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NMPF Statement in support of Proposal Number 1, its application to Class I11 and 
IV only; and the incorporation of Energy Costs Indices in the Final Rule 

Introduction 

My name is Roger Cryan. I have been Director of Economic Research for the 
National Milk Producers Federation (NMPF) for five years. Before that, I was the 
economist in the Atlanta Milk Market Administrator's office. I have a Ph.D. in 
agricultural economics from the University of Florida, I am a member of the Secretary of 
Agriculture's Advisory Committee on Agricultural Statistics, and I have been involved 
with agriculture and agricultural economics for twenty-five years. 

NMPF is the voice of America's dairy farmers, representing over three-quarters of the 
country's 67,000 commercial dairy farmers through their memberships in NMPFYs 33 
member cooperative associations. 

The National Milk Producers Federation supports the proposal of Agri-Mark, Inc., to 
adjust the manufacturing cost, or "make", allowances for cheddar cheese, nonfat dry 
milk, butter, and whey - the benchmark products in Federal order pricing - in order to 
account for rising costs and provide emergency relief to the manufacturers of these 
products. --- 
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be used to adjust these make allowances each month. 

Background 

Since 2000, manufacturers of cheddar cheese, butter, nonfat dry milk, and whey 
subject to Federal orders have faced manufacturing margins whose maxima are defined 
under Federal order price formulas. The "make allowances" for these products are the 
margin that their makers are allowed between the average surveyed price of their product 
and the minimum price they must pay to the producer pool for the milk they use to make 
those products. 

The make allowances included in the current Federal order price formulas are derived 
from manufacturing cost surveys conducted in 1998. Those make allowances initially 
provided a reasonable return to the makers of those products. However, changes in the 
cost of production, most especially fluctuating energy prices, have made them less and 
less valid, until today they prejudice the ability of federally-regulated plants to compete 
with unregulated and state-regulated plants. 

Federal order milk prices are minimums, so that if the demand for milk is strong 
enough, the market will produce price premiums above the USDA-set minimum. By 
contrast, make allowances define a maximum milk-to-cheese margin that the average 



increases in recent years have overshadowed other cost changes and gains in 
productivity. These increases have not been covered by the current fixed make 
allowance. The drastic rise and fall of these costs makes a one-time fixed increase in the 
make allowance inappropriate beyond an emergency interim decision. When energy 
prices rise dramatically, fixed make allowances would fail toprovide adequately for plant 
costs; when they fall precipitously, they would provide an unfair windfall to processors at 
the expense of producers. NMPF therefore urges USDA to adopt a mechanism that would 
adjust the make allowances on a monthly basis for changes in energy costs, using the 
most recent Producer Prices Indexes for Industrial Electricity and Industrial Natural Gas. 

Emergency Basis for Inferim Final Decision 

NMPF urges USDA to avoid unnecessary delay in implementing energy indexing; 
however, NMPF also acknowledges the need to provide manufacturers of the benchmark 
products with immediate relief from inadequate manufacturing cost allowances. For 
these reasons, NMPF asserts that USDA should proceed immediately and on an 
emergency basis through an interim final rule to implement recalculation of the make 
allowances based on updated 2004 costs. If, for some reason, the issue of adjusting for 
energy costs cannot be included in that interim final rule, then that issue should be 
subsequently addressed in the final rule that results from this proceeding. 

In an attachment to this statement we have included proposed language that would 
effect the make allowance revisions that we are recommending, including language for an 
interim final rule that would not include provisions for energy cost indexing. 
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Applyinwake Allowance Increases to Classes I11 & IV Only 

It would be inequitable to producers as an unnecessary by- 
product of relief for Class I market for Class I and I1 dairy 
products will bear price increases are insufficient. For example, if the 
costs faced by the manufac r the bottlers of drinking milk rise, the 
market will bear higher prices without direct impact on their cost of milk 
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make allowances to Class I and I1 ecessarily reduce 
a windfall to processors of who do 
in the Federal order make 
of Class I11 and N 

Ideally, any only to the makers of 
the benchmark is to limit the 
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products. 

