2. BASIC FORMULA PRICE REPLACEMENT AND OTHER CLASS PRICE ISSUES.

This rule closely follows the pricing plan described in the
proposed rule by replacing the current basic fornmula price (BFP)
with a multiple conmponent pricing systemthat derives conmponent
val ues from surveyed prices of manufactured dairy products. The
adopted pricing systemdeterm nes butterfat prices for mlk used
in Cass Il, dass IlIl and Cass IV products froma butter price
protein and other solids prices for mlk used in Class Il
products from cheese and whey prices; and nonfat solids prices for
mlk used in dass Il and dass IV products fromnonfat dry milk
product prices.

The calculation of the Class | skimmlk and butterfat prices
for each order, determined in the proposed rule by conputing a six
nmont h declining average of the higher of the dass IlIl or dass IV
skimm |k prices for the second precedi ng nonth and adding a fixed
Cass | differential to the result, has been changed to refl ect
nore closely the value of mlk used in manufacturing. The dass |
skimprice for a month will be determ ned by adding the fixed
Class | differential for each order to the higher of a Cass Il
or IV skimvalue, calculated from product prices reported by NASS
for the nost recent two-week period for which prices are avail able
on the 2379 day of the previous nmonth. Sinmlarly, the d ass
butterfat price will be calculated by adding the fixed O ass |
differential divided by 100 to a butterfat val ue conputed by using
product prices for the sanme two-week period.

The price of dass Il skimmlk for a nonth will be conputed
by the sumof a Cass |V skimprice per hundredwei ght, cal cul ated
from product prices reported by NASS for the npbst recent two-week
period for which prices are available on the 239 day of the

previous nmonth, and the 70-cent dass Il differential. The O ass
Il butterfat price will be determ ned fromthe NASS-reported
butter price, as in asses IIl and IV, plus .7 cents per pound to
incorporate the Class Il differential. This price will be
announced on the 5" day of the nonth and apply to butterfat in
Cass |l during the previous nonth.

A tabl e showi ng current and re-cal cul ated prices for the
peri od 1994 through 1997 appears at the end of this discussion of
the BFP replacenent. The basis for re-calculating the prices is
described later in this discussion.

Provisions for Federal mlk orders regulating the handling of
mlk in areas for which a multiple conponent pricing system has
not been adopted will maintain a hundredwei ght skimbutterfat
pricing systeminstead of the conponent pricing plan. The
hundr edwei ght prices will be determ ned by using the conmponent
price formulas contained in this decision to conpute correspondi ng
hundr edwei ght prices using standard conponent |evels.

Background.



The proposed rul e described in some detail the devel opnent in
the early 1960's of the M nnesota-W sconsin manufacturing grade
mlk price series (MW as a neans of identifying a price
determ ned by supply and demand for mlk used i n manufact ured
dairy products. Also described were the devel opnents that have
made the MWI| ess representative of the value of milk used in
manuf act ured products. The two prinary trends making the MWI ess
representative over the |ast four decades are the declining vol unme
of Grade B (manufacturing grade) mlk and the declining nunbers of
plants from whi ch paynents could be reported to update the base
nmont h price.

The probl em of the declining nunber of plants from which
paynments could be reported to update the base nonth M W survey of
two nonths previous was addressed in 1995 by using an updating
formula that uses changes fromthe base nonth to the next nonth in
prices paid for butter, nonfat dry nm |k, and cheese. However, the
probl em of using a declining volume of Grade B milk to accurately
represent the value of mlk used for manufacturing was not sol ved
with the inplenentation of the current BFP. The decision based on
the basic formula price hearing recogni zed that "the adoption of
t he base nonth MWprice, or any Gade B mlk series, is only a
short termsolution, since the anount of Grade B milk production
is expected to continue declining."

Process.

The Basic Formula Price Replacenent Comittee was one of
several conmittees formed to deal with specific issues involved in
restructuring the Federal mlk order system pursuant to the 1996
FarmBill. The Commttee established goals and criteria for a new
BFP, hosted a July 1996 public forumon dairy price discovery
techni ques in Madi son, W sconsin, and considered over 1,600
conments submitted by interested persons relative to the basic
formula price in response to the May 1996 invitation to conment on
Federal Order restructuring. The Conmittee conducted extensive
study and analysis, worked with a University Study Conmittee (USC)
conmmi ssioned to conduct objective analysis of the perfornance of
nunerous alternatives to the current basic fornula price, and
issued a prelimnary report on BFP replacenent in April 1997. The
Conmittee studied the commrents responding to the prelimnary
report, as well as those received earlier, in the devel opnent of
the BFP repl acenent portion of the proposed rule, which was
published in January 1998.

The goals and criteria to be nmet by a replacenent for the
basic forrmula price were discussed in detail in the proposed rule.
Briefly, the goals are: (a) neet the supply and demand criteria
set forth in the Agricultural Marketing Agreenent Act of 1937 (the
Act), (b) not deviate greatly fromthe general |evel of the
current BFP, and (c) denonstrate the ability to change in reaction



to changes in supply and demand.
The criteria established to evaluate the various alternatives
were: (a) stability and predictability; (b) sinplicity,
uniformty, and transparency; (c) sound econom cs--e.g.,
consi stency with market conditions; and (d) reduced regul ati on.



Comments.

O the nore than 1,600 comments received relative to the
basic forrmula price in response to the May 1996 invitation to
conment on Federal Order restructuring, nost favored one or nore
of five categories of alternatives to the current BFP. These five
alternatives were: economc fornulas, futures markets, cost of
production, conpetitive pay price, and product price and conponent
formulas. | n addition, nunerous comments were received relative
to the use of National Cheese Exchange prices in particular and
exchange prices in general in the determnation of a basic fornula
price.

After publication of the proposed rule in January 1998,
nearly 600 conments were received relating to sone aspect of the
basic formula price replacenent. Approximately 450 of these
conments were formletters or very general in nature. For the
nost part, conmments that related specifically to the proposa
supported the use of product price formulas and t he use of
surveyed product prices to cal culate conponent prices in
determ ning the value of mlk. Many of the comments, however,
suggested nodifications to the proposed rule. These coments are
addressed in the discussion of each of the individual topics
i nvol ved in these pricing issues.

The only alternative previously considered that retained
consi derabl e support from producer organi zations was a conpetitive
pay price. |n addition, many individual producer commrents
continued to advocate cost of production or a floor for the BFP
rangi ng from $14.50 to $18.00. Sone producers al so suggested
letting the market determne prices, and a few suggested supply
managenment to ensure that farners receive fair mlk prices. One
processor opposed product price fornulas, suggesting that futures
are the preferred tool used by markets to nmanage risk. Severa
producers supported basing producer prices on retail prices, wile
a state senator from W sconsi n suggest ed payi ng producers on the
quality and quantity of their mlKk.

As noted in the proposed rule, the reason the USC dropped
cost of production fromconsideration was that cost of production
represents only the supply side of the market, ignoring factors
under | yi ng denmand or changes in demand for mlk and m |k products.
Competitive Pay Price.

Al t hough sone producer groups subnmitted comrents on the
proposed rule that continued to support use of a conpetitive pay
price for determ ning the BFP repl acenent, a nunber of these
conments stated that the pricing proposal contained in the
proposed rul e was one they could support. Cher comenters
continued to express the view that a conpetitive pay price is the
best indicator of the national supply and demand for milk and that
continuing to use such a price would provide a sinple,



economi cal |y defensible nmethod of calculating the true val ue of
ml k used in manufactured dairy products.

Several proponents suggested including a conpetitive pay
price for Gade A mlk, with some adjustnents, as a way to inprove
the size and representativeness of the conpetitive pay price.

As described in the proposed rule, a conpetitive pay price to
be used as a BFP nust represent the result of open narket
negoti ati on between dairy farmers (or their cooperatives) and mlk
processors. Conpetition requires sufficient nunbers of buyers and
sellers so that no one participant or group of participants can
unduly influence the price. In addition, the price cannot be a
Federal - or State-regul ated price, such as the price for Gade A
mlk currently priced under Federal m |k orders.

Identification of a conpetitive pay price in today's dairy
i ndustry, where 70 percent of the mlk is currently covered under
Federal m |k marketing orders, appears to be an unsurnountabl e
chall enge. After accounting for state regul ations, only about two
percent of Grade A nmilk is unregulated, and it is unlikely that
even this small amount of mlk is not affected by regul ated
prices. Only about five percent of the total nmilk marketed in the
US. is Gade B or unregulated, and 42 percent of that mlk is
| ocated in Mnnesota and Wsconsin. The remainder is scattered
anong 23 states in anounts too snmall and delivered to too few
processing plants to generate a conpetitive pay price. In areas
where alternative markets exist, the price for unregulated mlk
likely is not below the price paid for regulated m |k, since
producers would prefer to sell their mlk to regulated handlers to
receive the higher regulated price. Thus, unregul ated handl ers
are conpelled to nmeet the regulated price in order to attract
sufficient supplies of mlk. The circular result is that the
regul ated price ultimtely beconmes the conpetitive price. This
process does not lead to a representative conpetitive pay price
for mlk.

The concept of a conpetitive pay price has appeal fromthe
st andpoi nt of sound economics. However, serious concerns nust be
rai sed about the degree of conpetition reflected in a price based
on the declining volune of Gade B mil|lk produced and purchased, or
the introduction of Grade A nmlk that, even if unregulated, is
significantly influenced by m ni mumorder prices and therefore
suspect as a "conpetitive" price.

The proposed rule contained a description of a BFP
Repl acenment Conmittee attenpt to determine a conpetitive pay price
series that included nine states’ pay prices for Gade A m |k used
in manufacturing, with the prices adjusted for protein content,
performance prem uns, over-order prem unms, and haul i ng subsidies.
The nine states accounted for approximately 75% of the Grade A
m |k used for manufacturing in the U S.



The reduced price level that resulted fromthe study was
explained in ternms of currently effective pay prices in the states
i ncluded in the survey and the heavier weighting of mlk used in
butter/powder production than in the current BFP. In addition to
t he negative aspects of the reduced price level and the
uncertainty of being able to identify prices paid to producers
that are not influenced by regulated prices, the USC anal ysis
found that two conpetitive pay price series that passed the USC s
| evel one criteria were questionable in their ability to reflect
the manufactured mlk market. Neither performed well when tested
using the level two criteria and therefore were dropped from
further consideration.

Product Price Formulas and Component Pricing.

Most comments filed in response to the proposed rule
supported adoption of the use of product price fornulas to derive
mul ti pl e conponent prices for nost narkets as a viable market -
oriented alternative to the current basic fornula price.

Favorabl e comments expressed the opinion that a price determ ned
fromthe national finished product markets nore accurately
reflects the value of mlk for manufacturing than other nethods of
determining a mlk price. The price handlers can afford to pay
for mlk is determined by the price for which the finished product
can be sold. Therefore, a pricing systemthat translates finished
product prices to a price for rawmlk results in a representative
raw ml k price for both producers and handl ers. Conponent

pricing, with prices determined for butterfat, protein, nonfat
solids, and “other solids” (solids other than protein), can best
be acconplished t hrough product price formulas, to reflect the

val ue of each conponent in finished product prices. The product
price formulas adopted in this rule are relatively easy to use and
understand, and the value of mlk may be conputed on an on-goi ng
basis by everyone in the dairy industry by followi ng commodity

mar ket s.

Because m |l k used in manufactured products obtains its val ue
fromthe conponents of nmilk, it is the conponents that should be
priced; particularly butterfat and protein, and to a | esser extent
the other solids contained in the mlk.

Opposition to product price formulas was directed primarily
at the need for establishing product yields and nake all owances in
determining a mlk price or conponent prices. Qpponents expressed
the view that yields and nake al |l owances woul d not reflect actua
processing yields and costs in manufacturing plants, and therefore
woul d not yield an accurate price for mlk. Qpponents further
expl ai ned that when yields and nake all owances are deterni ned,
they would be difficult to adjust and would not react to changes
i n manufacturing conditions. Qpponents also argued that when an
i ncorrect nmake all owance is established, plants are guaranteed a



return, or profit, to the detrinment of dairy farmers. Sone
conment s even described the make all owance as an unfair charge
paid by dairy farmers to processors to have their mlk nmade into
products. Oher opponents explained that an incorrect yield or
make al |l owance may force paynment for mlk at a |level that would
not allow a return to the manufacturing plant.

The USC tested several product price formulas, including a
one-class nultiple conponent pricing fornmula and a set of fornulas
simlar to the formul as reconmended in this decision. Based on
the results of the USC anal ysis measured agai nst several criteria,
the nultiple conponent pricing fornulas had the best overal
performance of any of the alternatives considered.

Commodity Prices.

As recommended in the proposed rule and contained in this
final decision, commodity prices determ ned by surveys conducted
by the USDA's National Agricultural Statistics Service (NASS) will
be used in the fornulas that replace the BFP. A considerable
nunber of coments were received concerning the use of conmodity
prices in determining prices for mlk used in nanufactured dairy
products. Most of those conmenting supported use of a price
survey, but many commenters urged that participati on be nandatory
and reported prices audited, with the survey enlarged to include
plants representing the entire nation so that the prices are truly
representative

Proponents of the NASS surveys expl ai ned that the NASS data
is unbiased and would yield accurate representative prices of the
products that are being narketed. Several coments contained
speci fic recomendati ons for product categories to be surveyed to
obtain the nost accurate representative result.

NASS data traditionally have been collected via a survey with
voluntary participation. The price information in the current
cheese price survey, like nbst NASS data, is not audited. NASS
applies various statistical techniques and cross-checking with
ot her sources to provide the nost reliable information avail abl e.

At the present tine there appears to be no need for the
suggest ed changes to the proposed surveys. The scope of the
surveys that have been undertaken by NASS, and their geographic
representation, appears to be conprehensive. Unless there is sone
i ndication that the prices gathered by the survey process are not
representative, the very significant increase in regulation
required to audit those prices and the steps that would need to be
taken to nake participation nmandatory woul d be excessive and are
not anticipated to be undertaken at this tine.

