The intent of this document is to assist in the understanding of the issues raised at a public hearing, within the
context of the economic regulation of the dairy industry. It applies specifically to the California Milk Pricing and
Pooling programs and is also useful in understanding the operation of federal milk marketing orders.

THE CALL OF THE HEARING

The California Department of Food and Agriculture
(Department) has scheduled a public hearing to
consider amendments to the Pooling Plan for Market
Milk and the Stabilization and Marketing Plans for
Market Milk for the Northern and Southern California
Marketing Areas (Plans). The hearing will be held
onJuly 1, 2008, at 9:30 a.m., at the Department of
Food and Agriculture Auditorium, 1220 N Street,
Sacramento.

The Secretary of Food and Agriculture called a public
hearing on its own motion to consider technical
amendments to the Pool Plan for Market Milk, as
Amended for the Dairy Accounting System (DAS) and
in response to a petition from California Dairies, Inc.
(CDI) to consider amendments to the milk movement
incentives as provided in the Plans. The hearing will
also consider the factual basis, evidence and the legal
authority upon which to make any and/or all of the
proposed amendments to the Plans.

DEPARTMENT EXHIBITS

This document utilizes informational resources
including the Departmental Exhibits. These exhibits
will be made public on June 24, 2008, and will be
entered into the hearing record on July 1, 2008.
When the exhibits are referenced in this document,
they will be cited in the text. For example, throughout
the text of this document, it may be noted to see the
“Hearing Exhibit” references for the actual resources
of the information. In the Departmental Exhibits, an
asterisk (*) next to the Exhibit Number (which may
include back issues) indicates they are entered by
reference only. In these instances, the most recent
copies are on file in the Branch office at 560 J Street,
Suite 150, Sacramento, California.

ECONOMIC DAIRY REGULATIONS

California Food and Agricultural Code Section 61801,

et seq., provides the authority, procedures, and
standards for establishing minimum farm prices by
the Department for the various classes of milk that
processors (handlers) must pay for milk purchased
from dairy farmers (producers). These statutes provide
for the formulation and adoption of Milk Stabilization
and Marketing Plans for Market Milk (Stabilization
Plans).

The Gonsalves Milk Pooling Act, California Food and
Agricultural Code Section 62700, et seq., authorizes
the Secretary to operate a statewide pooling system
under specified guidelines. These statutes provide for
the formulation and adoption of Milk Pooling Plans for
Market Milk (Pool Plan).

These statutes identify legal requirements and

public policies that the Department is charged with
implementing and enforcing. The determinations
resulting from any hearing are made pursuant to the
authority vested in the Department by statute and in
furtherance of the important State purposes embodied
in the governing statutes.

About 93 percent of the market grade (Grade A)
milk produced in the U.S. is subject to regulation;
under federal orders (69 percent) or state marketing
programs (24 percent). The remaining Grade A and
all Grade B milk are not subject to minimum price
regulations.

California is not part of the federal milk-marketing
order system; it has its own state-specific, milk
marketing program. Currently there are two
marketing areas: Northern California and Southern
California. Each marketing area has a separate but
essentially identical Stabilization and Marketing Plan.
Each plan provides formulas for pricing five classes
of milk (as detailed at the end of this document).
Both marketing areas are covered by the single
Pooling Plan.
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CALIFORNIA DAIRY INDUSTRY

In 2007, California was the largest milk producing state
in the U.S. California dairy farmers marketed 40.7 billion
pounds of milk, which represented 21.9 percent of

the nation’s marketings, up from 17.5 percent in 1997.
California has also seen increases in cow numbers. In
2007, California had more cows than any other state in
the U.S.: 1.81 million adult milk cows representing 19.8
percent of the nation’s total herd, up from 14.9 percent
in 1997.

INDUSTRY CONDITIONS RELATIVE TO THE
STATUTORY CRITERIA

Legislative Declarations — The following are declarations
made by the statutes under which the Pooling Plan and
the Stabilization Plans are promulgated regarding the
dairy industry’s effects on the public’s health and welfare.
The pertinent Food and Agricultural Code sections follow
each declaration.

1. The production and distribution of milk is a business
affected with a public interest. Thus, the police powers
of this state may be used for protection of the public
health and welfare (§61801 and §62700).

2. The production and maintenance of an adequate
supply of milk is vital to the public health and welfare
(861802(b) and §62701).

3. Health regulations alone are insufficient to prevent

economic disturbances in the production of milk. Thus

in the absence of economic regulation, the potential
exists for economic disruption which may constitute
a menace to the public health and welfare (§61802(c)
and §61802(d)).

4. By threatening industry stability, unfair, unjust,

destructive and demoralizing trade practices constitute

a menace to the public health and welfare. Thus,

the regulatory provisions should promote intelligent
production and orderly marketing, and should
eliminate economic waste, destructive trade practices,
and improper accounting (§61802(e) and §61701).

5. To promote the public health and welfare, it is essential

to establish minimum producer prices at fair and
reasonable levels (§61802(h)).

6. The regulatory provisions should result in uniformity
of cost to handlers and should not restrict the free
movement of fluid milk (§61805(b) and §62720).

7. The regulatory provisions should help develop and
maintain satisfactory marketing conditions, and bring

Northern California Milk
Marketing Area

Southern California Milk
Marketing Area

Unregulated
Area

about and maintain a reasonable amount of stability
and prosperity (§61805(d)).