Language to this effect is This may be accomplished 
simply by restating the for Class I and Class I1 
milk and components. This is a si "appropriate modificationyy , as provided for 
in the hearing notice, Class I and I1 pricing. 
Retaining the current interfere with timely relief 
for makers of cheese, and dry whey. 

not an incidental 
I and H. The 

decision should be narrowly targeted to meet the 
Class I11 and I V  products, and should be 

to increase the make all 
No changes should 

after specific 
d eviden that issu future proceeding. 
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Updating Surveyed Cost Data 

A dairy product price-based formula for milk prices depends upon a reasonable make 
allowance, which in turn depends upon good cost of processing data. As mentioned 
previously, the cost of processing data upon which the current Federal order make 
allowances are based were, mostly, data reflecting 1998 plant operations. The data 
sources used at the May 2000 hearing were the annual dairy product manufacturing costs 
survey conducted by the California Department of Food and Agriculture (CDFA), and a 
similar but voluntary survey conducted by K. Charles Ling of United States Department 
of Agriculture's Rural Business-Cooperative Service (RBCS). [67 FR 679 13, et seq.] 

This data is now eight years old, and inadequately represents the costs of processing 
in 2006. As a result, the current make allowances impose an undue burden upon 
processors, as previously explained and as demonstrated by a comparison of the current 
make allowances with the estimated equivalent costs of processing. (See Table 1.) 



2006, available at http:Nusda.mannlib.cornell.edu/reports/nassr/dairy/pdp- 
bb/2006/dary0106.pdfl and just over 3% of the production captured in the two surveys, it 
is reasonable to continue to exclude them for the same reasons that they were excluded in 
2002. Our calculation of the make allowance in Table 1 excludes data regarding this 
group. 

In 2002, the RBCS packaging materials costs for butter were replaced with those 
from the CDFA survey. [67 FR 679201 This was based on the existence of a large volume 
of print butter in the RBCS survey, whereas the CDFA survey included only bulk butter. 
Since the product price formula is based upon bulk butter prices, the CDFA packaging 
materials cost was considered more appropriate. Since 44% of the butter in the RBCS 
survey of 2004 costs were prints, this rationale still holds. NMPFYs calculation of the 
make allowance in Table 1 continues to use the butter packaging cost data from the 
CDFA survey. 

In 2002, the appropriate CDFA numbers for "return on investment" and "general & 
administrative costs" were added to the RBCS numbers. We have done the same in our 
calculations. [67 FR 679 131 

Conservative Increases 

NMPF believes that any increases in the fixed components of the make allowance 
should be conservative. It has been asserted by some that yield improvements in 
manufacturing, based perhaps on such marginal improvements as decreased shrinkage in 
handling, may partially offset some of the cost increases captured in the survey data. To 
the extent that there are other uncertainties in the reapplication of the methodology used 
in 2002, USDA should err on the side of a more conservative increase. We anticipate 
that a more complete consideration of all elements of the price formulas will be taken up 
in a future proceeding. 

Emergency Basis for Updating Cost Data 

The proposal to recalculate the make allowances using updated 2004 survey costs 
should be addressed and implemented immediately and on an emergency basis. The 
methodology of the 2002 decision was well-justified in the course of that proceeding. [67 
FR 67905-679471 Any major deviation from that original approach could well delay the 
implementation of an interim final decision. 

As stated above, Federally-regulated plants processing the four benchmark products 
are at a considerable disadvantage to unregulated plants, and are generally unable to 
cover their competitive costs. For this reason, an emergency decision is called for. 

Indexing Energy Costs in the Federal Order Make Allowances 

Of all components of manufacturing costs, the most volatile by far are energy costs. 
These can swing violently, while such costs as labor, sewage, laundry, and insurance tend 
to move slowly and consistently. (See Figure 1 .') A fixed make allowance, such as the 

' The chart shows the following published PPI data series, all adjusted so the annual average for 1998 is 
equal to 100: WUO16, WPU023103, WU02320114, WPU023302, WU023502, WU0253,  WPU0543, 
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2004 by USDA/RBS and CDFA. .In order to adjust the costs measwed for 2004 by 
CDFA and RBCS, the 2004 annual average would be used as a base. The 2004 annual 
average PPI was 20 1.7 for Utility Natural Gas and 147.2 for Industrial Electricity 
Distribution. 

Although a modest one-time adjustment could move the formulas closer to equity 
under current conditions, a new fixed make allowance could already be out of date when 
it is implemented. It will unfairly penalize processors when input prices go above the 
baseline in the revised survey, and unfairly penalize producers when input prices go 
below the baseline. An energy cost indexing element can and should be added to the 
formula. 

