Hearing Panel Report

Addressing the Class 1 Pricing Formula
Based Upon a Public Hearing Held On
May 6, 2005

This Report of the Hearing Panel regarding proposed amendments to the Stabilization and
Marketing Plan for Southern California (Plan) is based on evidence received into the Department
of Food and Agriculture's hearing folder. The folder includes the Departmental exhibits, written
statements and comments received from interested parties, written and oral testimony received at
a public hearing held Friday, May 6, 2005, and written post-hearing briefs.

Table of Contents

EXECULIVE SUMMANY ..o Page 2
Introduction: Summary of Proposals and WItNeSSES ........ccoeeeeeevvvveiiiiiiiiieeeeeeeeeeennns Page 4
Background:

California’s Dairy LandSCape .......ccuuuuuuiiiiieeiieeiiiiiiiee et eeeeneanes Page 5

Analysis and Discussion of the Hearing Policy Issues:

California’s Class 1 PriCing STrUCLUIE ..........ccovvieiiiiiiiiieeeeeeeeeeeiiiinee e e e e e eeeeeneens Page 8

Appropriate Class 1 PriCe LeVEI .......ccoovvveiiiiiiii e Page 12
Appendix A: Summary of ProposalsS........cccceeeeiiiiiiiiiiiiiee e Page 26
Appendix B: Summary of Panel Recommendations .............cveiiinieiiiniciiiiinnnn. Page 27
Appendix C: Summary of TESHMONY ......oooiiiiiiiiiiei Page 29
Appendix D: Ordinal Rankings of Regions by Category Table .............cccceevvvvnnnnnn. Page 35
Appendix E: Federal Order Class | Price Differentials Map..........cccooeeeeeevviviiinnnnnn. Page 36

Note: During the hearing process, testimony and evidence was presented that
referenced issues relating to (1) the ongoing litigation involving the 1997 amendments
to the Pooling Plan and (2) interstate commerce issues. The Panel has purposely
avoided consideration of and basing its decisions on these issues. Any mention of
these issues is to give the reader a sense of the discussion and not to indicate that it
influenced the Panel’s recommendations.




Executive Summary

The Department held a Class 1 hearing during May of 2005. The Dairy Institute of California
(Institute) proposed to uniformly lower Class 1 prices throughout the state, thereby decreasing
producer pool prices by $0.18 per hundredweight (cwt.). The Alliance of Western Milk
Producers’ (Alliance) alternative proposal would raise the Northern California price by $0.42
per cwt. and the Southern California price by $0.28 per cwt.

The California Dairy Campaign (CDC) proposed changes to the California Class 1 pricing
formula structure, namely changing the formula to mirror the structure of the Federal Order
Class | pricing formula. With the current formulas, California Class 1 prices are released on
or before the 10™ of the prior month. Under a federal order Class | pricing structure Class 1
prices would be announced up to two weeks later. This delay raised a number of concerns
by some witnesses. Looking at price data over five years, the current California Class 1
pricing formula is less volatile than pricing formulas used in the federal orders.

California’s state legislature recognized that in order to accomplish its purposes and to
promote the public health and welfare, it is essential to establish minimum producer prices at
fair and reasonable levels so as to generate reasonable producer incomes that promote the
intelligent and orderly marketing of market milk (Section 61802). It authorized the Secretary
to determine minimum prices which are necessary due to varying factors of cost of
production, health regulations, transportation, and other factors in the state (Section 61805b).
While Section 62062.1 provides an important criterion, neither this Section nor any other
Section should be viewed as having greater consideration or emphasis than any other
statutory provision. The Panel believes that the public interests can be best served when the
competing interests of producers, processors, wholesalers, distributors, retailers, and
consumers are considered and reasonably balanced.

Dairy processors testified that the supply standard set forth by the legislature is that the
combined revenue from all classes be sufficient to result in an adequate supply of milk for all
uses. Inits post hearing brief, the Alliance indicated that a more accurate measure of the
adequacy of the milk supply is the national dairy commodity prices. It is the opinion of the
Panel that national commodity prices are a reflection of supply/demand forces in the national
dairy market. What is more relevant to the consideration is that during both the low and high
commodity price periods, California’s milk production has consistently increased.

While the Institute’s proposed reduction of $0.88 per cwt. would improve the competitive
position of California fluid milk products, it would take a larger decrease to completely restore
the competitiveness of California’s fluid milk products and to ensure uniform prices to
handlers.

Much attention was focused upon statistical estimates that reflected a declining per capita
consumption of fluid milk. After examining the issue more closely, the Panel believes that the
per capita consumption calculations submitted into the hearing record were based on
incomplete or partial data.