The relevant statutes recognize that conditions affecting
the California dairy industry are subject to change

over time. As such, the Department’s regulation of

the California dairy industry in accordance with the
governing statutes and the public interest must be
modified as appropriate, as necessary, to address issues
created by changing conditions. In addition, a dynamic
industry, such as the California dairy industry, requires
that the Department ensure that economic regulations
are modified when necessary to ensure that the Pooling
Plan and the Stabilization Plans continue to implement
state policies and promote the public health and welfare.
Since the beginning of economic regulation in 1935,
much has changed:

« Dramatic increases in total milk production have been
matched by equally dramatic decreases in numbers
of dairy farms and dairy processing plants. From
1936 to 2007, there has been an ten-fold increase
in milk production from 4.2 billion pounds to 40.7
billion pounds. Data on numbers of producers and
processors is not as extensive. However, from 1940
to 2007 there was an 90 percent decline in number
of dairy farmers from 19,428 to 1,960. From 1960 to
2007, the number of dairy processors declined about
80 percent from about 600 to 119. In addition to the
decline in numbers, dairy processors have become
more specialized. In 1960, many of the 600 processors
made multiple class products. In 2007, most of the
119 processors specialized in only one or two classes.
(see Hearing Exhibits).
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+ The historic declines in the number of dairy farms and

processing plants do not capture the extent of the
consolidation that has occurred in recent years. In 1985,
there were 7 processing cooperatives each with a single
plant; there were also 12 strictly marketing cooperatives.
Today, there are only 4 processing cooperatives with

as many as five plants each; there are also 4 strictly
marketing cooperatives. In 1985, 18 of the cooperatives
were strictly California based, while one had a few
members in Northwestern Nevada. Today, the nation’s
three largest dairy cooperatives all have a presence in
California. Two are headquartered out of state, while the
nation’s second largest cooperative is strictly California
based.

California has always had processing plants owned by
national proprietary firms. However, in the last few
years, there has been a major consolidation of fluid
plants both nationally and in California. The nation’s
largest fluid proprietary processor has established a
major presence in California through acquisition of
former California firms.

As a percent of total milk fat production, the fluid
milk product share declined from 65 percent in 1952
to 9 percent in 2007 attributed to: increased milk

and introduction of lowfat milk.

+ The declining importance of milk fat has resulted in
changes in producer pricing. Pricing was fat-based
until 1955; fat/skim-based from 1955 to 1962; mixed
fat/skim and fat/solids-not-fat-based from 1962 to
1969; and fat/solids-not-fat-based since 1969.

« The number of classes of milk has changed with
changes in production and the marketing of dairy
products: four classes prior to 1950; three classes from
1950 to 1968; four classes from 1968 to 1982; and five
classes since 1982.

« Technology has improved the ability to ship bulk and
packaged milk greater distances. Marketing areas were
consolidated to reflect this technology. In the mid-
1950's, there were 37 marketing areas in California;
currently, there are only two.

SUPPLY, DEMAND, AND PRICES TO CONSUMERS

Many factors ultimately determine milk production.
However, the most obvious ones are the number of milk
cows and milk production per cow. More complex factors
(output prices, input costs, weather, and environment) all
affect cow numbers and production per cow.

production, decreased consumption of fluid products,

Table 1 - COWS ON FARM

. Other Other Calif. Other

Calif. 1 uU.S.
Western U.S. Share Western
Share
Milk Cows in Thousands Percent

1997 1,389 1,191 6,744 9,324 14.9% 12.8%

1998 1,401 1,209 6,532 9,142 15.3% 13.2%

1999 1,466 1,254 6,439 9,159 16.0% 13.7%

2000 1,523 1,316 6,376 9,214 16.5% 14.3%

2001 1,573 1,364 6,211 9,148 17.2% 14.9%

2002 1,648 1,445 6,046 9,139 18.0% 15.8%

2003 1,688 1,487 5,909 9,084 18.6% 16.4%

2004 1,725 1,511 5,776 9,012 19.1% 16.8%

2005 1,755 1,556 5,730 9,041 19.4% 17.2%

2006 1,785 1,625 5,702 9,112 19.6% 17.8%

2007 1,813 1,648 5,697 9,158 19.8% 18.0%

Percent Change

10 year average 2.7% 3.3% -1.7% -0.2%
Current ¥ 1.6% 1.4% -0.1% 0.5%

¥ Alaska, Arizona, Colorado, Hawaii, Idaho, Montana, Nevada, New Mexico, Oregon, Utah, Washington, Wyoming.
%1997 to 2007

¥ 2007 compared to 2006 Source: NASS-USDA

Table 1 shows that California and other Western States have been increasing their milk cow numbers, while in the

rest of the nation, cow numbers have been declining. The net result has been a long-term decline for the nation as a
whole. From 1997 to 2007, California dairy cow numbers increased at a 2.7 percent annualized rate, with a 1.6 percent
increase when comparing 2007 to 2006. From 1997 to 2007, California’s share of U.S. total cow numbers increased
from 14.9 percent to 19.8 percent.
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Table 2 - MILK PER COW

