3. CLASS I PRICING STRUCTURE

Thi s decision adopts a Class | pricing structure that
provi des incentives for greater structural efficiencies in the
assenbly and shiprment of milk and dairy products. In conjunction
with other refornms discussed in this decision, the adopted O ass |
price structure provides the necessary changes needed to inprove
mlk pricing in the consolidated markets. The adopted O ass |
pricing structure results fromadditional quantitative and
gualitative anal yses of Qption 1A and Option 1B that were
presented in the proposed rule issued January 21, 1998 (the PR),
consi deration of public conments received to these options, and
the legislative requirenents of the AMAA. The adopted d ass
pricing structure utilizes USDSS nodel results adjusted for al
known plant |ocations and establishes differential |evels that
wi Il generate sufficient revenue to assure an adequate supply of
m |k while maintaining equity anmong handlers in the mni mum prices
they pay for mlk bought fromdairy farners.

Background

Al t hough not required by the 1996 FarmBill, the |egislation
provi ded aut horization for the Secretary to review the O ass |
price structure as part of the consolidation of the orders
i ncluding the consideration of utilization rates and multiple
basi ng points for developing a pricing system In any event, the
consolidation of orders requires the review of the pricing system
because historically, Cass | pricing provisions, as well as other
Federal order provisions, have been reviewed primarily on an
i ndi vidual market basis. The reformeffort provides the
opportunity to consider and establish a nationally coordinated
Cass | pricing surface that uses |ocation adjustnments to the
differential levels to price mlk for fluid use in every county in
the United States.

The PR provided an extensive review of 7 options that were
devel oped and considered. After qualitative and/or quantitative
analysis, all but Option 1A and Option 1B were prelimnarily
elimnated for various stated reasons. Nonetheless, the PR
invited coments on any of the seven pricing options or any other
pricing ideas. Also, the Departnent indicated a preference for
Option 1B for a nunber of reasons. Nearly all of the public
conments received in response to the PRon Class | price structure
focused on the relative nmerits of Option 1A and Option 1B. No
per suasi ve conments were received to cause the Departnent to
further consider the other five options.

The USDSS Model

Option 1A and Option 1B were based to a significant degree on
the U S. Dairy Sector Simulator Mdel (USDSS). The USDSS was used
to evaluate the geographic or “spatial” value of mlk and nmilk
conponents across the U S. Using 240 supply locations, 334



consunption | ocations, 622 dairy processing plant |ocations, 5
product groups, 2 mlk conponents (fat and solids-not-fat) and
transportation and distribution costs anpbng all |ocations, USDSS
det erm nes econonic efficient |location values for mlk and mlk
conponents. The nodel initially used data from May and Cct ober
1995, and for this decision used updated data from May and Cct ober
1997.

The supply and consunption of mlk used by the nodel are
aggregated to geographi c points -—consunption points and supply
points — to sinplify a very conplex problem The production of
m | k and the consunption of dairy products are fixed at the
various supply and consunption points used by the nodel. Plant
| ocations were restricted to those presently processing products
but plant processing |ocations were not constrained with respect
to the volunme processed. Processing costs were assuned to be
uni form bet ween | ocati ons and across plant vol umes (no economni es
of scale). Therefore, the nodel allowed processing to nove anong
avail able locations to find the | east cost solution in termnms of
assenbly from supply points through distribution to consunption
poi nt s.

Transportation costs in the nodel include costs of raw mlk
assenbly, interplant bul k shipnment, and the cost of hauling
finished products. Transportation costs anong regions reflected
not only distance traveled, but also differences in wage rates and
State highway weight Iimt restrictions. Wile assenbly costs and
i nterplant bul k shiprments were cal culated using a |inear cost
function, the finished product functions were non-linear. In
fact, finished product hauling costs (e.g., packaged mlk) fel
bel ow raw m | k assenbly and hauling costs on an equival ent unit
basis in many cases at distances nore than 900 mles. Previous
spati al nodeling had assumed constantly higher finished product
transportation costs versus raw mlk assenbly and shi pping costs
for all distances. The updated nodel results were based on
transportation cost analyses, particularly the reduction in
distribution costs for finished products resulting in distribution
costs for these products on par with bulk mlk assenbly and
haul i ng costs.

The output fromthe USDSS nodel provided information as to
optimal processing | ocations and volunes at those |ocations, mlk
assenbly, and intermedi ate and finished product distribution
flows. It represented a |east cost, or “nost efficient”
organi zation of the industry. Inportantly for the research, the
nodel provided the marginal values (i.e., the value of one nore
unit) of mlk at each location. These values, technically known
as shadow prices, are indicative of values that are consistent
with the optimzed solution. A shadow price on one unit of mlk
at any processing location can be interpreted as follows: If the



processor at a particular location had one nore unit of mlk, the
entire pattern of nmlk assenbly, and product transportation could
be reorgani zed in such a way that marketing costs, equal to the
shadow price, could be saved. This notion of marginal value is
consi stent with econonic theory on how prices are determined in a
conpetitive market.

The significance of the shadow value in ternms of mlk price
regul ation may be stated: If the regulated price, or cost of mlKk,
is arbitrarily set higher than the shadow price at a particular
processing | ocation, a |lower cost solution could be found by
processing nore nmilk at another location. This would inply higher
transportation costs for either raw mlk assenbly, finished
product distribution, or both. Such a result clearly leads to a
hi gher cost, less efficient system It is also contrary to what
is generally thought of as the “orderly marketing” of mlk which
is a fundanental reason for the existence and goal of Federal mlk
mar ket i ng orders.

It should be stressed that the cal cul at ed shadow prices of
t he nodel output provide information regarding the relationship of
t he prices anong geographic |ocations. They do not provide
gui dance regarding the overall level of Class | prices or
differential values. That is, the nodel does not help us
under stand whether the Cass | differential should arrive at a
Cass | price of $14 in Mnneapolis and $15 in New York City, or
$15 in Mnneapolis and $16 in New York City. However, it does
tell us that the resulting Aass | price difference between the
two | ocations should be about one dollar.

A positive aspect of the USDSS nodel is the degree of detai
available in the output. This detail is achieved through the
careful assenbly of spatially disaggregated data. However, it
shoul d be renenbered that by its construction, the USDSS is a
“model ” and thus a sinplification of a conplex dairy industry.
That notwi thstandi ng, the USDSS nodel does provide an objective
and quantitative gui depost fromwhich to conpare current federa
order differentials and in considering possible alternatives.

Several factors were considered in selecting a repl acenent
for the current! Class | price structure that served to formthe
criteria used to examne options. First, a Cass | price
structure nmust be considered froma national, as well as a | oca
or regional, perspective. Many coments fromindustry addressed
Class | pricing issues froma local or regional perspective in the

1 Any references to the "current” systemof Class | prices or the

“current" price structure are to be interpreted as those established in
or after the final decision based on the 1990 national hearing issued
March 5, 1993 (58 FR 12634).



devel opnent of options presented in the PR These comments

provi ded val uabl e information about particul ar markets but
generally did not consider the feasibility or inmpact of a local or
regi onal issue on a national basis. Wile remining mndful of

| ocal and regional concerns, USDA has also evaluated alternative
Cass | pricing structures froma national perspective, as should
be expected, given the national concerns expressed about nilk
pricing.

Second, a Class | price structure nust recognize the |ocation
value of mlk. Results fromthe USDSS nodel confirmthat mlk has
val ue at location. As described earlier, the nodel provided
shadow prices reflecting the relative values of nmilk and mlk
conponents at geographic locations. Wile the nodel shadow prices
did not suggest Class | differentials for specific locations, they
do provide a neans to evaluate price rel ationshi ps anong
| ocati ons.