Processor testimony and evidence presented at the hearing on the round-tripping issue
raised concerns for the Panel. Round-tripping can be best described as the hauling of milk
produced on a California dairy farm to a California fluid processing plant via a route that
crosses the state border and then returns back into California. The Panel's analysis confirms
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that the existing Class 1 price level relative to the overbase price provides ample incentive to
undermine California’s minimum Class 1 price. The Panel determined that significant
guantities of California milk supplies could benefit from round-tripping to supply the state’s
entire Class 1 needs. While making precise projections is difficult, the Panel believes that the
$0.88 per cwt. decrease will not totally eliminate the incentive to round-trip. It does however,
remove a substantial attraction to engage in round-tripping.

The Panel recommends:

e That the proposed changes in the Class 1 pricing formula to mirror the structure and
operation of the federal Class | pricing structure be denied.

e Decreasing the Commodity Reference Price adjuster of the Class 1 pricing formula
from +0.464 to -0.416, thereby lowering the California Class 1 price by $0.88 per cwt.
(equivalent to 7.6¢ per gallon of whole milk).



INTRODUCTION, SUMMARY OF PROPOSALS AND WITNESSES

California Food and Agricultural Code Section 61801, et sec., provides the authority, procedures,
and standards for establishing minimum farm prices by the California Department of Food and
Agriculture (Department) for the various classes of milk that handlers must pay for milk purchased
from producers. These statutes provide for the formulation and adoption of Milk Stabilization and
Marketing Plans for Market Milk (Plans).

The petition:
1. Dairy Institute of California

Two alternative proposals were submitted by the April 6, 2005 deadline:
2. Alliance of Western Milk Producers
3. California Dairy Campaign

Table 1 outlines the effects of the proposed changes in the Class 1 pricing formula in contrast
to the current pricing formula.

Table 1: Proposals Less Class and Pool Prices
Based on Current Formulas, January 2000 -- December 2004
(Prices per hundredweight)

2000 2001 2002 2003 2004 Average
Northern California Class 1**
Institute -0.88 -0.88 -0.88 -0.88 -0.88 -0.88
Alliance 0.42 0.42 0.42 0.42 0.42 0.42
WUD 0.18 0.18 0.18 0.18 0.18 0.18
CDC* -0.22 0.22 -0.04 -0.25 0.42 0.03
Southern California Class 1
Institute -0.88 -0.88 -0.88 -0.88 -0.88 -0.88
Alliance 0.28 0.28 0.28 0.28 0.28 0.28
WUD 0.00 0.00 0.00 0.00 0.00 0.00
CDC* -0.24 0.20 -0.06 -0.27 0.40 0.00
Pool Prices
Institute -0.19 -0.18 -0.18 -0.17 -0.16 -0.18
Alliance 0.08 0.07 0.07 0.07 0.06 0.07
WUD 0.02 0.02 0.02 0.02 0.01 0.02
CDC* -0.04 0.05 -0.01 -0.05 0.06 0.01

*The analysis reflects modifications made by CDC after the Pre-Hearing Workshop, but prior to the
May 3, 2005 hearing.

**The proposals for Northern California made at the May 3" hearing are included to show the
cumulative effects on the pool prices.

A total of 9 witnesses testified including the Department’s witness:

Cheryl Gilbertson — CDFA

Sharon Hale — Crystal Cream and Butter
Michael Marsh and Tiffany LaMendola — WUD
*Dr. Jim Gruebele — Land O’Lakes

*Steve James — Swiss Dairy (Dean Foods)



Geoffrey Vanden Heuvel — Milk Producers Council
“*” indicates witness/organization who submitted a post hearing brief.

Background: California’s Dairy Landscape

The following economic data and statistics represent the current situation of California’s dairy
industry and were considered when examining and evaluating the proposals and testimony
submitted at the hearing.

Cost of Producing Milk

For 2004, the cost of producing milk increased in all four areas of the state when compared to
the same period in 2003, with statewide average costs at $12.75 per cwt. (up $0.31 from 2003,
or an average increase of 2.5%).

Comparing costs to the same period in 2003, the North Coast and South Valley areas in 2004
had the largest increase in the average cost of producing milk, at $14.10 per cwt. (up 3.7%)
and $12.53 per cwt. (up 3.4%) respectively.

Mailbox Milk Prices

For 2004, mailbox milk prices for all federal milk orders averaged $15.90 per cwt., $3.56 higher
than the all-area average for 2003. For California, mailbox milk prices averaged $14.76 per
cwt. during 2004, up $3.28 compared to 2003. For the U.S. in 2004, mailbox milk prices
increased from January ($13.12) to record high levels in May ($19.01), then decreased slightly,
ending the year at $16.38.