. Other Other Calif. Other West
Calif. u u.s. . .
Western U.S. Relative to Relative to
Other U.S. Other U.S.
Milk Per Cow In Pounds Per Year Percent
1997 19,894 19,306 15,715 16,796 127% 123%
1998 19,705 19,760 16,219 17,222 121% 122%
1999 20,777 20,442 16,559 17,766 125% 123%
2000 21,169 20,805 16,992 18,227 125% 122%
2001 20,890 20,496 16,821 18,069 124% 122%
2002 21,277 21,079 17,291 18,608 123% 122%
2003 20,993 21,142 17,505 18,749 120% 121%
2004 21,139 21,140 17,728 18,967 119% 119%
2005 21,404 22,386 18,282 19,576 117% 122%
2006 21,815 22,868 18,741 19,951 116% 122%
2007 22,440 22,354 19,045 20,267 118% 117%
Percent Change
10 year average % 1.2% 1.5% 1.9% 1.9%
Current ¥ 2.9% -2.2% 1.6% 1.6%

¥ Alaska, Arizona, Colorado, Hawaii, Idaho, Montana, Nevada, New Mexico, Oregon, Utah, Washington, Wyoming.

#1997 to 2007
3 2007 compared to 2006 Source: NASS-USDA

While the year 2001 and 2003 showed decrease in milk production per cow, the end of 2005 showed a significant
increase in production per cow. In 1997, California production per cow was 27 percent higher than the average of the
rest of the nation, while in 2007, it was 18 percent higher. Comparing 2007 to 2006, California production per cow was
up 2.9 percent, while the rest of the nation, except for the other Western States, also showed increases in production
per cow.

Table 3 - MILK PRODUCTION

. Other Other Calif. Other
Calif. u uU.S.
Western u.S. Share Western
Share
Milk Production in Million Pounds Per Year Percent
1997 27,628 22,993 105,981 156,602 17.6% 14.7%
1998 27,607 23,890 105,944 157,441 17.5% 15.2%
1999 30,459 25,626 106,626 162,711 18.7% 15.7%
2000 32,240 27,371 108,341 167,952 19.2% 16.3%
2001 32,855 27,961 104,476 165,291 19.9% 16.9%
2002 35,065 30,459 104,539 170,063 20.6% 17.9%
2003 35,437 31,438 103,437 170,312 20.8% 18.5%
2004 36,465 31,943 102,397 170,805 21.3% 18.7%
2005 37,564 33,826 105,599 176,989 21.2% 19.1%
2006 38,830 35,582 107,386 181,798 21.4% 19.6%
2007 40,683 36,326 108,593 185,602 21.9% 19.6%
Percent Change
10 year average 2 3.9% 4.7% 0.2% 1.7%
Current ¥ 4.8% 2.1% 1.1% 2.1%

& Alaska, Arizona, Colorado, Hawaii, Idaho, Montana, Nevada, New Mexico, Oregon, Utah, Washington, Wyoming.

21997 to 2007
% 2007 compared to 2006 Source: NASS-USDA

Table 3 shows that for 2007, milk production showed across-the-board increases compared to 2006. The net result
is a 2.1 percent increase in milk production for the nation as a whole. From 1997 to 2007, California milk production
increased at a 3.9 percent annualized rate, with a 4.8 percent increase when comparing 2007 to 2006. From 1997 to
2007, California’s share of U.S. milk production increased from 17.6 percent to 21.9 percent, up from 21.4 percent in
2006. For 2007, California and the Western States accounted for 41.5 percent of the nation’s milk production.
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Federal Support Purchases and Supply. Federal purchases of dairy products through the Commodity Credit
Corporation (CCC) are a reflection of general supply and demand conditions. Generally, when supplies are

long or when demand is short, CCC purchases are up and vice versa. Historic CCC purchases have been highly
variable. (see Figure 1) Relative to total production, total U.S. CCC purchases were large for brief periods in the
mid-1950’s and early 1960’s. CCC purchases were also large for an extended period in the 1980's. In 1983, CCC
purchases reached an all-time high: 13.2 percent of total U.S. milk production (milk equivalent, total solids basis).
During the 1990's and 2000’s to date, purchases were below historic averages, dropping to an all-time low of no
purchases in 2007. (see Hearing Exhibits)

Figure 1 - ANNUAL RELATIVE CCC PURCHASES
U.S. CCC Purchases on a Total Solids Basis as a Percent of Total Milk Production
by Commodity, 1949 to 2007
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Demand: Many factors ultimately determine demand for California dairy products. However, the most
obvious ones are total population and per capita consumption. More complex factors (income, employment
rates, product price, consumer tastes) all affect population change and per capita consumption. Also,
depending on the dairy product, the relevant population and per capita consumption can be on a statewide,
regional, national, or international basis.
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Table 4 - POOL UTILIZATION
Market Share Based on Total Solids Utilization

Class 1 Class 2 Class 3 Class 4a Class 4b Total
1997 21.9% 4.8% 5.6% 31.0% 36.8% 100%
1998 22.5% 4.9% 5.8% 28.5% 38.3% 100%
1999 20.3% 4.5% 5.3% 31.5% 38.3% 100%
2000 19.5% 4.5% 5.4% 31.1% 39.4% 100%
2001 18.6% 4.2% 5.2% 28.6% 43.4% 100%
2002 17.8% 4.0% 4.5% 29.8% 43.9% 100%
2003 17.7% 4.3% 4.6% 28.2% 45.2% 100%
2004 15.7% 4.2% 4.4% 29.4% 46.2% 100%
2005 14.7% 4.3% 4.1% 28.7% 48.3% 100%
2006 14.5% 4.4% 3.8% 28.8% 48.5% 100%
2007 14.3% 4.5% 3.8% 30.0% 47.4% 100%
Percent Change
10 year average” -4.1% -0.6% -3.9% -0.3% 2.6% 0.0%
Current” -0.9% 1.4% -2.4% 4.3% -2.2% 0.0%

