI'P/ associated with maximum exploitation of 
the fluid market will be lower than Q'P', the Class I price associated 
with maximum exploitation when Class II milk is not underpriced.. 
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The Long-Run Consequences. 
HIGH PRICES FOR CLASS I AND 


UNDERPRICING OF SURPLUS MILK 
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Figure 13. Long-period consequences of classified pri'1!ing applied to enhance 
producers' returns and to underprice surplus milk. 

This was brought out in our previous analysis of the effect of the 
price 1e,el for surplus milk upon the level of the Class I prIce which 
would maximize total revenue received by producers (p. 52). The 
consumption of fluid milk at this point of maximum exploitation will 
not be curtailed to the same degree, OQr' being greater than OQ'. 

Unless the long-period supply curve SS is horizontul, the limiting 
situation of the blend price Qr"P/' will be lower than Q"P". These 
prices are determined by the point of intersection of the respective 
curves of blend prices (Pr'B and P'Br ) and the line SS. It can be 
demonstrated that Pr'Br must meet the rising supply C',lrve SS to the 
ltlft of and tlll'refore at a lower point than P".53 

In this limiting sittmtion, totu,l supplies on the mu,rket would not be 
expanded to the su,me extent as under conditions where Class II milk 
is sold at its full market va,lue, OQr" being less than OQ". There 
would also be less surplus, although the proportion of surplus would 
be well above minimum requirements. A degree of equilibrium with 
respect to the utilization of surplus milk under the assumed pricing 
policies could be conceived of only under conditions where the u,ssocia
cion had control of the allocu,tion of milk between fluid u,nd surplus 

.., The demonstration is as follows: (1) From P.' r:nnstruct a curve of blend 
prices PI'B.' based on a Class I price of Q.'P,' an1 a Class II price of ODs; (2) 
this curve would lie below P'B at all points becam.e Q'P' represents the Class I 
price associated with maximum returns (blend prices) to producers; (3) but 

• 
P.'B. must lie below PI'B.' at all points ueyond P.' because it represents an av
erage return based on the same Class I l,;ri.!e (and quantity of Class I milk) plus 
the same quantity of Class II sold fit a lower price, OPIl inster.d of ODs; (4) 
therefore, Pr'B. must also lie below.P.B nt all pOints. 
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uses. If allocation were under the control of handlers other than the 
association, the incentives to divert larger proportions of milk to sur
plus uses would come into play and our conception of a limiting situa
tion built up h figure 13 would break down. 

The comments made in our previous analysis of the discriminative • 
marketing situation, with respect to the variability of benefits 'retained 
by individual producers, the tendencies for higher cost resources to be 
utilized, and the capitalization of land and other farm values, would 
apply to the present analysiil. New producers entering the market 
after these equilibrium adjustments have been made may derive no 
advantage from the higher price situation. A.s in the previously ana
lyzed situation, land and other farm resources will be less effectively 
utilized and the efficiency of marketing milk for the fluid market will 
be reduced. 

Intermarket Consequences 

The application of classified pricing as a means of maximizing pro
ducer returns in the marketing of milk requires, in the absence of effec
tive limitation of supplies, increasing quanties of milk to be dl,verted 
to surplus uses. This bct has been noted throughout our analysis. 
Diversion of milk from the fluid to surplus markets either on a seasonal 
or year-round basis is in fact the very essence of the practice of price 
discrimination in fluid milk markets (p. 38). 

The quantity of milk diverted from fluid to surplus uses by a mod
erate increase in the Class I price relative to surplus-use prices in a 
single fluid market is likely to be small in relation to the total quantity 
of milk used in making manufactured milk products for the nationwide 
market. The impact of such diversion upon prices of manufactured 
milk pr,oducts might not be very significant. If, however, many fluid 
milk markets, including some of the largest, are applying price policies, 
over an extended period of time, which create diversion from the fluid 
to surplus markets, the impact upon supplies and prices of milk 
products may be considerable. 

A. determination of the extent to which classified pricing in fluid 
milk markets causes a diversion of milk from fluid to surplus markets 
is beyond the scope of this study. It is perhaps pertinent to our theo
retical treatment of the subject to note that, for some time, there has 
existed among representatives of producers in manufacturing regions 
an awareness of the possibility that these :producers might suffer dis
advantages because of the p.~:i.cing policies III some fluid milk markets. 
Two related fears are involved: (1) That the bolstering of high Class I 
prices may lead to practices which prevent milk from manufacturing 
regions from sharing in fluid milk markets (p. 68); and (2) that 
prIcing policies in flUId milk markets may cause the dumping of milk 
on markets for manufacturing milk in quantities sufficient to depress 
the prices of such products. 

CriticiRm of classified pricing practices by producers and handlers 
in manutacturing regions has become greater since W orld War II. 
This is probably related to a general decline in farm prices relative to 
the general price level and the problem of accumulated surpluses of 
farm products. It has been a period of greater pressures within fluid 
milk markets for widening differentials between Class I and surplus 
prices. Such pressures have been effective in some markets. Sur • 
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pluses in many fluid markets have increased In 1956, the percentage 
of mille received from producers ill 54 markets under Federd milk 

• marketing orders which was used in fluicl form ranged from a Jow of 
55 in June to a high of 75 in October.5o! 

The present period is also characterized by greater pressures, exerted 
by producers 111 milk manufacturing areas, to obtain higher priced 
fluid outlets for their milk lwd to protect manufacturing markets from 
any depressing effects which might be caused by diversion of milk in 
fluid markets to manuiacunring uses. Representatives of Midwestern 
milk producers have stated theIr opposition to the adoption of Federal 
milk marketing orders with "artificial or ullrealistic" class prices, 
unless they incorporate adequate producer quota provisions to 
eliminate surplus mille resulting from such prices.55 

Ia 1'he quantity of milk used in i1ui<1 form for each market taken as a basis for 
this compilation, wus. that llortion or milk receivee1 from producers which wus 
needed for fluid uses, required to be sUllpliecl from aPl1ron~d sources, l!'or most 
markets, fluid use includes whole milk, buttermilk, plain and t1ayored skim milk, 
and sweet and sour creaIll sold within anel outslde the marketing area, For some 
markets, including the H\'e in New gngland as well as Philadelphia, "Tiilllington, 
Cleveland, and Detroit, fluid cream is excludeel. In the New York market, fluid 
use includes cream shippeel into the marketing area and all whole milk sold. 

,. Dairy Record, March 14, lOGO, p. 18 . 

• 


http:prices.55
http:October.5o


• 

CHAPrER X.-CLASSIFIED PRICING WITH ASSOCIA· 

TION OR INDIVIDUAL HANDLER POOLING 

The analysis of classified pricing up to tIris point has dealt with its 
operation in cOlljunction with marketwicle pooling-that is, in situa
tions where the payments made by all handlers in the market are 
pooled for redistribution to produ('l;'':s. In this part, some effects of 
classified pricing with association pools or individual-handler pools 
are discussed.56 

The Association Pool 

In our discussion of the effects of operating a classified-price plan 
with !),n association pool, we shall assume the following conditions: 
(1) There is only one association of producers in the market; (2) this 
association represents its members in bargairring on prices with han
dlers but does not itself engage in the processing or distribution of 
milk 57; (3) handlers who buy milk from assoCIation members are 
under full-supply contracts with the association; (4) handlers who 
buy milk from producers who are not members of the association have 
a substantially higher proportion of fluid milk sales in relation to total 
utilization of milk than does the association pool; and (5) these 
handlers pay flat prices for milk pmchased from nonmembers. 

One of the differences between classified pricing under an associa
tion pool as compared with a marketwide pool is its effect upon 
handlers who do not participate in the association pool. rVe have 
noted that the adoption of classified pricing with marketwide pooling 
removed a competitive advantage which handlers with high propor
tions of fluid sales had previously enjoyed over handlers with lower 
proportions of fluid sales. It was also noted that the smaller scale 
handlers, in many fluid markets, are to be fOlmd mainly in the former 
category. In a market where classified pricing is applied only to 
milk purchased from producers who are members of 11,11 association, 
it is possible for handlers with more specialized fluid operations to 
retain their advantage as long as they buy from pl'oducers outside the 
association. 