Several alternatives to a NASS price survey were consi dered.
There is a weekly cash butter contract trading on the Chicago
Mercantil e Exchange (CVE). This contract is currently used to
establish the butterfat differential and butterfat price in all



federal milk orders. This price series has been criticized due to
the "thinness" of trading. Dairy Market News (DWN) publishes

regi onal whol esal e butter prices. However, since DWN price series
cover cash or short-termcontract transactions, they nmay not be
representative of the predoninant long-termcontracts. Criticism
of cheese exchange trading, including inaccurate representation of
cheese prices and accusations of narket manipul ation, reached the
poi nt that the National Cheese Exchange (NCE) discontinued

tradi ng, and cash tradi ng of cheese noved to the CVE. The CME

al so has received sone criticismfor thinness of trading.

There is very limted exchange trading of nonfat dry mlk.

O her alternatives to a NASS survey for nonfat dry milk and dry
whey are limted to prices published by Dairy Market News (DWN).
The prices reported by DW are generally considered to be
representative of the dry product markets. However, the prices
are reported as a range. A sinple average of the prices is used
to conmpute a nonthly price and nay not reflect the weighted
average price at which the product noved. The DWN prices are not
i ntended to establish prices but are provided for market

i nf ormati on.

The NASS “Dairy Products Prices” reports whol esal e cheese
prices which are used to conpute the current BFP. The NASS survey
requests prices for cheddar cheese. The instructions for the
survey specify what should and should not be included in the
reported prices. The instructions state that a sale occurs when a
transaction is conpleted, cheese is “shipped out”, or title
transfer occurs. Prices for cheddar cheese only are to be
reported f.o.b. the processing plant/storage center. Prices
shoul d be for “bare” or “naked” cheese with only the m ni mum
packagi ng required for 40-pound bl ocks. Processors are asked to
i nclude all sal es transactions of 40-pound bl ocks and barre
cheese 4-30 days old, the total volune sold, the total dollars
received, or price per pound, and the noisture content of barre
cheese when it is sold. Intra-conpany sales, forward pricing
sal es, resales, transportation charges, clearing charges, and
bl ock cheese that will be aged should not be incl uded.

At the time the proposed rule was published the NASS survey
i ncluded prices for cheddar cheese only. Since publication of the
proposed rul e, NASS has begun surveys of Gade AA butter prices,
dry whey prices, and nonfat dry milk prices. These surveys
i ncorporate input fromthe dairy industry on appropriate types of
products, packagi ng, and package sizes to be included for the
pur pose of obtaining unbiased representative prices. A sale is
consi dered to occur when a transaction is conpleted, the product
is shipped out or title transfer occurs. |In addition, all prices
are f.o.b. the processing plant/storage center, with the processor
reporting total volume sold and total dollars received or price



per pound.

Butter prices are for USDA Grade AA butter with 80 percent
butterfat, salted, fresh or “storage,” in 25-kil ogram and 68-pound
boxes. Processors are instructed not to include transportation
charges, unsalted butter, Grade A butter, intra-conpany sales,
forward pricing sales, and resales.

Nonfat dry mlk prices are for USDA Extra Grade or USPH
Grade A non-fortified dry milk in 25-kil ogram bags, 50-pound bags,
or “totes,” and tanker sales. Several commenters suggested
excluding nonfat dry milk processed with high heat treatnent since
such product is a higher-cost specialty product, making its price
unrepresentative of the nonfat dry milk nmarket. As a result of
the coments, it was determined that only | ow and nedi um heat
process nonfat dry milk should be included in the price survey.
The instructions informprocessors to exclude transportation
charges, sales of product nore than 180 days ol d, instant nonfat
dry mlk, dry butterm Ik, intra-conpany sales, forward pricing
sal es, and resal es.

Dry whey prices are for USDA Extra G ade edible
nonhygroscopi ¢ dry whey in 25-kil ogram bags, 50-pound bags,
“totes,” and tanker sales. As is the case with the other
commodi ties, transportation charges, intra-conpany sales, forward
pricing sales, and resales are to be excluded as well as sal es of
product nore than 180 days ol d.

Several conments expressed concern about the “circularity” of
survey pricing that could be caused by including sal es whose price
is based on previous survey information. According to this view,
NASS-reported prices would cease to reflect nmarket supply and
demand, with market prices reflecting NASS-reported prices
i nstead. These coments stated that the current pricing system
relies on the market (in the formof the base nonth M Wsurvey) to
correct survey results.

Under any nethod of discovering prices, whether those paid to
producers or those paid for manufactured dairy products, prices
currently known will be used as one of the deterninants of prices
for the followi ng period. Under the current pricing system it is
i nconcei vabl e that handl ers paying Grade B producers for their
m | k used in manufactured products do not consider the nopst
recently announced prices as a starting point for determ ni ng what
prices to pay their producers. Wen butter and cheese prices are
determ ned at an exchange, both buyers and sellers use the
exchange prices in arriving at the prices at which products wll
nove. U timately, prices nove in response to supply and demand
conditions in the narketpl ace.

Basic Formula Price Replacement.

Application of the BFP and USC Conmittees' criteria for BFP

repl acement to the various BFP alternatives and consi deration of



conments received in response to the proposed rule resulted in the
determ nation that the conmponent pricing product price formlas
contained in this final rule best neet the stated goals and
criteria for the replacenent of the BFP

A BFP based on conmodity prices is subject to the sane
probl ens of stability as the underlying comodity prices. For the
nost part product price fornulas do not reduce the volatility in
producer ml Kk prices.

Product price fornmulas are relatively sinple to conpute and
understand, and nay be applied uniformy, or on a regional basis,
accommodating differences in yields or nake all owances. Product
prices established in a relatively free and open interaction
bet ween supply and denand directly translate the val ue of the
finished products to the value of milk and its conponents.
Therefore, they have a sound econoni ¢ under pi nni ng.

Product price formulas can require increased data coll ection
particularly if industry insists that data used in the formulas be
audi t ed.

The predictability of prices conputed from product price
formul as shoul d be reasonably good, or at |east no worse than
predictability of the underlying conmodity prices. Short run
predictability may inprove since all information needed to conpute
prices is reported on an ongoing basis. This contrasts with the
present BFP conputation in which the base nonth
M nnesot a- Wsconsin price is not reported until the actual basic
formula price is announced.

Product price fornmulas are transparent, since the infornmation
to conpute the price is available, and the effect of a change in
commodity prices or one of the other factors nay be observed and
guanti fi ed.

This final rule replaces the current BFP with a multiple
conponent pricing (MCP) systemwhich will determ ne butterfat,
protein, and other solids prices for mlk used in dass Il
products and butterfat and nonfat solids prices for mlk used in
O ass |V products.

Nurrer ous conments were received, primarily before issuance of
t he proposed rul e, concerning whether the revised orders shoul d

keep dass III-A (i.e. a four class market) or whether all hard
manuf act ured products should be priced in dass IIl. The
opposition to dass Il11-A centered around two issues: (1) the

integrity of the classified pricing system and (2) the perception
that a butter/nonfat dry mlk class would reduce producer pay
prices. The supply/demand for butter and nonfat dry mlk is
sufficiently different fromthe supply/demand for cheese to
justify separate classification and pricing. 1In addition, the
decision to use the higher of the dass IlIl or ass IV price for
determning the Class | price, and base the Cass Il price on the



Cass |V price, should nore accurately reflect the value of these
di fferent categories of use.

Changes in the cheese market have a major inpact on the dairy
i ndustry. The cheese industry has evolved from cheese production
bei ng a neans of surplus mlk storage and renpval to a conpetitive
consuner demand-driven industry. Mre mlk is used in cheese
production nationally than is used in Class |I. The nonfat dry
mlk industry is now one which bal ances surplus mlk storage and
renoval s. This category is also evolving, with increasing
conmer ci al uses for nonfat dry mlk, and dry m |k products
formul ated for specific needs. Increasing quantities of nonfat
dry mlk are being produced for use in other dairy products and
the food and pharnaceutical industries.

The separation of manufacturing mlk into two classes wll
assure that shifts in demand for any one manufactured product will
not lower the prices for mlk used in all other classifications,
including Aass | prices. Recent mlk price increases have been
attributed to increased cheese val ues. Many peopl e expect that
per capita cheese consunption will continue to grow. However,
sone warn of inpending market saturation as nore cheese pl ant
capacity materializes and consuner tastes and preferences change.
Cheese consunption patterns are based on many factors outside the
dairy industry's control. Health concerns relating to changing
denogr aphi cs, changes in pizza consunption and i ncome growh, as
well as retail and whol esal e inventory decisions, etc., wll
i mpact consunption and prices. A recent report by the Food and
Agricultural Policy Research Institute noted that "anything that
results in demand weakness for cheese will likely result in a
markedly different outl ook for the entire dairy sector." The
adopted pricing systemw Il allow other nmanufactured products
(i.e. dass IV) to nove Class | prices, helping to reduce the
volatility in mlk prices.

Over the last six years cheese prices, and to a | esser extent
butter prices, have shown consi derable fluctuation while the
nonfat dry mlk price renained relatively stable. Price changes
for these finished products are indicative of varying
suppl y/ demand situations over tinme. The stable nonfat dry milk
prices and the butter prices prior to the fall of 1995 were a
reflection of |large stocks being carried in storage and fl at
demand. Prices for nonfat dry mlk and butter becane nore
vol atil e once government inventories were depleted and were no
longer a factor in stabilizing prices. Butter prices increased
during May and June of 1997 in response to denmand for cream while
both cheese and nonfat dry nmilk prices remained relatively flat.
These differences in price novenents indicate separate supply and
demand bal ances for different manufactured dairy products.

Research cited in the proposed rule supports the concl usion



that the different supply and demand characteristics for the
cheese and butter/nonfat dry milk nmarket segments warrant separate
classification and prices. This pricing plan will allow the

mar ket -clearing price | evel of each of these manufactured products
to be achi eved i ndependent of the other products. As a result,
dairy farmers will be paid a price which is nore representative of
the level at which the market values their mlk in its different
uses.

The i nmportance of using mninumprices that are market -
clearing for mlk used to nake cheese and butter/nonfat dry mlk
cannot be overstated. The prices for mlk used in these products
nmust reflect supply and demand, and nust not exceed a |evel that
woul d require handlers to pay nore for mlk than needed to clear
the market and nmake a profit.

The current BFP serves two functions: (1) a fixed
differential is added to the current BFP to establish the C ass
and dass Il prices for the second succeeding nonth; and (2) the
current BFP serves as the Cass IlIl price. |In some Federal mlKk
orders, a seasonal adjuster is added to the BFP to deternine the
Class IIl price. The BFP replacenment will function in a sinilar
fashi on, using conponent prices. Cass |V (butter and dry mlk
products) will be priced on a butterfat and nonfat solids basis.

Cass Il (hard cheese) will be priced on a butterfat, protein,
and other solids basis. The price of butterfat will be the same
in dass IlIl and Class IV. dass Il will use the same butterfat
price as ass IIl and dass IV with an adjustnent to reflect the
addition of the Cass Il differential. Paynents to producers

under MCP will be based on butterfat, protein, and other solids
contained in the producers’ mlk, in addition to the producer
price differential. Mst Federal mlk orders with MCP will also
contain an adjustment to producer pay prices for the somatic cel
counts of producers' mlk.

The producer price differential reflects the collective val ue

of participation in the marketw de pool. Prinmarily, it represents
the producer’s pro rata share of the additional value of O ass
and dass Il use in the market. The butterfat, protein, and other

solids prices are conponent prices based on the value of the use
of mlk in manufacturing.

The Class | price will consist of a dass | butterfat price
and a Cass | skimmlk price. As nodified fromthe proposed
rule, the dass | butterfat price will be determ ned by adding a
fixed dass | differential divided by 100 to an advanced butterfat
price conputed using product prices for the npbst recent two-week
period for which prices are available on the 23'® day of the nonth
and will apply to the following nonth. The Cass | skimmlk
price will be deternmined by adding the fixed ass | differentia
for each order to the higher of an advanced Cass IIl or IV skim



mlk price, calculated by using product prices for the sanme two-
week period. The calculation of Cass | prices will be the sane
for both MCP and non- MCP mar ket s.

Announcenent of Cass | butterfat and skimmlk prices in
advance elimnates current problens caused by cal culating the
butterfat differential after the nonth for which it is effective.
Handl ers will have true advance Cass | pricing. There will be
three different butterfat prices each nonth (Class |, Oass Il
and other classes) but no butterfat differential. The separate
Cass | butterfat price should present no adm nistrative or
verification problens since Class | butterfat testing and
reporting currently exists.

The prices for butterfat, protein, and other solids used in
Cass IIl will be conputed as follows:

Butterfat price = ((NASS AA Butter survey price -

0.114)/0. 82)
Protein price = ((NASS cheese survey price - 0.1702) x
1.405) + ((((NASS cheese survey price -
0.1702) x 1.582) — butterfat price) x 1.28)
O her solids price = ((NASS dry whey survey price -
.137)/ 0. 968) .

For milk used in Cass |V products the butterfat price is the
sane as the Cass Il butterfat price, while the nonfat solids
price will be conputed as foll ows:

Nonfat solids price = ((NASS nonfat dry mlk survey price -

0.137)/1.02).
This systemof pricing best fits the three established goals and
criteria, discussed previously, for a replacenent to the BFP

The first goal, that a replacenment for the basic formla
price nmeet the supply/denmand criteria set forth in the Act, may be
the nost difficult to evaluate definitively since the Act
specifically nmentions mninumprices to producers. The BFP, as
part of a classified pricing system does contribute to m ni mum
prices to producers. However, the basic formula price does not
need to be set at a level to "assure an adequate supply of
whol esonme mi | k" since the BFP nakes up only a portion of the
mnimmprice paid to farmers. The mininumprice to farners is a
wei ght ed average of the value of all of the mlk in the market
pl ace, of which the BFP is a part. The BFP replacenent neets the
supply and demand criteria for mlk used in butter/nonfat dry mlk
and cheese even though the conponent prices are established from
finished product comodity prices. The conmodity prices are based
on a conpetitive marketplace and reflect the supply and demand for
those products (Cass IIl and Cass IV) that utilize approxi mtely
50% of the Grade A milk supply.