Y1997 to 2007

A Source: CDFA
2007 to 2006

Table 4 shows the relative change in pooled milk utilization. Figure 2 shows the absolute change in utilization.
Classes 1, 2 and 3 have grown more slowly than total pooled milk production. Class 4b has shown steady increases,
while increases for Class 4a have been more erratic.

Figure 2 - HOW MILK IS UTILIZED
California, 1997 to 2007
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Unlike fluid milk products, manufactured dairy products have shown strong growth in commercial demand as
evidenced by the rapid growth California manufacturers have experienced in production of Class 4a and 4b dairy
products, robust and volatile prices on the national market for manufactured products, and the low levels of CCC
purchases from California.

Commercial disappearance is equal to beginning dairy inventory plus commercial production and imports, less both
sales to the CCC and ending inventory of all dairy products (fluid and manufactured). On a national basis, commercial
disappearance has increased every year for the last ten years. (see Hearing Exhibits)

From 1970 to 2007, California’s share of national milk production increased from 8.1 percent to 21.9 percent. Over

that same period, California’s share of U.S. population increased from 9.8 percent to 12.1 percent. California’s share of
various dairy products has also changed over time. Some have tracked the increases in milk production; others have
been more associated with population trends (see Figures 3 through 8). These figures represent all five classes of milk,
showing California’s production share of six selected dairy products, and, in some instances, compare that share to
the total production share of the other twelve western states. As defined by USDA, these states are Alaska, Arizona,
Colorado, Hawaii, Idaho, Montana, Nevada, New Mexico, Oregon, Utah, Washington, and Wyoming.

California’s share of the nation’s milk production greatly exceeds its population share. Therefore, for almost all dairy
products, California should be at least self-sufficient, with the potential for exports to other states.

Figure 3 - CALIFORNIA FLUID MILK SALES and
CALIFORNIA POPULATION
1970 to 2007
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From 1970 to the beginning of the 1990’s, California fluid milk sales and the state population followed an increasing
trend. However, in 1993, sales dipped and stayed fairly constant over the following 15 years, whereas population kept
increasing (see Figure 3).
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Historic data indicates that before 1989, California’s share of the nation’s dry curd cottage cheese
production greatly exceeded California’s share of the nation’s population. However, since 1997, California’s
national share of production has been less than its population share. Currently, the western states’share
of the nation’s dry curd cottage cheese production exceeds their national population share, however
production has been declining since 2003 (see Figure 4).

Figure 4 - DRY CURD ANNUAL PRODUCTION SHARE
Curd for Cottage Cheese, Selected Regions
1997 to 2007
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On the following page, Figure 5 shows frozen annual production shares data. Historic data indicates that
since 1970, California’s share of the nation’s ice cream production matched California’s population share. On
the other hand, other Western States share of the nation’s ice cream production has been both above and
below and is currently below their population share. For 2007, California and the Western States accounted
for 21% of the nation’s ice cream production.
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Figure 5 - ALL FROZEN ANNUAL PRODUCTION SHARE
Selected Regions, 1997 to 2007
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California became self sufficient in total cheese production in the early 1990’s and continues to increase

its share of U.S. production. In 2007, California and the other western states accounted for 44% of the U.S.
cheese production. Both California and the other western states have steadily increased their shares of the
nation’s cheese production (see Figure 6).

Figure 6 - ALL CHEESE ANNUAL PRODUCTION SHARE
Selected Regions, 1997 to 2007
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Figure 7 - BUTTER ANNUAL PRODUCTION SHARE
Selected Regions, 1997 to 2007
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Historic data indicates that since 1970, California’s share of the nation’s butter and NFDM production has
exceeded California’s share of the nation’s population. The other western states share of the nation’s butter
production is similar to their population share while their NFDM share is well above their population share
(see Figures 7 and 8). In 2007, California and the other western states acounted for 49% of the nation’s butter
production and 77% of the nation’s NFDM production.

Figure 8 - NFDM ANNUAL PRODUCTION SHARE
Selected Regions, 1997 to 2007
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Prices to Consumers: From 1938 to 1978, the Department regulated retail milk prices. However, the Department
no longer has the statutory authority for such regulation. The Department does maintain and publish data on
retail milk prices from A.C. Nielsen data (see Hearing Exhibits). There is a relationship between changes in the
farm price and changes in the retail price of milk. Historically, the relationship was much stronger when farm
prices were increasing. When the farm price increased, the retail price increased accordingly. However, when farm
prices decreased, the price change at retail did not tend to decrease at a corresponding rate.

However, recent data suggests that this trend may no longer be true as born out by the relationship between

the change in farm and the change in retail prices for San Francisco as shown in Figure 9. The change in raw
product cost explains 96 percent of the changes in prices at club stores, and 79 percent of the changes in prices at
traditional retail stores.