The association pool may be considered, in certain respects, as an 
incomplete marketwide pool. This is especially the case from the 
standpoint of organized producers. An objective of the association, 
as a collective bargaining l1gency, is to represent all of the producers 
in the market so as to aclrieve a position of maximum strength in its 
bargaining negotiations with hancllers. The association's efforts to 
bring the remaming nonmembers into its organization as participl1nts 
in an association pooling arrl1ngement run counter to the interests of 
handlers with specialized fluid milk operations. Such efforts, if suc

.. The different types of producer price pools are defined in ch. III. 
.., The implications of an association's own operations as a handler upon the • 

operation of classified price plans are discussed in ch. VII. 
80 
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cessful, would require these handlers to buy on the classified price 

• 
plan, which, because of their high Class I utilization, would cause 
them to incur higher costs of procuring their suppEes of mille 

In fluid milk markets where association pools are operating; in con
junction with classified pricing, those handlers who buy 1llllk from 
producers who are outside the associlltion usually pay these producers 
a little higher price than the blend pool price received by members 
of the association. They can do this and still obtain their supplies 
at a cost which is less than the cost of obtaining their supplies under 
the classified price plan. 

The situation may be illustrated as follows: Assume a handler "A" 
who buys from producers outside the association. He sells 90 per
cent of his supplies for fluid (Class I) nse. The average utilization 
of handlers who buy milk from association members is 75 percent 
Class I and 25 percent Class II. The Class I price per hundred 
pounds is $4.00 and the Class II price is $2.00. The association pool 
price will be the weighted average of these bvo class prices, which is 
expressed as : 

75 X$4:.00+25 X $2.00 . $3 1':0
100 or, .0. 

This is the price received by association members. If handler "A" 
were to buy mille from association members under the classified price 
plan, he would have to pay on the basis of the two class prices weighted 
on the basis of his own utilization, which is 90 percent Class I and 
10 percent Class II. His total payment for milk, which would go 
into the association pool, would be: 

90 X$4:.00 + 10 X $2.00 . $3 80 
100 or. . 

Handler "A" could therefore pay his producers a premium of, say, 
5 cents over the association pool price of $3.50 and still obtn,in his 
supplies of milk at lL cost which is 25 cents per 100 pounds less than he 
would have to pay under the classified price plan. 

n the situation is considered from the point of view of his position 
as a distributor of fluid mille in competition with hancllers buying 
through the association, we may try to compute the cost of that part 
of his supply which he sells for fluid purposes, for comparison with 
the Class I price of $4.00. ,Ve ClUl do tIns by applying the Class II 
price of $2.00 to the 10 percent of his supply which goes into surplus 
uses and considering that he pays a price of $3.55 (the association 
pool blend price of $3.50 plus a premium of 5 cents) for his entire 
supply. The cost per 100 ponnds, C, ,,{hich may be considered appli
cable to milk soldm fluid form, may be computed from the equation: 

90C + 10 X $2.00 $3 51': 
100 . o. 

Solving this equation for C, we flllc1 that a handler buying outside the 
association would obtain milk for fluid (Class I) use at a cost of $3.72 
per 100 pounds. This would appear to give him a competitive ad

• 
vantage of 28 cents ovel' hancUers buying milk from the association 
for flmd use . 
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The reliability of this cost figure rests largely on the correctness of 
our allocation otthe Class II pnce to the part of the supply which goes 
into surplus uses. It is, in effect, an assumption that milk for surplus 
uses is worth as much to a hancUer buying outside the association as it • 
is to handlers buying from members of the association. In view of 
the fact that the former are the more specialized fluid handlers, pre
sumably operating on a smaller scale than those buying from the 
association; this assumption is of doubtful validity for most market 
situations. Where the :fluid utilization of the handlers buying outside 
the association approaches 100 percent, however, errors introduced by 
applying the Class II price to the part of his supply going into surplus 
uses become less alldless significant, and the cost of the supply for 
fluid distribution approaches the price p,licl his producers. The com
petitive advantage over handlers buyino- from members of the associa
tion approaches the difference between the Class I price and this price. 
Using the prices in the illustrative example above, this would be $4.00 
less $3.55, or 45 cents, as the competitive adyantage of a handler with 
100 percent fluid utilization over pool hancllers, in the cost of pro
curino- supplies for fluid distribution. 

Un'ael' these conditions the association pool would tend to operate 
as a mechanism which defeats the association~s efforts to orgamze all 
of the producers supplying the fluid market. Nonmembers find it to 
their immediate advantage to stay out of the association because join
ing it would require them to give up the advantage of premimll pay
ments which they receive from their handlers. At the same time, these 
nonmember producers benefit from the efforts of organized producers 
to stabilize the marketing of milk and to increase their returns. The 
blend -pool price which association members recei \'e is usually the basis 
on which nonmembers are paid. The premium over this price 'which 
they receive is the inducement required to keep enough of them out of 
the association to maintain sources of supply for handlers buying out
side the association. 

It is quite typical under these conditions for producer associations 
to make strong appeals to producers based on the broader realities of 
their economic interdependence and on mutual loyalties as producers. 
For many producers, such appeals are sufficiently persuasive to induce 
them to join (or remain in) the association even where it means giving 
up premium payments. It is, however, a common experience of asso
ciations to find thr.t the task of organizlllg producers becomes pro
gressively more difficult as they seek to make inroads among producers 
supplying handlers with specialized flu.id milk opemtions. 

It is less feasible to apply classified pricing for the purpose of raising 
producer returns above competitive levels with an association pool than 
it is with a marketwide pool. A.n increase in the Class I price to 
exploit the less elastic demand for fluid milk widens the spread between 
the prices of milk for :fluid and surplus uses. This tends to increase 
the competitive adv~l,'.ltage of the specialized fluid milk distributor 
who buys his supplies from producers who do not belong to the 
association. 

This may be illustrated by taking the previous example of a handler 
buying outside the association, whose utilization is 100 percent fluid 
and whose sUPI;ly of milk is purchased at $3.55 per 100 pounds. This 
give:; him a competitive advantage of 45 cents over handlers buying. 
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from the association on a class price basis, because they have to pay 

• 
$4:.00 per 100 pounds for milk which they sell in fluid form. Now if 
we aSSlUne that the Class I price, instead of being $4.00, is raised to 
$5.00 with the relative utilization by pool hancUers remaining at 75 
percent fluid and 25 percent surplus, the blend price computed from 
the pool whi.ch is paid to association members is: 

75X$5.00+25X$2·9,2 '$4: 9 5laO or, .~ . 

If the handler buying outside the association pays the same premium 
of 5 cents oyer the pool price, he will haye to pay $4.30 for his supply. 
At the higher Class I price of $5.00, his competitive advantage in the 
cost of obtainiI1~ milk fortlllid use is now 70 cents per 100 pounds, 
whereas, 'when tlle Class I price was $4.00, it was only 45 cents. 

These wider margins for the special ized fiuidmilk handler mley be 
used in part to cut prices to consumers as a means of taking an addi
tional share of the fluid market. If necessn,l'Y, the handler can use part 
of the wider margin to pa,y a higher prem lum to producers in order to 
obtain additional supplies. This tends to 1'e1110Ye the basis on which 
higher Class I prices can be paid by hancUers buying milk from associa
tion members. This basis is tlwir ability to pass on the higher prices 
t.o consumers of fluid milk without too great lL loss of fluid milk sales. 
The fact that the total consumer clemand for milk in fluid form may 
be rebtively inelastic does not altor the fact that, lUlder an association 
pool, price cutting by handlers buying outside the association may 
cause a loss of fluid sales by handlers buying from the association to 
those buying outside the association. This, in elrect, increases the 
elasticity of demand for fluid milk sold by handlers buyjng frol11. the 
associatIon. Thus the associatioll is likely to faee increasing Tesisttll1ce 
from the handlers ,,,ho buy milk of its members in any efforts to Taise 
the Class I price (see p. 43). • 

Now we may go one step further in onr analysis of the limitations 
of classifi.ed prieing with an associnton pool as a means of exploiting 
the demand for fluid milk. Let us aSSlUlle that the Class I price is 
maintained aL l1 high enough level to accomplish this objective for a 
time because hancllcrs buying from the associatioll are in a position 
so strong that they are. not at first seriously affected by the competi
tion of the more specialized fluid lumclll'rs buying outside the associa
tion. ,Ve may reasonably expect, ho,yeve1', if we refer back to our 
anaJysis in chapter IX dealing with long-period consequences of this 
type of pricing policy, that this competition will become more serious 
as time goes on. This will be the consequence of the increasing 
proportions of the total supply which must be disposed of for surplus 
uses. 