Use of Total Pool Milk Solids in California by Class, 1994 vs. 2004
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Class 1 Sales

Class 1 accounted for 15.7% of total pool fat and solids-not-fat usage in 2004 and 16.1% of
total pool revenues. Class 1 accounted for 18.0% of total milk usage in 2004 when including
Grade B production, exempt milk, and milk coming in from other sources.
California’s share of U.S. population is approximately 12%, California’s share of U.S. milk
production is 21.3%. As shown in the chart below, California’s Class 1 sales fall short of
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meeting California’s share of the U.S. population. It should be noted that Class 1 sales data
only include processed/packaged Class 1 products being sold in California plants that were
either processed and sold in California plants or processed elsewhere and delivered and sold
in as Class 1 productions in California plants. Class 1 sales data does not include packaged
Class 1 products being sold in California that were processed in other than California plants,
which, if it were included in Class 1 sales, might lessen the shortfall in meeting California’s U.S.
population share.

e Class 1 sales were down 1.2% comparing 2004 to 2003.

e As shown in the chart below the gap continues to grow between California Class 1 sales and
California production utilized into Class 1 products. California Class 1 sales are made up of
bulk milk shipped to plants and processed into Class 1 products and packaged Class 1
products sent to plants and recorded into Class 1 sales. What is not captured in California
Class 1 sales figures is packaged Class 1 products sent directly to wholesale and retalil
customers in California, coming from sources other than California plants.

CLASS 1 DAIRY PRODUCTS
California relative to U.S., 1970 to 2004
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California Milk Production

e Annual milk production has increased at an average rate of 4.5% over the last 20 years; 3.8%
over the last 10 years.

e For 2004, milk production reached an all-time high of 36.4 billion pounds, with eight of the 12
months in 2004 exceeding 3 billion pounds in milk production.

e The last four months of 2004 showed an overall average increase of 5.1% in milk production,
compared to the same period in 2003.

e Trend of increasing milk production over the last 20 years:
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e The last two rounds of the Cooperatives Working Together (CWT.) herd retirement program in
California eliminated 38 dairies, 21,516 cows, and 429.3 million pounds of milk.

e Despite the impact in California of the CWT. program and the 2002-2003 low farm milk
prices, since 2002, milk production in the State has increased by 1.6 billion pounds.

e Following the trend of the last 20 years, milk production could grow between 3.7% and
4.6% per year over the next 5 years. This means that by the year 2010, annual milk
production in California could be between 45 and 47 billion pounds.

Milk Cows

e Annual California cow numbers have increased at an average rate of 3% over the last 20
years; 3.5% over the last 10 years — while U.S. cow numbers have decreased over the last 10
years.

e California has more dairy cows and produces more milk than any other state, yet ranks 5" in
milk production per cow, and 8" in total licensed dairies.

e Over the last 5 years, the number of dairy cows increased by 293,000 cows.

e Despite the CWT. herd retirement program and low farm milk prices in 2002 and 2003, the
number of dairy cows have increased 43,000 since 2002.

Cheese Production (Class 4b)

e In 2004, 46% of California’s total milk production was used to produce cheese

e California cheese production set a record in 2004, at 1.95 billion pounds

e California share of U.S. cheese production increased to 22.5% (up from 14% in 1994)
e California cheese production has more than doubled in the last 10 years

Butter and Nonfat Dry Milk Production (Class 4a)

e In 2004, 30% of California’s total milk production was used to produce butter and nonfat dry
milk

e California is ranked first in the U.S. for butter and nonfat dry milk production, with U.S. market
shares of 32.3% and 53%, respectively

e Butter has shown an 11% growth in production over the last 10 years to 383 million pounds in
2004

e Nonfat dry milk has shown a 75% growth in production over the last 10 years to 751 million
pounds in 2004

Cottage Cheese, Yogurt, Ice Cream, as well as other soft and frozen dairy products

(Class 2 and 3)

e Frozen dairy product growth has been flat over the last 10 years, actually decreasing 6% from
2003 to 2004; with an overall decrease of 3% over the last 5 years

e Dry curd cottage cheese production has decreased 31% over the last 10 years; 25% over the
last 5 years

e Yogurt production decreased 5.7% from 2003 to 2004
7



Should California’s Pricing Formula Reflect Same
Monthly Adjustments that are Made in Federal Order Class | Pricing Formulas?

Proposal

The California Dairy Campaign (CDC) proposed changes in the California Class 1 pricing
formula structure, namely changing the formula to mirror the structure of the Federal Order
Class | pricing formula. As proposed, these changes on average would have relatively little
monetary impact to the California Class 1 price, but the proposed formula changes do address
the price alignment issue by making the price difference between the California Class 1 price
and the Federal Order Class | price constant.

Impact of the Proposal

From 2000-2004, the CDC proposed changes to the Class 1 formula would have averaged a
$0.03 per cwt. increase in the Northern California Class 1 hundredweight price and no
difference to the Southern California Class 1 hundredweight price. Over that same period, the
pool price would have been relatively unaffected, averaging an increase of less than $0.01
per cwit.