Third, a dass | price structure nust recogni ze all uses of
mlk. The classified pricing systemcontained in the Federal mlk
order programvalues nilk for fluid use higher than mlk used for
soft or hard manufactured products. The higher dass | price
encourages all mlk to be used first to satisfy Class | needs. At
t he point where the cost of noving mlk froman alternate | ocation
for Class | use is equal to the cost to supply mlk for
manuf act ured products, demand for manufactured products influences
a market's ability to procure mlk for dass | needs. Thus, al
uses of milk nust be considered when evaluating a national d ass
pricing structure.

Finally, a Cass | price structure nust neet the requirenments
of the AMMA. The broad tenet of the AMAA is to establish and
mai ntain orderly marketing conditions. For the Federal m |k order
program this is achieved primarily through classified pricing and
pooling. Wth regard to pricing, it is recognized that the
objective of the AMMA is to stabilize the nmarketplace with mini mum
prices, not to set nmarket prices. The pricing criterion of the
AMAA, 8§ 608c(18), requires prices that are reflective of economc
conditions affecting supply and denand for mlk and its products.
In this regard, consideration was given to whether the proposed
prices woul d generate sufficient revenue for producers necessary
to maintain an adequate supply of milk. Equally inportant, the
prices need to provide equity to handlers with regard to raw
product costs as required by 8§ 608c(5) of the AMAA
Evaluation Criteria

In evaluating the final Cass | pricing options, nine
performance criteria, based upon regulatory objectives and
requirements of the AMAA, were again used as they were in the PR
The evaluation criteria are divided into two categories, objective
and admini strative. The objective criteria are as foll ows:



1. Ensure an adequate supply of milk for fluid use. C ass
price levels need to provide a sufficient price signal to maintain
an adequate supply of mlk for fluid use. This supply level can
be achi eved through either the nmovenent of nmilk to where it is
needed, increased production, or sone conbi nation of both.

2. Recognize quality (Gade A) value of mlk. Gade A nmlk
is required for fluid use. Additional costs of obtaining and
mai ntai ning Gade A status need to be reflected in dass | prices.

3. Provide appropriate market signals. A Cass | price
shoul d send tinely signals to the nmarket regardi ng supply/ demand
condi ti ons.

4. Recognize value of nmilk at location. Basic economc
theory, validated by actual narket observations and University-
based research, affirns that mlk for dass | use has a different
value at different locations. This value needs to be reflected in
the Class | price in order for the systemto recogni ze and
resenble the market rather than interfere with the market.

5. Facilitate orderly marketing with coordi nated system of
prices. A systemof Cdass | prices needs to be coordinated on a
nati onal level. Appropriate levels of prices will provide
alignment both within and anong marketing areas. This
coordination is necessary for the efficient and orderly nmarketing
of mlKk.

6. Recognize handler equity with regard to raw product
costs. Appropriate levels of ass | prices provide known and
visible prices at all l|ocations thereby ensuring that handlers are
able to conpete for available mlk supplies on an equitable basis.

Three administrative criteria are identified and described as
foll ows:

1. Mninize requlatory burden. The dass | price structure
shoul d not significantly increase the burden on handlers,
particularly small businesses. This would include increased
reporting requirements and record keeping, as well as possible
increases in administrative assessnments shoul d Market
Admini strators be required to nanage a nore conpl ex regul atory
system

2. Mnimze inpact on snmall businesses. The Cass | price
shoul d be set at a |l evel that does not disadvantage snal
busi nesses in conpetition with |arge busi nesses.

3. Provide long-termviability. The Class | price structure
shoul d be expected to operate for an extended tine period without
maj or nodi fications.

The nine evaluation criteria |listed above are used to
gqualitatively evaluate each of the options. Each option is
eval uat ed based on how the option perforned conpared to the
current system either better than, worse than, or the sane as,
for each performance criterion. The results of the qualitative




anal ysis provided a prelimnary framework for quantitative
anal ysis using a multi-regional nodel devel oped by the Econonmnic
Research Service (ERS) of the Departnent.

As previously indicated, Option 2 - Relative Use
Differentials, Option 3A - Flat Differentials, Option 3B -
Modified Flat Differentials, Qotion 4 - Denmand- Based
Differentials, and Option 5 - Decoupled Baseline dass | Prices
with Adjustors, were elimnated fromfurther consideration. They
were elimnated for various reasons including failure to adhere to
AMAA requirenments, the likelihood of creating disorderly nmarketing
conditions, and inpacts on small businesses. A discussion of the
five elimnated options, including the eval uation agai nst the
criteria and/or quantitative analysis were described in detail in
the PR
The Final Options

Three options forned the basis for final consideration and
are described below. Al options present national Cass | pricing
structures devel oped utilizing the USDSS nodel. The options
continue to vary in their reliance and application of the USDSS
nodel but all renmain based on econom c principles contained within
the nodel. These options include OQption 1A a nodified Option 1B,
and the adopted Class | pricing structure.

Option 1A: Location-Specific Differentials

Option 1A establishes a $1.60 per hundredwei ght fixed
differential for three surplus zones (Upper M dwest, Wst, and
Sout hwest) within a nine-zone national price surface, and for the
ot her six zones, an added conponent that reflects regi ona
differences in the value of fluid and manufacturing mlk. This
option enphasi zed current supply and demand conditions with the
USDSS nodel out put.

Sone m nor changes were nmade to the Qption 1A differential
| evel s presented in the PR The changes only invol ved adjusting
certain county specific differentials to provide for nore
appropriate price alignnent in several counties in the northeast,
seven counties in Florida, and one county in North Carolina.

O her than these mnor changes, Option 1A is the sane as published
in the PR

Modified Option 1B: Relative Value-Specific Differentials

This option continues to establish Class | differentials
based on a rel ationshi p between prices and geographic |ocation as
i ndi cated by the USDSS nodel, but uses nore current data.

Modi fications were nade to Option 1B with respect to how adj usted
Cass | differentials were established for each county in the
United States. This nodified version of Option 1B continues to
establish differential levels by setting and equating the relative
val ue-specific differential of $1.20 per hundredwei ght in

M nneapolis, Mnnesota. The Option 1B differentials in the PR



relied on an algorithmto set location adjusted differentials in
every county. The nodified Option 1B price surface takes into
full account all known plant |ocations as was done in the

devel opnent of Option 1A. This approach ensures that all plants
simlarly located woul d have simlar prices.

The Adopted Class | Price Structure

The adopted Class | pricing structure establishes a price
surface that also utilizes USDSS nodel results adjusted for al
known plant locations and establishes differential |evels that
will result in prices that generate sufficient revenue to assure
an adequate supply of mlk. The differential levels will better
mai ntain equity by raising the level 40 cents per hundredwei ght
hi gher than the | evel proposed in Qption 1B and in nodified Option
1B. The higher differential |evel reduces the likelihood of
class-price inversions, where the Class | prices are below the
manufacturing mlk prices for the nonth.

The USDA Multi-Regional Dairy Sector Model

Option 1A, nodified Option 1B and the adopted O ass |
pricing structure were evaluated qualitatively against the
evaluation criteria and quantitatively utilizing the USDA multi -
regi onal dairy sector nodel. This npdel was devel oped to answer
sone very specific questions about possible changes in the dairy
sector, particularly changes being considered in mlk marketing
orders. The main focus of the nodel’s devel opnment and use was to
guantitatively exam ne the inpacts of the changes under
consideration in the classified pricing of mlk and dairy products
inthe mlk order systemon an order-by-order and regional basis,
and for other areas of the country not currently a part of the
m |k order system

The nmul ti-regional nodel establishes a baseline consistent
with the USDA official baseline projections for the dairy sector.
It assumes 36 regions. These include: 32 Federal MIk Marketing
Order areas (including Tennessee Valley that was term nated on
Cctober 1, 1997) and four non-Federally regul ated areas
(California, Gher Unregul ated Wstern Counties, Unregul ated
Nort hern New York and New Engl and and O her Unregul ated Eastern
Counties) and projects baseline information through the year 2005.
The denarcation between the unregul ated Western and Eastern
counties follows a line extending north to south on the eastern
State borders of North Dakota, South Dakota, Nebraska, Kansas,

&l ahoma and Texas.