,Ve may illustrate how increasing proportions of surplus milk in 
the association pool will be a factor, independent of price, in increas
ing the competitiye ad,rantage of handlers buying outside the associa
tion. If, in our previous example, we aSSlUne tlutt the proportion of 
surplus mUk used by handlers buying from the association has in
creased from 25 percent to 40 percent, with nO change in class prices, 
the association pool price would be: 

• 60 X$4.00+4:0 X $2.00 . $3 90 
100 or ..., . 
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The specialized fluid mille handler with 90 percent fluid sales 
would set his premium to his producers on this $3.20 price instead 
of the $3.50 price which prevailed when the association pool carried 
only 25 percent surplus. If hls premium payment amounted to 5 
cents per 100 pounds, his payment of $3.25 would be 55 cents less than • 
the $3.80 he would be required to pay if he bought milk from the 
association under the class price plan. A specialized fluid milk han
dler with 100 percent fluid utilization would pay 75 cents per 100 
pOlmds less than he would have to pay at the Class I price. Thls 
figure would also be his competitive advantage in obtaimng supplies 
for fluid utilization over handlers buying from the associatIon. The 
increase in the proportion of surplus among pool handlers iTom 25 
to 40 percent would result in a 30-cent increase in thls advantage. 

The increase in the proportion of surplus milk on the market not 
only offers a greater competitive advantage to the specialized fluid 
milk handler who buys outside the association, but also presents a 
more favorable opportunity for new capital to be invested in. the 
business of distributing milk in the market. On a small scale, this 
might take the form of additional specialized distributors. Some 
of these might be producers themselves who are located close enoueh 
to the market to enter the field of distribution. Prices received by 
producers participating in the association pool would be lower be
cause of the increase in the proportion of surplus. A corresponding 
decline would be expected in prices received by producers outside 
the association-the prices received by the latter being directly re
lated to the association prices. The general decline in producers' 
returns and the maintenance of high Clnss I prices would create a 
situation where it might become advantageous for some producers to 
distribute their own milk rather than to continue seIling mille to 
established distributors. 

Higher proportions of surplus milk in the association pool and the 
maintenance of a high Class I price create opportunities for new 
handlers to enter the market on a scale to compete with the larger 
established distributors who coyer the entire market. If the new 
investors could obtain sources of supply outside the association, they 
would start with an immediate advantage over their competitors 
buying from the association, because they would not carry more than 
a normal surplus as a reserve supply for their fluid operations. 

We will, for purposes of illustration, assume that a distributor 
operating on a large scale in the market (as distinguished from the 
typically small-scale operator who is able to keep a more specialized 
fl~d milk operation) is required to divert approXll11ately 25 percent of 
Ius supply for surplus uses. As long as the proportion of surplus 
usage in the association pool is about 25 percent, there will be no 
incentive for a new handler to enter the madmt and build up his 
own supply from producers outside the association. As long as he 
has to pay these producers a price in line with the blend price received 
by proclucers paid from the association pool, he will have no advantage 
as far as the cost of procuring his supplies is concerned. In fact, 
if he has to pay a premium oyer the blend price of the association pool, 
the cost of obtaining supplies will be greater than the cost incurred. 
by handlers buying from the association. • 
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N o\y let us assume that after the classified price plan has been 
operating for some time tmder a policy of exploiting the demand 

• for fluid milk, the surplus utilization by handlers buying irom the 
association increase~ to 40 percent. USil1g the same class prices ($4.00 
and $2.00) which we ha,·e assumed in previous examples, the blend 
price of association producers will be $8.20 per 100 pounds. The cost 
of obtaining supplies for fluid distribution by a new handler, 1~·ho 
pays a premium of 5 cents oyer the pool blend price, may be computed 

. . 75xC+25X$2.00 $
from the folloWlllg equatlOn: 100 8.20+ .05. 

Solving this equation, we fmd C eClua]s $3.67. This gives the new 
handler an adyantage of 33 cents ($4.00 less $3.67) over his competitors 
buying milk for fluid use fro111 the association at the Class I pri~e. 

I'Ve may slllnmarize our analysis of the operation of classified 
pricing with an association pool by making the following comparison 
with our lindings with respect to classifi.ed pricing with a marketwide 
pool: 

1. 	The specia]jzecl (typically small-scale) fluid mille l1Undler 
has a better chance of sun~ival; 

2. 	The internal pricing situation created in the market, which 
leads to the payment of premiums over pool blend prices to 
producers who are not members of the association, prevents the 
development of the association pool into a marketwide pool; 

3. 	The application of classified pricing to exploit the demand for 
milk for fhid use is limited by the fact tl1at the demand for 
such milk by handlers partidpating in the association pool 
is less elastic than it would be if an handlers participated; 

4. 	If an att('mpt is made to apply classified pricing so as to 
exploit the demand for mi.lk for fluid use, competitiye ad
Yantages of nonparticipating handlers (both actual and po
tential) are increased. and conditions of competitive instability 
are encouraged among both producers and handlers. ·which may 
eventuaJly lead to the ahandonment of this practice or to a 
request ~or governmental controls which might establish a 
markebnde pool. 

The Individual-Handler Pool 
In our discussion of the effects of operating a classified price plan 

with an individual-handler pool, we shall assume the following con
ditions: (1) Each handler in the market is required to pay the same 
minimum class prices for milk disposed of for fluid (Class I) and 
for surplus (Class II) uses: (2) a producer, whether or not he is a 
member of an association, is paid on the basis of the blend of the 
class prices paid by the particular handler to whom he sells his milk; 
and (8) any producers' association in the market confines itself to 
bargaining with handlers on class prices and to performing service 
acti vi ties for its members. 

For the purpose of comparing individual-hancUer pooling with 
association and marketwicle pooling, previously discussed, we will 
first direct our attention to its effects upon competitive relations 
between handlers with specialized fluid operations and handlers with

• substantial surplus operations. The fonner type of handler was found 
to incur higher costs due to the introduction of classified pricing with 

http:classifi.ed
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marketwide pooling. Under an association pool, this type of handler 
could maintain his advantage in cost of processing supplies as long as 
he stayed out of the pool-that is, as long as he bought milk from 
producers who were not members of the association, thus not subject
rug himself to the classified price plan. 

Under the individual-handler pool plan where all handlers must 
pay clasG prices, the average cost of milk for each handler, as re
qUITed by the class prices, will vary with the proportions of milk 
going into fluid and surplus uses. This average of the class prices 
also IS the basis on which the producers supplymg each handler are 
paid. This is the essential distinction between the individual-handler 
pool and the marketwide pool, and it permits the specialized fluid 
handler to retain certain advantages under individual-handler pool
ing which he does not have under marketwide pooling. 

The specialized fluid milk handler is able to use the higher price 
which he is requirecl to pay under the classified price plan to attract 
a more valuable source of supply. He can select shippers conveniently 
located for his own operations, whos~ 0 11tpUt is closely geared season
ally to liis distributive operations and whose milk is of better than 
average quality. Farm operators may be selected for their general 
experience and reliability or because their herds produce milk of 
the butterfat content required by the handler. These aspects of 
producer selection may be of particluar advalltage to the small-scale 
handler who does not employ field representatives and who does not 
have facilities for efficient processinp: of surplus miik. 

The fact that a specialized fluid milk handler may, ulldb~' indiyidual
handler pooling, use the higher payments he. is requh'ed to l."lake under 
the classified price plan to gain certain advantages in pncurement 
does not imply that the value of these advantages to tIll'. handler 
offsets aJ~y disadvantage of having to pay the higher prices. ,In some 
cases, tlllS could be so, but the only generalization that can ,')e made 
is that, under individual-handler pooling. there are possiblr; advan
tages of procurement to this type of handler which UTe na~ possible 
uncleI' a mal'ketwicle pool or when he is a participant in aI', association 
pool. : 

The achrantage of producer selection employed by the more speci
alized fluid mille handlers, regardless of scale, uncler producer-handler 
pooling may impel handlers with higher surplus operations to resort 
to the paynlent of premiums jn order to retain producers. This helps 
to lessen the c1isttdvantage, of classified prichlg, as compared with single. 
pricing, for the spedalized fluid handlers in competing with handlers 
with larger surplus operations. Freemyer (15, p. 108) notes this 
aspect of the competition for producers in the St. Louis market under 
individual-handler pooling, although he perhaps overestimates its 
effect in evening out prices p::dd a-mong an handlers: "Under the 
markehyjde pool, there vdll be no pI'ice competition among handlers 
for supplies at any point in the supply area· unless premiums are paid. 
Under the individual-handler pool, there may be substantial price 
competition; it is assumed. in fact, that competitive forces will be 
strong enough to require all handlers to pay approximately the same 

• 


average price, over a period of time, either through adjustments in 

• 
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their class utilization of milk or through the paymp.ut of premiums 
in addition to the minimum class prices." 

• In all individual-handler pool, there is a deterrent among handlers 
to the processing of disproportionate quantities of surplus milk. Even 
though the class price applicable to such milk may be favorable to the 
handler, he is normally rel uctnnt to accept milk for surplus uses 
beyond his reserve requirements because of the depressing effect upon 
the blend price to his own producers. This competition in the procure
ment of supplies will compel him, if the proportion of his surplus 
utilization is too high, to pay premiullls to his producers which in effect 
may be considered as an increase in the cost of his milk :1'01' surplus uses. 
Under a market wide pool, the handler is not "faced with this problem 
because his producers wnI share equa)]y in the total payments made by 
all handlers in the market. 