Looking at price data over 5 years, the current California Class 1 pricing formula is less
volatile than pricing formulas used in the federal orders. The high and low peaks of the
California prices are not as dramatic as those of the federal order prices. The following
graph displays the difference in dollars per hundredweight between the Northern
California Class 1 price and the federal order Oregon Class | price from 2000-2005. As
the graph illustrates, California’s Class 1 price has been higher and lower than the
Oregon Class | price, but the CDC proposed Class 1 price adjustment would consistently
be $0.10 per cwt. lower than the Oregon price.

Northern California Class 1 Price Less Federal Order Oregon Price (at Portland)
12-month rolling average, 2000 - 2005
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Looking at Southern California, the graph below displays the difference in dollars per
hundredweight between the Southern California Class 1 price and the federal Arizona price at
Phoenix and the State of Nevada at Las Vegas Class 1 price from 2000-2005. As the graph
illustrates, California’s Class 1 price has been higher (ranging from $0.50-$1.35 higher) than
the Nevada Class 1 price, with the CDC proposed Class 1 price adjustment consistently $0.70
per cwt. higher than the Nevada price. It also shows that California’s Class 1 price has been
higher and lower (ranging from $0.35 higher to $0.70 lower) than the Arizona Class | price, with
the CDC proposed Class 1 price adjustment consistently $0.25 per cwt. lower than the Arizona
price.

Southern California Class 1 Price Less federal Arizona Price at Phoenix
and Less State of Nevada Price at Las Vegas
12-month rolling average, 2000- 2005
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Discussion

The CDC proposal would restructure the California Class 1 formula to be based on the Federal
Order Class | price mover, calculated with the most recent National Agricultural Statistical
Service (NASS) data available by the 23" of the prior month. The federal order price mover
can be released as early as the 17" of the prior month, or as late as the 23" of the prior month.
Over the last three years, federal order prices were released after the 19" of the month 75% of
the time, and after the 20™ of the month 58% of the time.

Using NASS data rather than the current Chicago Mercantile Exchange commodity prices
raised a number of concerns by some witnesses. With the current formulas, California Class 1
prices are released on or before the 10™ of the prior month. The Institute testified that the
NASS data lags the Chicago Mercantile Exchange (CME) markets, using the federal price
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mover slows any market pricing signals and their affects on the formula. In addition, they state
that by using the federal price mover in the formula, California Class 1 prices would relate to
federal order manufacturing class prices, rather than to the California manufacturing class
prices. The Crystal Cream and Butter witness testified on timing issues associated with using
the NASS data. In particular, stating that it would severely compromise Crystal’s ability to
calculate monthly price changes and communicate those changes to customers prior to the first
of the month. Crystal’s pricing is complex due to the shear number of products, sizes and
labels carried, combined with a wide variety of customer types, locations and levels of business
sophistication for which they tailor their service — communicating price changes within the
current formula release timeframe is critical.

Other Timing Issues of the Proposal

The following concerns have been outlined in prior hearing testimony regarding the use of the
federal order commodity prices:

WIC (Supplemental Nutrition Program for Women, Infants, and Children)
WIC serves low-income pregnant, postpartum and breastfeeding women, and infants and
children up to age 5 who are at nutritional risk (children are by far the largest category of
participants). WIC participants receive checks or vouchers to purchase specific foods each
month, specifically those high in protein, calcium, iron, vitamin A, and vitamin C. The dairy
products of milk and cheese are two of the primary foods offered in this program. WIC state
agencies receive funding from the federal Food and Nutrition Services Agency. These funds
must cover all WIC foods, nutrition counseling and education, and administrative costs. With a
fixed federally allocated annual budget, WIC officials must be able to predict or forecast future
dairy product prices in order to allocate funds to other spending categories — milk and cheese
account for a large percentage of their expenditures.
e The California WIC Program relies heavily on the current schedule of knowing what the
Class 1 price will be 2-3 weeks before the next month pricing is in effect.
e Changing the pricing schedule to issue the Class 1 price only 7-10 days before the
beginning of that month would have a detrimental effect on WIC’s current dairy product
price-setting and budget allocation.

Fluid Bottlers/Distributors, Schools, Grocers, and other Institutions

In most instances, school districts and other institutions across the State contract in advance for

their milk purchases. The current Class 1 price announcement schedule of on or before the

10" of the month gives:

= purchasing agents ample time to adjust their budgets to reflect the next month’s prices;

= purchasing agents ample time to negotiate with their milk distributors prior to the beginning
of the next month — knowing if the price will be up or down, etc.;

» fluid product processors ample time to give notice of price changes to their
customers/distributors;

= grocers and retailers time to adjust prices for advertising deadlines; and

= grocers and retailers ample time to change their accounting pricing systems (scanners, etc.)
and adjust their store prices up or down, etc.