The nodel baseline also assunes that the ass Il price
woul d be the Basic Fornula Price (BFP), the dass Il price would
be the BFP plus 30 cents, each region’s ass | price would be the
BFP plus the current Cass | differential and the Class Ill-a
price would continue. All other changes to mlk order provisions
together with the three price surface alternatives are presented



as changes fromthe baseline over the period of the years 2000
t hrough 2005. Each of the alternatives include the inpact of
consolidation into 11 regional markets and novi ng to whol esal e
product price forrmulas in setting the class prices.

Fromits baseline, the nodel has the ability to quantify the
i mpacts of pricing changes in the consolidated regions and in
estimating how the end use of mlk may be expected to change with
t he changes in how the order programw |l price mlk. The node
can generate long-term supply, demand, and price projections that
are consistent with the USDA official baseline projections.

The nodel estimates regional mlk production based estinates
of m | k-per-cow and nunber-of-cows for the 36 defined areas. The
mlk cow inventory and m | k-per-cow estinates for each area is
based upon reported state data. Changes in the inventory of cow
nunbers and out put - per-cow for each region are related to regi ona
farmmlk prices and feed costs, and past regional net returns to
dairy farmers (a measure of profitability). MIk marketings in
the region are in direct relationship to mlk production in the
regi on.

Once the volunme of regional mlk marketings is determ ned,
marketings are distributed to seven uses: bottled whole mlKk,
bottled lowfat nmilk, soft manufactured dairy products, Anerican
cheese, other cheese, butter, and nonfat dry nmilk. Each of the
seven uses has a retail denmand equation. GCenerally, the denmand
for the specific product is a function of per capita incone, the
retail price or the Consunmer Price Index (CPlI) of the product, and
the price or CPl of a substitute product (e.g. margarine for
butter).

Demands for raw mlk for use in fluid mlk products and soft
manuf actured dairy products have priority in the nodel and such
demands are filled regionally fromthe region’s raw mlk supply
before the national demands of the hard nmanufactured product
markets are net. The Class | and Class Il uses of milk in each
regi on are based upon differences in prices and popul ati on by
region. A CPl for fluid mlk and other dairy products are
estimated for each regi on based upon a margi n mark-up equation and
the region"s ass | and dass Il prices. These values are used
to estimate regional per capita use, and when multiplied by
proj ected popul ati on for each regi on, determ ne the anmount of mlk

allocated to Class | and dass || uses.
The sum of each region’s raw m |k supply less the m |k used
in dass | and dass Il results in a neasure of the nationa

manufacturing mlk supply. The nodel solves for equilibriumin
supply and demand by sol ving for whol esal e prices of cheese,
butter, and nonfat dry mlk that equate the supply and denand in
the hard manufactured dairy product nmarkets. The hard
manuf act ured product nmarkets, the Cass | markets, the dass |



markets, and the farmlevel raw m |k supply are |inked through
price equations that relate the changes in whol esal e product

prices to changes in prices for mlk used in dass I, Cass Il
Cass IlIl, dass Ill-a (or Cass |IV) and the farmlevel all-mlk
price.

A Cdass Ill and ass Ill-a (or Cass IV) price is calcul ated
fromthe nodel’s estimates of whol esal e cheese, butter, and nonf at
dry mlk prices; and these Class IIl and ass Ill-a (or dass |V
prices are used to predict Class | and ass Il prices. Changes
in Class | and Cass Il prices affect demand for Class | and d ass

Il products and the amount of mlk available nationally for
cheese, butter, and nonfat dry m |k production. Likew se, the
amount of milk used in each class in each region and the regi ona
class prices affect the farmlevel all-mlk price and the supply
of rawmlk in the region and therefore the anount of nmilk
avai l abl e nationally for cheese, butter, and nonfat dry mlk
production. The nodel iterates until an equilibriumis achieved
for the year in the whol esal e product markets and t hen advances to
t he next year.

A brief summary of the quantitative inpacts of each
alternative price surface is included with the qualitative
anal ysis presented below. A detail ed description of the USDA
multi-regional dairy nodel, as well as a conpl ete discussion of
the inmpacts of the pricing alternatives are contained in the Fina
R A

Option 1A: Location-Specific Differentials

Option 1A woul d establish a nationally coordi nated system of
| ocation-specific Cass | differentials reflecting the relative
econom ¢ value of milk by location. An inportant feature of the
option is the location adjustnents that geographically align
mnimmOdass | nmlk prices paid by fluid mlk processors
nati onwi de regardl ess of the defined m |k marketing area
boundari es or order pooling provisions. A basic prenise of Option
1A is that the value of nilk varies according to | ocation across
the United States.

Conpared to the nodified Option 1B and the adopted C ass |
price structure, this option tends to nost reflect the current
Cass | pricing surface. Al though extrenely simlar to the
current Class | price surface, there are distinct differences.
Option 1A would establish a nationally coordi nated price surface
that uses location adjustnents to adjust the price of mlk for
fluid use for every county of the United States.

Under Option 1A Cdass | differentials are the lowest in
geogr aphi cal areas evidencing the |argest supplies of milk
relative to local/regional fluid mlk needs. The differentials
beconme progressively higher as they nove fromthese areas to
markets with | ess production relative to demand for fluid mlKk.



Nine differential zones provide the basis for establishing the
price structure. These zones were established based on results of
t he USDSS nodel, know edge of current supply and dermand

condi tions, and recognition of other marketing conditions such as
fluid versus manufacturing markets, urban versus rural areas, and
surplus versus deficit narkets.

Cass | differentials under this option range froma | ow of
$1. 60 per hundredwei ght in the | owest val ued zones of the Upper
M dwest, Sout hwest, and West, where there are abundant supplies of
mlk in excess of fluid mlk use, to a high of $4.30 per
hundredwei ght in Florida, where there are deficit supplies of mlk
for fluid use.

Anal ysis Based on Evaluation Criteria. Option 1A perforns
equal to or better than the current Cass | systemin each of the
evaluation criteria. This is largely explained by the
adjustnents, inprovenents, and fine-tuning nade to the current
systemof Class | differentials

Option 1A was eval uated agai nst the objective criteria as
foll ows:

1. Ensure an adequate supply of mlk for fluid use. Option
1A perfornms essentially the sane as the current price structure in
ensuring an adequate supply of mlk for fluid use. Option 1A
changes current differential |evels in some regions to nore
accurately reflect current mlk supply-demand conditions. Option
1A will have minimal inpacts on farmlevel mlk prices and shoul d
ensure adequate supplies of mlk for fluid use.

2. Recognize quality (Gade A value of mlk. Option 1A
recogni zes the quality value (Gade A) of mlk through the
addition of a differential that begins at $1.60 per hundredwei ght
in the base zone.

3. Provide appropriate market signals. Option 1A adjusts
and refines the existing ass | price structure to provide
appropriate market signals. |In sone geographical areas, C ass
differentials would be increased. These changes indicate that
current Class | differential levels are not high enough to attract
adequate supplies of mlk to the applicable fluid m |k markets.

In certain other areas, Class | differentials would be | owered,
i ndicating that they exceed | evels necessary to adequately supply
the associated markets with their fluid nmlk needs.

4. Recognize value of nmilk at location. The spatial val ues
of mlk reflected in tion 1A recogni ze the value of nmilk at
| ocation nore accurately than the current systemfor two principa
considerations. First, in structuring the differentials in Option
1A, the effect of current dass | differential levels on mlk
suppl i es, demand, and dairy farner returns regionally during the
past decade were considered. Second, the relative values of mlk
and m |k conmponents at geo?raphic | ocations throughout the United
States fromthe USDSS nodel results were considered.

