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Incentives to Supply Class 1 Markets

Producer price regulation established in the mid-1930's brought stability to the dairy
industry, but did not guarantee all producers the same price. The price they received
depended on the utilization of the plant they shipped to under a plant pooling and contract
system. Thus, producers shipping to a plant with high Class 1 usage received more than
producers shipping to a plant with high Class 4 usage. There was competition for Class 1
contracts among producers. Also, there was an imbalance of market power between a large
number of small and disorganized producers and a small number of large fluid processors.
These factors tended to lead to market instability and price inequity.

Passage of the Gonsalves Milk Pooling Act in 1967, with its implementation in 1969,
corrected many of these problems. However, it removed the existing incentive that existed
under the old contract system for producers to ship their milk to a Class 1 plant. Instead,
producers had an incentive to ship to a local plant, which for most producers is a
manufacturing plant. The incentive to ship to a Class 1 plant still exists for exempt producer-
distributors, option exempt producer-distributors, and out-of-state milk.

To address the problem of getting sufficient milk supplies to Class 1 plants, location
differentials were established to encourage the movement of only quota milk to Class 1
plants. Over time, overbase milk became a larger and larger share of the milk produced
and therefore, location differentials based solely on quota milk were no longer able to
ensure that adequate milk was made available to Class 1 plants.

In 1982, location differentials were replaced by transportation allowances and regional
guota adjusters (RQA’s). The RQA'’s do not encourage milk movement to Class 1 plants.
They were developed to deal with equity issues arising out of the elimination of the location
differentials.

In addition to the transportation allowances, two other methods to encourage the movement
of milk to Class 1 plants were established: call provisions (1979) and transportation credits
(1981). At one time Class 1 area differentials were large enough to cover the cost of moving
milk plant-to-plant; Class 1 area differentials are the differences in the hundredweight prices
between marketing areas. However, with marketing area consolidation and improvements
in relative costs of moving milk ranch-to-plant, Class 1 area differentials were no longer
sufficient to cover the cost of plant-to-plant milk movement. These conditions resulted in
the establishment of transportation credits. All three methods of encouraging milk
movement are detailed below:

1. Call provisions -- Can require that manufacturing plants release milk to Class 1 plants
when insufficient milk supplies are available to meet the demand for fluid milk.



2. Transportation credits -- A reduction in the obligation handlers pay for Class 1 milk
that partially compensates for the cost of hauling milk assigned to Class 1 usage from
plants in designated supply counties to plants in designated deficit counties. If the supply
counties and deficit counties are in different marketing areas, the Class 1 area differentials
are added to the transportation credit.

Transportation credits have historically been designed to include a "shortfall" so that
there is an incentive for bottling plants to purchase milk within the local area.

3. Transportation allowances -- These allowances partially compensate for the cost of
hauling milk from a producer's ranch to qualified plants in designated receiving areas. They
are funded from the producer pool.

Transportation allowances apply to some market milk moving from the dairy farm to
processing plants. This occurs when the receiving plant is located in certain deficit areas
and processes more than 50 percent of its production into Class 1, Class 2, and/or Class 3
products. The allowances are set: (1) to reflect distance considerations; (2) to reflect local
alternative hauling costs; and (3) to encourage close-in milk to be shipped first.

In addition, cooperative members receive transportation allowances on shipments to their
cooperative plant, which is located in a deficit area, if that plant supplies 40 percent of its
receipts for Class 1 usage.

Most federal orders have location-based differentials. These differentials apply to producer
payments based on the location of the plant of first receipt. The announced farm-blend
price for these federal orders is the blend price for producers delivering milk to the main
metropolitan areas (high Class | or fluid use areas). The further the plant of delivery is from
the main metropolitan area, the more the location differential lowers the producer’s farm-
blend prices below the announced blend price for the order.
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FEDERAL CLASS 1 PRICE STRUCTURE AND PRODUCER DIFFERENTIALS

In federal Milk Marketing Orders, every county in the contiguous 48 states is assigned a
Class | price differential. These differentials range from a minimum of $1.60 to a maximum
of $6.00 per hundredweight.

These differentials are used for two different functions. First, for any Class | processor in a
federal order, their pool obligation is the base Class | price plus the Class | differential
applicable to the county where their plant is located. Thus for example only, if California
were part of a federal order, the pool obligation for a Class | plant located in Los Angeles
county would be $0.50 per hundredweight more than for a Class | plant located in Tulare
county ($0.50 equals $2.10 less $1.60).

For the purposes of a California hearing on milk movement incentives, the second function
of the Class I differentials is more relevant, in terms of both ranch-to-plant milk movement
and plant-to-plant milk movement.

The relative Class | differentials affect the pool price a producer receives. Again for
example only, if California were part of a federal order, a producer shipping to a pool plant
in Los Angeles county would receive $0.50 more than a producer shipping to a pool plant in
Tulare county. (The plants do not have to be Class | plants; they only have to be
associated with the pool). This $0.50 incentive to help cover hauling costs is comparable to
the $0.56 to $0.70 transportation allowances California sets for milk moving from the
Southern San Joaquin Valley into Los Angeles.

The relative Class | differentials also affects a plant’s ability to ship milk to another plant.
Again for example only, if California were part of a federal order, a pool plant in Tulare
county shipping to a pool plant in Los Angeles county would have a $0.50 raw product
advantage to help cover hauling costs. This $0.50 incentive is compared to the $1.00 to
$1.03 transportation credits plus price differential California sets for milk moving from the
South Valley into Los Angeles. Recall however, while transportation allowances apply to all
milk received at an eligible plant, transportation credits are limited to the relative Class 1
utilization at the receiving plant. For analysis purposes, the Department typically assumes
values of 80%, 90% and 100% Class 1 utilization.
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