Summary
MPC supported the CDC proposal, stating it wants a price relationship closer to the federal order

prices. The Alliance suggested that the CDC proposal would maintain a reasonable price
10



relationship with contiguous states. WUD, the other California producer organization, testified as
opposed to the proposal. All other testimony relating to the CDC proposal was not in favor of
adopting this Class 1 pricing formula structural change. The CDC proposal makes very little
monetary impact to the current Class 1 prices and fails to address the issue of the need to lower
the Class 1 price to enable California processors to have a more competitive position.

Panel Recommendation

The proposed changes in the Class 1 pricing formula to mirror the structure and operation of
the federal Class | pricing structure be denied.
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Appropriate Class 1 Price Level

Proposals

1. The Institute proposed a permanent reduction in the Class 1 price by $0.88 per cwt. in
an effort to enhance the competitiveness of California fluid products. The Institute
testified that Class 1 prices are too high relative to the manufacturing classes of milk in
the state.

2. The Alliance proposed a permanent increase in the statewide Class 1 prices to bring
the prices into a more reasonable relationship with Class | prices in contiguous states:

a. By $0.42 per cwt. for the Northern California Marketing Area.
b. By $0.28 per cwt. for the Southern California Marketing Area.

3. WUD proposed a permanent increase in the Class 1 price by $0.18 per cwt. in order to
bring the Northern and Southern California Class 1 price to a closer alignment. The
proposal reduces the differential between the two marketing areas from $0.27 per cwt.
to approximately $0.10 per cwt.

4. As discussed in the prior section the objective of the CDC was not to adjust the level of
California’s Class 1 price. While the changes would result in some slight adjustment in
the Class 1 price level, the changes are relatively minor in nature. Since the CDC
proposal was reviewed previously, it will not be discussed again in this section.

Impact of the Proposals

On a hundredweight basis, the Institute proposal would uniformly lower Class 1 prices
throughout the state thereby decreasing producer pool prices by $0.18 per cwt. (see Table 1
on page 3). The Institute’s proposal would lower the cost of fluid milk by 7.6 cents per gallon
on whole milk, 8.5 cents per gallon on reduced fat 2% milk, 9.2 cents per gallon on low fat 1%
milk, 7.9 cents per gallon on skim milk.

On a hundredweight basis, the Alliance would raise the Northern California price by $0.42 per
cwt. and the Southern California price by $0.28 per cwt. The combined increase would result
in a $0.07 per cwt. increase in the pool prices. The Alliance would increase the cost of fluid
milk in Northern California and Southern California by 3.6 cents / 2.4 cents per gallon on
whole milk, 3.9 cents / 2.7 cents per gallon on reduced fat 2% milk, 4.2 cents / 2.9 cents per
gallon on low fat 1% milk, 3.8 cents / 2.5 cents per gallon on skim milk, respectively.

In the short term, lowering California’s Class 1 prices benefits California consumers; it also
increases the competitiveness of California-produced fluid milk products. All things being
equal it would tend to encourage additional Class 1 sales. The increased sales would
probably not offset the adverse impact of the lowered prices resulting in lower revenues for
California dairy farmers. In the longer term, if the sales increase more than the price
decrease, total pool revenues will be higher.

In the short term, increasing California Class 1 prices benefits California dairy farmers; it also
decreases the competitiveness of California produced fluid milk products. All things being
equal, it would tend to decrease Class 1 sales. The decreased sales would probably not
offset the impact of the price increase resulting in higher revenues for California dairy
farmers.
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Discussion
Governing Legislative Authority

A fundamental issue of the May 6, 2005 hearing relates to interpretation of the California
Food and Agricultural Code.

Producer witnesses argued that the single Code Section 62062.1 provides the governing
policy for establishing minimum Class 1 price levels. This position was best demonstrated by
the following Alliance testimony:

“Of All the Food & Agriculture Code that the Department referenced in the call of this hearing,
only one, Section 62062.1 requires the Department to take action. It states:

“Any designation of a Class 1 price by any method or formula that is used to develop
Class 1 prices paid to producers in the various marketing areas shall provide an a
calendar-year basis a statewide weighted average minimum price level for a
hundredweight of milk testing 3.5 fat and 8.7 solids not fat that is in reasonable
relationship with the minimum Class 1 prices paid to producers in contiguous states. If
the statewide weighted average Class 1 prices paid to producers are not in a
reasonable relationship with the Class 1 prices paid to producers in contiguous states,
the Secretary shall immediately hold a hearing to consider adjustments to the Class 1
prices.”

The Alliance goes on to indicate in their May 3, 2005 post hearing brief that producer
organizations do not interpret the words “reasonable relationship” in Section 62062.1 to mean
equal. The Alliance however, does further state in its hearing brief that “reasonable
relationship” does not mean “the California Class 1 prices are significantly lower than those in
contiguous states.”

