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Outline of Presentation

= Brief Summary of Updated UW-Madison
Dairy Interregional Competition Model
(IRCM95):
= Modeling California/FMMO Issues:
Classified Pricing as Price Wedges

= Summary of Scenarios Analyzed.
= Drop CCC (World Price Floors).
e This is the BASE Scenario for the
Policy Simulations.
- FMMO Reform Option 1a, 1b, and Final
Rule:
¢ Class | Differentials.
e MCPs for Class Ill and IV, Class | and
Il Movers.

- Full (Federal and California) MMO
Deregulation.

= Simulation Results and Summary.

UW-Madison Dairy
IRCM95

= Key Innovations:
— A Regional Supply/Demand Model.

(Price Wedges).

Years.
Product Usage.
= Regional Component Pricing for Fat,
Protein, Lactose.

= Aggregate Supply/Demand Balance.

= Transportation Costs: Updates from
Cornell University (Thanks Mark I!l).

- Spatial Hedonic Equilibrium in Milk
Components as well as Commodities.

- Modeling FMMO and California MMO
Policies as Explicit Price Distortions

— Measures Intermediate-Run Impacts: 3-5

= Component Balance with Intermediate

- Very Detailed Component Accounting.
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1995 BASE SCENARIO

= 1995 CCC Price Floors ($10.10):
— Average of CCC and World Market Price
Floor for Butter ($75.00/cwt):
e World Price: F.O.B. North European Ports -
$10/cwt.

= 1995 Federal MMOs and California Pricing:

Price Wedges:

= Fluid, Class Il and llla Relative to BFP for
FMMO Regions.

- Class 1, 2, 3, 4a, 4b and FAT/SNF Quota in
California.
e California Wedges Computed Relative to

California 4b (Cheese) Price.

= BFP (M-W) Minimum Manufacturing Price
and Fluid Mover:
= BFP Modeled as Fluid Mover Only.

= California Fluid Standards only in
California.

= Price Calibration Exercise: Regional Farm
and Fluid Milk Prices, Average Commodity
Prices.




IRCMO95 Policy Scenarios

= Drop CCC:

— As Mandated by 1996 FAIR Act: Eliminated in
2000.

- Use FAPRI 1997-2001 Average World Prices as
Price Floors for Butter, NDM, and American
Cheese.

- This is the BASE for the Policy Simulations.

= FMMO Reform:
- Order Consolidation: 11 Regions.
=4 Classes of Milk.
e |: Fluid (with Eggnog).
e |I: Soft.
e |II: Hard.
¢ |V: Whole and Skim Powder, Butter.
= BFP Replacements:
e Class I/11 Movers.

* Multiple Component Price System Versus
Competitive A/B (or Grade B).

= Low SCC Quality Premiums SCC on Class I, lll,
and IV.

= FULL MMO Deregulation:

- Drop All Classified Pricing: Remove All
California and Federal MMO Price Wedges.

- Drop California FAT/SNF Quota.

Farm Price Impacts of
Dropping CCC (World Price
Floors) ($/cwt)

1995 DROP  |% CHG wrt
BASE CCC BASE
Northeast $13.43 $13.39 -0.3%
Appalachia $13.74 $13.74 0.0%
Florida $15.30 $15.29 -0.1%
Southeast $14.03 $14.02 -0.1%
Mideast $13.02 $12.98 -0.3%
Upper Midwest| $12.79 $12.74 -0.4%
Central $12.79 $12.75 -0.3%
Southwest $12.61 $12.57 -0.3%
Western $12.31 $12.27 -0.3%
Northwest $12.96 $12.93 -0.2%
California $11.05 $10.99 -0.5%
Arizona $12.80 $12.76 -0.3%
USA $12.74 $12.69 -0.3%

Modeling FMMO Policy
Reform Proposals

= Class | Differentials.
- Option la: Location Specific Differentials.

- Option 1b: Relative Value Specific
Differentials.

- Final Rule: Option 1b +$0.40/cwt.

= Class Il and IV: Multiple Component Price
Formulas.

- Driven by Cheese, NDM, and Butter
Wholesale Markets.

— Comparisons to BFP and Class llla.

= Class | Mover: MCP Alternative to BFP:

- Based on the Higher of MCP Class Ill or IV
Component Values.

- No Lags in Modeling !!

= Class |l Differential:
= BFP + $0.30/cwt in BASE.

= MCP Class IV + $0.70/cwt in 1a, 1b, and
Final Rule.
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Modeling FMMO Policy Reform
Proposals

= Class | Impacts Only: BFP Scenarios
— Class Il via BFP + $0.30/cwt.

= Additional Impacts of MCP Class llI/1V,
and MCP Class | Mover:

= 1995 MCP Class Il as Class | Mover Adds
$0.64-$0.68/cwt to Total Class |
Differential Under 1a/1b.

— 1995 MCP Class Il as Class | Mover
Reduces Total Class | Differential
$0.16-$0.30/cwt Under Final Rule !!!

e Other Years Would be Different !!!

= Additional Impacts of MCP Class IV as
Class Il Mover:
— USDA Proposals Generate Negative Class
Il "Wedges" in These Results:
e Implies Discounts for Class Il Usage
Relative to Class llI.
e Range: 10-21 cents/cwt of Milk.
e Generates Premiums When Class IV >
Class Ill - 70 cents !I!
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TABLE 1. Comparison of Current and Proposed Class| Differentials.

03:00 PM

04/05/99

USDA la | USDA Final | USDA 1b
USDA USDA Change from | Change from | Change from

Current Optionla | USDA Final | Optionlb Current Current Current
Northeast 3.06 3.06 2.46 1.99 0.00 -0.60 -1.07
Appalachia 2.79 2.83 2.35 1.78 0.04 -0.44 -1.01
Florida 3.89 4,01 4.36 3.84 0.12 0.47 -0.05
Southeast 3.08 3.10 2.90 2.46 0.02 -0.18 -0.62
Mideast 1.91 1.94 1.95 1.49 0.03 0.04 -0.42
Upper Midwest 1.32 1.76 1.81 1.47 0.44 0.49 0.15
Central 2.15 2.17 2.00 1.47 0.02 -0.15 -0.68
Southwest 3.01 2.84 2.04 1.71 -0.17 -0.97 -1.30
Western 1.84 1.86 1.47 111 0.02 -0.37 -0.73
Nor thwest 1.90 1.90 1.45 1.00 0.00 -0.45 -0.90
Arizona 2.52 2.35 1.55 1.14 -0.17 -0.97 -1.38
USA 2.55 2.59 2.28 1.82 0.04 -0.27 -0.73

SOURCE: 95-9.WK4

Copyright 1999, Thomas L. Cox



TABLE 2: Farm Level Price I mpactsof Changing
Class| Differentials Only.

Changes From No CCC BASE Scenario ($/cwt)

Scenario: USDA 1a [USDA Final| USDA 1b
Northeast 0.01 -0.18 -0.28
Appalachia 0.02 0.18 0.08
Florida 0.10 0.22 -0.12
Southeast 0.06 0.10 -0.15
Mideast 0.03 0.08 -0.03
Upper Midwest 0.03 0.09 0.16
Central 0.00 0.00 -0.07
Southwest -0.05 -0.35 -0.39
Western 0.00 -0.02 0.00
Northwest 0.00 -0.07 -0.08
California -0.02 0.03 0.12
Arizona -0.06 -0.27 -0.34
USA -0.04 -0.06 -0.09

Copyright 1999, Thomas L. Cox





