5. Facilitate orderly marketing with coordi nated system of
prices. Option 1A provides a conprehensive national pricing
surface for Class | nmilk that establishes a value for Cass | mlk
in every county. Thus the price any processor would pay for mlk
woul d be the sanme regardl ess of which order the processor is
regul ated under. As such, Option 1A is an inprovenent over the




current price structure which evolved in a pieceneal fashion
Additionally, the ass | differentials and |ocation adjustments
in Option 1A would facilitate nore efficient and orderly marketing
of mlk for fluid use through the nationw de coordi nati on of
prices when conpared to the current system

6. Recognize handler equity with regard to raw product
costs. Cass | differentials proposed under Option 1A are
consistent with the inherent econonmic value of milk at |ocation
The coordination and alignment of prices, based upon cost
di fferences and current marketing conditions, better ensures
handl ers of equity in conpeting for available mlk supplies.

Option 1A was eval uated agai nst the objective criteria as
foll ows:

1. Mninize requlatory burden. Option 1A would not change
the regul atory burden of the Federal order program Option 1A
woul d not result in increased reporting, record keeping,
conpliance, or administrative costs to handl ers.

2. Mninmze inpact on snmall businesses. In regions where
nore of the actual value of fluid mlk would be reflected in the
differentials than is currently reflected, small busi nesses may
have a margi nal inprovenent in their relative conpetitive
bar gai ni ng position vis-a-vis large businesses. This is based on
t he concept that |arge businesses (producers, cooperatives or
handl ers) are better able to negotiate prem uns above ni ni mum
order prices due to advantages attained fromtheir size. Overall,
this option is not expected to materially inpact snmall businesses
differently than the current price structure.

3. Provide long-termviability. To the extent the |ocation
adjusted Class | differentials under Option 1A will correct
i nstances of price misalignnent and nore accurately reflect the
econom ¢ value of mlk by location, the long-termviability of
Option 1A is expected to exceed that of the current price
structure.

Because the USDSS nodel only determines the relative val ue
differences for fluid mlk between |ocation, it could not be used
for determining an appropriate differential level. Option 1A
utilizes $1.60 per hundredwei ght as the mnimumdifferential
level. A conplete explanation of the factors that devel oped and
explain this differential level was set forth in the PR In
summary of those reasons, the $1.60 per hundredweight differential
level 1s used in Option 1A because it would ensure a sufficient
supply of milk for fluid uses in the nobst sur?lus r egi ons.

Option 1A wll have little inpact on small busi nesses, either
producers and processors. In certain situations, it may inprove a
smal | busi ness’ conpetitive marketing position as conpared to
current levels. Because the $1.60 base zone differential includes
a conpetitive factor as discussed previously, nore of the actua
value of fluid mlk will be reflected in the m ni mum Federal order
price. This nmay decrease the | evel of the over-order val ue that
nust be negotiated between processors and producers. Doing this
woul d provide small businesses with a nore equitable conpetitive

osition.

P Quantitative analysis of Option 1A using the USDA nulti-
regi onal nodel evaluated the various inpacts of this pricing
option. Overall, the magnitude of price and i ncome changes under
Option 1A is relatively small when conpared to the baseline.
Option 1A results in an 8-cent increase in the average d ass




price for all current Federal orders. Further details of the

I mpact of these Cass | price changes, and others, that are based
on the USDA nodel results are available in the final Regulatory

| mpact Analysis (RIA).

Modified Option 1B--Relative Value-Specific Differentials.
Modi fied Option 1B would al so establish a nationally coordi nated
systemof Class | differentials and adjustnents that recognizes
several low pricing areas. Mdified Qption 1B nore directly
applies the USDSS nodel’s optinmal solution in devel oping the d ass
| price structure.

The nodified Option 1B differentials differ fromthose
published in the PR The differences are explained largely by a
nore conpl ete consideration of all known plant |ocations. The

tion 1B differential values published in the PRrelied on an
algorithmto establish differential levels for those counties that
were not part of the optimal solution. However, all plant
| ocations need to be considered for setting prices at these
| ocations and prices nust be aligned between |ocations. This has
been done in nodified Option 1B and results in a “zoned” structure
of relative price differences that are aligned.
Modified 1B Differential Level:

As pointed out in the Option 1A discussion, the USDSS node
only provided information regarding relative differences in prices
bet ween geographic | ocations and offers no information for
determining the level of Cass | differentials used in setting
Class | prices. The sane is true for nodified Option 1B.

Modified Option 1B relies much nore directly on the geographic
price relationship results of the USDSS nodel in defining the
structure and relative differences represented in its differential
schedul e for all |ocations.

VWhile nodified Option 1A establishes a $1.70 d ass |
differential at Mnneapolis, adjusted froma mnimm]|evel of
$1.60 (the lowest differential level at any location in Option
1A), nodified Option 1B sets a Cass | differential at M nneapolis
at the current level of $1.20 per hundredweight. It is inportant
to note that any nodified OQption 1B zone coul d be di scussed as the
“starting” point differential. This decision only refers to and
references M nneapolis at the $1.20 level for illustrative
purposes since it provides a degree of continuity in how Option 1B
was presented and discussed in the PR

Because Option 1B was expected to result in a significant
change to the industry in both the pricing surface and the |evel
of ass | differentials, it was proposed in the PR in conjunction
with three alternative transitional phase-in programs. However,
none of the phase-in prograns received ﬁublic support.

The final R A statenment provides the full measure of the USDA
mul ti-regional nodel analysis of this option. |In short, nodified
Option 1B is rejected because the differential levels it would set
woul d result in mnimmprices that would not generate sufficient
revenue to assure an adequate mlk supply. Additionally, for
markets with lower differential levels, there is a greater
potential for class-price inversions that would increase the
l'i keli hood of disorderly marketing conditions.

The Adopted Class | Price Structure

The adopted Class | pricing structure results fromadditiona
guantitative and qualitative analyses of Option 1A and Option 1B,
consi deration of public conments received to these options, and



the legislative requirenents of the AMAA.  The adopted d ass
pricing structure utilizes USDSS nodel results adjusted for al
known plant locations and establishes differential |evels that
will generate sufficient revenue to assure an adequate supply of
m |k and better maintain equity anong handl ers by raising the

| evel 40 cents per hundredwei ght higher than the I evel used in
nodi fi ed tion 1B

The ass | differential |evel was set by determ ning the
differential level that results in prices which will generate
sufficient revenue to bring forth an adequate supply of milk
t hroughout the Federal order system As in both Option 1A and
nodi fied Option 1B, the adopted Cass | pricing structure adds a
differential value to the basic formula price in setting Cd ass
mlk prices. Additionally, it is set at a level that mnimzes
the |1 kelihood of class-price inversions, discussed in the BFP
section of this decision. The $1.60 Cass | differential |evel
(at M nneapolis) achieves these objectives for a nationally
coordinated Cass | pricing structure.

Increasing the differential |evel by 40 cents per
hundredwei ght at all |ocations does dininish the reliance on the
mar ket pl ace and over-order prem uns in establishing market prices
i nherent in nodified Option 1B. However, the adopted d ass
pricing structure retains the nore efficient pricing structure
that offers increased cost savings in the organi zation of the
nation's mlk supply and in the transportation of mlk and dairy
products.

The adopted Class | pricing structure noves the dairy
industry into a better organi zed and aligned pricing systemwhile
continuing to assure orderly marketing conditions for producers
and handlers. Restructuring the relative-value differential
rel ationships at the level specified will, anmong other things,
generate sufficient revenue in the national system of Federa
orders to bring forth an adequate supply of mlk. The higher
level will also nminimze instances of class-price inversions. The
| ocation adjusted differentials established for each county are
set forth inthe dass | Price Structure Maps, and in the Cenera
Provi sions § 1000.52. The following table sets forth the | ocation
adjusted differentials at selected cities.