Fluid processor witnesses, as led by the testimony of the Institute, however, indicated that in
the establishment of Class 1 prices and Class 1 pricing formulas, the Secretary must
consider all the declared intentions of the legislature. In so doing, the Department must look
beyond the confines of a single section of the Code.

In granting the authority to establish minimum prices to the Department, the legislature made
a number of declarations. In Section 61801 of the Code, the legislature declared that milk
production and marketing is a business affected with a public interest. In Section 61802 (e), it
declared that it is the public policy of the state to promote, foster, and encourage the
intelligent production and orderly marketing of market milk and to eliminate economic waste,
destructive trade practices, and improper accounting of market milk purchases. In Section
61802 (g) it declared that it is necessary to conform the pricing standards governing minimum
prices for market milk established under these provisions to current economic conditions.

The legislature recognized that in order to accomplish its purposes and to promote the public
health and welfare, it is essential to establish minimum producer prices at fair and reasonable
levels so as to generate reasonable producer incomes that promote the intelligent and orderly
marketing of market milk (Section 61802). It authorized the Secretary to determine minimum
prices which are necessary due to varying factors of cost of production, health regulations,
transportation, and other factors in the state (Section 61805 b). In determining minimum
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prices, Section 61805 (b) also directs the secretary to endeavor to achieve uniformity of cost
to handlers within a marketing area.
Section 62062 establishes the governing framework. It states that:

“In establishing the prices, the secretary shall take into consideration any relevant
economic factors,”

Among statutory criteria the legislature included, but did not limit consideration to:

a) The reasonableness and economic soundness of market milk prices for all classes,
giving consideration to the combined income from those class prices, in relation to the
cost of producing and marketing market milk for all purposes;

b) That the established prices shall insure an adequate and continuous supply, in relation
to demand for milk for all purposes, at prices to consumer which when considered with
relevant economic criteria, are fair and reasonable;

c) That prices, including the price components of milk, bear a reasonable and sound
economic relationship to each other;

d) That the purposes, policies, and standards contained in Sections 61801, 61802,
61805, 61806, 61807, 62076, and 62077 shall be considered.

There is nothing in the statutes which implies that Section 62062.1 or any other section is the
overriding criteria for establishing California Class 1 prices. In context to the relevant Code
Sections which were outlined above, there is every reason to interpret Section 62062.1 as
simply another criteria for consideration by the Department in establishing appropriate Class
1 prices in California.

Section 61806 reflects the intent of the legislature that the powers conferred in this chapter
shall be liberally construed. More importantly, Section 61805 (b) authorizes and enables the
Secretary to determine minimum prices to be paid to producers by handlers for market milk
which are necessary due to varying factors of costs of production, health regulations,
transportation, and other factors in the marketing areas of this state.

Given the context of the numerous enabling statutory provisions relating to establishment of
minimum prices, it is the Panel’s opinion that a broader interpretation of Section 62062.1 is more
accurate and appropriate. While Section 62062.1 provides an important criterion, neither this
Section nor any other Section should be viewed as having greater consideration or emphasis
than any other statutory provision. The Panel believes that the public interests can be best
served when the competing interests of producers, processors, wholesalers, distributors,
retailers, and consumers are considered and reasonably balanced.

In accordance with this interpretation, the Panel believes that the Department has the authority
to establish California minimum milk prices at levels that may be: below; equal to; or above, the
minimum Class | prices paid to producers in contiguous states. In establishing the price
alignment with contiguous states, it is incumbent upon the Department to consider and weigh all
the relevant economic factors, including those prescribed by the statutory mandates. In
establishing whether California’s Class 1 price level is in a “reasonable relationship”
appropriately aligned at a higher, equal, or lower value than any of the minimum prices in
contiguous states, the Department must articulate the relevant economic factors and conditions
that justify why the specified price level is reasonable.
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Whenever the Secretary determines the Class 1 price level is in “reasonable relationship” to
those in contiguous states, the Secretary is not limited to basing the determination on the
prior year’'s data. While Section 62062.1 does mandate the Secretary to annually review the
relationship between California Class 1 prices and those in contiguous states, the Secretary
must consider all economic data and relevant factors in determining an appropriate Class 1
price level.

Nature of the Class 1 Price Situation

Prior to the 1990s, California’s Class 1 prices were among the lowest in the nation. Over
subsequent years, changes in the California and federal order pricing structures, as well as
dynamic changes in market conditions, created price alignment issues.

During the last 14 years (from 1990 to current), the Department has considered and
addressed a number of specific Class 1 alignment issues through the public hearing process.
Whenever the Class 1 pricing formula was reviewed during the last 14 years, fluid milk
processors have generally argued that price alignment issues create competitive
disadvantages for California fluid products. Dairy farmer representatives generally discount
the competitive advantage arguments and maintain that California Class 1 prices are
reasonably related to the minimum prices in neighboring states.

