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Of Energy Cost I ndicesinto Federal Order Make Allowances

I ntroduction
My nameis Dr. Roger Cryan. | antheVice Presidentfor Milk Marketingand

Economicsfor the Nationa Milk Producers Federation (NMPF), where | have been
employed for the past six years. Prior to that, | was the economist for the AtlantaMilk
Market Administrator. | am agraduate of the Johns Hopkins University and hoid an
M.A. and aPh.D. isin agricultura economicsfrom the University of Florida. | ama
Secretarial appointeeto the USDA Advisory Committee on Agricultural Statistics. |
have been involved with agriculture and agricultural economicsfor over twenty-five
years.

NMPFisthevoiceof Americas dairy farmers, representing nearly three-quartersof
the country's 62,000 commercid dairy farms through their mémbership INNMPEF’s 32
member cooperative associations.

NM PF proposesthat USDA change the manufacturing cost alowances (' make

alowances"), for cheddar cheese, nonfat dry milk, butter, and whey — by incorporating

monthly energy cost adjustors. Inthe Appendix attachedto this statement, NMPF offers

specificlanguageto effect that change.



Indexing Energy Codisin the Federal Order M ake Allowances

Energy cost ishy far the most volatile component of manufacturing costs. Other
costs tend to increase more steadily and more gradually over timeand are, at least
partially, by increased manufacturingproductivity.! But energy costsare different.
Short-term, but often dramatic, energy priceincreasesin recent years have often

overshadowed, and a times overwhemed, other cost and productivity changes.

The current ClassIIT and |V priceformulasincludefixed make allowances that
incorporatean energy cost that was estimated at a singlepointintime. .Giventhe
increasing volatility of energy prices, afixed energy cost component no longer makes
sense. For example, make alowancesthat were based upon the extraordinarily high
energy costs of late 2005 would now be clearly excessive. Sincethat time, natural gas
prices have decreased, regressingtoward their long-termnorms. Onthe other hand, the
make alowancesthat were applied in late 2005 were based in part upon 1998 energy
costs and failed to reflect the costs of processing certain dairy products. The Producer

Price Indicesin Figure 1 demonstratethis point. 2

! See C.J. Morrison Paul, "Modeling and Measuring Productivity in the Agri-Food Sector: Trends, Causes,
and Effects™ in the Canadian Journal of Agricultural Economics(48(2000): 217-240) for an overview of
the evidence respecting productivity growthin the food processingindustry. Seealso Mathew Share,
Terry Roe, and Munisamy Gopinath, U.S. Agricultural Growth and Productivity: An Economywide
Perspective, Agricultural EconomicsReport No. 758, USDA/ERS, January 1998.

% The chart showsthe following published PPl dataseries, al adjusted so the annual averagefor 1998 is
equal to 100: WPU016, WPU023103, WPU02320114, WPU023302, WPU023502, WPU0253, WPU0543,
WPU0553, WPU06720102, WPU09150218, WPU091503, WPU116101. They may be most easily
retrieved from the following Bureau of Labor Statisticsweb page: http://data.bls.gov/cgi-bin/srgate



Figure 1. Producer Price Indexes, Selected Processing Inputs
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The use of afixed point intime estimate of energy costsin cal culating make
alowances can unfairly disadvantage both dairy processors and dairy producers. When
energy pricesrise dramaticaly, fixed make alowancesfail to provideadequately for
plant costs, when they fall precipitoudly, they provide an unfair windfall to processorsat

the expense of producers.

NMPF proposesa changethat would befair to dl participantsin thedairy industry.
NMPF urges USDA to adopt arule that incorporates a mechanism for monthly
adjustments of processors energy costs. NMPF suggeststhat the energy costs
adjustment mechanism be basad on published Producer Price Indices, or their functional
equivalent. Such indexing would allow specificand regular adjustments — both up and
down - to reflect dairy manufacturing plantstrue costs of natural gas and electricity.