Comparative Class | Differentials at Selected Cities Under the
Adopted Class | Price Structure

City Current Adopted Difference
Dol | ars Per Hundredwei ght

New York City, NY 3.14 2.50 (0. 64)
Charlotte, NC 3.08 2.55 (0.53)
Atlanta, GA 3.08 2.90 (0.18)
Tanpa, FL 3. 88 4. 20 0.32

d evel and, CH 2. 00 2. 00 0. 00
Kansas Cty, MO 1.92 1.90 (0.02)
M nneapolis, M 1.20 1. 60 0. 40
Chi cago, 1L 1.40 1.95 0.55




Dallas, TX 3.16 2.10 (1.06)
Salt Lake City, UT 1.90 1.50 (0.40)
Phoeni x, AZ 2.52 1.55 (0.97)
Seattle, WA 1.90 1.45 (0. 45)

The adopted Class | pricing structure was eval uat ed agai nst
the objective criteria as foll ows:

1. Ensure an adequate supply of milk for fluid use. The
adopted Class | pricing structure establishes lower differentials
than current levels in many of the proposed narkets. Because the
differential level is higher than under nodified OQption 1B, the
adopted Class | pricing structure relies |less on the use of over-
order premiuns as the nmethod to attract adequate mlk supplies for
fluid purposes. Wile over-order premuns will remain useful for
allowing the market to find the final value of ass | mlk, the
hi gher-level differentials of the adopted Class | pricing
structure will better serve to ensure that the m ni mum prices set
by the orders will attract an adequate supply of nmilk for fluid
use.

2. Recognize quality (G ade A) value of nmilk. As wth
Option 1A and nodified Option 1B, the adopted Class | pricing
structure simlarly recognizes the quality (Grade A) value of nmilk
through the use of a differential added to the basic formula
price.

3. Provide appropriate market signals. The adopted d ass
pricing structure provides appropriate market signals in al
mar ket s even though the adopted dass | pricing structure |owers
differentials in some markets. Over-order pricing will likely
function in nost, if not all markets, even with the higher-1evel
differentials. However, the higher differential |evel better
ensures that the mninmum prices established under the orders will
generate a sufficient supply of mlk and better ensures equitable
m ni mum prices anong regul ated handl ers than does nodified Option
1B. Additionally, because class-price inversions are nitigated,
nore appropriate price signals are provided to the narketpl ace.

4. Recognize value of nmilk at location. The adopted O ass
pricing structure appropriately recogni zes the value of mlk at
location. It is based on the location value of mlk as determ ned
by the May 1997 results of the USDSS nodel. It also aligns the
rel ative-val ue differences while adhering to spatial -val ue
di fferences determ ned by the nodel giving full consideration to
all plant locations. Thus, in utilizing the nodel results that
determ ne the nost efficient spatial value of milk for fluid use
to establish the price surface, the adopted Cass | pricing




structure should performbetter than the current system

5. Facilitate orderly marketing with coordi nated system of
prices. The adopted dass | pricing structure establishes a
coordi nated systemof differentials with appropriate |ocation
adjustnments. Like the other two options, a conprehensive nationa
pricing surface has been devel oped that establishes a value for
Cass | mlk in every county. As a result, a processor’s
regulated price will be the same regardl ess of the order
regulating it.

6. Recognize handler equity with regard to raw product
costs. Wth the 40-cent per hundredwei ght increase in the
differential |evel, processor equity is better maintained under
the adopted Class | pricing structure. Wth price increases or
decreases in sone areas, the narkets will need to adapt to the new
pricing structure. Wile it is not the intent of the Federa
order systemto set market prices, the reflection of a larger
portion of the price under regulation provided by the adopted
Class | pricing structure, better assures handl ers a reasonabl e
degree of equity with regard to raw product costs.

The adopted Class | pricing structure was eval uat ed agai nst
the adm nistrative criteria as foll ows:

1. Mninize requlatory burden. The adopted Cass | pricing
structure would not change the regul atory burden of the Federa
order programin terns of reporting, record keepi ng, conpliance,
and administrative costs to handlers.

2. Mnimze inpact on snmall businesses. Under the adopted
Class | pricing structure, a fuller nmeasure of the Cass | val ue
needed to attract adequate nmilk supplies will conme fromregul ated
prices. Reliance on over-order paynents negotiated outside the
Federal order systemis dimnished, but continues to be recognized
as in either the current systemor in Option 1A As aresult, it
is likely that snmall handl ers who m ght have been di sadvant aged by
the original Option 1B will not be under this nodified version

Federal order Class | prices are nandatory and affect
processors in a specific area equally as m ni mum enforced price
levels. Since nmore of the actual value of Class | mlk is
represented in regulated prices, the potential for |arge handlers
to have an advantage over small handlers is mtigated in conpeting
for a supply of milk under the adopted Class | pricing structure.
Large processors often have advantages related to econonies of
scale and nay be able to tenporarily inflate over-order prices
they are willing to pay until they have forced snall er businesses
out of business who could not afford to pay higher prices.

Additionally, with higher differentials and resulting higher
producer blend prices, the bal ance of market power between
producers and processors is better naintained. Producers wll not
need to negotiate with processors to obtain a better price for




their mlk to the extent that woul d have been expected under

nodi fied Option 1B. Small dairy farmers have | ess production

vol unme, and typically have hi gher per hundredwei ght production
costs. Hence, small producers who are less able to negotiate for
prices that may be higher than the Federal order mnimumprice
will be better served under the adopted Cass | pricing structure.
When too much reliance is placed on the use of over-order prem uns
(as in nodified Option 1B), it is likely that dairy farnmers
defined as snmall busi nesses woul d benefit less fromthe regul ation
of mlk marketing.

Smal | busi nesses may be inpacted under the adopted C ass |
pricing structure as adjustnents are made in response to the new
pricing structure. However, to the extent that small producers
may not be able to bargain with processors for over-order prem uns
to adequately cover their costs, the increased differential |evel
in the adopted Cass | pricing structure nminimzes this potentia
outconme. The inability of small processors to conpete with |arge
processors at price |levels above Federal order mninmunms is
simlarly eased.

3. Provide long-termviability. The adopted Class | pricing
structure provides for a nore efficient pricing structure. This
option is an alternative fromthe current way the Federal order
program has approached Cass | pricing. Hstorically the dass
price established under Federal orders represented the m ni num
value of Cass | nmilk in the marketpl ace based on the cost of
mai ntai ning Gade A mlk and associ ated marketing costs toget her
with the cost of alternative mlk supplies. The adopted O ass |
pricing structure provides the opportunity for increased nmarketing
efficiencies by pronoting a nore optinal organi zation in the
assenbly and distribution of mlk products while establishing
prices that will assure an adequate mlk supply. In this way, it
is expected to have long-termviability.

Quantitative analysis of the adopted Class | pricing
structure using the USDA multi-regi onal nodel evaluated the
various inpacts of this pricing option. The evaluation assuned
t he el even market order consolidation, four classes of mlk use,
and the BFP repl acement presented earlier in this decision. dd ass
| differentials are reduced fromcurrent |levels in about half of
the marketing orders. The reductions range from4 cents per
hundredwei ght in the Chio Valley order to as nuch as $1.18 per
hundredwei ght in the Eastern Col orado order. The O ass
differential for the Eastern Chi o-Wstern Pennsyl vani a order woul d
be unchanged. For the other markets, the Cass | differential is
i ncreased, ranging from8 cents per hundredweight in the Geater
Kansas City order, to 57 cents in the Sout heastern Florida order

Under the adopted Cass | pricing structure, six current mlk
orders would have Class | differentials | ower than the




differential established at Mnneapolis. This gives explicit
recognition that these other areas have adequate nilk supplies to
satisfy Class | denands at | ower costs. For areas needing

suppl emental supplies of mlk for fluid use, the dass |
differentials are reflective of transportation costs fromthe

cl osest alternative supply area

According to the USDA nodel analysis, the adopted d ass
pricing structure differential |evel would increase order
mar ket i ngs over the six-year analytical period of the years 2000-
2005 when conpared to the baseline. Raising the differential, in
conjunction with shortening the advance pricing notice of dass |
prices by 18 days as discussed in the BFP section of this
deci sion, ninimzes class-price inversions. The rise in the all-
mlk price inthe first year of inplenentation is expected to
stimulate additional milk production in the mlk order system
This additional mlk production results primarily fromd ass |
prices being established by using the expected higher dass |V
prices in the year 2000. Over the six-year analytical period, the
annual all-mlk price is expected to drop by about two cents per
hundr edwei ght, but the annual average of marketings in the entire
mlk order systemis expected to increase by about 8.3 million
pounds when conpared to the baseline. This increase in marketings
is largely explained by the pooling of mlk that was not pooled in
recent years because of class-price inversions.