The supply and denmand for Gade Anlk is not limted to one
category of products. The sane nmilk nay be used for fluid or soft



manuf act ured products as well as the dass IlIl and dass |V
products used to determine the BFP. As a result, the nmnimm
prices established for dass IlIl and Class IV reflect supply and
demand for the mlk used in all products.

In several coments received in response to the proposed
rul e, conmenters expressed the view that the proposed product
price formulas did not nmeet the requirenments of the Act, and that
an updated conpetitive pay price resenbling the current BFP woul d
be the appropriate replacenent for the current BFP. For a price
to be conpetitively established there nmust be a | arge nunber of
willing buyers and sellers. The current base nonth price is
established froma survey of pay prices for Gade B or
manuf acturing grade mlk in Mnnesota and Wsconsin. Wether
prices paid for Gade B nilk are representative of the val ue of
Gade Anmlk is debatable. |In addition, the volune of Gade B
m | k invol ved represents a declining production base fromwhich to
gat her pay prices, and the nunber of plants buyi ng manufacturing
grade mlk is continuing to decline, with many plants refusing to
buy manufacturing grade mlk even when they need nilk and Grade A
mlk is nore expensive. |In other situations the manufacturing
grade milk is procured because the seller of the mlk is a nenber
of the cooperative purchasing the mlk and the cooperative wll
not deny market access to its nmenber. Such a situation clearly is
not conpetitive.

The Act stipulates that the price of feeds and the
availability of feeds be taken into account in the determ nation
of mlk prices. This requirenent currently is fulfilled by the
BFP. If the price of feed increases the quantity of mlk produced
woul d be reduced due to lower profit margins. As the mlk supply
declines, plants buying manufacturing mlk woul d pay a higher
price to mai ntain an adequate supply of mlk to neet their needs.
As the resulting farmprofit margins increase, so should the
supply of milk. Likew se, the reverse would occur if the price of
feed declines. The price of feed is not directly included in the
determ nation of the price for mlk, but rather causes a situation
in which the price of mlk nmay increase or decrease. A change in
feed prices may not necessarily result in a change in mlk prices.
For instance, if the price of feed increases but the demand for
cheese declines, the mlk price may not increase since mlk plants
woul d need less mlk and therefore would not bid the price up in
response to lower mlk supplies.

The pricing systemcontained in this decision will function
in the same manner as the current pricing systemby accounting for
changes in feed costs and feed supplies indirectly. The product
price forrmulas adopted in this rule should reflect accurately the
mar ket val ues of the products made from producer milk used in
manuf acturing. As feed costs increase with a resulting decline in



production, comodity prices would increase as a result of
manuf acturers attenpting to secure enough mlk to neet their
needs. Such increases in comodity prices would nmean hi gher
prices for mlk. The opposite would be true if feed costs were
declining. Additionally, since Federal order prices are mninum
prices, handlers may increase their pay prices in response to
changi ng suppl y/ denmand conditions even when Federal order prices
do not increase.

The second goal for a BFP replacenent is that it should not
deviate greatly fromthe price level of the current BFP. In
ef fect, prices established by the current BFP forrmula in the past
were used as a benchmark to conpare how well the product price
formul as adopted in this decision tracked the supply and dermand
conditions exhibited by the BFP. Several conparisons of the basic
formula price replacenment were nade to the current BFP to
det erm ne whether the price conputation formulas result in a price
level for mlk used in manufactured products that is reasonably

close to the current BFP. It nust be recognized that after the
initial inplenentation of the revised prices, supply and denmand
factors will interact to adjust the actual price level to reflect

the market for mlk used in nanufactured dairy products.

Protein, butterfat, and other solids values were conbined to
conpute a Cass Il hundredwei ght price using standard factors of
3.1 for protein and 5.9 for other solids contained in skimmilk,
and 3.5 for butterfat. The resulting price averaged $0.47 or 3.7
percent bel ow the current BFP for the 60-nonth period of January
1994 t hrough Decenber 1998. The C ass |V hundredwei ght price,
conputed fromthe butterfat price times 3.5 and the nonfat solids
price using a standard factor of 9 for nonfat solids contained in
skimmlk, averaged $0.50 or 3.9 percent bel ow the current BFP

during the same period. The replacenment dass IIl and dass |V
prices were both highly correlated with the current basic formla
price. The Cass Ill price had a .981 correlation coefficient

while the dass IV price had a .744 correlation coefficient.

The above conpari sons are based on applying the conponent
pricing formulas to commodity prices that were in effect during
the period exam ned. Therefore, price |evel conparisons can only
provi de an indication of how the BFP replacenent prices may have
behaved. The current BFP has been respondi ng to changi ng market
conditions, while the replacenent fornulas are applied to historic
dat a whi ch has exhi bited changes over tine in response to existing
price levels, rather than marketing conditions that woul d have
occurred under the BFP replacenent. Additionally, the current BFP
may have a greater tendency to reflect supply and denmand
conditions in Mnnesota and W sconsin rather than nationa
suppl y/ demand conditions. The fornulas in this decision use
nati onal comodity price series, thereby reflecting the nationa



supply and demand for dairy products and the national denmand for
m | k.

The basic formula price replacenent also neets the third
primary goal. The formulas have the ability to respond to
suppl y/ demand changes. The Cass IlIl and dass IV prices should
respond appropriately since the fornul as use NASS-surveyed
commodity prices that reflect national supply and demand for these
comuodi ti es.

Overall, the BFP replacenent fornulas (for Class Il and
Cass |IV) neet the established criteria necessary for a BFP
repl acement. The fornulas are relatively sinple to use and can be
applied uniformy. The fornmulas are transparent and the dass ||
and Class IV fornmul as nmeet the sound economics criterion

In the near term the use of NASS survey prices may reduce
the ability to predict Federal order class prices since there is a
limted history of using NASS survey prices. Predictability
shoul d i nprove over tinme as the rel ationship between the survey
prices and easily-tracked exchange prices becones apparent to
i ndustry observers.

The formulas used in the basic formula price replacenent
likely will result in prices that are | ess stable than the current
BFP. Unlike the current BFP, in which conmodity updates are used
to adjust the producer pay price survey, changes in product prices
will be the sole determi nants of changes in conponent prices.

Past observation of conpetitive pay prices and commodity prices
i ndi cates that generally conpetitive pay prices do not nove as
qui ckly as comodity prices. Since the current BFP is based
primarily on the base nonth survey price, the comodity-driven
price series adopted in this rule will react nore quickly to
changes in the comodity markets than the current BFP reacts.
Make Allowances.

Use of an econom ¢ engi neering approach to determ ne
appropriate nmake all owances was investigated. Neither the tine
nor the resources are available to construct nodels for
determ ni ng appropriate nake all owances at this tine. As an
alternative, various sources were used to determ ne appropriate
make al | owances for the basic formula price replacenent. Research
by Stephenson and Novakovic of Cornell University indicates that
results obtained by using an econom c engi neering approach can be
conparable to a survey of plants. Resources nay need to be
devoted to devel opi ng an econom ¢ engi neeri ng nodel, a survey, or
a conbi nati on of the two.

The nmake al |l owances contained in the proposed rule were
devel oped primarily from make al |l owance studi es conducted at and
publ i shed by Cornell University and an anal ysis of manufacturing
plant size in relationship to the data contained in the Cornel
studies. Audited cost of production data published by the



California Departnment of Food and Agriculture was also used in
determ ning a reasonable |l evel of nake all owances.

The proposed rul e make al |l owances used in conputing the
conponent prices for Class IIl and Class |V resulted in per
hundr edwei ght prices which did not deviate greatly on average from
the current BFP over the period anal yzed, one of the criteria for
a basic forrmula price replacenent. During the Septenber 1991
t hrough May 1997 period on which the analysis in the proposed rule
was based, the proposed Class Il price level wuld have averaged
$0. 26 per hundredwei ght above the current BFP, with dass |V
prices averagi ng $0.22 per hundredwei ght bel ow.

Nearly all coments received relating to nake al |l owances
asserted that the proposed rule allowances were understated. Both
handl er and producer interests argued that failure to cover
processors’ costs of converting mlk to finished products results
in a disincentive to produce finished dairy products. They
expressed concern that the disincentive would di scourage
i nvestment in the manufacturing sector, |eading to reduced
manuf acturing capacity and reduced outlets for producers’ mlk. A
few conmenters stated that nmake all owances shoul d cover the costs
of only the nost efficient processors, and others objected to the
i nclusi on of any make al | owances, which they characterized as a
charge agai nst producers to pay processors for processing mlKk.

Producers objected to the inclusion of manufacturing
al l owances for mlk processors while no allowance is nade for
producers to recogni ze any fixed recovery of the cost of producing
mlk. The current pricing system using the BFP, al so does not
assure producers a fixed rate of return. However, because the BFP
is based on a conpetitive pay price of what manufacturers pay
dairy farmers for mlk, the manufacturers’ nake allowance has, in
ef fect, been deducted fromprices received fromthe sal e of
manuf act ured products before the pay prices are reported.
Therefore the differences between the current pricing system using
the BFP and the pricing systemcontained in this decision with
respect to nmake allowances deals with the level and stability of
make al |l owances rather than their existence.

National M|k Producers Federati on (NVMPF) supported use of a
survey of dairy product manufacturing costs that has been
conducted by the Rural Cooperative Business Service (RCBS), with
sone nodifications, to establish Federal order make all owances.
Many ot her coments supported the NMPF position. NWPF suggested
addi ng a marketing cost allowance of $0.015 per pound of product
to the manufacturing costs. NWF explained that the addition of
the marketing all owance was necessary since the NASS price data
that will be used in the fornulas includes the nmarketing costs
covered by the $0.015.

The RCBS survey contains data for six cheese plants, six



nonfat dry mlk plants and five butter plants. In addition, the
survey results include manufacturing data fromthree dry whey
plants. The plants included in the survey represent a w de
geographi c representation of the United States. Gven the limted
nunber of plants involved in the study, however, regiona
information is unavailable. The survey results also represent a
range of packagi ng types which can affect the final nake

al | onance.

International Dairy Foods Association (IDFA) suggested that
make al | owances be deterni ned by conputing wei ghted averages of
the results of the RCBS survey and the California audited nake
al l owances. | DFA al so included a $0.015 narketing cost adjustnent
as well as adjusting the RCBS nmake al |l owance to incorporate the
sane return on investment that is included in the California nake
al  owance. | DFA and nunerous other commenters explained that a
return on investnent is necessary for nmanufacturers to continue to
invest in plants and equi pnent.

A nunber of conments were filed urging that nake all owances
be deternined by auditing manufacturing plants in the same manner
practiced by the State of California. Proponents explai ned that
California has had | ong and successful experience with auditing
make al | owances and that a simlar procedure could and shoul d be
i mpl enented in Federal orders.

At this time the use of the RCBS study and the California
data are deened to be adequate for determning the initial nake
al  owances contained in this decision. Several problens exist
with auditing nake allowances. First, the Federal mlk order
systemcurrently is not equipped to handle the type of audits
necessary for determ ning appropriate nmake all owances. An
i ncrease in nmarket administrator admnistrative fees woul d be
required to acquire and train auditors to conduct the nake
al l ownance audits, since these audits would have to be done in
addition to the current audit program Since nost Class IIl and
Cass |V manufacturing is done in plants that currently are
unregul ated, authority to audit these plants to obtain nmake
al | onance data would need to be obtained. In addition, the
i ndustry may request a hearing on an expedited basis and present
rel evant data to justify changi ng make all owances. Therefore,
there is no current plan to begin auditing manufacturing plants
for the purpose of obtaining make all owance dat a.

The | evel of the make allowances included in this decision is
based on input by all sectors of the dairy industry. |If the make
al | ownances are established at too low a | evel, manufacturers wl|l
fail to invest in plants and equi prent, and reduced production
capacity will result. |If the rmake all owances are established at
too high a level there will be unwarranted incentive to increase
capacity above the needs of the industry, Ileading to overcapacity



and resulting losses to manufacturers. Either scenario would not
be in the best interest of the dairy industry. Mnufacturing

pl ant operators who find the | evel of nake all owances inadequate
conpared to their actual costs also have the alternative to not
participate in a Federal order marketw de pool

Most commenters agreed with NVPF and | DFA that the make
al | owances proposed to be used for the butterfat and nonfat solids
prices were too low, and the resulting prices too high
NMPF suggested that a nmake al |l owance of $.1327 per pound of butter
(plus the $.0015 nmarketing cost, or $.1342) woul d be appropriate
for use in the butterfat price calculation, and | DFA favored a
make al | onance of $.114, conpared to the proposed nake all owance
of $.079. Several comenters suggested use of California nake
al | owances.

The formula for determining the butterfat price for butterfat
used in Cass Il and Cass |V products will be conmputed using the
followi ng formul a:

Butterfat price = ((NASS AA Butter survey price - 0.114)/82).
The nmake al |l owance of $0.114 per pound of butter is determ ned by
adding to the RCBS survey nake allowance a nmarketing cost of
$0. 015 and a return on investnent of $.0068, which is the sanme
return on investnent included with the California butter
processi ng cost. The RCBS nake al |l owance incl uded packagi ng costs
for print butter; therefore, $0.0175 was deducted fromthe make
al l owance to adjust for the difference between print and bul k
butter packaging. The California butter processing cost was al so
adj usted by the $0.015 narketing cost. A weighted average nake
al | owance was then conputed using the adjusted RCBS nmake al | owance
and pounds of butter contained in the RCBS survey and the adjusted
California butter processing cost and the pounds of butter
represented by the California butter plant audit. The resulting
make al | onance of $0.114 is $0.035 greater than the $0.079 nake
al  owance contained in the proposed rule. An increase in the
butter price fornula nake allowance will allow plants to recover a
| arger percentage of the costs of producing butter than under the
proposed rul e.