Such amechanism would be more equitablethan the currently employed point-in-time



estimate, and it would contributeto maintainingthe viability of processing pooled milk

on each market.

NM PF recommends that the energy index adjustmentsbe calculated from the
Producer Price Indicesfor Industrial Natural Gas (BLS Series WPU0553, Base = Dec
1990)3 and Industrial Electric Power Distribution (BLS Series WPU0543, Base= 1982),
weighted by the direct costs of electricity and fuels per pound of product, as estimated for

2004 by USDA/RBS and CDFA and for 2005 by Dr. Stephenson.

NM PF does not believe that the long-term problem of energy costs can be addressed
simply by making anew point-in-timeestimate and maintai ningthe current method of
cal culating make allowances. Although a modest one-time adjustment could makethe
formul as appear more equitable under current conditions, subsequent changesin the
energy market could quickly render anew fixed make allowanceobsol ete even beforeit
Isimplemented. Any make alowance cal cul ation based on a fixed-point-in-time estimate
will unfairly penalize processors when energy pricesgo abovethe baselinein the revised
survey, and unfairly penalize producers when energy prices go below the baseline.

Energy cost indexing make sense and should be added to the formula

Calculating the Energy Cost Adjusment

Whatever make allowances result from this proceeding, NM PF proposes that they be
adjusted each month to account for therise and fall of energy costs. NMPF recommends
that the Eléctricity and Fuelselements of plant costs beinflated ot deflated accordingto

thefollowing formula:

3 Another natural gas PP, WPU0531, tracksthe price of natural gasat the wellhead or, whereit is a by-
product of other processing, at the processingplants. Thishas been confirmed by personal communication
with MelissaWolter of the Bureau of Labor Statistics.



Matke adjustment =
[ (Indugtrial Electricity PPLyyen/Industrial Electricity PPl ) — 1] * Electricity Costyue
+ [(Industrial Natural Gas PPlen/Industrial Natural Gas PPl ) — 1) * Fuels Costyase

The resulting make allowanceswould be equd to a base make allowance plus an
energy cost adjustment. The energy coststo be inflated should be derived from the
energy e ementsof each cost survey in proportionto their weight in thefinal calculation

of each base make allowance.

The objective of the formulais to adjust the energy componentsof the cost of
processng for each benchmark commaodity. Energy is by far the most volatile element of
processing cost. Automatic adjustmentsto energy costswill cause the make allowanceto
more consistently reflect the coststhat it isintended to reflect. Theresulting make

alowancewould be neither too high
Table 1. Dairy Product Plant Costs, 2004, $/Lb.

nor too low, as energy costsswing up | USDA/RBCS

Cost items Cheese Butter Powder Whey
ad d Electricity 0.0043 0.0091 0.0121 0.0101
own. Fuels 0.0076 0.0095 0.0382 0.0227
TOTAL 0.0118 0.0186 0.0503 0.0328

CDFA

Setting the Energy Cost Base Costitems Cheese  Butter ~ Powder  Whey
Electricity 0.0086 0.0091 0.0170 0.0334
Fuels 0.0078 0.0019 0.0241 0.0226
The proposed Ianguage attached TOTAL 0.0164 0.0110 0.0411 0.0560

. . - CORNELL

to this statement is based eXp“C'tIy Cost items Cheese Butter Powder Whey
Electricity 0.0082 0.0038 0.0102 0.0200
upon USDA’s economic impact Euels 00109 00099 00237  0.0227
TOTAL 0.0191 0.0137 0.0339 0.0427

. . Sources: USDAIRBCS; CDFA; Mark Stephenson, Sept. 14,2006
analysis, entered into the record as