While the theme of the Class 1 price formula debate has been consistent, the focus has
shifted over time. In the early 1990 hearings, the central issue focused on the ability of
California fluid processors to compete in Southern Nevada and in the Northern Sacramento
Valley. In more recent hearings, the issue has focused on whether or not California fluid
products are at a competitive disadvantage in the Southern California market (California’s
major population center and site of the majority of California’s fluid milk sales).

During the period from 1992 to current, California fluid processors have continued to argue
that California Class 1 prices are misaligned with the basic framework of the federal order
Class | pricing structure, and the economic conditions of the California dairy industry. They
believe that this results in consistently higher Class 1 prices than appropriate. The processor
representatives have testified that the misalignment creates a competitive disadvantage
which adversely impacts California fluid product sales and Class 1 usage of California milk
production. They argue that lower minimum farm prices will benefit consumers in the form of
lower retail milk prices.

Dairy farmers strongly disagree, arguing that decreasing California fluid milk sales are no
different than the national per capita fluid sales. They testified that California’s larger
decreases in per capita fluid milk sales may be a result of the changing demographics of
California’s population. They argued that the competitiveness issues are in part attributable
to an unregulated plant operating in a federal order area and that the appropriate resolution is
via federal legislation. Moreover, dairy farmers contend that lower Class 1 prices will not be
passed through in the form of lower retail milk prices.

At the May 3 and 6 hearings, the nation’s largest fluid milk processor, a national retail grocery
chain, and a fluid milk processor for two regional retail grocery chains in the Sacramento and
San Joaquin valleys, testified that the competitive disadvantage issue is serious enough for
them to consider implementing a variety of options that would undermine the effectiveness of
California’s Class 1 price and adversely impact pool revenues.
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Review of Relevant Facts

Current Market Conditions

At the time of the hearing, the Class 1 market can be characterized by the following:

During the period 1994 to 2004, California’s total milk production increased by 45%.
California’s 2004 annual Class 1 pool utilization of California’s production was below
the level attained in the calendar year 2000.

Meanwhile California’s population continues to increase, rising from 34 million people
in the year 2000 to 35.9 million people in 2004.

The higher the Class 1 price level relative to the Class 4 prices, the greater the raw
product advantage that exempt producer/distributors have on the milk that is exempted
from pool obligations.

Prior to 1993, on average the Northern California Class 1 prices were almost always
below Oregon’s federal order Class | price.

After 1993, on average the Northern California Class 1 price was almost always above
Oregon’s federal order Class | price.

Prior to 1993, Southern California Class 1 prices were almost always below prices in
Phoenix, Arizona. Likewise, Southern California prices averaged about the same as
prices in Las Vegas, Nevada.

After 1993, Southern California Class 1 prices were almost always above prices in Las
Vegas, Nevada and about the same as prices in Phoenix, Arizona.

The California milk pricing program does not have the authority, and does not regulate
or govern the minimum price or any other economic aspect of interstate commerce of
either raw or packaged milk that is being supplied from sources outside California.
California processors have testified that California’s Class 1 prices are not competitive.
California processors have testified in this and prior hearings that they have sustained
economic losses in the form of lost volume and price concessions.

Class 1 Price in Relationship to Cost Of Production

The Institute argues that California’s cost of milk production is among the lowest in the nation.
The Institute maintains that California’s low production costs combined with California’s low
Class 1 utilization warrants establishing lower Class 1 prices. In comparing California’s cost
of production, fluid utilization, and the Class 1 differential with various federal order markets,
no other market has the combination of low utilization and low cost of production and yet is
characterized by a high Class 1 differential. (see Appendix D)

A producer group argued that the Institute analysis contained flawed information:

The Class | utilization in federal orders is overstated because of the frequency of
depooling in federal milk orders.

Institute testimony ignores the substantial Class | premiums that exist in the rest of the
nation, even in lower Class | utilizations. Historically, Class 1 premiums in California
have been very modest in comparison.

The Institute use of a $2.36 Class 1 differential for California is inappropriate and
distorts the comparison. If the $1.57 that CDFA cited in the hearing background paper
were used, the analysis falls apart.
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The Panel determined that the $1.57 Class 1 differential cited in the pre-hearing background
paper was based only on 2004 data and was calculated by subtracting California’s Class 1
price from the federal order base price. The $2.36 Class 1 differential cited by the Institute
was based on the last 5 years of data and was calculated by taking the difference between
the Class 1 price and the higher of California’s Class 4a or 4b price. The hearing Panel
believes that the Institute analysis is appropriate as their $2.36 differential, like the federal
order differential, is the difference between the fluid price and the price for manufactured
products.