The USDA anal ytical nodel suggests that annual cash receipts,
or revenue, for producers under the adopted Class | pricing
structure will increase in many nmarkets when conpared to the
baseline. The marketing areas expected to have the | argest
average annual increases in producer revenue include the follow ng
orders: Chicago Regional - $43.1 mllion, New York-New Jersey -
$18.7 nmillion, lowa - $17.5 nillion, Southern Mchigan - $14.1
mllion, and Tanpa Bay - $12.2 nmillion. O her markets woul d be
expected to have | ower estimated annual cash receipts over a six-
year anal ytical period of the years 2000-2005 fromthe baseline.
The marketing orders with the |largest reductions include: Texas (-
$39.7 mllion), Mddle Atlantic (-$39.5 mllion), Eastern Col orado
(-$11.4 million), Southwest Plains (-$11.3 million) and Centra
Arizona (-$10.4 mllion).

The USDA anal ytical nodel suggests that as the adopted d ass
| pricing structure results in lower Cass | prices in nmany
mar kets, the average annual inpact on retail prices to the
consuner for fluid mlk will be about 2 cents per gallon | ess, on
average, over the six-year period of the years 2000-2005 when
conpared to the baseline. Froma national perspective, this
transl ates into consumer savings of about $79 million for fluid
m | k products annually. Sales of manufactured dairy products over
the sane tinme period are expected to decrease sonmewhat, but



expendi tures for these products will be higher

While only sumari zed here, the conplete USDA multi-regiona
nodel analysis of Options 1A, nodified Option 1B and the adopted
Class | pricing structure are included in the final R A statenent.
Comparison of Option 1A and the Adopted Class | Price Structure

Option 1A and the adopted Cass | pricing structure have
simlarities but rely on differing nmethods in constructing a
nationally coordinated Class | price structure. Both recognize
that mlk has a location value. Both utilized the USDSS node
results to establish the price surface. Both establish O ass
prices by adding a fixed differential to the inplied value of mlk
used in manufacturing. Both establish a price surface that
assigns a price to every county in the United States and woul d
assure that a price at any particular location will not vary
dependi ng upon the marketing order under which the nmlk is pool ed.

Al though simlar in the above respects, they also differ
First, they differ in the method of determ ning the |evel of the
Class | differential. Option 1A relies on finding that Cass |
differentials would be established at a level that nore fully
reflects the additional value of Class | mlk in the nost surplus
regions. The adopted Class | pricing structure relies on the
finding that the national systemof mlk order needs to result in
prices that will generate sufficient revenue to bring forth an
adequate m |k supply.

Secondly, they differ in how the price surface should be
established regardless of the level. Option 1A provides for the
alignment of resulting dass | prices by evaluating the cost of
alternative supplies based upon the current Cass | differential
structure. This results in a surface that is snmoother and fl ows
primarily fromnorth to south and west to east. However, the
adopted Class | pricing structure relies on a cost ninimzation
nodel to provide for a nore efficient organization and structure
in mlk supply and distribution. Thus, it results in nore limted
relative price differences and in a price surface that is flatter

Thirdly, they differ in their reliance on the USDSS node
results. Option 1A recogni zes the val ue associated with the node
results but relies on know edge of specific marketing conditions
and practices to make adjustnments to existing differentials. The
adopted Class | pricing structure, on the other hand, relies nore
directly on the USDSS nodel results that indicate the optinma
spatial values for fluid mlk which serve to pronote narket
efficiencies, and inplenents this structure to encourage market
efficiency within the dairy industry.



Public Comments

The majority of comrents received in response to the PR dealt
with the Class | price structure. In all, 4,217 coments were
received on this issue. O this nunber, 3,579 coments i ndicated
support for the adoption of Option 1A and 436 conments supported
t he adoption of Qption 1B. Sonme support USDA of both Cass |
pricing options called for changes in each of the Qption’s
details. No coments were received that supported any sort of
transition prograns suggested in adopting Option 1B. Sone
conments, while supporting Option 1B in its general thene,
proposed adopting Option 1A initially and phasing in the adoption
of Option 1B over an extended tine period.

It is clear fromthe comrents received that there is broad-
based support for adopting Option 1A. These commenters expl ai ned
what they thought were and shoul d be the npst inportant goals of
the m |k marketing order program the pricing policies and
features that it should contain to achieve these goals, and their
view of the legislative requirenments that must be incorporated
into mlk orders. Such was sinilarly expressed in explaining both
t he support for, and opposition to, Option 1B.

Supporters for Option 1A generally saw it as the best Cass |
pricing option that would properly reflect the fullest neasure of
the AMAA's articul ated goals and requirenments. These supporters
expressed the limtations of relying too much on the free narket
in setting mlk prices. For exanple, supporters of Option 1A
indicated that mlk marketing orders exi st because dairy farners
are at a distinct disadvantage in their marketing relationship
wi th handlers who buy their mlk. They cited the characteristics
of mlk —that it is highly perishable, bulky, is produced daily
and nust be nmarketed nearly as often, and is expensive to
transport —as naking it a unique comobdity. Unlike other
commodities, grains for exanple, mlk cannot be withheld fromthe
market in the hope for a better price, nor can it be shipped | ong
di stances in search of a higher price because transportation costs
qui ckly erode the benefits of a higher price. Dairy farners don't
even know the price they will receive for their nmilk in advance of
having to ship to market, they noted.

Al so, supporters of Option 1A were of the opinion that
mar keting conditions faced by dairy farnmers today are
fundanmentally no different than they were when the order program
first began. They point out that even though there are fewer and
larger dairy farns with greater m |k production, the nunber of
plants at which to sell nmilk are fewer than when the order program
first began. Inplicit in this relationship, they said, is the
degree of uneven market power that handl ers have over producers.
One comenter noted that the ratio of dairy farmers to mlk plants
today has increased threefold since 1960, an indicator of the



growm h in the concentration of market power anobng handlers. Even
t he prom nence of dairy farmer cooperatives over the years has had
little significant inmpact on the relative bargai ni ng power of
dairy farmers, noted many comenters. Wile these organizations
have served with varying degrees of success in negotiating for
higher mlk prices for their nenbers, they said, cooperatives do
not and cannot have the ability to significantly inmpact prices
because no entity can control or lint the supply of mlk to the
mar ket pl ace. Because dairy farmers face such a skewed marketing
situation, nost conmenters view nilk narketing orders as the only
practicable tool to assure farners receive a fair price for their
m | k.