Eiéﬁibit ___. That anaysisdeveloped an energy indexi ng_ce—\l culation based upon the
- proposd as "' presented by NM PF at the Reconvened Hearing concerning ClassIII and |V

make allowances during the week of September 14,2006" (Docket No. AG-14-A74), but



using the ultimate weighting of manufacturing cost data sourcesused in the Tentative
Fina Decisoninthat proceeding. The numbers generated by the USDA analysis
generdly reflect NMPF's present proposal, as applied to the current Federal order make
alowances, and given the limitations of the available data, could serve as a basisfor
implementingNMPF’s proposal. USDA’s anaysisstates that, '*Daafrom the Cornell
study concerningenergy costs per pound have not yet been released to the public.”” The
USDA analysis, therefore, constructs an approximation based primarily on energy costs
compiled by the California Department of Food and Agriculture (CDFA). However, at
the September 14 hearing, Dr. Mark Stephenson of Cornell University did present survey
dataregarding manufacturingcosts. In histestimony he offered dataon total energy
costsfor each of thefour benchmark products, includingfuel and electricity costsfor
each product. Tablel containsthose costsfrom Dr. Stephenson's testimony, in addition
to previoudy presented dataon energy costs from the CaliforniaDepartment of Food and
Agricultureand USDA's Rural Business-CooperativeService. All theseare from the
record of the make allowance proceeding. (Transcript, September 14,2006, pp. 133-134,
and Exhibit 77, p. 4, Docket No. AO-14-A74.) Asan economist, | believethis additional
datamay represent atruer calculation of processors energy costs. NMPF encourages

USDA to consider thisdata.

If the Secretary decides upon an alternativemake allowance, or an aternative method
of establishingthe make allowance, we urgethat a corresponding energy cost indexing
methodology be adopted. If this proceeding leads to recal cul ated make allowances, it
should aso produce an energy cost index adjustor that correspondsto the data used to

producethese make allowances.



The Secretary may decideto administratively update make allowancesbased upon
annud or bi-annua manufacturing cost surveysof manufacturing costs, as has been
proposed. If S0, such surveys should tabulate €l ectricity and fuel costs, and an energy
cost index adjustor should be applied to these costs. Without indexing, even an annual
make allowancerevision based on annua cost datawill result in the applicationof energy
costs up to 24 monthsold. Given the volatility of energy costs— not just from year to
year, but fiom month to month — a monthly index-based update isthe only way to

achieveequity in milk pricing.

Useof Industrial Natural Gas and Industrial Electricity PPI’s

Producer Price Indices are published by the Bureau of Labor Statistics(BLS) asa
measure of changesin the prices of alarge number of inputsto production. The prices
for someinputs are measured separately for residential customers, commercial customers,
andindustria customers. Industrial customersinclude manufacturingand mining. These

Indexes are published monthly, in mid-month.

The Producer Price Index for Industrial Natural Gasis designated as BL S Series
WPUO0553 (December 1990=100). Thisseriestracksthe avetage price of natural gas sold
by utilitiesto industrial customers, defined as manufacturing and mining operations. A
note fiom the economist who works most directly with the Producer Price Index at BLS
Is attached; the detail of thisnote clearly distinguishesthe Industrial Natural Gasindex as

the one most directly applicableto manufacturers costs of energy.

The Producer Price Index for Industrial Electric Power Distribution is designated as

BLS SeriesWPU0543. Itsbaseperiodis1982; that is, theindex is set equal to 100 for



the annual average of 1982. This seriestracksthe average price of eectricity sold by

utilitiesto industrial customers, defined as manufacturing and mining operations.

Both of these series can be retrieved from the following page in the website of the

Bureau of Labor Statisticsusing their Series|D numbers:

http://data.bls.gov/cgi-bin/srgate

eye,

The only consstent series of manufacturing costs over timeisfor California. This
series providesameans of testing thefit of proposed energy cost adjustmentsto the make

dlowance.

The graph below showsthe annual California cost survey resultsfor cheddar cheese,
and nonfat dry milk, along with make allowancesfor each adjusted with the el ectricity
and natural gas adjustorsproposed by NMPF in January 2006. Althoughthe energy costs
don't account for al of the long-term changesin manufacturing costs, they do appesar to

clearly account for much of the year-to-year variation.