Conmrents on the conputation of a nonfat solids price included
suggestions by NWPF that the nonfat dry nilk nake all owance | evel
shoul d be $.1245 plus the $.0015 narketing cost, or $.126, and by
| DFA that $.137 would be an appropriate |level, compared to the
$.125 used in the proposed rule. Several other commenters favored
the California nake all owance, suggesting sonething in the $.135-
$. 14 per pound range for nonfat dry mlk.

The formula for conmputing the nonfat solids prices for mlk
used in dass IV will be as foll ows:

Nonfat solids price = ((NASS nonfat dry mlk survey price -
0.137) / 1.02).



As in the case of computing the butterfat nmake all owance, the
nonfat solids nmake all owance is a weighted average of the RCBS
survey and the California processing costs. A marketing cost of
$0.015 and a return on investnent of $0.0159 was added to the RCBS
survey while the $0. 015 narketing cost was added to the California
price. The resulting make all owance of $0.137 per pound of nonfat
dry milk is $0.012 nore than the proposed rul e nake all owance of
$0.125. The resulting increase in the nake allowance will allow
plants to recover a |larger percentage of the cost of producing
nonfat dry mlk than they would have using the rmake al | owance

i ncluded in the proposed rule.

In addition to revising the make all owance for conputing the
nonfat solids price, the yield factor is also adjusted. 1In the
proposed rule a yield factor of .96 was used in the nonfat solids
formula. The .96 was intended to represent the 96 pounds of
solids in 100 pounds of nonfat dry mlk. Mst parties, including
| DFA and NWPF, conmmented that the .96 was i nappropriate and that a
factor of 1.02 was nore appropriate. Since butterm |k powder is
al so a product of manufacturing butter and nonfat dry milk, its
val ue needs to be addressed. Because the proposed rule did not
account for the yield of buttermlk, the .96 factor was
appropriate. However, failing to account for butterm |k powder
resulted in overstating the nonfat solids price since the pounds
of nonfat solids were understated. Use of the 1.02 factor allows
the nonfat solids contained in nonfat dry mlk and butterm |k
powder to be accounted for, and the value of all nonfat solids to
be accurately reflected in the nonfat solids price.

The results of the revisions made to the butterfat and nonfat
solids fornulas yield a Cass |V hundredwei ght price that would
have averaged four cents below the current dass IllI-A price and
fourteen cents above the California 4a price over the period of
January 1994 through Decenber 1998. These results address the
maj or concern of many of the comments that the Class |V prices in
t he proposed rule were too far out of alignment with California 4a
prices for Federal order plants to be conpetitive. The nore
important criteria of reflecting supply and denand is al so net by
the revised formul as. Research by Knutson, Anderson, Awokuse, and
Si ebert showed that the formulas contained in the proposed rule
out performed the current basic fornula price in reflecting supply
and demand. Under the revised fornulas the level of prices wll
be changed, but not their relationship to supply and demand.

Nearly all coments on the cheese nmake al | owance proposed for
use in conputation of the protein price described the proposed $
. 127 make all owance as too low, resulting in a too-high protein
price. NWPF supported use of the RCBS survey results ($ .1421),
whi ch were sonmewhat hi gher than the proposal. |DFA supported
usi ng an average of the RCBS survey and California nake



al | onances, which generally are higher still ($ .152). A nunber
of other commenters argued that the proposed cheese nmake al | owance
woul d cover the cost of making none of the cheese nmade in
California. The Dairy Institute of California advocated nake

al l onances of at least $.17 for blocks and $.14 for barrels.

Many commenters insisted that barrel cheddar cheese prices
shoul d be included in a weighted average with bl ock cheddar prices
since much nore barrel cheese is produced than bl ock cheese. NWPF
urged that the barrel price not be included because barrels don't
have uni form conposition, and because the use of such prices would
have the effect of unnecessarily reducing prices to producers.

O her commenters suggested that if barrel prices are included,

t hey shoul d be increased by 3 cents per pound to rmake up for the
di fference in packaging costs. Still other commenters argued that
all varieties of cheese should be included in the NASS price
survey to assure that all cheese value is captured.

The formula for conmputing the protein price for mlk used in
Class Il is as foll ows:

Protein price = ((NASS cheese survey price - 0.1702) x

1.405) + ((((NASS cheese survey price -
0.1702) x 1.582) — butterfat price) x 1.28);

The NASS cheese survey price will be deternined by addi ng
three cents to the noisture-adjusted barrel price and then
conputing a wei ghted average price using the bl ock cheese price
and the adjusted barrel price tinmes the pounds of each cheese type
in the NASS survey and dividing by the total pounds of block and
barrel cheese in the NASS survey. Including both block and barre
cheese in the price conputation increases the sanple size by about
150 percent, giving a better representation of the cheese market.
Si nce the make all owance of $0.1702 is for block cheese, the
barrel cheese price nust be adjusted to account for the difference
in cost for maki ng bl ock versus barrel cheese. The three cents
that is added to the barrel cheese price is generally considered
to be the industry standard cost difference between processing
barrel cheese and processi ng bl ock cheese.

The nake al |l owance used in conmputing the protein price
$0. 1702, was established by conputing a wei ghted average nake
al | owance using the RCBS survey and the California processing
costs. The RCBS survey was adjusted by adding a marketing cost of
$0.015 and a return on investnent of $0.0104 for a total of
$0. 1540 while the California processing costs were increased by a
mar keti ng cost of $0.015 for a total of $0.1855. The weighted
average was then conmputed by nultiplying the pounds of cheese
represented in each study by the respective prices. The resulting
total was divided by the total pounds of cheese represented by the
st udi es.

The factors used in the formulas for conputing conponent



prices are deternmined by the quantity of the conmponent in the
commodi ty, except for protein, for which the Van Sl yke yield
formula is used. 1In the protein fornula, the 1.405 and 1.582 are
yield factors derived fromthe Van Sl yke cheese yield fornmula.
Both the 1.405 and 1.582 factors are determ ned by cal culating the
change in cheese yield if an additional tenth of a pound of
protein or butterfat is contained in the nmilk, holding everything
el se constant.

The proposed rule used a 1.32 factor tines the cheese price
for use in conmputing the protein price. The change to a factor of
1.405 reflects the use of true protein as the basis for paynents
for protein rather than using a nmeasurenent of “total nitrogen”
for the protein content of mlk. The resulting protein price wll
be for a pound of “true protein.”

Total nitrogen protein content and true protein content both
result fromchem cal (Kjeldahl) testing nethods approved for
determ ning the protein content of dairy products by the
Associ ation of Oficial Analytical Chem sts. Wen expressing
protein based on total nitrogen, the protein percentage is over-
stated by the anobunt of non-protein nitrogen (which has little or
no effect on dairy product yields) present in the mlKk.

Therefore, when mlk is priced on the basis of its true protein
content rather than its content of protein neasured by total
ni trogen, the price per pound of protein should be higher

Currently, nearly all testing of mlk for paynent purposes is
performed using infrared electronic testing equipnment. At the
wave-length filter at which protein is nmeasured, only true protein
is detectable. To calibrate for total nitrogen a bias factor has
to be used to conpensate for the non-protein nitrogen. It is also
likely that the | evel of non-protein nitrogen will vary in every
set of calibration sanples, creating nore problens in accurately
calibrating electronic infrared instruments. Calibration for the
true protein content of mlk is nore accurate than the calibration
for total nitrogen protein. Because the accuracy of testing for
true protein is higher than for total nitrogen protein, which has
relatively little value, Federal mlk orders should price mlk on
the basis of its true protein content rather than its total
nitrogen protein content.

Conmrents on the proposed rul e included discussion of the
proposal to incorporate the difference in butterfat val ue between
cheese and butter within the protein price. NWF suggested that
the .90 factor that results in a 1.582 nultiplier should, instead,
be .91 and result in a 1.60 multiplier because that factor nore
closely reflects the current retention of butterfat in cheddar
cheese manufacturing. The |IDFA comment argued that using the 1.60
mul tiplier would i ncrease an al ready-high protein price. Another
conment urged that the Gade A butter price be used instead of the



AA price, because the value of butterfat in cheese shouldn't be
i ncreased over its value in butter. Further, the comrent argued
that the additional value of butterfat in cheese is added by the
cheesemakers, and shouldn't be used to increase prices to
producers.

Since dass Il includes other types of cheese, such as
nozzarella that has a lower fat retenti on than cheddar cheese,
increasing the value attributed to that retention is not

appropriate. Increasing the protein price for all mlk used in
Cass Il based on only a portion of the products included in
Cass Il would put the other ass Il products at a conpetitive

di sadvantage. Calculation of a minimumprice will enable handlers
to adjust prices paid to producers to account for additional value
above the m ni mum Federal order prices. Therefore, the 1.582
factor will be used in the protein price formula contained in this
deci si on.

Since ass Il and Cass IV use the sane butterfat price
accounting for the difference in value of butterfat in cheese
versus the value of butterfat in butter is necessary. This
difference in value is included with the protein price calculation
as a neans of quantifying the anount by which the val ue of
butterfat in cheese varies fromthe value of butterfat in butter
Attributing the additional value to protein is possible because it
is the casein in protein that forns the nolecular matrix that
retains the butterfat in cheese. Wthout enough protein in nmlk
to retain the butterfat in cheese, the butterfat would have a
| ower value in whey butter in nobst nonths. The ratio of butterfat
to protein, 1:1.28, is calculated fromthe protein and butterfat
yield factors of 1.405 and 1.582.

An alternative to incorporating the butterfat value in cheese
with the protein price is to conpute a separate butterfat price
for Class Ill. This would be a relatively sinple fornula to
conpute. However, having nultiple butterfat prices would require
full plant accountability of conponents in all manufacturing
plants. The resulting increased accounting, reporting, and
adm ni strative costs were determined to not be warranted when
vi ewed agai nst the small gain fromhaving an additional butterfat
price.

Use of the protein price forrmula adopted in this decision
will increase the protein price by approximtely 15 cents per
pound when conpared with calculating the protein price on the
basis of total nitrogen protein. However, the increase is al nost
entirely negated by the | ower content of true protein than of
total nitrogen protein in nmlk. On a hundredwei ght basis, the
change to true protein results in an increase to the dass I
price of an average of 2 cents when conpared to the formula using
total nitrogen protein.



Use of true protein instead of total nitrogen protein for
determ ni ng paynents to producers shoul d have a nininmal inpact on
producer revenues. Producers with relatively high | evels of non-
protein nitrogen in their mlk could see a slight drop in their
revenue derived fromthe protein content of their mlKk.

In addition to changing the coefficients in the protein price
formula to adjust for the use of true protein, the fixed protein
and ot her solids values used in conputing a per hundredwei ght
Class IIl price nmust be adjusted. Accordingly, the dass Il
price will be conputed by multiplying the butterfat price by 3.5
and adding the result of multiplying .965 times the sumof 3.1
times the protein price and 5.9 tines the other solids price.

In cooments filed in response to the proposed rule, NWF
suggested a $. 1575 whey nake all owance plus the $.0015 marketing
cost, for $.1590, rather than the $.10 proposed. |DFA argued that
a $.171 make all owance woul d be nore appropriate. Wsconsin
Cheesemakers indicated that the Class Il price should not include
a value for whey, as it frequently represents a cost to
manuf acturers. The Dairy Institute of California agreed that a
whey factor should not be included, but that if it is, the yield
factor (divisor) should be .98 (instead of .968).

The formul a used for conputing the other solids price is:

O her solids price = ((NASS dry whey survey price - .137)/

0. 968).

The determ nation of the $0.137 make al |l ownances was based on
several factors. Wiereas the other nake all owances were based on
a wei ghted average of the RCBS study and California make
al | owances, the other solids nake allowance is based prinmarily on
the Cornell study of dry whey and whey protein concentrate nmake
al  owances. The Cornell study was used since California does not
audit dry whey nmanufacturing costs and the RCBS survey has very
limted data on dry whey manufacturing costs. The data on dry
whey in the RCBS study expresses the costs on a per pound of
cheese basis rather than on a per pound of dry whey basis. The
$0.137 figure is slightly above the average cost of the node
plants in the Cornell study and the sanme as was used for nonfat
sol i ds.

A value for other solids is included in Class Ill to assure
that the Cass Ill price reflects nost of the value of m |k used
in Cass IlIl products. In the Federal mlk orders currently
pricing three conponents, the other solids price is deterni ned by
subtracting the value of butterfat and protein fromthe BFP. In
this final rule the other solids price is established
i ndependently of the butterfat and protein price. Even though
there is not a market for other solids as such, the dry whey price
was determned to be the best indicator of value for other solids
and provides a nethod of accounting for and distributing the val ue



in Cass IIl mlk that is not accounted for in the protein and
butterfat conmponents. Qher potential price series that could be
used to determ ne the value of other solids were whey protein
concentrate and | actose. Under present nmarket conditions, dry
whey offers nore market activity with | ess specialization than

ei ther whey protein concentrate or |actose, and therefore
constitutes a better price series for determning a mni num
Federal order price. Coments filed by several parties supported
the use of dry whey for the determ nation of the other solids
price. The 0.968 factor in the fornula represents the pounds of
solids contained in a pound of dry whey.

