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Why do “make allowances” matter?

How much producers get creditod for making cheese and butter Is a key, but controversial, part of our new pricing system.

by Mark Stephenson

rule are somewhat more complicated than this
example. But several important and possibly
contentious issuas are illustrated by this sim-
ple exampla. : )

N THE 19608, there was growing awareness

that our industry was becoming “smail,” small

in the sense that, even though federal milk
marketing orders had besn regulated as isolat-
ed markets, dairy products were moving much
greater distances outside the orders. Consoli-
dating these small orders (there were 83 at one
time) into fewer and larger regions was part of
the solution to producer and processor equity in
& thanging industry. But it became obvious that
minimum regulated prices: needed to be coordi-
nated across ail markets. The imeertars. o
this country was Grade B . . . not eligible for
the fluid market or federal order regulation.
The largest supply of this “B" milk was in the
Upper Midwest. :

An excellent idea 40 yearas ago waa that we
of this unregulated milk and use that price as
the starting point fos federal order regulation.
That price became known as the Minnssota-Wis-
consin (M-W) price. As the Grade B milk )
dwindled, the reliability of the M-W price was

pound blocks, barrals, and so forth. Do you use
the cheese price that cam be observed on the
Chicago Mercantile Exchange, or do you survey
plants for contruct sple pricea? ]

A socond jssue inthé yield fuctor. Is it really 10
S emtciition. Whiat did it actually cost to trans-
form milk into cheege? .

Changing any of these values changss the cal-
culated price of milk. j

USDA chose NASS . . .

Naturally, milk producers would like to see val-
ues used in the formoulas which

A first issue is what cheese price to use — -

too high. Processors paying a regnisted pric:
which is lower than a market clearing level wil
not be.able to attract enough milk into theic
are paid to producers as is the case in moss or-
ders today.

“If processors must pay more than a market
clearing price, they will not want to buy as muoch
milk as is available. Farmers then may be left
with unsold wmilk, or their cooperatives will be
fowrced to find ontlets | ;
to prewent.

The final rule for federal order reform at-
temptad to calcalate a historic Clasa I milk

" prrice that would have existed under thair new
. formulas. Not al} of the NASS survey data ex-

isted for the five-year time pariod, so an attempt
‘was made to estimate the survey product pricse.

USDA's original calculations showed a new
Class I price which would about

called into quastion as being a good did over that time period. Since the
indicator of the market valoe of milk. final rule was published, we have
In 1995, the M-W was modified to NASS data for all months of 1999.
what we referred to as the BFP or Using the actual survey data that is
basic formula price. The basis of the being used, the calculation of the new
BFP still was a survey of Grade B Class 111 price during the year just
plants, but the prices were updated finished would have averaged
esch month using a produet price 3 conta higher than the BFP actual-
formuls. : ly did, not 47 cents lower (sse chart).
Then came implementation of fad- | Somse months would have been a bit
eral order reform thia January 1. higher, some lower, but the annual
Grade B ndilk price surveys were averagea were quite similar.

' dropped altogether in favor of prod- Our current federal budget was
uct price formulss for federaily regu- signed into law in November 1999 and
lated included congreasional changes to the

, final ruls for fadaral order reform. The

" Here's the ides behind nging prod- ing the Class I differentials to the 1A
uct price formulas. If we can no option and the continuation of the
longer directly obeerve a market-de- Northasst dairy compact.
terminsd price, then we need to look In that hill, Congress slso mandat-
at the next step up ini the marksting ed thet USDA go back and look at the

would yield a higher average milk prica. The USDA
chose to use NASS gurvey valuas over the Mer-
cantile Exchange prices it 1998 when producer
groups allaged: the possibility of prics manipulation
on the Gresn Bay Cheess Excliangs, - )
A higher yisld factor alse would calculate s
higher milk price as would-a smaller make al-
lwnnu.lh‘nlltnnelnﬂilkorwiﬂilnyorlﬂ
of these factors in the farmulss. But the ques-
tion boils down to what milk price the formylas
generate. . .
As an exampl i .
for chesss by one penny changes minimam blend
bylmdl’h agh bie i
may not énough money to be a major
issus, but, nationally, it is more than the $125
mlthmvabmﬂkpvdmfu

chain (dairy products) to find unregulated buy-
ing and selling behavior. Thess product prices
then can be used to determine a value for the
milk used to make them. .

For example, if we ocbserved that chesse was
selling for $1.50 per pound, then 10 pounds of
choese would be worth $13. It takes abowt 100
pounds of milk to make 10 pounds of chesse, so
a first cut at & product price formula nright be
cheese price tioes 10. The value of 10 often i re-
forred to ay a “yield factor”

However, it costs something to transfors 100
pounda of milk into chesse, and that cost should
also be accounted for in the formula. This value
is called a “make allowance” (what it cost to
“make” cheess). Lot's just say that it cost §$1.50
to make lomaofchmnmnﬁpﬁeq
is now calculated as $1.30 times 10 minus $1.50
which would equal $11.50 per hundredweight.

The actual product price formulas in the final
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product price formulas used to generate mini-

Javels will be front and center in that debats.

I am well aware that dairy farms are suffering
through the lowest prices that we have seen in
more than 20 years. During the debate on make
sllowances, it will be important that we remem-
ber that these low prices are the result of market

" comditions and pot the new order reforms. If we

fry to boost these low pricex with our regulato-
ry toals, we could well find ourselves in a situs-
tien with a chronic oversupply of milk and the

" low milk prices that go with ove:

rproduction.

X' would predict that, as long as we have feder-
al order regulation, we will have product price
fermulas determining minininm milk prices. It
is important that these formulas are “Spe-tuned”
te gonevate a fair price for milk. Unfortunataly,
“fuir” has been proven time and time again to be
a slippery term and a debatsble topic. -
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