Figure 9 - CLUB AND RETAIL STORE PRICE CHANGES COMPARED TO RAW
PRODUCT (WHOLE MILK) PRICE CHANGES
San Fancisco, California
A.C. Nielsen Retail Prices, CDFA Club Prices - March 2003 to February 2008
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For the last five years, the farm price averaged about 43 percent of the price at traditional retail stores. The lowest
price to consumers continues to be milk sold at “club membership” stores, with on average 75¢ per gallon savings
over the retail store price (see Figure 10).

Figure 10 - AVERAGE ANNUAL WHOLE MILK PRICES
San Fancisco - Farm, Club Store, and Retail Stores
1975 to 2007
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FARM AND COMMODITY PRICE RELATIONSHIPS

Between 1978 and 1987, national dairy farm prices were extremely stable. The federal support price program cleared
the market when production exceeded demand by building federal inventories of butter, NFDM, and Cheddar cheese.

During this period, because of the heavy influence in the marketplace of the relatively high federal dairy support price
levels, commodity prices were stable from month to month. California farm prices were tied directly to commodity
prices and federal order farm prices were tied indirectly to commodity prices.

Since 1987, the decrease in the federal target support price (and the accompanying decrease in support purchase
prices for butter, and Cheddar cheese) eliminated increases in federal inventories of butter, and Cheddar cheese.
Existing inventories were eliminated by domestic and foreign food aid efforts. The low federal inventories of
butter, and Cheddar cheese were no longer adequate to stabilize the market by helping to balance seasonal supply
and demand. Consequently, whenever production of butter, or Cheddar cheese has been inadequate to satisfy
commercial demand, dairy commodity prices have been quite volatile. Thus, market-driven forces have led to
volatility, both in California farm prices and in federal order farm prices (see Figure 11).
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Figure 11 - MILK PRICES: Federal Support and California Fluid

Monthly, January 1965 to December 2007

The Support Price is at 3.5% Fat, Fluid Price is at 3.5% Fat, 8.7 SNF, for Los Angeles
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For all of 2007, California fluid milk prices are compared to prices in adjacent states (see Table 5). For eight
months in 2007, the Northern California Class 1 price was lower than the Class | price in Oregon (see Figure 12).
For ten of the twelve months of 2007, the Southern California Class 1 price exceeded the Class | price in

Southern Nevada (see Figure 13). For nine months in 2007, the Central Arizona Class 1 price exceeded the Class

1 price in Southern California.

Table 5 - 2007 ANNUAL AVERAGE FLUID MILK PRICES
California Class 1 Prices Compared to Class | Prices in Contiguous States

2007 Differential above Average
Average federal Class | Equivalent
Price Area Mover Differential
$20.49  Arizona, Central - Phoenix, Tucson $2.35
$20.06 Southern California - Los Angeles $1.92
$19.94  Average California ” $1.80
$19.79 Northern California - San Francisco; and $1.65
Nevada, Northwestern - Reno, Winnemucca
$20.04  Oregon, Western - Medford, Portland $1.90
$19.54  Nevada, Southern - Las Vegas ¥ $1.40

1

2/

3/

Weighted by utilization.

The Northwest Nevada price is set equal to the Northern California price by the Nevada State Dairy Commission.

The Southern Nevada price is set equal to the federal Class | mover plus $1.40 by the Nevada State Dairy

Commission.

Sources: AMS-USDA, CDFA
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Dollars Per Hundredweight

Dollars Per Hundredweight

Figure 12 - FLUID MILK PRICES
Northern California and Contiguous States, Monthly, 2007
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Figure 13 - FLUID MILK PRICES
Southern California and Contiguous States, Monthly, 2007
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Nationally, volatile farm prices stemmed from the marketplace balancing supply and demand. Level farm
production in 2006 and 2007 resulted in increasingly high prices. Currently, national production has remained
strong and above previous year levels with the prices remaining steady. Table 6 details how butter, block
Cheddar cheese, NFDM, and dry whey prices changed, comparing 2006 to 2007: butter up 10%, block Cheddar
cheese up 29%, NFDM up 46%, and Western Dry Whey up 44% (See Hearing Exhibits). Because farm prices are
tied directly to commodity prices, increasing commodity prices most often translate into increasing farm prices.
California and federal prices for milk used to manufacture cheese products are up 36% and up 34% respectively.
Average producer prices were up as well. Changes in producer farm prices should be compared to changes in
the on-farm cost of producing milk. Comparing 2006 to 2007, California overall production costs increased by
10% (see Hearing Exhibits).