Since the nake all owances are applied on a conponent basis
rather than on a hundredwei ght of mlk basis conparisons to
traditional nake allowances nmay be difficult. Al so, a nake
al  owance that nmay seemreasonabl e when applied to a conponent may
be seen as inappropriate when conbined with the other conponents
in the finished product. To evaluate the make all owances on a per
hundr edwei ght basis the Cass IlIl and Class IV mlk prices were
conpared to the val ue of cheese and butter/powder using the CCC
yield factors. These results were conpared to the same
calculation using the current BFP and the CCC yield factors. A
conparison over tine between the current |evel of class prices
paid for producer mlk and the value of the manufactured products
made fromthat price class of mlk shows a reasonably stable
di fference between the two levels. This difference is the implied
make allowance.

The inplied nake all owance for butter/powder using the
current BFP for the period January 1994 through July 1998 was
$0. 83 per hundredwei ght, while the inplied nmake al |l owance for
butter/powder versus the Cass IIl-A price was $1. 37 per
hundredwei ght. The inplied rmake al |l owance cal cul ated for the
Class IV price, based on historical prices, wuld have been $1.41
per hundredweight. Wth the inplied make all owance for the
Class IV price being only $0.04 fromthe actual inplied
Cass Il11-A make al l owance, the butter nmake al |l owance and the
nonfat dry mlk nake allowance, in conbination, appear to
approximate the current inplied nake all onwance.

Determ nation of the make all owance for Class IIl is nore
difficult than for dass IV, in which butterfat and ski msolids
make two uni que finished products. |n cheese nanufacture, nost of

the butterfat remains in the cheese with nost of the protein, and
a portion of the protein, butterfat and remai ni ng nonfat solids
are contained in the whey, which can be nade into various
products. The conbination of the butterfat, protein, and other
solids nake allowances resulted in an inplied nmake al |l owance of
$2.72 for Aass Il (cheese) conpared to the inplied make

al l onance of $2.21 for the current BFP. Even though the inplied



make al |l owance using the Cass IIl formulas in this decision is
greater than the current inplied make allowance it is appropriate
since the CCC formula is basically a cheddar cheese yield formla
whereas Cass Il contains nultiple varieties of cheese and
certain other products. A slightly larger nmake allowance in d ass
1l will not place nmakers of products that have significantly

di fferent cost structures than cheddar cheese at a conpetitive

di sadvant age when participating in Federal orders relative to
handl ers who do not participate in the Federal orders.

Changes in nmake all owances will affect conponent prices and
per hundredwei ght mlk values. A one-cent per pound change in the
butter make all owance will affect the butterfat price in the
opposite direction by $0.0122 per pound. This would be $0.0427
per hundredwei ght for mlk at 3.5 percent butterfat. The
butterfat price also is used in the conputation of the protein
price. The protein price will change inversely to the butter nake
al l onance by $0.0146 per pound or $0.046 per hundredwei ght for
mlk with 3.15 percent protein. A positive nmake all owance change
for nonfat dry mlk will result in a decline in the nonfat solids
price. A one-cent change in the nonfat dry m |k make all owance
will result in a $0.0098 per pound or $0.0882 per hundredwei ght
opposite change in the nonfat solids price. A one-cent change in
the protein nake allowance will cause an opposite change in the
protein price by $0.0322 per pound or $0.1014 per hundredwei ght
for mlk with 3.15 percent protein. Finally, a one-cent change in
the other solids (dry whey) nake allowance w |l change the other
solids price by $0.0103 per pound or $0.0567 per hundredwei ght in
t he opposite direction

This pricing systemelinnates the need for regional yields
based on regional differences in mlk conposition. The value of
mlk will be adjusted automatically based on the |evel of
conponents contained in the mlk in each order even though the
conponent prices are the sanme nationally. This automatic
adj ustment nmeans that handlers will pay the same price per pound
of component but may have differing per hundredwei ght val ues based
on the nmilk conmponent levels, creating equity in the m ni mum cost
of mlk used for manufacturing purposes.

Several conments were received suggesting that regi onal BFP
repl acement prices be used rather than a national BFP replacenent.
The comment ers expl ai ned that cheese, butter, and nonfat dry nmilk
have different values in different regions of the country, and
that the Cornell study described a price surface for mlk used in
manuf act ured products across the United States. Therefore, they
concl uded, the replacenment BFP al so shoul d be deternined
regional ly.

This decision replaces the current BFP with a nationa
Class IIl price and a national COass IV price. Although there may



be sone justification for regional pricing, there are two
princi pal reasons for using national pricing. First, pricing mlk
on the basis of the pounds of conmponents contained in the mlk
elimnates sone of the regional differences in mlk prices.

Second, regional commodity price data, and for that matter

regi onal conpetitive pay price data, are unavailable. Resulting
attenpts to estimate regional differences, with the ensuing

regi onal differences of opinion, would yield mnimal benefits.

An analysis of the basic fornula price replacenent requires
several assunptions. Historical commodity price surveys are not
available for all of the commodities. Prices used as substitutes
for historical price survey data in this analysis include a cheese
price conputed by conparing the current NASS cheese price series
to the conparable NCE/ CMVE price series for the purpose of
determining a historical protein price. The NCE CME series was
t hen adjusted by neans of a regression analysis to reflect the
di fferences between the NASS prices and t he exchanges. The
resulting price series simulates the use of the NASS series for
the tine period studied. For the butter price, the data fromthe
“BFP Conmittee Comodity Price Study” was conpared to the CVE
Grade AA cash butter price series. The CME Grade AA price series
was then adjusted accordingly to nake it nore conparable with the
Conmittee Price Study. Available survey prices used were nonfat
dry mlk prices and dry whey prices, both of which are published
nmonthly by NASS in "Dairy Products". Wile a nonfat dry nmilk
price and dry whey price are published in “Dairy Products” at the
begi nni ng of each nonth for the second previous nonth, the new
weekly NASS survey discussed earlier is necessary to determn ne
prices on a nore current basis.

One of the initial requirenents of a basic formula price
repl acenment, based on the assunption that the national supply and
demand for manufacturing mlk as reflected in the current BFP is
inrelatively good balance, is that the price | evel not deviate
greatly fromthe current basic fornula price. The exanples

contained in the proposed rule resulted in the ass Il portion
of the BFP repl acenent averagi ng $0.45 per hundredwei ght above the
current Class IIl price, and the dass |V portion of the BFP

repl acenent averagi ng $0. 13 per hundredwei ght above the current
Cass IIl price, both for the 48-nmonth period January 1994 t hrough
Decenber 1997.

In addition to conmparing the Cass IlIl and dass IV price
series to the current BFP, the ass Ill price was al so conpared
to the California 4b price, while the Cass IV price was conpared
tothe Class IIl-A price and to the California 4a price.

Conparisons to the California prices are included because many
conmenters expressed the view that the proposed rule resulted in
prices that put plants regulated by Federal orders at a



conpetitive disadvantage to California plants and that alignnent
with California pricing was essential. Mst comrenters did not
express the view that Federal order prices should equal California
prices, but that Federal order prices should be in alignment, i.e.
“reasonably close”. For conparison purposes all prices are
expressed on a per hundredwei ght basis with 3.5 percent butterfat.
The Class Il price was determ ned by using 3.1 pounds of protein
and 5.9 pounds of other solids in 100 pounds of skimmnilk. To
conpute a 3.5 percent hundredwei ght price the skimmlk val ue was
multiplied by .965 and added to the butterfat price that was
multiplied by 3.5. The sanme procedure was used for the dass |V
price, with 9 pounds of nonfat solids in a hundred pounds of skim
m | k.

For the period January 1994 through Decenber 1998, the
dass Il price averaged $0.47 bel ow the current BFP and $0. 20
above the California 4b price, while the ass |V price averaged
$0. 50 cents bel ow the current BFP, $.04 cents bel ow the current

Class I11-A price, and $0.15 above the California 4a price.

In addition to conparing the value differences between the
Cass IIl and Aass IV prices and the current BFP, it is inportant
to conpare the relationship in price novenents between the
Class IIl and dass |V prices and the current basic formula price.
Correlation coefficients were conputed to statistically test the
rel ati onshi ps between the Cass Il and dass IV prices, the
current basic forrmula price, and the California prices. The
correlation coefficient between the dass IIl price and the

current basic formula price is above .98 while the correlation
coefficient between the Class |V price and the current basic
formula price is approximately .74. The correlation between the

Class |V price and the current Cass IIl-A priceis .99. The
correl ati ons between the dass IIl and dass IV prices and
California prices are also quite high, with the Class IIl price

and the California 4b price having a correl ation coefficient of
.97 while the Class IV price and the California 4a price show a
correlation coefficient of .99. These relationships are expected
since the current basic formula price is weighted nore heavily on
m |1k used for the manufacture of cheese than on the value of mlk
used in the manufacture of butter and nonfat dry mlKk.

The Cass Il and Cass |V formulas are conputed from product
prices representing the use of mlk in each class. That is, the
Class Il price is derived fromthe value of cheese while the
Cass |V price is derived fromthe value of butter and nonfat dry
mlk. Therefore the dass IlIl and dass IV prices can be expected
to vary significantly fromthe current BFP in individual nonths,
reflecting the economc (supply and denmand) conditions for cheese,
butter, and nonfat dry mlk. This situation is particularly true
of the dass IV price. For exanple, during 1993 and 1994 the



price of butter and nonfat dry mlk was relatively | ow and stabl e
conpared to the price of cheese. The degree of variability of

i ndi vidual nonths' prices fromthe average for the year is
expressed by a standard deviation. A |lower standard deviation

i ndi cates that individual observations (in this case, nonthly
product prices) vary less fromthe nean than woul d be indicated by
hi gher standard devi ations. These statistical descriptions
indicate the difference in variability of prices between
butter/powder and cheese in 1993 and 1994.

During 1994 the Cass IV price would have averaged $10. 26
with a standard deviation of $0.11, conpared to the 1994 BFP
average of $12.00 with a standard devi ation of $0.57, and the
average Class |1l price of $11.47 with a standard devi ati on of
$0.69. For 1998, when the econom c conditions for butter and
nonfat dry mlk had changed and prices becane nore volatile, the
Class 1V price woul d have averaged $14.79 with a standard
devi ation of $2.13 versus the 1998 BFP average of $14.20 with a

standard devi ation of $1.97, and the Cass Ill average price
cal culation of $13.84 with a standard devi ati on of $2.14.
The Class IlIl and Cass |V prices clearly reflect the val ue

of the mlk used in the respective manufactured products, whereas
the current basic formula price reflects primarily the val ue of

m |k used to nmanufacture cheese in a particular region of the

U S. (M nnesota and W sconsin).

Class |I.

As in the proposed rule and currently, the basic fornula
price replacenent will act as a nover for the Class | price in
addition to establishing prices for mlk used in dass IIl and
Cass |IV. Al so as proposed, the dass | value will be separated
into two parts: skimmlk and butterfat. However, instead of the
proposed si x-nont h declining average of the higher of each nonth's
Cass Il and dass |V skimand butterfat prices, the d ass
price nmover will be determ ned by the nost recent manufacturing
product prices available. The advanced price aspect of the d ass
| price nover will also be shortened fromthe current and proposed
timng of the Aass | price announcenent. Both the Cass | skim
and butterfat conponents will be announced on the 23'¢ day of the
precedi ng nonth using advance pricing factors based on product
prices for the nost recent two weeks. The Cass Il skimmnilk
price will be announced simlarly. This change fromthe proposed
rule is being made to respond to nunerous handl er comrents on the
proposed rule and to address class price inversion that occurred
during the second hal f of 1998.

Conments relating to replacenment of the BFP as a O ass |
price nover that were filed before issuance of the proposed rule
ranged fromfavoring continuation of the current systemto
establishment of the Class | price independently of the basic



formula price(s) for mlk used in nmanufactured products. One
conment suggested elinminating the basic formula price and pooling
only the ass | and Class Il differentials. These coments were
fully considered in the proposed rule.

Nurrer ous conments received in response to the proposed rul e
favored advance pricing of Cass | skimand butterfat separately.
However, a nunmber of commenters expressed concern that use of the
hi gher of the Cass IIl or Class IV prices in the cal culation of
the Class | price nmover would result in undue enhancenent of d ass
| prices. The nost controversial aspect of the ass | price
nover proposal was the use of a 6-nmonth declining average. Many
of the coments received concerning the Cass | nover expressed
the viewthat the Cass | price nust be closely and directly
linked to the manufacturing price in the sane nmanner that occurs
currently. Comenters expressed the view that the current system
t wo- nont h advance pricing, closely links the nmanufacturing val ue
of mlk to dass | and therefore gives appropriate price signals
to producers. They opposed the six-nonth declining average on the
basis that the delay in |inkage with the Class | price would be
too long and that Class | pricing would be counter cyclical. Sone
who opposed the tinme lag built into the 6-nonth declining average
suggested that a 3-nonth average would do as well at attaining
sone stability without as nuch "de-Iinking."

Several conmenters opposed building less volatility into
Cass | prices than into manufacturing class prices. Anmong the
reasons given were that added stability for Cass | would nmean
greater volatility in prices for manufactured products, and that
added stability would favor producers in high dass | markets.

O her comments on the proposed rule supported variations of a
12-month rolling average Class | price nover, sonme with seasona
adjustrments. A nunber of coments favored the stability of the
longer-termbasis for Class | prices. One graph submtted shows a
very close rel ationship between the 6-nonth declining average
nmover and the current BFP

There are several conflicting issues that nust be bal anced
when establishing the Cass | price nover. First, the retai
demand for Cass | mlk is independent of the denmand for
manuf actured dairy products. Second, the raw naterial used in
both dass | products and manufactured dairy products is the same
and therefore the separate uses nust conpete for the given supply
of mlk. Third, the elasticity of denmand for the various dairy
products is significantly different, creating different consumer
responses to the changing prices for various dairy products. The
Federal m Ik orders have attenpted to address these issues through
classified pricing. This systemallows a higher price to be
applied to mlk used for dass | uses due to inelastic demand for
Cass | products. This higher price also allows Oass | uses of



mlk to conpete for the raw m |k supply agai nst manufactured dairy
products. At the sanme tinme, nmarketers of O ass | products support
sone degree of forward pricing, requiring processors of Cass |
products to know the dass | price in advance.