Supporters of Option 1A indicated that because of the
continuing marketing situation they face, no basis exists for
concl udi ng that nore enphasis should be placed on a dairy farner’s
ability to negotiate prices with handlers. According to these
conmenters, relying too much on the marketplace woul d only provide
the incentive for producers to needl essly conpete with each ot her
to supply the higher-valued fluid market. Those that are
successful mght receive nore for their nmlk than those who could
not, but to this end, there is no guarantee that all handlers
woul d pay the sanme price for mlk. Nor is there a guarantee that
handl ers woul d share the higher-valued use of nmlk equitably with
t hose producers. This, they said, results in disorderly marketing
conditions and the pitting of farmer against farner in unnecessary
and destructive price conpetition. |t was these conditions, they
note, that led to creation of mlk orders and justified the
mar ket wi de pool i ng and m ni num pricing provisions contained in
mlk orders today. Only Option 1A, say its supporters, best
establ i shes the proper value of mlk that, together with
classified pricing and marketw de pooling, assures the highest
degree of equity for both producers and handl ers.

Supporters of Option 1A agreed and recognized that it is
important to have a ass | pricing structure that is national and
nore reflective of marketing conditions for mlk. Some comenters
were of the opinion that the geographic pattern of mlk production
can be expected to remain as it is today. They noted further that
Option 1A gives explicit recognition to nore than a single reserve
supply area in the country, and that Option 1A would assign the
lowest differential in each of these reserve supply areas, what
many supporters of Option 1A viewed as significant pricing reform

Option 1A supporters also thought that the USDSS nodel served
as an excellent tool in developing a dass | price structure.
However, they al so recognized the limtations of relying too much
on this analytical nodel because it does not bring into
consideration all of the other necessary judgenents and factors
that cannot be included in a nodel. For exanple, nmany comenters



poi nted out that while Option 1A used the USDSS nodel as a guide,
it cannot be relied upon for making adjustrments to conformwith
known rel ati onshi ps between and anpbng geographi c and actual plant
| ocations. Further, said supporters of Option 1A, the nodel is
static, and cannot estinmate the dynam cs of changes that may
result in supply and demand conditions over tine.

In summary, Option 1A supporters indicated Option 1A best
assures the continuation of dairy farners receiving a fair price
for their mlk. Processors, they also pointed out, would not see
a significant change in their ability to conpete for a mlk supply
since nost of the value of fluid mlk would be contained in the
regul ated m nimum price. They concluded that any changes to mlk
orders that would dimnish these outconmes would be harnful to the
dairy industry and to the public interest.

Opponents to Option 1A view it as maintaining too much of the
status quo and not addressing the reformneeded in O ass
pricing. The opponents of Option 1A also view the current dass |
pricing structure as seriously flawed. In their view, the current
systemrelies on recognizing the Upper Mdwest region as the
reserve supply of mlk for the country when this is no |Ionger the
case. They see Option 1A as largely nmaintaining this viewoint.

Opponents to Option 1A and the current Cass | pricing
structure are of the opinion that today’s differential |evels and
Option 1A differential levels are too high, or at |east higher
than necessary to attract adequate mlk supplies in many areas.
Because Cass | differentials are too high, they said, inproper
econom c incentives exist in nany areas for increased nmlk
production -- in fact overproduction -- beyond what is needed to
meet Cass | demand. Wen this happens, opponents to the current
system and Option 1A said, all producers nationally are negatively
i mpact ed because the overproduced mlk supply drives down prices
for mlk used in manufactured dairy products which conpete in a
nati onal market. They noted this is especially injurious to dairy
farmers in markets where nost of the milk produced is used in
manuf act ured dairy products.

Adding to this, the opponents of the current ass | pricing
system and Option 1A are also of the opinion that technology is
avai l abl e today to neet the supplenental mlk needs of any m | k-
deficit area. Not only do they think that higher-than-necessary
Class | differentials result in artificially-induced
over production, they also believe that resulting high Cass |
prices may be reducing fluid mlk consunption by consuners. They
are of the opinion that it is nore appropriate and efficient to
attract mlk to nmeet fluid denmands by conpensating those who incur
the cost of shipping mlk fromsurplus areas rather than paying a
high price to |l ocal producers in mlk-deficit areas to bring forth
a sufficient supply of local mlk to neet fluid denmands.



Supporters of Option 1B indicated support for the nore
market-oriented thene reflected in this dass | pricing option
These supporters commented that Option 1B will allow nilk prices
to respond nore appropriately to changing supply and demand
conditions. Because of this, they said, the nilk order program
wi Il become nore nmarket-oriented. The overall pricing structure
offered in Option 1B, they say, flattens the resulting |evel of
Cass | prices throughout a larger portion of the country, thereby
providing nore of a level playing field for producers everywhere.

Supporters of Option 1B view the increased narket-oriented
theme as the proper direction in which to bring the dass |
pricing structure as the mlk order programis reformed. Not only
is it consistent, in their view, with the reform nandates
establ i shed by Congress in enacting the 1996 FarmBill, the
noverment to a nore nmarket-oriented mlk order programw || provide
i ncentives for private sector innovations that will benefit dairy
farmers and consuners.

Supporters of Option 1B take a fundanmentally different view
t han supporters of Qption 1A on the appropriate | evel of the d ass
| differential. Supporters of Option 1A are of the opinion that
Class | differential l|evels should be set high enough to assure
the | east amount of price inequity anbng handl ers and shoul d al so
be at | evels high enough to not |ower returns to producers.
However, the supporters of Option 1B think that O ass |
differential levels should be set at minimumlevels that wll
allow the effective price for mlk to be much nore determ ned by
the marketplace. 1In this way, they said, m |k production and
prices woul d respond nore effectively to changi ng supply and
demand conditions. By taking this approach, they say, Option 1B
Cass | differential levels will provide a sufficient degree of
the structure needed for producers and handl ers, while reducing
mar ket distortions that result fromregul ati on-i nduced prices that
di scri m nate agai nst producers, especially in the Upper M dwest
regi on.

As nentioned above, supporters of Option 1B called for
certain nodifications. The nost significant change included the
lowering of the Cass | differential level for M nneapolis,

M nnesota. These commenters offered a $1. 08 per hundredwei ght
Class | differential level for this location. They based this
recomendati on on their own study and survey of prevailing
conditions in the Mnneapolis area. This proposal is consistent
with their viewthat Cass | differential |evels should be set at
m ni mum |l evels. This |l evel included, they said, prem uns above
the Upper Mdwest’s order blend price, quantity and quality

prem unms, and hauling subsidies. Fromthis level, all other
differential |evels should be set and adj ust ed.

These comenters also cited the USDSS nodel's linmitation in



determ ning the proper alignment of ass | differential levels, a
simlar criticismvoiced by Option 1A supporters. These
conmenters are also of the opinion that, due to nore than 60 years
of Federal regulation, the relative value differences inplied in
the nodel results were too rmuch |like existing value differences
than woul d be the case in an unregul ated market. They indicated
that the USDSS nodel's optimal solution val ues shoul d be used
conservatively as nmaximuns in setting relative geographic
differences to the Class | pricing structure. Sonme conmenters
suggested t hat because the nodel establishes geographic val ues for
all mlk uses, a bias results toward higher dass | val ues
relative to manufacturing values in many narkets.

Opponents to Option 1B did not the idea of nmaking the milk
order program nore market-oriented by reducing dass |
differentials in setting ass | mlk prices. |If this is done,
say Option 1B opponents, a cascading series of events will result
that seemnot only contrary to why marketing orders exist, but
Will return the dairy industry to the marketing situations that
led to their establishment. Mst inportant, they said, Option 1B
would result in, and in fact calls for, the altering of current
supply and demand conditions for mlk. These conmenters are of
the opinion that the Departnment should not act to cause changes in
either prices or marketing conditions. Additionally, they are
also of the opinion that it was not the intent of Congress to have
mlk order reformresult in either an increase or decrease in
returns to dairy farmers.