Energy — especidly naturd gas— costsare alarge share of the cost of processing of
nonfat dry milk. Cheese costsin Californiahave been trending downward over 15 years.
Thislong-term trend may or may not be representative of the nation at large.

Neverthel ess, the proposed make .allowance adjustment doesreflect much of the year-to-... -
year variationin Californiacheese processing costs. The graph shows how closdly an
adjusted make alowancefitsthe changesin California costsfor cheese and nonfat dry

milk.



Figure 2. Indexed Make Allowances and California Costs
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The proposed butter cost adjustment al so correlateswith changing costsin California
butter plants, but uniquely among these products, non-energy costs haverisen

considerably more than energy costs, so that it does not show up easily in asimple graph.

Californiawhey costs were not collected before 2003. For thisreason, oneis unable
to directly test thefit over timeof our proposed energy index for whey, as one canfor
butter, nonfat dry milk, and cheese. However, whey drying is so similar to nonfat dry
milk productionthat one can reasonably assume, as USDA did in order reform and the
2002 decision, that whey processing costs are closely related to nonfat dry milk
processing costs. NMPF suggeststhat the evidencefor nonfat dry milk also represents

evidencefor whey. =~ ... . - -



Monthly Application of Energy Cost Adjustor

The energy price indexes that NMPF proposesto be usad are cal culated each month
by the Bureau of Labor Statistics. The make allowanceshould be made as current as
possible by monthly updating. Thiswould result in smaller, although more frequent,
changesthan if adjustments were made quarterly or annualy. Just asthe milk price
formulasare calculated and applied each month as aformulaof the dairy product prices,

S0 should an energy cost formulabe cal culated and applied each month in the revised

formulas.

Figure 1 demondtrates quite clearly how variable energy prices are on amonth-to-
month basis. Federa order make allowancescannot effectively approximatetrue

processing costs unlessthey are updated asfrequently asis practicable.

Compatibilitywith, and Comparison to, Other Proposals

It isworth noting that NMPF’s proposed energy cost adjustment is compatiblewith
any milk priceformulathat makes use of make allowances. However, the energy cost
base must be set to correspond with the costsin the period upon which those make
allowancesare basad.

Assuch, the variouseconomic anayses of the NMPF proposal, by USDA and by
Professor Bailey, don’t truly capturetheimpact of our proposals, except asa-simple add-
on to another proposa. These anayses considered the NMPF proposal as*' Scenario J',

and treated it as anisolated change to the current status quo.
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Cross-examinationof & least one witnessin this proceeding suggested that the best
way to addressvolatile processing costsis to establish especialy large make allowances
in order to cover potentia cost increases. NMPF (and that witness) do not agree. Asthe
record demondtrates, aside from milk prices, energy costs are the most volatilefaced by
dairy product manufacturersand the only costs that tend to both riseand fall. Applying
an energy cogt adjustor to the make allowance avoidsthe need to establish an overly
generous fixed make allowance to accommodatethis volatility. Allowing the make
allowance to be adjusted asenergy costs fluctuate isthe most fair to both dairy processors
and milk producers.

Asaresult, applying NMPF’s proposa will tend to reduce the underlying make
allowance necessary to accommodate ongoing manufacturing prices. In addition, energy
pricerisk imposes additional costs on processors of benchmark dairy products, and
reducing these risksthrough an energy cost adjustor will have the effect of reducing
processing costs.

Over thelong-run, then, the NMPF proposal will not have a negativeeffect on

producer revenue, and rather should have asmall positiveimpact.

Conclusion

The manufacturing cost allowancesin Federa order milk priceformulas should be
adjusted'ona regular basisto reflect continuingfluctuationsin enetgy costs. The use of
an energy priceindex in the formulaisthe best and fairest way to deal with thisissue.

Revised make alowanceswith energy cost indexingwould providespecificrelief to

11




plants squeezed by higher energy costs, then reduce make allowances again when the

sgueezeis off.