Most of those comenting on the proposed rule and the
Depart nent perceive the need to reflect changes in the prices for
m |k used in manufactured products in the price of mlk used in
fluid products. Since Cass | handlers nmust conpete with
manuf acturing plants for a supply of mlk, the ass | price nust
be related to the price of nmilk used for manufacturing.

It is apparent fromthe price patterns of a |arge part of
1998 that the current two-nonth | ag between manufacturing and
fluid pricing does not establish as close a relationship between
the two price levels as is desirable. Indeed, froman anal ysis of
the differences between prices generated by a six-nonth declining
average and the current pricing system it is clear that the
current two-nonth [ ag does not acconplish any closer relationship
bet ween manufacturing and fluid prices than woul d the six-nmonth
decl i ni ng aver age.

When manufactured dairy product prices are relatively stable
t he advance pricing of Class | mlk wirks quite well. However,
since 1988 the volatility in the manufactured dairy product market
has caused problens with the advance pricing of ass | mlk. The
first problemis readily evident in class price relationships
during the latter part of 1998. The frequent occurrence of price
i nversions during that period indicates that sone alteration to
both the proposed and current nethods of conputing and announci ng
Class | prices nmay be necessary. dass price inversion occurs
when a markets’s regulated price for mlk used in manufacturing
exceeds the dass | (fluid) mlk price in a given nonth, and
causes serious conpetitive inequities anong dairy farners and
regul ated handl ers. Advanced pricing of Class | nilk actually
causes this situation when manufactured product prices are
i ncreasing rapidly.

Since the Class | price is announced in advance, in a rapidly
changi ng market the Class | price may not reflect the val ue needed
to conpete for the necessary raw mlk supply or the dass | price
may be overvalued relative to the raw nilk price. Underval uing
Cass | mlk is a particular problemsince it reduces producers’
pay prices at a tinme when the producers should be receiving a
positive price signal. As an exanple, in July 1998 the O ass |
price in every Federal order narket except one was bel ow t he
Cass IIl price. Athough July is not a period of very high
Cass | demand, it is atine when ass | demand is starting to
increase in some regions relative to total mlk production. At
this same tine producers in these regions received | ower pay
prices. Many Federal mlk orders also experienced a ass | price



below the ass Il price in August as a result of two-nonth
advance pricing of Class |I. Demand for Cass | mlk increases
substantially in August. Wile producer prices rose in August,
the increase woul d have been larger had Cass | prices been based
on nore current Class IIl prices. Under these pricing

rel ationships, the Class | handler nay have a nore difficult time
acquiring mlk as the mninum Federal order Cass | price puts the
handl er at a di sadvantage to handl ers denmanding m |k for

manuf act uri ng purposes. Since Cass | handlers nmust conpete with
manuf acturing plants for a supply of mlk, the ass | price nust
be related to the price of milk for manufacturing.

Anot her probleminherent in the current method of announci ng
Class | prices in advance is that the price for nilk established
in advance is for mlk containing 3.5 percent butterfat. The
current system does not determine the price of butterfat in
advance, therefore the dass | handl er does not know the val ue of
mlk at butterfat contents other than 3.5, until the butterfat
differential is announced in the nonth follow ng sale of the
processed product. Under this final decision, Oass | handlers
wi I | have advanced price information for both the skim and
butterfat portions of the dass | price.

The purpose of the mininumOass | differential is to
generate enough revenue to assure that the fluid market is
adequately supplied. As a result of advance pricing, the
effective ass | differential -- that is, the actual difference
between the dass | and nmanufacturing use prices in a nonth -- is
not the sanme as the dass | differential stated in an order.

Wiile the effective Class | differential varies nmonthly, it
general ly has remmi ned positive. Recent increased volatility in

t he manufactured product nmarkets has resulted in nore instances in
which the effective Class | differential has been negati ve,
especially in markets with low minimumdass | differentials.

In the past when price inversions have occurred, the industry
has contended with themby taking a loss on the mlk that had to
be pool ed because of commitnents to the dass | nmarket, and by
choosi ng not to pool large volunes of mlk that normally woul d
have been associated with Federal mlk order pools. When the
effective Class | differential is negative, it places fluid mlk
processors and dairy farners or cooperatives who service the d ass
| market at a conpetitive disadvantage relative to those who
service the manufacturing mlk market.

MIlk used in ass | in Federal order narkets nust be pool ed,
but milk for manufacturing is pooled voluntarily and will not be
pooled if the returns from nmanufacturing exceed the blend price of
t he marketw de pool. Thus, an inequitable situation has devel oped
where nmilk for manufacturing is pooled only when associating it
with a marketw de pool increases returns.



Il'lustrative of the worsening class price inversion problem
are the growing volunes of mlk that, while normally associ ated
with Federal mlk orders, are not being pooled due to price
i nversion problens. Wen the Cass II, Ill, and/or II1-A prices
are higher than a handler’s blend price adjusted for |ocation, it
beconmes di sadvant ageous for handl ers processing soft and hard
manuf act ured products to pool milk. That is, instead of draw ng
noney out of the pool, they have to pay noney into the pool. In
1995, the volunme of mlk not pool ed due to class price inversion
was 5.3 billion pounds. 1In 1997, nearly 7.8 billion pounds were
not pooled for this reason. In 1998, 14.1 billion pounds were not
pool ed due to class price inversions. During each of five of the
seven nmont hs of June through Decenber 1998, the volunme of mlk not
pool ed exceeded 2 billion pounds. 1In July 1998, class price
i nversion occurred in all Federal order narkets except
Sout heastern Florida, and in 19 nmarkets sone m |k was not pool ed
due to class price inversion.

Since volatility in the manufactured product narkets is
expected to continue, the dass | price nover devel oped as part of
this Federal mlk order reform process should address this
di sorderly marketing situation

The advanced pricing procedure provided in this fina
decision results in a Cass | price that is based on a nore recent
manuf acturing use price, thus reducing (but not elimnating) the
time lag that contributes to class price inversion. For exanple,
the January 1999 dass | price for each market woul d be announced
on Decenber 23, 1998 and woul d be based on product prices reported
on Decenber 10 and 17. (The prices reported on these dates are
for the weeks endi ng Decenber 4 and 11). Under the current
procedure, the January Cass | price was announced on Decenber 3,
1998 and was based on product prices reported for weeks endi ng
Novenber 6, 13, 20, and 27.

Wil e the advance pricing procedure in this decision reduces
the tine period of advance notice by about 18 days, the reduction
i n advance notice of dass | and Il prices should not add
significant risk or burden to handlers. The pricing fornulas are
based solely on product prices which are announced weekl y;
therefore, handlers can update fornmulas on a weekly basis to
estimate what the Class | price will be before the price is
announced. Al so, as nore NASS product price survey observations
become avail able, basis differences fromearlier traded/issued
product price surveys such as those fromthe Chicago Mercantile
Exchange or Dairy Market News will be nore predictable and,
therefore, should provide for nore accurate predictions of future
price levels. |In addition, futures markets have been established
for the four dairy products in the NASS price surveys. Wile
trading to date in these contracts has not been large, interest in



these markets may increase as the industry learns to use them as
ef fective hedges to the conponent val ues determ ned under this
final decision. These markets also will assist handlers in
estimating the dass | price.

Using the current two-nonth advance pricing system but
substituting for the current BFP the higher of the Class IIl or IV
prices as defined under this rule, markets with a dass |
differential of $1.60 per hundredwei ght or |ess would have faced a
price inversion in four of the last seven nonths of 1998. The
range of the price inversion would have been $.21 to $1.49. 1In a
fifth nonth, price inversion would have occurred at a d ass
differential of $1.49 or lower. |In Septenber 1998, price
i nversi on woul d have occurred in all Federal order narkets except
Fl ori da. However, using the shortened advance period adopted in
this decision, for narkets with a Class | differential of $1.60
per cwt., price inversion would have occurred in only two of the
| ast seven nonths of 1998. The range of the price inversion would
have been $.02 to $.86. The shortened period of advance pricing
reduces both the occurrences and | evel of price inversion

To further illustrate that the advance pricing procedure in
this final decision provides a Class | price level that is |ess
likely to be bel ow the manufacturing use price, the follow ng
anal ysis was done. Averages of the 1998 NASS product prices for
the current nonth, the second preceding nonth, and the two-week
peri od available on the 23'¢ of the precedi ng nonth were conputed
and conpared. For all four products, the preceding nonth two-week
average provided a better estimate of the current nonth average
than did the average for the second precedi ng nonth. Looki ng at
t he Cheddar cheese price series, the two-week precedi ng nonth
price was $.03 closer to the current nmonth on a sinple average
basis, and $.04 closer on an absol ute average basis. This neans
t hat using preceding nonth two-week average Cheddar cheese price
would result ina dass Ill skimnilk price that wul d be about
$.40 per cwt. closer to the following nonth’s dass Il skimmlk
price than if the second preceding nonth’s price is used.

As stated earlier, advance pricing affects the function of
the mMmnimumCass | differential. The advance pricing procedure
in this decision reduces the difference between the manufacturing
use price used to establish the dass | price and the
manuf acturing use price in the current nonth. This procedure will
result in an effective ass | differential that woul d be cl oser
tothe Class | differential stated in each order. Thus, reducing
the tine lag of the Class | pricing advance inproves the
functionality of the mninumd Cass | differential

Conmments filed by sone southern interests indicated that
stability in pricing in the southeast U S. should incorporate
seasonal price incentive prograns as a necessary part of



adequately supplying the fluid markets of the southeast.
According to the comenters, such a program woul d encour age

bal anci ng production with fluid mlk demand. The comments state
t hat because such a pricing plan would be revenue neutral, it
woul d allow for nore price stability and nore reliable price
signals than is currently available for producers in high dass I
utilization areas.

Addition of seasonal adjustnents for marketing areas woul d
di srupt the uniformity in pricing between narketing areas that is
a goal of this pricing plan. The seasonal patterns of mlk
production and consunption are not the sane between regi ons, and
it would be difficult, if not inpossible, to attenpt to work out
seasonal pricing as a part of the BFP replacenent.

As di scussed previously, the price link between O ass | use
and Gade A nmilk used to manufacture Class IIl and dass IV
products shoul d be nai ntai ned since Gade A mlk can be used for
fluid uses as well as for manufacturing uses. Because handl ers
conpete for the sane nmilk for different uses, Class | prices
shoul d exceed Cass IIl and Class IV prices to assure an adequate
supply of milk for fluid use. Federal mlk orders traditionally
have viewed fluid use as having a higher value than manufacturing
use. The replacenment Class | price nover reflects this phil osophy
by using the higher of the Class IIl or dass IV price for
conputing the dass | price.

In some markets the use of a sinple or even wei ghted average
of the various nmanufacturing values may inhibit the ability of
Cass | handlers to procure mlk supplies in conpetition with
those plants that make the higher-valued of the manufactured
products. Use of the higher of the ass IIl or Class |V price
will make it nmore difficult to draw nilk away from d ass | uses
for manufacturing. For exanple, if the ass |V price were used
as the ass | price nover there would be nonths in which the
Class Il price would be nore than two dollars above the Cass |V
price. As aresult, the Cass | differential would have to be
well over two dollars for the dass | price to renmain above the
Class IIl price. If the ass Ill price is used as the Cass |
price nover, the reverse situation of having the Class IV price
wel | above the Class IIl price would result in the same problem
The potential of having a Class IlIl or IV price in excess of the
Class | price is not entirely elimnated by using the higher of
the Class Ill or dass IV price because of the advance O ass |
pricing feature. However, reducing the time period for which
Cass | pricing is advanced shoul d reduce the potential
considerably, allowing dass | handlers to conpete nore
effectively with manufacturing plants for fluid mlKk.

Class I1.
Under this final decision, the value of dass Il skimmlKk



will be computed by multiplying the hundredwei ght of producer skim
mlk allocated to Cass Il by the sumof an advanced O ass |V skim
price, calculated fromnonfat dry mlk product prices reported by
NASS for the nost recent two-week period for which prices are

avail abl e on the 23'¢ day of the preceding nonth, and the 70-cent
Class Il differential. The price used for valuing Cass |
butterfat will be the current nonth's butterfat price determ ned
fromthe NASS-reported butter price, as in Casses IlIl and 1V,

plus .7 cents per pound to incorporate the dass Il differential

Ceneral ly, the source of inputs alternative to producer nilk
for the manufacture of Class Il products is dry mlk products and
butterfat that otherwi se would be used in butter. Basing the
price of mlk used to make Class Il products on these alternative
i ngredi ents should hel p considerably to remedy a situation in
which it is perceived that a separate product class for dry mlk
(Aass I11-A) has resulted in a conpetitive advantage over
producer mlk used to produce Cass |l products. The 70-cent
differential between the Cass IV and Cass Il skimmlk prices is
an estimate of the cost of drying condensed milk and re-wetting
the solids to be used in dass Il products. One conmenter
suggested that there should be a $1.00 difference between dass IV
and Cass ||

Conments filed in response to the proposed rule generally
supported basing the Class Il price on the Cass |V price
However, many commenters, including operators of plants
manuf acturing food products, argued that the proposed $0.70
differential is too high. |In many cases they stated that the cost
for rehydration is substantially lower than $0.70, if the nonfat
dry mlk is rehydrated at all

Only a small portion of the $0.70 differential is intended to
represent the cost of rehydration. The majority of the $0. 70,
$0.57, represents the cost of drying condensed mlk. Comments
filed by Kraft, Inc., stated that the cost of using nonfat dry
mlk (NFDM in Cass Il is 0-3 cents per pound. At a rate of
9 pounds of NFDM per hundredwei ght of skimmlk, this cost could
represent as nuch as 27 cents per hundredwei ght. Wen added to
the 57-cent cost of drying condensed nilk, the 70-cent
differential appears to be justified. It should be noted that the
cost to purchase or manufacture NFDM for use in Class Il products
woul d include not only the cost of mlk at the Class IV price, but
the cost of making NFDM (i n excess of $1.20 per hundredwei ght of
skimm | k when the nmake all owance for a pound of NFDMis
multiplied by the yield).