Under cOl1dHions of relatiYely short supply, due to seasonal or 
other factors, the individual-handler pool tends to perhaps a greater 
efficiency in the distribution of supplies among handlers in the market 
than under marketwide pools. The experience in markets operating 
under Federal milk marketing orders bears this out: 
The individual-handler tnle pool operates satisfactorily in markets wbicb are 
relath'ely short of JUilk or where the surplus is distributl;'d evenly among pro
ducer groups. WIlerI;' supplies al'l' sllort, this type of pooling selTl;'S as a meaus 
of distributing the u\,:lilable SUPl)ly umong handlers in relatiou to thl;'ir fluid 
sales. The handler with a higher fluid use would pay a higher uniform or 
blencled price to his producers and would attract producprs from the handler 
who had more surplus-priced milk. (41, p. 58). 

During periods of ablJormal surpluses, however, there is insuilicient 
incentive fQl' handlers to accept nn the milk oifered by producers. 
Problems associated with temporary producer cllt-oifs, similar to those 
experienced under single pricing, are apt to arise under such condi
tions. This may tend to negate the historical function of classified 
pricing as a means of promoting secllrity of producers on the market 
and impro\Ting their bargaining position on prices. 

Over a period of time, the handling of surplus milk may be expected 
to become less specin]izecl 11llcler individual-handler pooling than 
under marketwide pooling. As under single pricing, the competition 
among handlel'" h1 the procurement of supplies will lead the larger 
handlers to l'efrain from handling more surplus than is required as a 
reserve suppJy for their fluid distribution. This may result in a less 
efficient handling of surplus milk, especiaIly in lul'gel' markets: 
In mllny markets, particularly the larger olles, the reserye supply of milk can 
be more efficiently handled by consolidating the reserve supply in plants most 
distant from the market.... This specialization of fUllction would result ill 
prices at snch a plant under all individual-handler pool being lower than those 
pllid handlers who specialized in fluid sales. With It market pool all uppro\"{~d 
producers who supply the market regularly, even if o)lly ill ('he short-supply 
period, are paid uniformly accorclillg to the total market utilization. (4', lJ. 58). 

The individual-handlcr pool is less adapted than the marketwide 
pool for supporting policics of elassified pricing'" hich would exploi t 
the relative inelastlcity of the demand £01' fluid mille As discussed 
in chapters Vln and IX, this policy encourages a diversion of lnl'ger 
proportions of the total supply i"1) Surp]11s uses, and the indivldnal

• 454555-58--7 
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handler pool is not an effective instrument in markets with abnormal 
surpluses. Also, the fact that the specialized fluid milk distributor 
retains a stronger competitive position in the market with individual
handler pooling is a factor limiting its usefulness as an instrument for • 
discriminative marketing. Although surplus milk may be appor
tioned fairly evenly among the handlers with surplus facilities, the 
more surplus they are required to take, the stronger will become the 
competitive positIOn of the specialized fluid distributor. 

• 




• CHAPTER XI.-COLLECTIVE BARGAINING, GOVERN. 
MENT REGULATION, AND MONOPOLY PRICING 

In this final chapter, several aspects of fiuid milk marketing are 
taken up which relate to the theoretical treatment of classified pricing. 
CollectIve bargaining and governmental regulation of marketing are 
discussed from the standpOint of their bearing upon pricing polIcies. 
The difficulties of determming the extent of monopoly pricin~ in fiuid 
milk markets are set forth, with an appmisal of two approaches which 
have been made to this problem. 

Some Aspects of Collective Bargaining 
In fiuid milk markets where prices are arrived at through the col

lective bargaining process, the producers' association negotiates with 
those dealers to whom the members sell their milk. Among the cus
tomers of the association, in a fairly sizable market, are usually a few 
large dealers and a greater number of smaller ones. Should the as
SOCIation control a very large share of the milk ill the market, say more 
than 85 or 90 percent, the fact that there are a number of dealers on 
the other side of the bargaining table might appear to give the asso
ciation a strong advantage. In practice, this is usually offset by 
several factors, ably summarized by Nicholls (~4, p. 192) : 
... in milk-pricing, the oligopsonists (few large buyers) do not act independently 
in bargaining with tile cooperative, but instead bargain collectively through a 
"dealers" associ.ation. In such an association one of the dominant firms usually 
assumes the role of leadership in the negotiations with the cooperative. Fur
therIllore, the dominent firms show a certain esprit de corps in the bargaining 
process, strengthened by their superior research facilities, large financial re
sources, and their common oppOSition against "cutthroat competition." On the 
other hand, the cooperative, as we have seen, is certainly not in the poSition of 
a complete monopolist, since its control over its membership and total produc
tion is rather imperfect Hnd its financial resources are usually inferior. 

There are, of course, considerable differences with respect to the 
relative bargaining positions of producers and handlers in different 
markets. On the producer side, bargaining strength may be affected 
by such factors as: (1) The proportion of producers organized in a 
sll1~le association; (2) the possession by the association of its own 
faCIlities for hlmdling suq~lus milk or for carrying on its own dis
tribution operations; and (3) the ability of its leaders. On the han
dler side, there are correspondin~ factors which influence the degree 
of concentrated control and the ability of handlers to act together ef
fectively in bargaining with organized producers. Thus, there are 
some markets where a producers' aSSOCIation may announce prices 
after little or no consultation with handlers, and others where handlers 
may almost ignore a small association in deciding on the prices ,yhich 
they will pay producers for milk. 

• 
But typically, especially in the larger markets, the two sides may 

be expected to represent fairly balanced aggregates of bargaining 
89 
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power. At least, both sides are sufficiently strong to develop a "whole
some respect for each other at the bargaining table and to create a 
mutual feeling that a breakdown of price negotiations "would be costly 
to all concerned. Milk strikes by producers 01' boycotts of association • 
milk by dealers involye di\'ersions of milk b.l' the association to less 
remunerative outlets and development of new soun;es of supply by 
dealers which, because of their emergency and usually temporary char
acter, are more costly, and in some instances may not be possible at all 
for a considerable period. 

Under these circumstances there may exist a powerful incenti \'e for 
representatives of organized producers and spokesmen for the domi
lUl,l1t distributors in the market to find a common ground for under
standing, to find a basis for promoting the interests of both sides.58 

Our analysis of the operation of classified pricing plans indicates how 
they may facilitate this objective. 

Classified pricing makes it possible for the larue distributors to 
reach agreement with the producers' association wllereby returns of 
its members may be increased "without jeopardizing the earning posi
tions of these distributors in the market or, in some situations, wHh 
actual improvement of their positions in this respect. This is ac
complished by reaching agreement for a higher Class I price in return 
for prices on surplus classes which are acceptable to the distributors. 
The large distributors are able to retain 01' even expand their margins 
in the fluid milk market in which they are in a dominant competitive 
position. In the markets for surpl us milk products, resale prices 
are beyond the control of the distributors hl the fluid market, so that 
whatever price is agreed to by the association determines their oper
ating margins. Wben this is the general trend of agreements grow
ing out of price negotiations between the association and the large 
clistributors, the policy of discriminative marketing is carried out. 
Returns to members of the association are increased, aggregate mar
gins of the larger distributors are either maintained or increased, and 
consumers in the fluid milk market pay the extra cost. 

UncleI' marketwide pooling, our analysis has indicated that the 
competitive position of the larger distributors may be improved in 
relation to smaller, more specialized distributors. This bct alone is 
undoubtedly a powerful motivation, in some circumstances, for the 
larger distributors to make concessions to the association in terms of 
a higher price for Class I milk. In some instances, an associatjon 
is in a position to agree to a price structure which enables certain 
of these distributors to benefit at the expense of others in the han
dling of surplus milk, as described in clulptel' VII. This could not 
be accomplished in the absence of classified pricing, and it may pro
vide the necessary reciprocity to inducp. these distributors to agree 
to higher Class I prices. 