Calculating the Energy Cost Adjustment 

Once the make allowances are updated with the 2004 survey data, we recommend 
adjusting them each month to account for the often violent rise and fall of energy costs. 
We recommend that the Electricity and Fuels elements of plant costs be inflated or 
deflated according to the following formula: 

Make adjustment = 

[ (Industrial Electricity PPICYCIJIndustrial Electricill, PP12rn) - I] * Ele~ t r i c i t y 'Cos f~~~  

+ [ ~ndustrial NafuraI Gas PPICUCIeN/lndustrial Natural Gas pPI.004) - I) * Fuels Cosf20(w 

The energy costs to be inflated could be averaged fiom the RBS-CS survey and the 
CDFA survey or, if CDFA data is not offered at this hearing, taken directly fiom the 
RBCS survey. (See below.) 

The objective of the formula is to adjust the energy components of the cost of 
processing for each benchmark commodity. Energy is by far the most volatile element of 
processing cost. Automatic adjustments to energy costs will cause the make allowance to 
more consistently reflect the costs that it is intended to reflect. The resulting make 
allowance would be neither too high nor too low, as energy costs swing up and down. 

Setting the Energy Cost Base 

Average 2004 electricity and fuels costs fiom RBCS and CDFA can be used as the 
base for this adjustor. The following 2004 data were compiled by RBCS and CDFA~, 
and are used to calculate a volume-weighted average of the two sets, which we propose to 
use as the energy cost adjustment factor in the make allowance formula. 

- - - -  

The CDFA energy cost data was communicated informally and indirectly by CDFA; we defer to CDFA to 
confm their official release and verify their accuracy. 



electricity and natural gas adjusters. Although the energy costs don't account for all of 
the long-term changes in manufacturing costs, they do appear to clearly account for much 
of the year-to-year variation. (The annual California costs of processing are 

Energy - especially natural gas - costs are a large share of the cost of processing of 
nonfat dry milk. Cheese costs in California have been trending downward over 15 years. 
This long-term trend may or may not be representative of the nation at large. 
Nevertheless, the proposed make allowance adjustment does reflect much of the year-to- 
year variation in California cheese processing costs. The graph 'shows how closely an 
adjusted make allowance fits the changes in California costs for cheese and nonfat dry 
milk. 

Figure 2. lndexed Make Allowances and California Costs 
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Sources: CDFA, BLS 

The proposed butter cost adjustment also correlates with changing costs in California 
butter plants, but uniquely among these products, non-energy costs have risen 
considerably more than energy costs, so that it does not show up easily in a simple graph. 

California whey costs were not collected before 2003. For this reason, we are unable 
to directly test the fit over time of our proposed energy index for whey, as we have for . 
butter, nonfat dry milk, and cheese. However, whey drying is so similar to nonfat dry 
milk production that we can reasonably assume, as USDA did in order reform and the 
2002 decision, that whey processing costs are closely reIated to nonfat dry milk 
processing costs. We suggest that the evidence for nonfat dry milk also represents 
evidence for whey. 

Monthly Application of Energy Cost Adjustor 

The energy price indexes that we propose to be used are calculated each month by the 
Bureau of Labor Statistics. The make allowance should be as current as possible by 
monthly updating. This would provide for smaller month to month changes than if 



APPENDIX 

Language for Final Rule with Indexing 

Language for a Possible Interim Rule without Indexing 

Proposed Language for Final Rule (with Indexing) 

The following language is proposed to effect the revision of the make allowances and 
indexing of energy costs in the Class I11 and IV milk and milk component price formulas. 
No conforming changes would be required outside of this section. 

§ 1000.50 Class prices, component prices, and advanced pricing factors. 
Class prices per hundredweight of milk containing 3.5 percent butterfat, 

component prices, and advanced pricing factors shall be as follows. The prices and 
pricing factors described in paragraphs (a), (b), (c), (e), (f), and (q) of this section shall 
be based on a weighted average of the most recent 2 weekly prices announced by the 
National Agricultural Statistical Service (NASS) before the 24" day of the month. These 
prices shall be announced on or before the 23' day of the month and shall apply to milk 
received during the following month. The prices described in paragraphs (g) through (p) 
of this section shall be based on a weighted average for the preceding month of weekly 
prices announced by NASS on or before the 5" day of the month and shall apply to milk 
received during the preceding month. The price described in paragraph (d) of this 
section shall be derived from the Class II skim milk price announced on or before the 
23' day of the month preceding the month to which it applies and the butterfat price 
announced on or before the 5" day of the month following the month to which it applies. 

(a) Class I price. The Class I price per hundredweight, rounded to the nearest 
cent, shall be .965 times the Class I skim milk price plus 3.5 times the Class I butterfat 
price. 