Table 6 - DAIRY PRICES AND COSTS
Commodity, Processor, and Producer Prices, and Producer Costs

. Change 2006-2007
Unit

2005 2006 2007 $/Unit Percent
Commodity Prices
CME Cheese $/lb. $1.49 $1.24 $1.75 $0.51 41%
CME Butter $/lb. $1.55 $1.24 $1.37 $0.13 11%
California NFDM $/lb. $0.92 $0.86 $1.58 $0.72 84%
Western Dry Whey (mostly) $/lb. $0.30 $0.34 $0.60 $0.26 7%
Processor Prices
San Francisco California
Class 1 $/gallon $1.35 $1.12 $1.70 $0.58 52%
$lcwt. $15.74 $13.03 $19.81 $6.78 52%
Class 2 $lcwt. $13.35 $11.53 $16.65 $5.12 44%
Class 3 $lcwt. $13.25 $11.48 $16.60 $5.12 45%
Class 4a $lcwt. $12.50 $10.62 $17.40 $6.78 64%
Class 4b $lcwt. $13.70 $11.23 $17.46 $6.23 55%
Portland Oregon
Class | $/cwt. $16.30 $13.78 $20.04 $6.26 45%
Class Il $lcwt. $13.48 $11.76 $18.36 $6.60 56%
Class Il $lcwt. $14.05 $11.89 $18.04 $6.15 52%
Class IV $lcwt. $12.88 $11.06 $18.36 $7.30 66%
Milk Mailbox Prices
California $lcwt. $13.82 $11.28 $17.56 $6.28 56%
All Federal Order Average $lcwt. $14.98 $12.87 $19.16 $6.29 49%
Producer Costs
CDFA
Cost Comparison Summary $lcwt. $13.43 $14.18 $15.77 $1.59 11%

Sources: AMS-USDA, CDFA
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DEPARTMENT PRODUCTION COST DATA

The Cost Comparison Summary is used to monitor the
cost of producing milk on dairy farms. A summary is
published for each of the four production areas, based
on monthly cost of production data. The comparison
provides a statewide weighted average of all costs and
allowances for each month.

Cost figures from January 2007 through December
2007 increased $1.32 cents per hundredweight of milk
compared to the same period a year ago. All four areas
showed increases in the cost of producing milk with the
statewide cost up 10 percent.

The following table summarizes the annual average costs
for each of the four production cost areas for the calendar
years of 2006 and 2007:

Production Jan-Dec 2006 Jan-Dec 2007 Percent
A 1 Average Cost Average Cost Change
reas Per Cwt. Per Cwt. 2006 vs. 2007
North Coast $15.16 $17.42 14.9%
North Valley $12.68 $13.81 8.9%
South Valley $12.54 $13.98 11.5%
Southern $12.39 $13.65 10.2%
California
Statewide $12.64 $13.96 10.4%

1/ Weighted average computed based on the following 2007 milk
volume percentages: North Coast, 2.59%; North Valley, 36.48%; South
Valley, 52.30%; Southern California 8.63%.

The California Legislature has established statutes
requiring the Secretary to consider relevant economic
factors, including the cost of management and a
reasonable return on investment, when establishing
minimum prices (Food and Agriculture Code, Section
62062). The return on investment is based on the Moody'’s
Baa Corporate Bond Index that is published monthly. The
returns on investment and management per hundred
pounds of milk for 2006 and 2007 are $1.54 and $1.81,
respectively, which are not included in the figures above.

FEDERAL MILK SUPPORT PROGRAM

In addition to federal and State milk marketing programs,
the federal government also maintains two income
protection programs -- the Dairy Support Price Program
and the Milk Income Loss Contract Program.

Dairy Support Price Program:
$9.90 Floor - The federal government establishes a
minimum target support price as a floor price for the milk

dairy farmers sell to processors. This price is currently
$9.90 per hundredweight for milk testing at 3.67 percent
fat. The federal government does not buy milk from
dairy farmers at the target support price. Instead,
through the Commodity Credit Corporation (CCC), the
federal government stands ready to buy unlimited
quantities of butter, NFDM, and Cheddar cheese from
processors. It purchases these products at prices that,
on average, should enable processors to pay dairy
farmers the target price. The prices are currently $1.05,
$0.80, and $1.13 per pound, respectively, for butter,
NFDM, and Cheddar cheese.

Milk Income Loss Contract Program:

The Milk Income Loss Contract Program was in effect
until September 2007. The newly adopted Farm Bill
makes numerous revisions to the previous program and
is in effect through September 2012.

OTHER FACTORS

In addition to the above, in establishing the provisions
of the Stabilization and Pooling Plan, the Department
“shall take into consideration any [other] relevant
economic factors” not specifically listed in the Food and
Agricultural Code (§62802(h), §61805(b), §62062, §62076
and §62076(c)).

At past hearings, independent processors and
distributors in the Northern California Marketing Area
have documented their competitive disadvantage

in competing with packaged milk from processors

in Oregon regulated under a federal order. The
California processors have contended that they are at
a disadvantage because California fluid milk prices are
higher than prices in Oregon.

Bulk milk shipments into and out of California are small
relative to California’s total milk production. Exports
have never exceeded two percent of total production,
and in 2004 and 2005, averaging below one percent.
Imports, once below one percent of total production,
have averaged nearly four percent in the last four years.
From 0.5 million pounds per day in 1993, imports rose
to 3.6 million pounds in 2004 and averaged 2.6 million
pounds in 2007. Over the same period, exports rose
from 0.5 million pounds per day to a peak of 1.5 million
pounds per day in 2002 and dropped to 1.1 milion
pounds per day in 2007.
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The vast majority of imports are utilized in Class 1 Arizona, peaking at 61 percent of all California imports

products. However, the relative amount has changed in January 2002, and then declining. As of November
with time, from a high of 98 percent in October 1995, 2007, 73% of bulk milk imports come from Nevada and
Class 1 utilization of imported milk fell to 67 percent only 25% from Arizona. (See Figure 14 - note that the
in December 2003. As of November 2007, utilization term “Other” potentially includes milk from Arizona
has risen to 82 percent. Historically, over 90 percent and Nevada whose origins were misreported. This

of bulk milk imports came from Nevada; and the may explain the large volumes of “Other” milk in 1996
volume of imports from Nevada were roughly equal and 2004.)