'The ability of each side to confer certain advantages upon the 
other in the bargaining process is a definite feature of bargaining 
under classified pricing, and is probably an incentive for using it as 

'S Cf. Nicholls (24, p. 106) : "Thus, once producers as well as dominant dis
tributors are well orgnnized, their opposition of interests may tend to resolve 
itself into a fairly stab.1e identity of interests. Their main nntagonism may 
then be directed toward noncooperating producers and 'cutthroat' distributors, • 
with the power of the law frequently backing them up." 

http:sides.58




91 CI,ASSIFIED PRICING OF MILK 


a device for raising pruducers' returns while allowing favorable mar


• 
gins to handlers of surplus milk in some instances. A. C. Hoffman 
writes of collective bargaining in liuid milk markets (19, p. 84) : 
"In the ordimll'Y COllrse of bargaining, each concentrates its interest 
primarily on its O\vn price or margin. Not infrequently each group 
IS willing to grant the other certain concessions, provIded there 1S 
reciprocity in the matter." 59 

Regulation of Milk Marketing: Theory and Practice 

Government agencies, both State and Federal, have for more than 
two decades lUldertaken responsibilities in the regulation of milk mar
keting in numerous city areas. All of these regulations include price
setting at the producer level, and most of the 1() States which were 
involved in regulatory activities in H)54 authorized their regulatory 
agencies to seCresale prices also. The extent of these regulatory ac
tivities, their origins as related to the breakdown of private controls~ 
and thc CUl'rent predominance of Federal controls has been described 
in chapter III. 

In this report, considerable attcntion has been given to the economic 
characteristics and the institutions of fluid milk markets. This has 
helped in our understanding of why classified pricing came into being, 
how the incidence of its advantages and disadvantages may be distrib
uted among producers, distributors, and consumers, and some of the 
factors which may influence pricing policies in different markets or at 
different times. At this point, it is appropriate to raise the question 
of the relationship of governmental regulation to these prior elements 
in fluid milk markets. 

In genera], the answer to this question is that governmental regula
tion does not do aWllY with 01' supersede the basic characteristics of 
fluid m ilk markets, although it may alter their form in certain aspects. 
Thus, the essential interests of organized producers or the immediate 
pressures exerted by individual members, not always coinciding with 
their long-period interests, are not fundamentally altered by the fact 
of governmental regulation. Nor are the interests of consumers in the 
market or of distributors with different types of operations changed. 
Collective bargaining on milk prices between orgamzed producers and 
the dominant distributors is replaced by other procedures established 
by the regulatory ageneies. Under Federal orders, these take the 
forlll of pnoIic heariugs. :Nfost of the States engaged in the regulation 
of milk marketing also provide for public hearings before establishing 
milk prices.ao 

.0 Hoffman believed this incentive on the part of the association and the 
dominant dealer elements to reciprocate benefits might be so strong us to be 
self-defeating (1.9, p. 195), a conclusion not inconsistent with our analysis, 
espeCially that part of it dealing witb long-period consequences: "It is obvious 
that tbis sort of bargaining is not calculated to lower the price to consumers and 
may actually be carried to tbe point where the farmers and distributors them
selves lose by it. Tbis could almost certainly be true if the demand for fluid 
milk were elastic. In this case tbe efforts of each monopolistic group to im
prove its own pOSition might force prices so higb that the combined profits of 
both groups would be reduced, a situation whicb would never occur under con
ditions of horizontal monopoly 01." oligopoly."

• 
.. Thus, of the 10 States in the Northeast which engaged in milk regulation, the 

laws of all but 2 required that public hearings be held before the issuance of 
price-fixing orders, or amendments to such orders (29, p. IS}. 
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Governmental regulation of milk marketing is based on laws setting 
up policy objectives which are broader than those generally attributed 
to either organized producers or the distributors with whom they 
bargain on prices. It should not be assumed, however, that interested • 
groups in the market, among producers, distributors, or consumers, 
become less conscious of their own special interests because of govern
mental regulation. Nor is there any reason to assume that each group 
will not seek to prollloteits own interests under governmental as lUlder 
private control. Legislators, in deciding that government is to par
ticipate in a phase of the economy, CaIUlOt set neat bounds as to just 
what results will come from governmental intervention. The most 
able and conscientious administrative officials delegated to carry out 
these legislative objectives do not operate in an economic vacuum. 
They become a part of the economic processes in the market, their 
actions leading to responses and counte'l'-responses on the part of all 
the participants. The end results are not determinable by any single 
element in the process, including the regulatory agency itself. 

As described m chapter III, governmental controls were primarily 
a response to requests of organized producers and distributors follow
ing the breakdown of private controls. In imporbmt ways, particu
larly the extension of classified pricing to entire markets and the 
replacement of association pools with mal'ketwide pools (p. 28), the 
introduction of governmental regulation extended the type of control 
devised by the dominant elements in fluid markets.O L Our intcrest in 
this J'1atter, as related to cla.3sified pricing, is primarily con fined to 
this question: Does the intro(~;lCtion of govcl'l1l11entalregnlation pre
dude the application of classified. pricing as a device for enl!a\\eiJl!! 
producer returns by diverting milk from fluid to surplus uses? Several 
considerations would indicate that it does not. These considerations 
are in general, related to: (1) The economic and political forces 

1whICh brought governmentalregnlations into being and which support 

their continuance, lmd (2) the interplay of these forces with tlw 

regulatory actions themselves. A more specific discussion of these 

matters, relating to Federal regulation of :fluid milk markets, appears 

in the remainder of this section.62 


Raisin~ of returns to mille producers was indicated as part of the 

broad obJective, for all farmers, of the Agricultural Adjustment Act 

of 1933~ which sought relief of "the existing national emergency by 

increasin~ agricultural purchasing power." This was the first legis

lation WhICh authorized Federal regulation of milk marketing. The 

objective of increasing returns ·was later incorporated in the Agricul

tural Marketing Agreement Act of 1937, under whi~l~ regulation has 

continued, Undcr the act of 1937, the process of r:US1l1!! returns was 


81 Cf. Nicholls (24, p, 195) : "With the longer-run results of theil' llIollop,)ly 

practices showing up in the form of increasing pressures froll1 'outsiders,' and 

aggravated by the great depression, the large distributors and the cooperatiYes 

aUke have frequently sought government control by State and Federal agencies 

in more recent years, in order to force the will of the don~inant groups on 

recalcitrant interlopers." 

.. In the cases of State milk marketing control, separate analyses would make 
more specific the general theSis-that governmental regulation of fluid milk mHl'
kets does not preclude the exploitational application of dnssificd priCill~, Til 
those States where control of resale as well as producer prices is excr('iscll, the • 
implementation of a policy of this kind is further simplified, 
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related to a concept of establishing and maintaining orderly market
ing conditions. 

• A concept of parity prices is set forth as the goal of any price raising 
which might be brought about as a consequence of regulation. At the 
same time, if parity prices are not found to reflect supply and demand 
conditions in the market, prices which do rellect such conditions are to 
be substituted. The interests of consumers are to be protected by a 
gradual approach to parity prjces and by "authorizing no action ... 
which has for its purpose the maintenance of prices to farmers above 
the (parity) level ..." 

Those responsible for the administration of tIle orders h:.we con
sidered their efIcctivcness for carrying out the objectives of Congress 
in raising returns of producers. Thus, in 1080, the Associate Adminis
trator of the Agricultural Adjustment Administratjon reported to the 
Secretary of Agriculture : 
O"er a louger perioel of time, hecause of fret'clom in 1I10Sl: IIlllJ"I\(~ts of entry into 
the milk-producing business, and because of th(' luck oc dirrt'J"t'lltiatioll of the 
product of indiyi<lual proclueers, proun1Jly 1I0 illc(Ollle a!lnlIltng-t' ('au be secured 
to milk pruducers other thau that attributnhl(' to the <I,'I'ploplIwnt of stabilized 
conditions in the market, to decrenses ill the risks il1\"ol\'Pll ill milk procluction, 
or to other similar f~ctlJrs, 

The early cmphasis on price-raisi ng obj('('ti \'e~ of fliP Fp<lcl'nl orders 
and thc effort to evolve a policy 11101'(' appropriate ('0 long-run sta
bilit~T was llescribccL by H. L:. FOI'l'st, of the r. ~. Department of 
Agncul ture: 03 

From 1034 to 1D3T, tue underlying phil()soph~' in the iSHlHln('l~ of these mar
keting u!{rt!ements und orders wus to get the jll'ire of lllill, IIp.. , . Hl'g-ulatory 
provisions were instituted for the purpose of rnisillg l1rieeH to farmers during 
periOds of surplus even though it wus crillrnt tllat iu('rea~!'<l ill'ices mi!{ht at 
the sume time further intensify the surplus problelll. COIlsiiler:ltioil could not 
be !{hOen to this matter, however, bel'ullse of the insistent 11('(>(1 fOI' helping 
to reestablish the farmers' standard of IhOiu!{. We were ([ealinl!" Wit'll an emer
gency and llsing emergency means for dOing it. At that point, the pl'illcipies 
ellJplo~O('d were not cle\"oted to aligning the forct's of sUPJll)1 nni! t1('ll1anti. 

By 1040, it hnd lJet'ome eyident tImt n lJl'ogral1l of increasing milk prices 
in nny lllark('t alrendy oversupplIl'(] with milk could not continue indefin'teiy. 
Measures more consistent with long-run comLit lOllS were becoming iucrenscngiy 
uecessary.... 