Opponents of Option 1B were of the opinion that too nmuch
reliance was placed on directly applying the USDSS nodel results
as the dass | pricing structure, and that inappropriate reliance
was al so placed on the role of over-order premunms in achieving a
nore market-oriented pricing plan for the mlk order program
Opponent s argued that today' s over-order premuns are directly
tied to the differential levels and the alignnment of C ass
prices established under the existing orders. Additionally noted,
current and consol i dated markets have, and will continue to have,
different circunstances that will disproportionately affect the
ability of producers to negotiate over-order preniuns, especially
in those markets where Class | differentials are | owered nost from
current |evels.

Because Option 1B calls for reductions from current
differential levels nearly everywhere, they observed, less of a
m ni mum order price is assured to producers. |In those markets
where minimumorder Class | prices are reduced the nost, a greater
burden is placed on producers and handlers in negotiating actua
prices relative to those orders where price levels are not as
affected, they said. |In other words, noted one comenter,
producers in mlk-deficit areas would have Class | differentials



reduced the nost and woul d be required to be rmuch nore market -
oriented than producers in mlk-surplus area where the
differential level is maintained or increased. One conmenter
noted, that once over-order prem unms are established, they can
easily col |l apse because no one has the ability to control or limt
m | k production or the flow of mlk to market. Very snal

addi tional volunes of mlk to a market can destroy over-order
prem uns, this commenter added. On the producer side of relying
too much on over-order prem uns, they said, prices received would
be much I ess equitably shared and uniform and would tend to force
dairy farmers to engage in ruinous price conpetition in seeking
Class | outlets. On the handler side, they noted, order prices
wi Il not be high enough to bring forth that nmix of |ocal and
distant mlk supplies to neet dass | needs. Related to this,
sone conmenters noted that the relative differences in prices that
woul d be set under Option 1B woul d not provide enough of a price
difference to cause mlk to nove fromsurplus to deficit areas as
woul d be provided in Option 1A, Relying too much on over-order
premunms will benefit Iarge handlers to the conpetitive

di sadvantage of small handl ers, they said. Because actual mlk
prices paid by handlers would increasingly be determ ned outside
of the order’s m nimum pricing provisions, they concluded,

handl ers woul d be nmuch | ess assured of the price their conpetitors
are paying for mlKk.

Conclusion
MIlk is a unique agricultural compdity and faces uni que
marketing circunmstances. It is highly perishable, is produced

daily and therefore needs to be marketed in a very conmtted and
conti nuous production-and-narketing cycle. These characteristics,
together with the fact that there are many nore dairy farmers than
m | k buyers, presents the opportunity for marketing problens to
occur that can be disruptive and destructive to dairy farnmers.
This sort of marketing situation places producers at a narketing
di sadvantage rel ative to handl ers, and wi thout sonme government
i nvol vement, equitable terns of trade between these two entities
can be difficult to achieve. These unique features of mlk and
the marketing situation faced by dairy farners were noted in
public comments and are reflected in the legislation authorizing
m | k marketing orders. M1k marketing orders, using the tools of
classified pricing and nmarketw de pooling, can significantly
mtigate the undesirable effects of this marketing situation and
still satisfy the public interest by having an adequate supply of
m | k at reasonabl e prices.

As noted in public comments, the structure of today's dairy
i ndustry, characterized by nany dairy farners and relatively few
buyers, is basically the sane as it was when the mil|k order
program first began. No dairy farmer, dairy farner cooperative or



bar gai ni ng organi zati on can effectively serve to either contro

m |k production or Iimt the supply of mlk to the nmarketplace to
achi eve a neasure of reasonable price certainty. This can, from
time-to-tinme, be achieved but such instances are generally short-
lived and cannot be relied upon for serving the public’s interest
in having a sustainable, stable and reliable mlk supply at
reasonabl e pri ces.

It is clear fromthe many public coments received that dairy
farmers are largely content with the current way the Federal nilk
order program has approached Cass | mlk pricing, both inits
structure and the degree to which it is has returned equitable
prices to producers and handlers. But sonme changes are needed to
assure that this programrenains viable to serve the needs of the
dairy industry and the public well into the 21t century.

The need to reformthe mlk order programis clearly and
uni formy recognized by industry participants and the public. To
this end, nost producers and handl er entities are of the opinion
that the reformeffort should result in linited change in the
prices that are established under the orders, and that any changes
to the system be governed by a mi ni mum of change in the prices and
the terns of trade between producers and handlers. O her producer
and handl er entities are of the opinion that the “traditional”
met hods of Class | nmilk pricing are seriously flawed, resulting in
a programthat has becone viewed as economcally discrimnatory to
dairy farmers in certain regions of the country and is
institutionally resistant to change. The public too, expects that
t he program should be operated in a nanner that will provide and
pronote efficiency and offer the potential for a | ess expensive
mlk supply.

It is the dass | pricing structure that provides additiona
revenue above the basic value for mlk to producers. Because of
this, dass | pricing is often viewed as the cornerstone of the
m |k order programs pricing policy. This is so because the d ass
| fluid use of mlk conmands the hi ghest-valued use in the
mar ket pl ace and is the preferred outlet for mlk by producers. It
is also this use of mlk that has the greatest effect on
determ ning the location value of all mlk and in determ ning the
differences in blend prices that are received by producers.

Because m |l k value varies by location, it is appropriate, in
using a classified pricing plan, to establish Cass | prices that
reflect these | ocation value differences. Supporters of Option 1A
and Option 1B agree this is best acconplished with a system of
Class | differentials that properly links and aligns m |k val ue.
In eval uating how best to acconplish this, it is also inportant to
recogni ze the significant changes that have taken place within the
dairy industry since the full measure of dass | pricing was | ast
undertaken at a 43-day national hearing in 1990.



Today, and as evidenced in the hearing record of 1990, there
was general satisfaction with the way dass | mlk pricing was
devel oped and enployed in a systemof orders that had evol ved over
nearly 60 years. The record of that hearing evidenced that
t echnol ogi cal and structural changes were underway, but the record
did not contain sufficient evidence for changes at that time. The
Upper M dwest region of the country can no | onger be consi dered
the single reserve supply of mlk that the country can rely upon
for a supply of mlk to neet fluid needs in deficit areas. In
fact, the reformeffort has clearly reveal ed that there are
several reserve supply areas, and the ass | pricing structure
changes adopted are reflective of this change. Qher issues --
technol ogi cal factors, inproved assenbly and distribution systens
allowi ng for sales conpetition of ever-I|arger geographic areas,
the growi ng i nmportance of mlk val ue based on the value of its
conponents -- all speak to the need for refornm ng the Federa
order system

The PR prelinmnarily narrowed the Class | pricing structure
to two options. Both have simlarities and differences that have
been di scussed in detail. The adopted ass | pricing structure
will work in conjunction with other reforns to mlk order
provi sions, especially the nore transparent product price forml as
and the reduced amount of advance notice for dass | and dass |
prices. Taken as a whole, the package of refornms retain the
features that are desired and needed to achi eve the goals of the
AMAA articul ated by Option 1A supporters while also providing the
appropriate changes needed to obtain greater economc efficiency
and equity - an objective voiced by supporters of Option 1B. The
adopted class | pricing structure will establish ass | mlk
prices that will result in a sufficient supply of mlk for the
nati onal system of reforned and consolidated m |k orders.

The adopted Class | pricing structure recogni zes and
addresses the concerns of Option 1A supporters in their view of
the limtations of relying on the marketplace in establishing mlk
prices to producers that are equitable and reasonabl e given the
marketing situation they face. Simlarly, the adopted O ass |
pricing structure recognizes that handlers will be assured a
hi gher degree of minimumprice equity. As inportantly, the
adopted Class | pricing structure provides the necessary
structural reformneeded in the dairy industry. The adopted
structure provides the incentives necessary for increased
efficiency in the organization and distribution of the mlk supply
and dairy products that is not offered by the price structure of
Option 1A

As discussed earlier, it is inmportant and appropriate that
the Class | price structure recognize all uses of nmlk. The
classified pricing systemof the Federal mlk order programwl|l
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