Many of the commenters suggested that a rate of $0.30 is
appropriate since that is what is used currently in the Federa
orders. The current Cass Il differential, $0.30, was established
by a national hearing conducted in 1991. At that hearing



proponents of a $0.30 dass Il differential explained that the
average di fference between Class Il prices and Cass IIl prices
over a recent tine period had averaged $0.30. The $0. 30

di f ference was not based on the actual cost differences between
exi sting classes of mlKk.

The Class Il price level determ ned under this final rule
shoul d not, on average, be higher than its predecessor. The
concern of commenters that the |evel of the proposed O ass |
price woul d be excessive should be nitigated somewhat by the
reduction in the level of the Cass IV formula adopted in this
rule. For the period January 1994 through Decenber 1998, the
Class Il price as determined in this final rule averaged $0.01
hi gher than the current Cass Il price. There is a very large
variation fromyear to year in the differences between the current
and adopted ass Il prices. |n 1994, the current Cass Il price
averaged $1.50 nore than the dass Il price cal cul ated according
to this decision. For 1998, however, with butter prices at record
levels, the ass Il price conputed frombutter and powder prices
averaged $1.58 higher than the current dass Il price. These
price differences illustrate the result of pricing dass Il nilk
on the basis of manufactured ingredients instead of on the basis
of cheese.

Many of the conments received concerning the dass Il price
opposed the proposal to price ass Il on a current basis rather
than on an advance basis as is currently the case. The comenters
argued that since Cass Il products are sold on an advance basis
simlar to ass | products the continuation of advance pricing of
Cass Il is essential. Oher comrenters expressed the view that
the skimportion of Class Il could be forward priced but butterfat
shoul d be priced on a current basis since conpeting uses for
butterfat such as cheese and butter would be priced on a current
basis. Cass Il products high in butterfat, such as ice cream
could be placed at a conpetitive disadvantage in procuring
butterfat if the current nonth’'s butterfat prices are
substantially different than the advanced priced butterfat price.

The Class Il price adopted under this rule will result in
forward pricing the skimmlk portion of Cass Il while pricing
butterfat on a current basis. Butterfat used in Cass Il products

conpetes on a current-nmonth basis with butterfat for used in
cheese and butter, and its price should be deternined on the basis

of the same nonth’'s values. Forward pricing of skimmlk will, of
course, elimnate sone of the desired direct |inkage between the
nonfat solids price in dass Il and the nonfat solids price in

Cass |IV. However, especially with the shortened period of
advanced pricing, in nost cases the |inkage should remain close
enough so that the ass Il differential does not encourage the
drying of mlk for Class Il uses just to receive a price



advantage. This alignment al so should reduce perceived probl ens

in the use of nonfat dry mlk to make Class Il products. Tying
the Class Il price to the Class IV price by this fixed
differential, even with advanced pricing for dass Il skim should
reduce the incentive to produce nonfat dry nmilk for use in

G ass ||l products.

Quality Adjustments.

This final decision provides for the adjustnment of producer
paynments for the somatic cell count of producers' mlk under nost
orders using nultiple conponent pricing. Paynents nade by
handlers for mlk used in Class |Il, Oass IIl, and dass |V al so
wi Il be adjusted on the basis of the somatic cell count of the
m | k.

A somatic cell count (SCC) adjustnent is appropriate for
several reasons. First, SCCs are not only an indicator of genera
mlk quality, but also are an indicator of the potential yield of
mlk in cheese and other products that require casein for their
structure and body. Research has shown a direct |ink between
i ncreased SCCs and decreased cheese yi el ds.

Second, many producers currently are subject to sonme type of
mul tiple conmponent pricing plan or quality prenium programthat
adjusts their pay prices for somatic cell levels even if the order
in which their mlk is pool ed does not incorporate such
adjustmrents. Al though many producers' returns are affected by the
SCC of the mlk, there is little, if any, oversight of the testing
for somatic cells if the order does not include pricing
adjustments. Fair and accurate testing can be assured by
i ncorporating multiple conponent pricing and somatic cel
adjustrents into Federal orders.

The somatic cell adjustnment will apply on a hundredwei ght
basi s and be conputed by subtracting the SCC (in thousands) from
350 and multiplying the result by the product of .0005 tinmes the
nont hl y average cheese price used to conpute the protein price
This level of adjustnent has worked well in orders currently
contai ning somatic cell adjustments, and is supported by data and
research contained in Federal nmilk order hearing records.

There was not a great deal of agreenment on how to determ ne
whi ch orders shoul d provide for SCC adjustnments. Sone commenters
favored their inclusion in all markets and some favored a SCC
adjustrment on all nmilk priced under multiple conponent pricing.
NMPF favored SCC adjustnments for regions that want them A
Nort heast producer group argued that the limted effect of SCCs on
Cass Il and O ass |V uses nmakes them unsuitable for use as an
adjustrment factor for mlk in the Northeast. One fluid mlk
handl er opposed their application to Class | use, while severa
ot hers opposed excluding Cass | mlk fromusing somatic cel
count as a cost conponent because such an adjustnent could result



in fluid handlers receiving lower-quality mlKk.

The application of somatic cell adjustrments will be limted
to orders providing for multiple conmponent pricing, since the
detrimental economic effect of somatic cells has been shown to
occur principally with respect to the protein conponent of milk.
SCCs unquestionably do have detrinmental effects on the flavor and
keeping quality of fluid m |k products, and undoubtedly on ot her
dairy products as well, but the econonic quantification of those
effects is not part of the information available for this
decision. There are three order areas in which producer sentinent
i s opposed to the inclusion of SCC adjustnents, and these
adjustnments are not adopted for the three orders. 1In the case of
the Pacific Northwest and Western consol i dated orders, npbst
producers al ready are covered under very effective SCC paynent
progranms, and the average SCC in these markets is |less than
250, 000 (bel ow the neutral |evel for SCC val ue adjustnents).
There would seemto be little reason to require additional SCC
progranms for these orders. |In addition, the Northeast order does
not contain a SCC adjustnent. Comments filed by Northeast
i nterested persons argued that the predom nant use of mlk for
manufacturing in that area is nonfat dry mlk and butter, and that
yi el ds of these products are not affected by SCCs. A somatic cel
val ue adjustnment is not, therefore, included in the Northeast
order.

As in the proposed rule, for the orders containing a sonatic
cell adjustment provision the adjustrment will be applied to mlk

used in Casses Il, IIl and IV for handler billings, and to all
producer mlk for paynent to producers. This application of a SCC
adj ustment has worked well in the orders currently providing for

it, and should result in no additional marketing, testing or
accounting requirenents in those orders. At |east sone portions
of nmost of the consolidated orders for which the SCC adjustnent is
provi ded al ready contai n such provisions.

Several conments suggested including a maxi mum count of
25,000 psychrotrophic bacteria as a criterion for paynent of
positive SCC adjustnents. Even though there may be a valid reason
for including psychrotrophic bacteria for paynent purposes,
bacteria counts will not be included with this decision. Somatic
cell counts are the only quality adjustrments in this fina
decision. The issue of whether to include psychrotropic bacteria
as a paynment criteria is better left to a Federal order hearing
that specifically addresses the issue. |In contrast to a somatic
cell adjustment, which already is contained in many of the orders
with multiple conponent pricing, none of the orders currently
provide for adjustnents for bacteria counts.

Application of the Replacement Basic Formula Price(s).

Under this final rule, producers in nost Federal order



markets will be paid on a multiple conponent basis since the basic
formula price replacenent is based on individual mlk conponent
prices. Producers will be paid for the pounds of butterfat,
pounds of protein, pounds of other solids, a per hundredwei ght
price known as the producer price differential, and a per
hundr edwei ght sonmatic cell adjustnment. The producer price
differential returns to producers their pro rata share of the
proceeds of the classified pricing system The butterfat,
protein, and other solids prices paid to producers will be the
sane as the prices for those conponents announced for O ass ||
use regardl ess of the utilization of the mlk. Handler
obligations and producer paynments under the Federal orders that do
not provide for conponent pricing will be based on hundredwei ght
prices conmputed fromthese conponent prices.

Al t hough several comments supported the proposal that
mul tiple conponent pricing (MCP) be applied only to milk used in

Classes Il, Ill and 1V, several comments fromthe Southwest area
argued that it should be applied to all nmilk or not adopted at
all. National Farners Organi zation (NFO) also favored the

adoption of conponent pricing for all classes of mlk, and other
comrents favored the adoption of MCP for all Federal mlk orders.

Several New York comments stated that MCP woul d not benefit
producers, woul d serve only to inpose higher costs on handlers,
and shoul dn’'t be adopted for the Northeast. M chigan MIk
Producers expressed concern that the adjustment of protein val ue
to reflect the effect of additional butterfat in cheese woul d
i ncrease costs in the M deast because of the high percentage of
mlk used in (lowfat) Italian and Swi ss cheese in that market, and
requested that the M deast narket provide for the same kind of MCP
pricing currently used in the Southern M chigan market.

Al'l Federal orders outside of the three southeast orders with
relatively high Cass | use (Appal achian, Florida and Sout heast)
and Arizona-Las Vegas shoul d contain the same conponent pricing
plan. The affected orders have a large portion of their m |k used
i n manufactured products, and the conmponents in that mlk that
determ ne the yield of product available for handlers to sell are
the nost appropriate basis for determining its value. At the sane
time, there is no indication that MCP should apply to d ass
mlk, and it is difficult to justify pricing fluid mlk on an MCP
basis in terms of the econonic value of conponents in those
products.

Al t hough the proposed rul e included provisions for the
M deast order that would continue elenents of the current Southern
M chi gan MCP plan, further study supports the conclusion that
there is no benefit to establishing a conmponent pricing plan under
one order that differs significantly fromthe rest of the
consol idated orders. This issue is discussed nore thoroughly in



the M deast section of this decision.

Al of the Federal mlk orders will require changes to
accommodat e repl acenent of the current BFP with the multiple
conponent pricing plan or with its hundredwei ght price equivalent.
There will no longer be a butterfat differential under any order,
but butterfat prices. The sane butterfat price will be used for
butterfat in dass Il (with an addition of .7 cents per pound to
reflect the ass Il differential), Cass IIl, and dass IV, wile
a separate butterfat price, announced in advance, will apply to
butterfat used in Class I.

For purposes of allocation of producer receipts the
assunption will be nmade that the total nonfat solids, protein and
other (nonfat) solids cannot be separated easily from skimmilKk.
These nonfat solids will therefore be allocated proportionately
with the skimmnilk based on the percentage of protein and other
solids in the skimmlk received from producers.

For the Market Administrator to conpute the producer price
differential, handlers will need to supply additional infornmation
on their nmonthly reports of receipts and utilization. Handlers
that are filing reports in orders that currently have multiple
conponent pricing and a somatic cell adjustnment will see little or
no change in their reporting requirenments. Under orders that are
adopting conmponent pricing for the first time, the pounds of
protein, the pounds of other solids, and somatic cell information
will be needed in addition to the product pounds and the butterfat
currently reported. This data will be required fromeach handl er
for all producer receipts, including mlk diverted by the handler,
recei pts fromcooperatives as 9(c) handlers and, in sone cases,
receipts of bulk mlk received by transfer or diversion.

Paynents by handl ers to cooperative associations for O ass |
mlk will be calculated on the basis of the hundredwei ght of
Cass | skimmlk tinmes the ass | skimprice plus the pounds of
Class | butterfat times the Cass | butterfat price. Paynment for
Cass Il mlk will be determined on the basis of the dass Il
pounds of nonfat solids times the Cass Il nonfat solids price
(or, in non-MCP orders, the ass Il skimmlk price times the
hundredwei ght of Cass Il skimmlk), and the pounds of butterfat
in Class Il times the Class Il butterfat price. The Uass Il
nonfat solids price is conmputed by dividing the ass Il skimmlk
price by 9. dass IlIl mlk will be paid for based on the pounds
of proteinin dass Ill tines the protein price, the pounds of
other solids in Class IIl times the other solids price, and the
pounds of butterfat in Cass Ill tines the butterfat price. The
pounds of nonfat solids in Class IV tines the nonfat solids price,
and the pounds of butterfat in dass IVtines the butterfat price
will be used to calculate obligations for Class IV mlk. MIlk
used in Casses Ill and IV in orders that do not include MCP will



be paid for on the basis of the butterfat price per pound and the
applicable skimm Ik price per hundredwei ght. The appropriate
somatic cell adjustnment will apply to milk in Cass II, Cass Il
and Class IV

The Class | value of mlk to handlers will be cal cul ated by
mul tiplying the hundredwei ght of producer skimmlk in dass |
times the Class | skimprice plus the pounds of Class | butterfat

times the Class | butterfat price. dass Il nmilk value will be
conputed on the basis of the dass Il nonfat solids price tines

t he pounds of total nonfat solids in skimnilk allocated to O ass
Il and the pounds of butterfat in Class Il times the dass |
butterfat price. Cdass IlIl mlk value will be conputed based on
t he pounds of proteinin Cass IIl times the protein price, the
pounds of other solids in Class Ill tinmes the other solids price,
and the pounds of butterfat in Cass IIl tinmes the butterfat

price. The pounds of nonfat solids in ass |V tinmes the nonfat
solids price, and the pounds of butterfat in Cass IV tines the
butterfat price will conprise the value of dass IV producer mlKk.
MIk used in dasses Ill and IV in orders that do not include MCP
will be paid for on the basis of the butterfat price per pound and
the applicable skimmnmilk price per hundredwei ght. Al so incl uded
will be the appropriate somatic cell adjustnent applied to mlk in
Cass Il, Cass Ill, and dass IV, the value of overage, the val ue
of inventory reclassification, the value of other source receipts
and receipts fromunregul ated supply plants allocated to dass |
and the val ue of handler |ocation adjustnents.