Collectivc blugaiuing :tppears for the 11Iost pInt to be supcrseded by 
public hetu·ir.g procedures in lluiclmi]k markets whcre Fed.eral orders 
aro 0pCl:ating.c.1 Thcsc hearings are open to all interested parties, 
but amollg the principals arc the sallie interests as those whieh pre
viously sat at the bargaining tableo. In addition, 111 inoriLy produccr 
elements, sma]] dealers, antI conSUI1ll'l" groups have a chance to present 
evidence. Thc economic power relations of organizcd producers and 
the larger clcn.lcrs arc not fundamentally aJtcl'Ccl by the orders, and 
they may contjmlC to influcnce the price structure. An parl"ies leterll 
to exprcss themselves in trrms of the economic rat i011alf' required uncleI' 
the law. Representatives of organized producel's and the larger 

.,. Talk before a conn!llt:ion of the Association of Agricultural 'Yorkers at 
Biloxi, Miss., FeunlfllT 1], ] U50, 

6' As the on1ers t'stauH,.;h only I"h(> lIIilliIllIll1I pri('('S to be paid for lIlilk by 

• 
h:uHlIers (('lllsS pl"il't:s). the way is 0[1('11 fOI" organized I1rodu('ers and hnll!ll!'l"s 
to bargain for premiums over the minimum prices set forth in the orders. This 
has been done on numerous {}('casiolls. ~'here ili also !lOthing to prevent bllrgnin
Ing discussions from tnklng pl:t('e 11rior to a Jlublit' hpal"ing, 
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dealers may arrive at substantially the same evaluation of the returns 
required by producers and the relation of class prices which would be 
most appropriate for insuring these returns. The economic facts and 
arguments will reflect the di:IIerences in the wr.y each side looks at the • 
situation, but the effect may be the same-the "weight-: of evidence" 
leading to a price policy promoting the interests of the two sides. 
'1'here may even be serious price problems disputed at the hearing, such 
as the Chl~S price to be applied to [t particular use of milk, without 
disturbing a harmony of approach OIl a general price policy which 
would seek to exploit the relatively less elastic demltnd for milk for 
flui.d use. 

There are factors which mlty, from an administrati.ve stanclpoint, 
make a pricing policy of this kind appear consistent with other criteria, 
established by the act of 1937, such as pricjng in accordance with 
supply and demand conditions in the market or pricing to promote 
orderly marketing of milk. Thus, when amonnts of surplus milk are 
not, abnormally high in fluid markets, a sequence of Class I price 
increases may be set in motion in a region where there are many inter
related fluid milk markets, once one or two markets start the ban 
rolling.G5 The short-run effects of increased prices upon production 
mighfbe small, but, in terms of attracting milk, they might be rela
tively great. Thus each market pulls milk from the other, creating 
threats of shortage ,,'hich are relieved by counter-price increases, 
which in turn bring additional markets into the series of those affected. 

'Vhen milk prices are declining and surpluses are abnormally high 
in fluid milk markets, orderly marketing procedures may appear to 
be in jeopardy because of threats of strikes or diversions of excess 
supplies. Thus~ raising 01' holding the Class I price may appear rea
sonable as It means of maintaining orderly marketing conditions in 
fluid milk m.ukets. Support for such policies is enhanced by the 
social desirability of protecting the living standards and purchasing 
power of farm families. 

Elusiveness of Monopoly Pricing 
A widespreacl belief exists among economists and others that some 

degree of monopoly pricing (see Appendix A) is characteristic of 
fluicl milk markets at wholesale (producer) and retail levels. The 
belief is arrived at empirically, basecl on SUC~l general observations 
as: (a) 'The sheltered aspects of fluid markets, (b) the apparent con
trol of prices exerted by large-scale dealers and organized producers, 
(c) restrictions of supplies, and (d) the chronic condition in some 
markets whereby larger proportions of milk are diverted to surplus 
uses than would appear warranted by the requirements of dealer3 
for reserve supplies. 

As is usual in matters of this 1."ind, the degrees to which milk 
prices in fluid milk markets are arbitrarily maintained above what 
might be considered uncontrolled competitive levels are not easily 
ascertained. To j]]nstrate the difficulties involved relating to prices at 
the producer level, with which we are concerned in this study, two 
approaches to the problem are discussed. 

'" This may take place through collective bargaining hI regulated \?r un
regulated markets or it may even occur through admlnistratiye lldjnstnwnts In • 
the Class I prIces under the orders. 
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One approach is to compare Class I milk prices in fluid milk markets 

• 
with prices of Grade A milk and transportation costs in an area where 
milk prices are lowest. Underlying this approach is a theory that 
this area of lowest milk prices is the potential alternative source of 
supply for fluid milk markets, and as long as, ill any given fluid mar
ket, the Class I price does not exceed this price plus the cost of trans
portation of milk in bulk form froni this area, it is not arbitrarily 
high. Thus, in one application of this method, the price of milk at 
Shawano, ",Vis., is taken as a base pricing point and Class I prices 
in fluid milk markets are compared with this price plus costs of trans
porting milk from Shawano to each market. In only a few markets 
'was the Class I price found to exceed the cost of procuring milk from 
Shawano (J~, p. 43) . 

This type of measurement of arbitrary pricing in fluid milk mar
kets oversimplifies j'he relationship of prices in fluid :md manufac
turing marln>/"s under competitlre conditions. The Class I price 
in a fluid milk market might be well above the level indicated by 
supply and demand conditions in that market and still be below the 
level of the Sha,nn·.u price plus transportation cost. The pricing 
l'l']ations are indicated in figures 2-b and 2-c in chapter 1. Actua11y, 
it is precisely the high cost of tnll1spod.ing milk in bulk form which 
is the primary factor in making it possible to raise arbitrarily the Class 
I price in fluid markl'ts. The only relevance in a comparison with 
Shawano prices plus transportation costs is that the latter amount 
probably represents a pl'llctical ceiling beyond which Class I prices 
in most fluid markets become more difJicuJt to maintain over a pro
longed period. 

Another approach to the problem of estimating arbitrary pricinO' 
in fluid milk markets has been made by Cassels :in his "Study of Fluid 
Milk Prices" (9, p. 16G). Cassels compared blend prices f. o. b. the 
market, received by producers in 10 city ma~'lmts, for the years 1925 
through 1929, with "constructed" prices of wilk for use in making 
butter and powder plus costs of transporting :it as cream across the 
cream zone and as milk across the milk supply zone. The excess of 
blend pricE'S, l'!lllging from 36 cents to $1.:31 in the markets covered, 
was attributed in part to costs of meeting higher sanitary standards, 
and in part to arbitrn.ry pr.icing clue to the effectiveness of collective 
bargaining and to policies of local protection adopted by State and 
municipal Hnthorities. A premium of 20 to 30 cents per 100 pounds 
was allowed as sufTieient to cover the cost of meeting quality standards 
for the period covered (1925-29) and the remainder is "attributed to 
the monopolistic position of the producers in the nearby area." 

• 

The theory of prices undedymg this type of comparison :is that 
"The price received for milk ... at the outside edge of the milk 
zone 11lHler frel'ly competitive conditions should be on a par with the 
price of cream, and the price of cream at the outside of the cream zone 
should be on 11 par with the price of butter" (9, p. 1(9). This theory 
is applicable, when allowance is made for differences in quality stand
ards, when the zones of supply for the three products are contiguous 
(figs. 2-A and 1) . 'Where the supply zones are not contiguolls, how
e,er, the theory does not apply. The reason for [l, gap between the 
milk and cream zones under freely competitive conditions, as in figure 
9..-C, is that the price received for' milk Itt the outside edge of the milk 
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zone is in excess of the price which producers could receive for milk 
used for cream. The line PcPc, if extended, would be below PmPm at 
the outer edge of the milk zone (160 miles from the market). A gap 
between the zones of supply for milk used for cream and butter has an • 
analogous implication with respect to prices of milk for the two uses 
at the outside edge of the cream zone. 

The excess of actual prices above competitive prices, computed by 
this method, for markets in deficit dairy regions cannot therefore be 
attributed entirely to costs of meeting sanitary requirements and 
monopoly gains. An unknown part is due to higher costs associated 
with the development of more intensive dairy enterprise to meet the 
needs ,)f dt;[ markets in the re~ion. In the actual application of this 
princirle\ Cassels made a number of modifications for markets whose 
milk and. cream zones are not contiguous. This makes his compari
sons more realistic. Some of the assumptions required to make thesa 
modifications appear, of necessity, to be somewhat strained. 