to the volume of exports. However, starting in 1995,
significant volumes of milk began coming in from

Figure 14 - BULK MILK IMPORTS AND EXPORTS
Annual, January 1993 to December 2007 - Imports by State of Origin
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“ “Other Imports” may include mislabeled Arizona and Nevada milk.
Source: CDFA
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California Milk Pricing Formulas

California’s milk marketing program establishes minimum prices that processors must pay for Grade A milk
received from dairy farmers. For the purposes of setting prices, there are five classes of milk that are
established depending on the type of dairy product. In California’s milk pricing system, commercial market
prices for dairy product commodities are the most significant factor in determining the minimum price that
processors must pay for milk.

Milk consists of three basic components: butterfat (fat), solids—not—fat (SNF), and fluid carrier (water). Prices
are assigned to all three components in the determination of the Class 1 milk price. Only the fat and SNF
components are used to set the Class 2, 3, 4a, and 4b milk prices. Because prices are determined for
individual milk components, a simple calculation must be performed to obtain the implied hundredweight
price. Class 1, 4a, and 4b prices are adjusted monthly, and Class 2 and 3 prices are adjusted bimonthly.

The Five Classes of Milk

Class 1:  Milk used in fluid products, including whole, reduced fat, lowfat, and nonfat milks.
Class 2:  Milk used in heavy cream, cottage cheese, yogurt, and condensed products.
Class 3:  Milk used in ice cream and other frozen products.

Class 4a: Milk used in butter and dry milk products, such as nonfat dry milk.

Class 4b: Milk used in cheese, other than cottage cheese, and whey products.

Class 4a Price Formula (butter and dry milk products)

The difference between the

Chicago Mercantile Exchange Butter yield; can
butter price and the price received produce 1.2 Ibs.

by California butter processors. of butter from
one pound of fat.

Q) Price of Class 4afat = (Butter price — $0.0309 — $0.1560) x 1.2 = |
The average market price per Manufacturing cost

pound of Grade AA butter at the allowance; the amount
Chicago Mercantile Exchange. deducted from the product
price to compensate for the

processor’s costs.

The weighted average price received NFDM yield; can produce
by California processors for Grade A 1.0 Ibs. of nonfat powder
and Extra Grade nonfat powder. \ from one pound of SNF.

(2) Price for Class 4a SNF = (Nonfat powder - $0.1698) x 1.0

Manufacturing cost
allowance; the amount
SNF = solids—not—fat deducted from the product

price to compensate for the
processor’s costs.

(3) Class 4a price per 100 pounds of standardized milk (@3.5% fat and 8.7% SNF)
= (3.5 x price of Class 4a fat) + (8.7 x price of Class 4a SNF)

For any month in which the Secretary implements the collection of charges for the Milk
Producers Security Trust Fund, the minimum Class 4a price shall be increased by:

e $0.0032 per pound of fat, and

e $0.0013 per pound of SNF
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Class 4b Price Formula (cheese)

The Class 4b price calculation consists of four steps. The first step sets the fat component price
in 4b milk to that of 4a milk. The second step determines the product value of cheese and Grade
B butter per hundred pounds of milk. The third step identifies the 4b SNF price. The fourth step

converts the component prices to a standardized milk price.

Step 1: Price of Class 4a fat = Price of Class 4b fat

The average market price
per pound of Cheddar

The difference between the
CME block Cheddar cheese
price and the price that

California processors receive.

cheese at Chicago
Mercantile Exchange.

Step 2: Product value =  (Cheddar price — $0.0252 — $0.1%§8) x10.2 «<———

Market price per pound
of Grade AA butter at
the Chicago Mercantile + $0.25

Exchange.
Fixed whey value /

Adjustment to reflect
the value of whey
butter relative to CME
Grade AA butter price.

Step 3: Price of Class 4b SNF =

l

+ (CME AA butter —iO.lO —$0.1560) X 0.27 «<—

A

Cheese yield; can
produce 10.2 Ibs. of
cheese from 100
pounds of milk.

produce 0.27 lbs of
whey butter from 100

pounds of milk.

Whey butter yield; can

Manufacturing cost
allowances; the amounts
deducted from the product
price to compensate for the
processor’s costs.

Average percent of fat
in milk used in Cheddar
cheese plants.

Product value — (3.72 x Price of Class 4b fat)

8. 80

Average percent of
solids—not—fat in milk
used in Cheddar

cheese plants.

Step 4: Class 4b price per 100 pounds of standardized milk (@3.5% fat and 8.7% SNF)

= (3.5 x price of Class 4b fat) + (8.7 x price of Class 4b SNF)

For any month in which the Secretary implements the collection of charges for the Milk
Producers Security Trust Fund, the minimum Class 4b price shall be increased by:

e $0.0032 per pound of fat, and
e $0.0013 per pound of SNF
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Class 3 Price Formula (frozen dairy products)

Class 3 prices are established on a bi-monthly basis prior to the beginning of each even month. For
example, the February—March pricing period for Class 3 milk uses the average Class 4a component
prices for December and January.