(b) Class I skim milk price. The Class I skim milk price per hundredweight shall 
be the adjusted Class I differential specified in § 1000.52 plus the higher of the 
advanced pricing factors computed in paragraph (q)(l) or (2) of this section. 

(c) Class I butterfat price. The Class I butterfat price per pound shall be the 
adjusted Class I differential specified in § 1000.52 divided by 100, plus the advanced 
butterfat price computed in paragraph (q)(3) of this section. 

(d) The Class II price per hundredweight, rounded to the nearest cent, shall be 
.965 times the Class II skim milk price plus 3.5 times the Class II butterfat price. 

(e) Class II skim milk price. The Class II skim milk price per hundredweight 
shall be the advanced Class IV skim milk price computed in paragraph (q)(2) of this 
section plus 70 cents. 

(f) Class II nonfat solids price. The Class II nonfat solids price per pound, 
rounded to the nearest one-hundredth cent, shall be the Class II skim milk price divided 

nearest cent, shall be ,965 times the Class Ill skim milk price plus 3.5 times the butterfat 
price. 



liii) 0.8 cents times a figure equal to the latest monthlv Producer Price 
lndex for Industrial Electricity reported by the Bureau of Labor Statistics minus 
147.2 and divided by 147.2; 

(3) Multiplv A4d-b the amount computed pursuant to paragraph (n)(2) of this 
section by 1.383, then an amount computed as follows: 

(i) Subtract the manufacturing cost allowance computed pursuant t o  
paragraph (n) (2) of this section 4&4kw+& from the price computed pursuant to 
paragraph (n)(l) of this section and multiply the result by 1.57,2; 

(ii) Subtract 0.9 times the butterfat price computed pursuant to paragraph (I) of 
this section from the amount computed pursuant to paragraph (n)(3)(i) of this section; 
and 

(iii) Multiply the amount computed pursuant to paragraph (n)(3)(ii) of this section 
by 1.17. 

(0) Other solids price. 'The other solids price per pound, rounded to the nearest 
one-hundredth cent, shall be 

(1) The U.S. average NASS dry whey survey price reported by the Department 
for the month, 

121 less a manufacturing cost allowance equal to: 
(i) 18.1 cents plus, 
[ii) 2.3 cents times a figure equal to the latest monthly Producer Price lndex 

for Industrial Natural Gas reported bv the Bureau of Labor Statistics minus 201.7 
and divided by 201.7, plus 

(iii) 1.5 cents times a figure equal to the latest monthly Producer Price 
lndex for Industrial Electricity reported bv the Bureau of Labor Statistics minus 
147.2 and divided by 147.2; a with the result multiplied by 1.03. 

(p) Somatic cell adjustment. The somatic cell adjustment per hundredweight of 
milk shall be determined as follows: 

(1) Multiply .0005 by the weighted average price computed pursuant to 
paragraph (n)(l) of this section and round to the 5" decimal place; 

(2) Subtract the somatic cell count of the milk (reported in thousands) from 350; 
and 

(3) Multiply the amount computed in paragraph (p)(l) of this section by the 



Proposed Language for Interim Final Rule without Indexing, if such is required. 

The following language is proposed to effect the revision of the make allowances in 
the Class 111 and IV milk and milk component price formulas. No conforming changes 
would be required outside of this section. 

5 1000.50 Class prices, component prices, and advanced pricing factors. 
Class prices per hundredweight of milk contair~ing 3.5 percent butterfat, 

component prices, and advanced pricing factors shall be as follows. The prices and 
pricing factors described in paragraphs (a), (b), (c), (e), (f), and (q) of this section shall 
be based on a weighted average of the most recent 2 weekly prices announced by the 
National Agricultural Statistical Service (NASS) before the 24" day of the month. These 
prices shall be announced on or before the ~ 3 ' ~  day of the month and shall apply to milk 
received during the following month. The prices described in paragraphs (g) through (p) 
of this section shall be based on a weighted average for the preceding month of weekly 
prices announced by NASS on or before the 5'h day of the month and shall apply to milk 
received during the preceding month. The price described in paragraph (d) of this 
section shall be derived from the Class II skim milk price announced on or before the 
23d day of the month preceding the month to which it applies and the butterfat price 
announced on or before the 5th day of the month following the month to which it applies. 

(a) Class I price. The Class I price per hundredweight, rounded to the nearest 
cent, shall be .965 times the Class I skim milk price plus 3.5 times the Class I butterfat 
price. 

(b) Class I skim milk price. The Class I skim milk price per hundredweight shall 
be the'adjusted Class I differential specified in 5 1000.52 plus the higher of the 
advanced pricing factors computed in paragraph (q)(l) or (2) of this section. 

