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THE PRODUCER PRICE DIFFERENTIAL

Neil Pelsue – UVM Extension Economist
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Federal Order Reform on January 1, 2000 brought with it Multiple Component Pricing [MPC] to the Northeast Federal Milk Order. In an earlier article we talked about the components - butterfat, protein, and other solids - on which a part of the farm milk priced is based. In this article, I want to talk about another piece of the farm milk price, the Producer Price Differential [PPD].


The PPD has been a new concept to many dairy farmers in the Northeast, especially those in the former New England and New York-New Jersey Federal Orders.  The PPD, or a similar concept, had been used in 13 of the Federal Orders, including the Middle Atlantic Order, prior to Federal Order Reform. Seven of the eleven new Orders now have Multiple Component Pricing and the Producer Price Differential is used with each of them.


The value of farm-produced milk is determined by two primary elements, milk components - butterfat, protein, and other solids, and a value reflecting the utilization of the milk in the pool. It is this latter value that is accounted for by the Producer Price Differential.


Farm produced milk is assigned to one of four class utilizations depending on the products made from that milk. Milk used as fluid milk or cream is assigned as Class I and has the highest use value. Milk used for cottage cheese, yogurt, ice cream, and other so-called soft products is assigned to Class II and generally has the next highest use-value. Class III milk represents that milk used in the manufacture of cheddar, mozzarella, and other hard cheeses, cream cheese and other spreadable cheeses. Milk used in the manufacture of butter and powdered milks is assigned as Class IV. Class III and IV milk generally have lower utilization values than the other two classes of milk.


The total classified value of farm-produced milk is determined each month by multiplying the volume of milk in each of the four classes times the respective price for each class. The total component value of all farm-produced milk is calculated by multiplying the price for each of the three components times the total pounds of each respective component.


The Producer Price Differential is then calculated by subtracting the total component value from the total classified value, subtracting a small portion for the Producer Settlement Fund Reserve, and dividing this net value by the total producer milk in the pool. The PPD value is expressed in dollars per hundredweight ($/cwt). In this way, the manner in which the milk is used is reflected in the resulting farm milk price. The more milk that is used in the higher priced milk classes, Class I and II, the higher will be the PPD. 


The Federal Order monthly minimum milk price for each farm is determined by first calculating the total value of the butterfat, protein, and other solids components contained in the milk, expressed as $/cwt, then adding the PPD, adjusted for the location in which the plant to which that farm’s milk was shipped that month. 

A Northeast Federal Order market average farm milk price is computed each month. It is referred to as the Statistical Uniform Price. This price is somewhat comparable to the former Blend Price that was calculated under the New England Federal Order until January 1, 2000. The Statistical Uniform Price is announced at Suffolk County, MA (Boston), the base pricing point for the Northeast Federal Order. This price is for milk containing 3.50% butterfat, 2.99% protein, and 5.69% other solids. The price received by an individual dairy farmer will vary as the component composition of a farm’s milk differs from the benchmark values and by the location of the plant(s) to which the farm’s milk is shipped.


The relation between the Class III and Class IV prices determines whether the PPD increases or decreases from one month to the next. The higher the Class IV price is relative to the Class III price, the higher will be the PPD. The Class III and IV prices will vary according to the market prices of cheese, butter, and powder. The Class IV price has exceeded the Class III price in every month since the Northeast Federal Order has been in effect. It is for this reason that the PPD has been at relatively high values since the Northeast Federal Order was put into effect.


If the Class III price increases relative to the Class IV price, the PPD will decline. However, the effect of a lower PPD will tend to be offset by a higher component value for protein, resulting from the higher value of cheese.


To quickly summarize, the Producer Price Differential is the residual pool value remaining after all butterfat, protein, and other solids values paid to each producer are subtracted. The PPD is adjusted for the plant location to which the producer milk is shipped, i.e., it is lowered the further the plant is located from Boston, MA. The appropriate PPD is then added to each farm’s component value to obtain the monthly minimum Federal Order farm milk price. 
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