$0.0370 in Northern California
(1) Class 3 fat price = average Class 4a fat price + OR
$0.0393 in Southern California

The average Class
4a price for two

consecutive months \ Differentials depend on
\ processor location

(2) Class 3 SNF price = average Class 4a SNF price + ($0.0586 throughout California)

(3) Class 3 price per 100 pounds of standardized milk (@3.5% fat and 8.7% SNF)
= (3.5 x price of Class 3 fat) + (8.7 x price of Class 3 SNF)

For any month in which the Secretary implements the collection of charges for the Milk Producers
Security Trust Fund, the minimum Class 3 price shall be increased by:
$0.0032 per pound of fat, and $0.0013 per pound of SNF

Class 2 Price Formula
(sour cream, heavy cream, cottage cheese, and yogurt)

Like the Class 3 prices, Class 2 prices are established on a bi-monthly basis prior to the beginning
of each even month. For example, the February—March pricing period for Class 2 milk uses the
average Class 4a component prices for December and January.

$0.0370 in Northern California
(1) Class 2 fat price = Average Class 4a fat price + OR
$0.0393 in Southern California

Differentials depend on
milk component and
ﬁ

processor location

$0.0643 in Northern California
(2) Class 2 SNF price = Average Class 4a SNF price + OR
$0.0901in Southern California

(3) Class 2 price per 100 pounds of standardized milk (@3.5% fat and 8.7% SNF)
= (3.5 x price of Class 2 fat) + (8.7 x price of Class 2 SNF)

For any month in which the Secretary implements the collection of charges for the Milk Producers
Security Trust Fund, the minimum Class 2 price shall be increased by:
$0.0032 per pound of fat, and $0.0013 per pound of SNF
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Class 1 Price Formula for Fluid Milk Products

Determining the price for fluid milk products involves several steps. The Class 1 fat price in the fluid milk
pricing formula is set directly and uses the Chicago Mercantile Exchange (CME) butter price with an
adjuster. The SNF and carrier prices are calculated as residuals. They rely on a basic price mover
called the commodity reference price (CRP) which is based off the higher of the price for CME Cheddar
cheese and Mostly Western Dry Whey or the CME Grade AA butter and California weighted average
price for nonfat dry milk. The value of the Class 1 fat price is subtracted from the CRP and the
remaining residual value is allocated to SNF and carrier. Once the component prices have been
assigned to fat, SNF, and fluid carrier portions of milk, these component prices are converted to a
standardized hundredweight milk price.

Butter adjuster

Step 1: Price of Class 1 fat =

Market price per
pound of Grade AA
butter at the Chicago
Mercantile Exchange

-/

N

(CME butter — $0.118) x 1.0 <« |

Butter yield; can
produce 1.2 Ibs
of butter from
one pound of fat

Step 2: Commodity Reference Price = the higher of two price calculations:

Market price per
pound of Cheddar
cheese at the Chicago
Mercantile Exchange

Cheese yield; can

produce 9.8 Ibs of

cheese from 100
pounds of milk

(CME Cheddar ) x 9.8 <—‘

/

A

+ (CME AA butter — $0.10) x 0.2\

Market price per
pound of Grade AA
butter at the Chicago
Mercantile Exchange

Adjustment to reflect the
value of whey butter
relative to CME Grade
AA butter price

Whey butter yield; can
produce 0.27 Ibs of
whey butter from 100
pounds of milk

+ (Dry Whey Price x 5.8) - $0.85

" \
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Market price per Western Dry Whey Dry Whey Adjuster
pound of Dry Whey yield; can produce 5.8
using the Western Dry Ibs. of Dry Whey from
. 100 pounds of milk.
Whey (mostly) prices
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Market price per pound of
butter at the Chicago

Mercantile Exchange

—. /

(CME butter x 1.2) X 3.5 <«—

pound of fat

Butter yield; can produce
1.2 Ibs of butter from 1

Fat content of
whole milk

+ (CA NFDM x 0.99) x 8.7

_— !

T~

California weighted
average of prices
received by plants
for nonfat dry milk.

NFDM yield; can
produce 0.99 Ibs of
NFDM from one
pound of SNF

SNF content of
whole milk

Commaodity

/ CRP Percentage of
Reference Price

Adjuster fat in raw milk
\ y ¥

= [{(CRP + $0.147) — (Class 1 fat price x 3.5)}

Step 3: Price of Class 1 SNF

Percentage of
SNF in raw milk

—

x 0.76]/8.7

Proportion of
residual value
assigned to SNF

Step 4: Price of Class 1 fluid = [{(CRP + $0.147) — (Class 1 fat price x 3.5)}

—

x 0.24]/87.8

N

Step 5. Class 1 price per 100 pounds of milk (@3.5% fat and 8.7% SNF)

Percentage of
fluid in raw milk

For Northern California,
subtract an additional
$0.0031 from the per
pound price of fluid
carrier.

Proportion of
residual value
assigned to fluid

= (3.5x Class 1 fat) + (8.7 x Class 1 SNF) + (87.8 x Class 1 carrier)

For any month in which the Secretary implements the collection of charges for the Milk Producers
Security Trust Fund, the minimum Class 1 price shall be increased by:
$0.0017 per pound of fat, $0.0009 per pound of SNF, and $0.0001 per pound of carrier
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