(c) Class I butterfat  rice. The Class I butterfat price per pound shall be the 
adjusted Class I differential specified in § 1000.52 divided by 100, plus the advanced 
butterfat price computed in paragraph (q)(3) of this section. 

(d) The Class II price per hundredweight, rounded to the nearest cent, shall be 
.965 times the Class II skim milk price plus 3.5 times the Class II butterfat price. 

(e) Class II skim milk price. The Class II skim milk price per hundredweight 
shall be the advanced Class IV skim milk price computed in paragraph (q)(2) of this 
section plus 70 cents. 

(9 Class II nonfat solids price. The Class II nonfat solids price per pound, 
rounded to the nearest one-hundredth cent, shall be the Class II skim milk price divided 
bv 9. 

er pound, rounded to 

(h) Class Ill price. The Class Ill price per hundredweight, rounded to the 
nearest cent, shall be .965 times the Class Ill skim milk price plus 3.5 times the butterfat 
price. 

(i) Class Ill skim milk price. 'The Class Ill skim milk price per hundredweight, 
rounded to the nearest cent, shall be the protein price per pound times 3.1 plus the other 
solids price per pound times 5.9. 

(j) Class IV price. The Class IV price per hundredweight, rounded to the 
nearest cent, shall be .965 times the Class IV skim milk price plus 3.5 times the butterfat 
price. 



prices for 40-lb. block cheese anhgunced before the 24th day of thehonth; and 
lb)  'The weinhted average ohhe 2 most recent U.S. aver-de NASS survey 

prices for 500-pound barrel cheddakheese (38 percent d s t u r e )  announced 
before the 24m day of the month; 

111) Subtract 16.5 cents from th rsuant to paragraph 
lq)(l)(i)(A)(I) of this section and multiply the r e k l t  byM83; 

/Ill) Add to the amount computed pursuawto paragraph (q)(l)(i)(A)(II) of 
this section an amount computed as follows 

la) Subtract 16.5 cents from the pr uant to para~raph 
jq)(l)(i)(A)(I) of this section and multiply tkdresult 

/ b )  Subtract 0.9 times the but tdat  price c suant to paragraph 
jq)(3) of this section from theAmount computed purshnt  to paragraph 
jq)(l )(i)(A)llll)(a) of this sectiondnd 

jc) Multiply the a m o d  computed pursuant to paranrap 

(iii) Multiply the other solids pric 
this section by 5.9; and 

undredweight, rounded to the 

solids price shall be the NKSS nonfat dry milk survey p r i h  reported by the 
department less 14 cents,Aith the result multiplied by 0.99.- 

(ii) Multiply the a&l/anced nonfat solids price computed in p 
this section by 9. 
(3) An advanced b unded to the nearest o 
shall be calculated verage of the 2 most 
NASS AA Butter s ore the 24" day of th 
11.5 cents from th me result by 1.20. 



Industrial Natural Gas 

Roger Cryan 

Page 1 of 1 

From: Wolter, Melissa - BLS ~olter.Melissa@bls.gov] 

Sent: Friday, January 06, 2006 3:37 PM 

To: Roger Cryan 

Subject: Industrial Natural Gas 

Mr. Cryan, \ 

The following is the definition for natural gas distribution: 
This industry group comprises: (1) establishments primarily engaged in operating gas distribution 
systems (e.g., mains, meters); (2) establishments known as gas marketers that buy gas from the well and 
sell it to a distribution system; (3) establishments known as gas brokers or agents that arrange the sale of 
gas over gas distribution systems operated by others; and (4) establishments primarily engaged in 
transmitting and distributing gas to final consumers. 

The following is the definition for the industrial sector customer (end user): 
INDUSTRIAL: An energy-consuming sector that consists of all facilities and equipment used for 
producing, processing, or assembling goods. The industrial sector encompasses the following types of 
activity: manufacturing; agriculture, forestry, and fisheries; mining; and construction. Overall energy use 
in this sector is largely for process heat and cooling and powering machinery, with lesser amounts used 
for facility heating, and air conditioning. 

The PPIs for Natural Gas Distribution are as follows: 
055 Utility Natural Gas 
055 1 Residential Natural Gas 
0552 Commercial Natural Gas 
0553 Industrial Natural Gas 
0554 Natural Gas to Electric Utilities 

Sincerely, 

Melissa Wolter 
Economist 
Producer Price Index 
(202) 691-7881 