We urge Dairy Programs and the Secretary of Agricultureto consider an energy cost

adjuster that incorporates monthly energy cost indexing.
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APPENDIX

L anguage EffectingEner gy Pricelndexing in Make Allowances

Thefollowing languageis proposed to effect therevision of the make allowancesand
indexing of energy costsin the ClassIII and IV milk and milk component priceformulas.
No conforming changeswould be required outside of this section.

§ 1000.50 Class prices, component prices, and advanced pricing factors.

() Butterfat price. The butterfat price per pound, rounded to the nearest one-
hundredth cent, shall be:

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

{2) less a manufacturing cost allowance equal to:

_(_UZ 02 cents pl us,

(ii) 017 cents times a figure equal to the latest monthly Producer Price
Index for Industrial Natural Gas reported by the Bureau of Labor Statistics minus
2134 and divided by 2134, plus

= ] nthi

(i) 08 cents times a figure equal to the latest monthly Producer Price
Index for Industrial Electricity reported bv the Bureau of Labor Statistics minus

150.1 anddivided by 150.1;
(3) with the result multiplied by 1.20.

(m) Nonfat solids price. The nonfat solids price per pound, rounded to the
nearest one-hundredth cent, shall be

(1) The US. average NASS nonfat dry milk survey price reported by the
Department for the month,

(2) less a manufacturinn cost allowance equal to:
(i) 15.7 cents pl us,
(ii) 2.39 cents times a figure equal to the latest monthly Producer Price

Index for Industrial Natural Gas reported by the Bureau of Labor Statistics minus

2134 and divided by 2134, plus
{iii) 1.89 cents times a figure equal to the latest monthly Producer Price

Index for Industrial Electricity reported by the Bureau of Labor Statistics minus
150.1 and divided by 150.1;

(3) with the result multiplied by .99.
n) Protein price. The protein price per pound, rounded to the nearest one-

hundreélt% cent, shall be computed as follows:

(1) Compute a weighted average of the amounts described in paragraphs
(n)(1)(i) and (ii) of this section:

() The U.S. average NASS survey price for 40-Ib. block cheese reported by the

Department for the month; and
(i) The U.S. average NASS survey price.for 500-pound barrel cheddar cheese

(38 percent moisture) reported by the Department for the month plus 3 cents;
(2) Erom the price computed pursuant to paragraph (n){{1) of this section

subtract a manufacturing cost allowance equal to:

(i) 16.82 cents,_ plus from-the price-computed pursuant-to-paragraph-(r){1)-of
this-section and-multiply the-result by 1-383;
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(ii) 0.78 cents times a figure equal to the latest monthly Producer Price

Index for Industrial Natural Gas reported by the Bureau of Labor Statistics minus
2134 and divided by 2134, plus
(iii) 0.82 cents times a figure equal to the latest monthly Producer Price

Index for Industrial Electricity reported by the Bureau of Labor Statistics minus
150.1 and divided by 150.1;

(3) Multiply Add-te 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 to
paragraph (n) (2) of this section 46.82-eents from the price computed pursuant to
paragraph (n)(1) of this section and multiply the result by 1.572;

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

and

(i) Multiply the amount computed pursuant to paragraph (n)(3)(ii) of this section

by 1.17.

(o) 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,

(2) less a manufacturing cost allowance equal to:

(i) 19.56 cents pl us,

(ii) 1.72 cents times a figure equal to the latest monthlv_Producer Price

Index for Industrial Natural Gas reported bv the Bureau of Labor Statistics minus
213.4 and divided by 2134, plus
(iii) 246 cents times a figure equal to the latest monthlv Producer Price

Index for Industrial Electricity reported by the Bureau of Labor Statistics minus

150.1 and divided by 150.1;
{3) with the result multiplied by 1.03.

(r) The Secretary of Agriculture may set new energy cost base numbers (in
place of designate a substitute statistical series for the monthlv Producer Price

Indices for Industrial Natural Gas or Industrial Electricity, as applied above, if the
Secretary determines that these series are no longer adequate to this purpose,
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