It may be noted also that this type of comparison is an attempt to 
measure the increase in the blend prices received by milk producers 
supplying fluid milk markets. It is not an attempt to measure the 
extent to which monopolistic Class I prices may cause the higher blend 
prices. Classified pricing with arbitrarily high Class I prices cause 
higher blend prices, but, as we have noted, the latter tend to decline 
with the passage of time as surpluses increase. We have seen also that 
a short-run perspective on pricing policy might even cause an associa
tion to raise the Class I prIce to a higher level than is consistent with 
maximum blend prices. In any case, a true evaluation of the monopoly 
element in milk pricing at the producer level in fluid milk markets 
rec.uires that the Class I price should be the focus of attention. 

• 




• 


.J 
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APPENDIX A.-·MARKET CONTROL AND THE 

CONCEPT OF MONOPOLY 


The practice of price discrimination by a seller presupposes a cer
tain cle~ree of control of that part of his market where he applies 
discrimmatory prices. The term "monopoly" has traditionally been 
applied to such controls as the opposite of competition. The develop
ment of economic theory, to about 1930, rested on the assumption that 
perfect competition cor'responded quite closely to the realities of most 
phases of economic activity except in a re1n.tively few instances where 
n, firm might stifle competition through achieving a monopoly of the 
sn.le of a particulll.r commodity. The situation was described by 
Robinson in 1932 (27, p. 3) : 

In the older textbooks it was customary to set out upon the analysis of value 
from thc point of Yiew of perfect cOlllpetition. Thc whole schcme appeared 
almost homogeneous nnd it hnll some aesthetic charm. But somewhere, in an 
isolated chapter, the allalysis of monopoly had to be introduced. This presented 
a bard, indigestible lump which the competitive analysis could never swal
low.... As a picture of the renl world the theory was unconvincing, and as a 
pnre analytical construction it had a somewhat lIDcomfortable air. 

A similar point against this dichotomy between monopoly and com
petition in the treatment of the behavior of firms was expressed, at 
about the same time, by Chamberlin (10, p. 3) : 

Economic literature affords a curious mixture, confusion and separation, of 
the Wens of competition and monopoly. On the one hand, analysis has revealed 
the ditIcrences oetween tbem and bas led to the perfection and refinement of a 
separate oody of theory for each. Although the two forces are complexly inter
woyen, with a variety of design, throughout the price system, the fabric has been 
undone and refashioned into two, each more simple than the original ani1 bearing 
to it only a partial resemblance. 

For some years, however, it has been recognized by eco~omists that 
most sellers exert some control over the markets for theIr product~l 
even where the market is in many respects quite competitive, and. 
that the degree of this control is often considerable. On the other 
hand, complete control by a seller, or perfect monopoly in the old 
sense, is about as difficult to fmd in the real world as is perfect com·· 
petition. Even where monopolies of particular goods or services are 
publicly owned (e. g., postal service) ,01' are granted tOlrivate firms 
by franchise (e. g., gn,s, electricity), a certain degree 0 competition 
prevails with goods and services which buyers may use as substitutes. 
As a result of this recognition, the terms competition and monopoly are 
no longer used in economic analysis as mutually exclusive. They have 
been reconciled by the adoption of such terms as imperfect competi
tion or monopolistic competition. . 

The observational focus of this competition is no longer confined to 
n. group of firms se1lin<Y closely similar commodities. .A firm with 
exclusive control oyer s~es of an effectively differentiated commodity 
may be driven to bankruptcy by the competition of firms selling quite 
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dissimilar but highly substitutable commodities from the standpoint 
of buyers (37', pp. 88 ff) .66 

.Hoffman, in his report on large-scale organization in ~he food indus
trIes, states (19, p. 79): "Between the extremes of smgle-firm mo- • 
nopoly and perfect competition are varying degrees of monopolistic or 
imperfect competition. Imperfect competition may be defined as a 
situation in which the price obtainable by an individual firm is not 
altogether independent of its own output, but in which no one firm 
has comJ?lete control of supply as under simple monopoly." Black's 
observatIons of competitive relations in the milk industry (5, p. 239) 
are in accord with this: "Many businessmen are still more or less 
startled at having a charge of mOl1('poly practice leveled at them. 
They need not be. Most supposed competition is merely a form of 
monopolistic competition." 

.. Qf. Stigler (S1, p. 239) : "If there are numerous poor substitutes for a com· 
modity, we have monopoly; if there are numerous good substitutes, we have 
monopolistic competition." 

• 




• 
APPENDIX B.-MARKET CONTROL EXERCISED BY 

MILK DISTRIBUTORS 

In some cases 'where organized milk producers haye applied classi
fied pricing as a means of maximizing returns: they have probably 
been influenced by the fact that monopoly pricing 67 alldlimitation of 
sales in the fluid market had already been practiced by milk distribu
tors. The control which distributors exercised oyer the prices paid 
producers has previously been described as a factor which impelled 
producers to orgn,nize. The stl'll tegic position of the larger distribu
tors also €:ave them an opportunity to exercise a degree of control over 
resale PrIces to consumers and to retail outlets in the larger markets 
b.efore introduction of classified pricing. They were thus in a posi
tl~n to employ monopoly practices in both the buying and selling of 
mIlk (33, pp. 2755, 2805).68 

Once producers were organized and in possession of a marketing 
mechanism, such as a classified price plan, they were in a position to 
sh~re with distributors in .the gains iTOln monopoly pricing in the 
:flUId market. Thus, llccol'dll1g to Cassels (9, p. 51) : 
... Sooner or later, howe,er, the producers would naturally perceive their own 
direct interest in the price poliCies of the dealers, and would, through their mar
keting organizations, seek to influence the resale policies and to share in the 
proceeds obtained. . .. And when once these effective arrangemellts had been 
made for dealing with the seasonal surpluses, they could hardly fail to be used 
in periods of depression to lllaintain the fluid milk prices in the face of declining 
demand, or el"en in normal times to secure somewhat higher returns than could 
otherwise be obtained.... 

From time to time, antitrust actions have been taken by the U. S. 
Department of Justice in the milk industry on the basis of alleged 
collusion in the setting of prices. Producer associations have some
times been codefendants in these actions. It has been extremely diffi
cult to prove that prices haye been discussed or that such discussions 
actually provided the basis for prices charged by the individual firms. 
Where certain firms possess in actual fact a high degree of economic 
power, it is not al ways necessary for them to discuss their price policies 

.; The term "monopoly Ilricing" is here used in a relati,e rather than in an 
absolute sense, consistent with the discussion in the t('xt of this report and in 
appenclix A. rt refers to any type of price making by a firm or group of firms 
with a significant degree of market control for the purpose of increasing profits. 
Monopoly pricing is distingl1i!;'hed frolll cOlllpetitiye pricing in that the prices 
established at any giyen time are not the automatic result of competition in the 
market, although these prices are influenced, and over a long period may be 
largely (\(>termined, by competitive forces. 

'" Cf. Till: "Combination to the end of controlling prices, thougb it was not 
their invention, began with the distributors. In the eighties and nineties it was 
a reflection of the business spirit of the day. Industries like oil, steel, and the 
railroads had pointed the way.. " rt was not long before the gentlemen in 

• 
the milk tracle came to unwritten " understandings respecting prices" (36, p. 
476.) • 
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in advance with their competitors. The mere announcement of a: 
change in price by a dominant firm may be sufficient. On the other 
hand, where control is shared by several firms, some discussion of 
prices or the conditions affecting prices may be essential. It is not 
always necessary for these discussions to arrive at formal agreements •
as to prices. All open, lawful discussion of market conditions may 
be sufficient to arrive at common understandings with respect to price 
policies. 

Frederic Howe, former Consumers Counsel of the Agricultural' 
Adjustment Administration, testjfying at hearings held by the Tempo
rary National Economic Committee in 1939, attributed the failure of 
antitrust actions in the milk industry to the following circumstances: 
(1) These actions must proceed through the courts and are time-con
slll11ing; (2) many monopolistic practices are within the law; (3) 
penaltIes for convictions of illegal practices are ]i!.!ht relative to· 
financial gains; and (4) capable lawyers can usun,l1y finclnew methods 
of accomplishing monopolistic purposes if old methods are enjoined 
as a result of antitrust actions (33, pp. 2754, 2770 ff) .6D 

The larger milk distdbntors maintain a dominant position mnonp; 
their competitors in fluid milk markets not only through a control of 
the bulk of fluid milk sales-typically from 50 to 80 percent-hut also 
through their financial strength and their strategic positions in their 
markets (33, p. 2763). Muny of the larger distributors are part of 
nationwide dairy organizations and are well financed. They are thus 
in an advantageous position to survive temporarily adverse market 
conditions or a "price war." 70 The security of the larger distributors 
is enhanced through advertising of their brands, through close contact 
of salesmen with homes of consumers, and through contractual 
arrangements built up with stores, restaurants, and institutions. The 
position of the larger distributors is in some instances strengthened 
through their influence on State laws and municipal ordinances, the 
conduct of health inspectors~ or by power exercised through such 
institutions as dealer associations, bottle exchanges, or even labor 
unions and producer organizations (33, pp. 2754, 2826-2848). 