For each marketw de pool using MCP, a producer price
differential price per hundredweight will be conputed that will
represent producers’ shares of the value of the pool. The tota
value of mlk to handlers in excess of the value of producer
protein, other nonfat solids and butterfat at the applicable
conponent prices will be determ ned by dividing that value by the
hundredwei ght of milk in the pool. For orders w thout MCP, the
value of mlk to handlers will be divided by the hundredwei ght of
producer mlk to conpute a uniformprice per hundredwei ght to
producers.

The handler's obligation to the producer settlenent fund
under MCP orders will be deternined by subtracting fromthe
handl er's value of nmilk the followi ng values: a) the total pounds
of producer mlk times the producer price differential adjusted
for location, b) the total pounds of butterfat tinmes the butterfat
price, c) the total pounds of protein tines the protein price, d)
the total pounds of other solids tinmes the other solids price, €)
the total value of the somatic cell adjustnents to producers’
mlk, and f) the value of other source mlk in dass | at the
producer price differential with any applicable location
adjustrmrent at the plant fromwhich the mlk was shi pped deducted



fromthe handler's value of mlk. |In orders w thout MCP, handler
obligations will be conmputed by subtracting the val ue of producer
mlk at the uniformprice per hundredwei ght fromthe value of mlk
to the handl er.

Paynents to producers traditionally have been nade in two
paynments, a partial paynment based, in nost cases, on the prior
nmonth's Class Il price and a final paynment at the uniformprice
to producers. This traditional paynment systemw |l continue, with
any exceptions for local marketing practices noted in the regi ona
di scussions. The partial paynent will be paid on a per
hundr edwei ght basis with the price equaling the conbi ned val ue of
the skimand butterfat prices for the lowest-priced class in the
previous nmonth. By conputing the partial paynment on a
hundr edwei ght basi s, confusion about the use of partial nonth
conponent test averages will be elimnated and handler's parti al
payrol | processing costs should not be affected. Final paynents
to producers and for 9(c) mlk will be based on: a) the
hundredwei ght of mlk tines the producer price differential
adjusted for location, b) the pounds of protein times the protein
price, c) the pounds of other solids tinmes the other solids price,
d) the pounds of butterfat tines the butterfat price, and e) the
somatic cell adjustnment rate tinmes the hundredwei ght of mlKk.

Since producers will be receiving paynents based on the
conponent levels of their nmilk, the payroll reports that handl ers
supply to producers and to the Market Admi nistrator rust reflect
the basis for such paynment. Therefore the handler will be
required to supply the producer not only with the information
currently supplied, but also: a) the pounds of butterfat,
protein, and other solids in the producer's mlk, as well as the
average sonmatic cell count of the producer's mlk, and b) the
mnimmrates that are required for paynment for each pricing
factor and, if a different rate is paid, the effective rate al so.
The requirement that paynment factors be reported to producers when
producers are paid currently exists in all of the orders.

Addition of the conmponent information is purely a conform ng
change. Administration of these provisions should not be changed
fromcurrent practices.

Wth advance pricing of Cass | and the inherent instability
of the comodity markets there may be occasi ons when the
conput ati on of the producer price differential results in a value
of zero or below. The orders should contain no provision to
prevent the producer price differential frombeing a negative
val ue.

The followi ng tables contain the prices conputed based on the
formul as and data series described in this final decision for the
peri od of January 1994 through Decenber 1998. The prices are
shown for information purposes only. These prices result fromthe



strict application of the formulas to prior nmarketing situations.
These prices should not be interpreted as prices that woul d have
actually occurred throughout the data period because industry
participants |likely would have reacted differently to the price

| evel s that woul d have resulted fromthe revised pricing plan than
they reacted to the actual price |evels.



Actual CQass Prices and Final Decision Cass Prices and Class | Price Mver*, by Mnth
January 1994 t hrough Decenber 1998
Year and Basi c Final Class | Final Cass | Class IIl-A | Final Cass Class |11 Fi nal d ass
Mont h For mul a I Price Il Price Price IV Price Price Il Price
Price Mover *
1994 Dol lars per cw.
January $12. 41 $11. 72 $11. 49 $10. 22 $10. 22 $13. 25 $11. 05
February $12. 41 $11. 73 $11. 64 $10. 23 $10. 19 $12. 26 $10. 90
Mar ch $12. 77 $12. 02 $12. 33 $10. 32 $10. 33 $12. 61 $11.01
April $12. 99 $12. 90 $12. 89 $10. 34 $10. 41 $13. 19 $11. 10
May $11.51 $12. 15 $11. 05 $10. 24 $10. 17 $13. 88 $11. 06
June $11. 25 $10. 56 $10. 37 $10. 09 $10. 10 $12. 18 $10. 72
July $11. 41 $11. 10 $10. 90 $10. 13 $10. 18 $10. 35 $10. 80
August $11. 73 $11. 63 $11. 06 $10. 38 $10. 42 $11. 84 $11. 03
Sept enber $12. 04 $11. 84 $11.76 $10. 35 $10. 32 $12. 95 $10. 93
Cct ober $12. 29 $11. 92 $11. 74 $10. 36 $10. 31 $12. 15 $10. 90
Novenber $11. 86 $11. 80 $11. 49 $10. 40 $10. 36 $12. 53 $11.01
Decenber $11. 38 $10. 91 $10. 88 $10. 17 $10. 16 $12. 24 $10. 87
Aver age $12. 00 $11. 69 $11. 47 $10. 27 $10. 26 $12. 45 $10. 95
*Devel oped for informational purposes only. Advanced skimmlk and butterfat prices will

be used to calcul ate C ass

price for succeedi ng nonth.




Actual CQass Prices and Final Decision Cass Prices and Class | Price Mver*, by Mnth
January 1994 t hrough Decenber 1998
Year and Basi c Final Class | Final Cass | Class IIl-A | Final Cass Class |11 Fi nal d ass
Mont h For mul a I Price Il Price Price IV Price Price Il Price
Price Mover *
1995 Dol lars per cw.
January $11. 35 $10. 64 $10. 66 $10. 06 $10. 07 $11. 02 $10. 71
February $11.79 $11. 19 $11. 33 $10. 12 $10. 23 $11. 35 $10. 85
Mar ch $11. 89 $11. 59 $11. 49 $10. 22 $10. 25 $12. 20 $10. 85
April $11. 16 $11. 07 $11. 08 $10. 27 $10. 28 $12. 09 $10. 89
May $11. 12 $10. 74 $10. 55 $10. 21 $10. 29 $12. 19 $10. 89
June $11. 42 $10. 78 $10. 56 $10. 37 $10. 36 $11. 46 $11. 04
July $11. 23 $11. 10 $10. 64 $10. 61 $10. 60 $11. 42 $11. 23
August $11.55 $11. 00 $10. 88 $10. 82 $10. 94 $11. 72 $11.52
Sept enber $12. 08 $12.51 $12. 37 $10. 90 $10. 89 $11. 53 $11.52
Cct ober $12. 61 $12. 93 $12. 69 $11. 66 $11. 46 $11. 85 $12. 09
Novenber $12. 87 $13. 19 $12. 96 $12. 40 $11. 95 $12. 38 $12.52
Decenber $12.91 $13. 34 $12. 84 $11. 24 $11. 13 $12.91 $11. 61
Aver age $11. 83 $11. 67 $11.50 $10. 74 $10. 70 $11. 84 $11.31
*Devel oped for informational purposes only. Advanced skimmlk and butterfat prices will

be used to calcul ate C ass

price for succeedi ng nonth.




Actual Cass Prices and Final Decision Cass Prices and Class | Price Mver*, by Mnth,
January 1994 t hrough Decenber 1998
Year and Basi c Final Class | Final Cass | Class IIl-A | Final Cass Class |11 Fi nal d ass
Mont h For mul a I Price Il Price Price IV Price Price Il Price
Price Mover *
1996 Dollars per cw.
January $12. 73 $12. 82 $12. 32 $11. 16 $11. 15 $13. 17 $11. 84
February $12. 59 $12. 62 $12. 37 $10. 39 $10. 70 $13. 21 $11. 63
Mar ch $12.70 $12. 66 $12.52 $10. 32 $10. 49 $13. 03 $11. 17
April $13. 09 $12. 84 $13. 15 $10. 52 $10. 65 $12. 89 $11. 29
May $13. 77 $13. 68 $13. 12 $11. 90 $11. 74 $13. 00 $12. 12
June $13. 92 $14. 28 $13. 31 $15. 12 $14. 25 $13. 39 $14. 07
July $14. 49 $15. 41 $13. 41 $16. 01 $15. 32 $14. 07 $15. 95
August $14. 94 $15. 32 $14. 02 $15. 82 $15. 44 $14. 22 $16. 35
Sept enber $15. 37 $15. 74 $15. 17 $15. 85 $16. 09 $14.79 $15. 89
Cct ober $14. 13 $15. 28 $13. 54 $14. 94 $14. 82 $15. 24 $15. 62
Novenber $11. 61 $12. 33 $11. 33 $12. 18 $12. 10 $15. 67 $13. 03
Decenber $11. 34 $11. 06 $10. 68 $11. 75 $11.76 $14. 43 $12. 67
Aver age $13. 39 $13. 67 $12.91 $13. 00 $12. 88 $13. 93 $13. 47
*Devel oped for informational purposes only. Advanced skimmlk and butterfat prices will

be used to calcul ate d ass

price for succeedi ng nonth.




Actual CQass Prices and Final Decision Cass Prices and Class | Price Mver*, by Mnth
January 1994 t hrough Decenber 1998
Year and Basi c Final Class |Final Class [ Class IIl-A | Final Cl ass Class 11 Fi nal Cl ass
Mont h For mul a I Price Il Price Price IV Price Price Il Price
Price Mover *

1997 Dol lars per cwt.
January $11. 94 $11. 62 $11. 05 $11. 50 $11. 68 $11.91 $12.52
February $12. 46 $11. 95 $11. 56 $12. 36 $12. 34 $11. 64 $13. 02
Mar ch $12. 49 $12. 74 $11. 55 $12.78 $12. 80 $12. 24 $13. 33
Apri | $11. 44 $12. 65 $11. 23 $12. 10 $12.13 $12.76 $12. 87
May $10. 70 $11. 20 $10. 23 $11. 56 $11. 58 $12. 79 $12. 53
June $10. 74 $11. 95 $9. 96 $12. 22 $12. 06 $11. 74 $12. 77
July $10. 86 $11. 98 $10. 13 $12. 06 $11. 93 $11. 00 $12. 54
August $12. 07 $11. 97 $11. 50 $11. 88 $11.91 $11. 04 $12. 63
Sept ermber $12. 79 $12. 42 $12. 32 $11. 87 $11. 83 $11. 16 $12. 55
Cct ober $12. 83 $12. 76 $12. 54 $13. 50 $13. 29 $12. 37 $13. 98
Novenber $12. 96 $13. 80 $12. 59 $14.01 $13. 86 $13. 09 $14. 56
Decenber $13. 29 $13.81 $12. 55 $12. 46 $12.72 $13.13 $13. 43
Aver age $12. 05 $12. 40 $11. 43 $12. 36 $12. 34 $12. 07 $13. 06

*Devel oped for infornmationa
be used to calculate d ass

pur poses only.
price for succeedi ng nonth.

Advanced skimmlk and butterfat prices wll




Actual CQass Prices and Final Decision Cass Prices and Class | Price Mver*, by Mnth
January 1994 t hrough Decenber 1998
Year and Basi c Final Class |Final Class [ Class IIl-A | Final Cl ass Class 11 Fi nal Cl ass
Mont h For mul a I Price Il Price Price IV Price Price Il Price
Price Mover *

1998 Dol lars per cwt.
January $13. 25 $12.76 $12.51 $12. 04 $12. 29 $13. 26 $13. 02
February $13. 32 $13. 03 $12. 87 $12. 89 $13. 07 $13. 59 $13.78
Mar ch $12.81 $12. 75 $12. 50 $12. 67 $12. 79 $13. 55 $13. 49
Apri | $12.01 $12. 69 $11. 50 $12. 88 $12. 90 $13. 62 $13. 59
May $10. 88 $13. 27 $10. 65 $13. 96 $13. 54 $13. 11 $14. 24
June $13. 10 $14. 20 $12. 65 $15. 38 $14. 89 $12. 31 $15. 54
July $14. 77 $15. 35 $14.12 $15. 59 $15. 62 $11. 18 $16. 15
August $14. 99 $16. 25 $14. 21 $16. 52 $16. 38 $13. 40 $16. 96
Sept ermber $15. 10 $18. 32 $14. 66 $19. 81 $18. 71 $15. 07 $19. 28
Cct ober $16. 04 $18. 06 $16. 05 $18. 13 $18. 19 $15. 29 $18. 67
Novenber $16. 84 $16. 82 $16. 90 $14. 87 $15. 71 $15. 40 $16. 39
Decenber $17. 34 $17. 44 $17.51 $13. 48 $13. 39 $16. 34 $13. 98
Aver age $14. 20 $15. 08 $13. 84 $14. 85 $14. 79 $13. 84 $15. 42
60- Mont h Avg $12. 70 $12. 90 $12. 23 $12. 24 $12. 20 $12. 83 $12. 84

*Devel oped for infornmationa
be used to calculate d ass

pur poses only.
price for succeedi ng nonth.

Advanced skimmlk and butterfat prices wll