The dominant positIon of the large distributors is usually most 
evident with respect to sales directly to homes. Once established, 
their position is almost unassailable by the small distribntors because 
of the large amount of capital required to enter into this phase of the 
business on a marketwide scale. Small distributors do, in some cases, 
enter into the home distribution business on a. restricted basis, often 
on outlying routes, but the possibilities for expansion of this type of 

...... I was a member ot corporations that were in monopolistic conditions, 
and wheneT'er monopolistic proceedings were threatened against them or were 
started, a lawyer was called In, and I think in every case the lawyer knew wbat 
he was Iwlng to do after the dec"ee was rendered, and was building all his plans 
so tbat tbe next day he would start in some otber way • • • you can move fast 
as a lawyer, much faster t;:;an the Government can move." (Frederic Howe, p. 
2771 ot TNEC bearings.) 

... Monopoly pricing policies do not under all circumstances result in higher 
prices than would result from free competition. Drastic price'cutting to drive 
competitors out of business or to discipline tbose wbo bave strayed too far from 
tbe prices and practices preferred by tbe large companies is at times resorted to 
as a deliberate pOlic)' (33, PP. 2832, 2838, 2861; 17, PD. 18, 20). • 
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business through independent price policies are not normal1y a threat 

to the la,ro-er distriblltors.71 

• '1'he extent to which milk distributors have caused retail prices of 
milk to be higher thtm they wou'lc1 lmve been under more competitive 
conditions is il0t known. Both before ancl after the organization of 
milk producers and the adoption of classiI-izcl pricing, two aspect of 
their price policies observable in the hu-ger markets were: (1) A tend
ency to mamtain res(tle prices during the flush season at the same, or 
close to the same, level as in the short-production season; and (2) a 
tendency to resist price decl ines during; a period of generally falling 
prices, at least to the extent of maintain'jng their 0\\'11 margins intact. 

'.rhe absence of seasonal differentials In retail prices probably ac
centuated the surplus problem for producers, because consumer sales· 
of fluid milk were not stimulated during the pel'iod of flush production. 
Spencer aml Luke look upon seasonal price adjustments as contrib
utiJlg to the reduction of surplus (:30, p. 22) : "Higher ret:'LlI prices 
in the fall and lower retail prices in the spring contribute toward the 
balancing of supply and demand. A.1though the consumption of milk 
is relatively stable, many consumers do buy more milk when it is 
cheap and less when it is high priced. It is desirable Lo encourage 
the consumption of fluid milk as much as possible during the season 
of flush production when production costs are low, and to check the 
demand with higher prices when the supply is short." The magnitude 
of the eiTect of seasonal price changes upon consumption is a point 
upon 'which milk marketing specialists would hn:ve different opinions. 
It is probably related to the degree to 'which consumers are COl1i"rious 
of seasonal "bargains" in milk. This may be enhanced when sea~onal 
pricing has established itself as [t regular and customary practice. 
It is also likely to be enhftllced through sales promotional techniques. 

!he policy of llmintajnjng margins during a. period of falling 
pnces also accentuated the surplus problem for producers and, where 
the decline was part of a major depression as in the ea.rly 1930's, this 
policy fostered price wars and general clisorganizatioll of the milk 
market, with more serious effects on prodllCers, consumers, and 
distributors (33, pp. 2788 ff). 

71 Cf. Till: "The price cutters, whose volume is small, operate in the crevices, 
of the industry and under a singular disndmntage. In most markets their 
activities are largely confined to the competitive wholesale trade. Neither the 
si'le of their I)usiness nor their financial resonrces permit an excursion Into 
retnil delivery; and they have fonnd Rtore manngers unwilling tc stock their
produc'ts" (36, p. 48.'3) . 
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APPENDIX C.-VAI,UE OF EXTRA MILK SUPPLIES TO 

A MANUFACTURING PLANT 

The price which a milk manufacturing plant will pay its patrons 
is related to natjonal market conditions for the product or products 
which it manufactures. This price, however, is not always the same 
as the price which the plant will pay for quantities of milk which are 
surplus to the fluid market. Under some conditions, a manufactur
ing pl.ant ml~y be ready to pay a premium for milk in addition to that 
supphed by Its regular patrons. At other times, the plant may accept 
addItional supplies only at a discount from its current paying price 
or may refuse to accept extra supplies. 

The reason for this may be understood from a consideration of the 
general character of a plant's marginal costs in relation to its mar
ginal revenue for different quantities of milk, as shown in figure 14. 
A plant has a certain amount of fixed costs associated with the use 
of its building and equipment, and variable costs associated with the 
cost ofmilk, labor, power, refrigemtion, etc. Some plants are equipped 
with a sufficient capacity of holding tanks and are otherwise organ
ized to carryon a two-shift operation. The cost curves shown in 
figure 14 are for a plant with a two-shift maximum capacity. If the 
amount of milk coming through the plant is low in relation to its 
capacity (on a one-shift basis), costs per unit tend to be high because 
the burden of fixed costs is distributed over a smaJl number of units. 
The plant's average cost of operation, AC, will decline for larger 
~uantities of milk handledtmtil un amount is reached, OA, where aver
age costs, Ai....', are a minimum. For quantities of milk in excess of 
OA, the plant, to handle its total supply, must meet higher average 
costs. Extra variable costs due to payments for overtime labor, strains 
,or bottlenecks in the operations, or other factors come into play to 
cause this. There will be an optimum volume in terms of lowest aver
age cost for the plant on a two-shift operation (DD in fig. 14), just 
as there is for one-shift operation. 

To analyze the receptlvity of the plant management to additional 
'supplies of milk from an outside source at the current paying price to 
its own patrons, we shall have to look at the plant's marginal cost curve 
in relation to its marginal revenue curve. The price of the finished 
product (evaporated milk, cheese, etc.) is determined by the national 
market and will not be appreciably affected by the output of the in
dividual plant under consideration. Therefore, this pl'ic(' will be 
the marginal as wen as average revenue for all quantities. The mar
ginal cost curve, MC: wm be below the average cost curve as the 
latter is falling and wm intercept it at its lowest point. Thereafter, 
marginal cost wi]] be higher than average cost. 

As long as marginal costs are below marginal revenue, it will be 
to the advantage of the plant's management to accept additional sup
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AVERAGE AND MARGINAL COSTS 
AND REVENUES IN MILK MANUFACTURE 
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Figure 14. 

plies of milk, because it will increase the plant's total profits. This 
will be true even when MC is above AC. The plant's management 
might even be ready to pay an extra amount to attract additional 
supplies if receipts of milk from the plant's regular patrons are weH 
below OB and other plants in the vicmity are also in the market for 
the association's surplu.3 milk. 
If the plant, while on a one-shift basis, had a supply from its regu

lar patrons in excess of OB, it would not be to the advantaO'e of the 
plant's management to accept the association's surplus milk eXf.!ept 
at a discount from the price paid by the plant to its regular patrons. 
The cost of manufacturing additional units of milk at the current 
paying price would be greater than the plant's marginal revenue and 
would thus tend to reduce total profits. This situatIOn would prevail 
until volume of supplies reached a point where, under a two-shift 
operation, marginal costs again fell below marginal revenue. The 
marginal cost curve is discontinuous. It is advantageous for the 
plant to remain on a one-shift operation as long as average costs for 
such an operation are below average costs for a two-shift operation. 
The average cost curves intersect when volume reaches OC, at C'. 
If the plant goes on a two-shift basis, it again becomes advantageous 
to take on additional supplies beyond OC. This will continue until 
a volume OE is reached, when marginal costs again exceed marginal 
revenue. Again, the plant may accept some additional supplies at 
a discounted price until a point is reached where costs of handling
additional supplies become prohibitively high. 
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If, as in £gure 14, the marginal cost curve for a one-shift operation 
is above the marginal revenue curve where the average cost curve 
-for a two-shift o1?eration is above that for a one-shift operation, 
there is a range wIthin which it would be unprofitable for the plant • 
to go on a two-shift operation. If, however, the situation were such 
that marginal cost did not exceed marginal revenue within the entire 
range of operation 00, there is an uninterrupted advantage for the 
plant to take on additional supplies at the price paid to its patrons 
until a quantity is reached (OE in fig. 14) where marginal costs of 
a two-shift operation exceeclmarginal revenue. 
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