The Panel agrees that depooling of milk in federal milk orders will increase the Class |
utilization in federal milk marketing orders. However, the differences in the operation of the
federal versus California pool involve a number of complexities that prevent simple
inferences. Currently, in the upper Midwest federal order for example, distant milk supplies
within the market area only have to supply the Class | plants once, and a large amount of this
supply never actually serves the Class | market on a practical basis. Yet this milk is a part of
the federal order data that comprise its Class | usage. California’s pooling program does
require at least one shipment per month to fluid usage in order to qualify to participate in the
pool. More importantly, in the Panel’s judgment, even when depooling is factored into some
of the critical federal orders (the upper Midwest); it does not substantially detract from the
ordinal ranking comparison nor substantially modify the validity of the comparative analysis in
Appendix D.

The Panel recognizes that Institute testimony did not address the impact of the Class 1
premiums. However, Class 1 premiums are based on a number of factors relating to the
services the supplier provides the milk buyers, the available and alternative milk supplies in
the market, and the relative market power of the milk suppliers versus milk buyers. The
Panel believes that relative difference in premiums between markets is far too complex to
form objective determinations that appropriate policy decisions can be based upon.

The Alliance argued that on average the overbase price for the period 2000-2004 has not
covered the average 2000-2004 cost of producing milk. For the five-year period, the
overbase price averaged $11.74, while the cost of production averaged approximately
$12.79. The Alliance indicated that in only two of the past five years has the overbase price
covered production costs.

During the period 1991 to 1997, the overbase price averaged -$1.73 per cwt. below the cost
of production. During the period 1998 to 2004, the average difference that the overbase price
fell below the cost of production was reduced to -$0.69 per cwt. This improvement occurred
during a period that the quantity of overbase milk steadily increased. During the period 1998
to 2004 the quota price averaged +$1.01 per cwt. above the cost of production.

Finally, the Alliance testified that the lowest cost of production states (California, Idaho, and
New Mexico) also reflect the lowest mail box prices. The data offered by the Alliance
indicated that Idaho’s mail box prices are generally lower than California. In the year 2004,
Idaho’s mailbox prices were significantly lower than California’s. It is the opinion of the Panel
that the average mailbox price in a given area is reflective of numerous factors that make the
comparison of the level of Class 1 price difficult. The Panel believes that a more direct
comparison is an examination of the Class | pricing structure that forms the foundation of the
federal milk marketing orders. The Panel also was aware that the calculated federal order
Class | price levels in New Mexico and Utah are higher than California Class 1 prices.
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The Panel believes that the adequacy of the overbase price to cover the cost of production is
more influenced by the national supply/demand situation than the Class 1 pricing formula.
Basically the same pricing formulas that were in effect during the 2000- 2004 period will result
in remarkably different price levels. All milk prices were relatively high during much of 2004
and may in part be reflective of the voluntary effort by Cooperative Working Together (CWT)
to remove excess milk production capacity from the market.

The Panel recognizes that no matter how accurate the cost of production data is, the use of
weighted average costs often masks the hidden details of what's really happening. Roughly
one third of the dairy producers only receive the overbase price. There are also huge
differences between the low cost and high cost dairy farms. During periods that reflect
significant economic losses for the “weighted average” dairy, there may be a large number of
low cost producers that are making sufficient profits in the dairy operations to motivate
production expansion. Additionally, the cost of production data typically reflects opportunity
costs, non-cash costs of depreciation, a calculated return on investment and return on
management.

More importantly, milk producer representatives in other regions of the country (including
many in California) have historically voiced concern about California’s low Class 4a and 4b
prices relative to the federal order prices (rest of the nation). Over the last five years (2000-
2004), California’s Class 4a price has averaged $0.25 per cwt. below corresponding federal
order prices while the Class 4b price has averaged $0.33 per cwt. lower. Since California’s
Class 4a and 4b production account for almost 80% of California’s total usage, it raises the
logical question, how is it that California dairy producers were able to consistently increase
the total milk production by an average of about 4% per year over the last 20 years?
Economic principals dictate that the California dairy industry did not do so at an economic
loss. It is reasonable to conclude that milk revenues derived from the established minimum
prices were sufficiently high enough to drive further production expansion.

Class 1 Prices That Are Fair and Reasonable In Relationship to
An Adequate and Continuous Supply

Dairy processors testified that the Class 1 price is supposed to be sufficient to cover the cost
of converting from Grade B milk to Grade A milk and maintaining a Grade A milk supply.
However, the overwhelming amount of total commercial production, both in California and
nationally, is reflected in Grade A milk production. For 2004, California’s total Grade A milk
production of 35.9 billion pounds dwarfed California’s total Grade B production of about a half
a billion pounds. Stated in percentages, Grade A milk production represented slightly more
than 98% of the state’s total while Grade B represented slightly less than 2%. Clearly the
California’s Class 1 price was sufficient to cover the cost of converting Grade B to Grade A
milk.

Dairy processors testified that the supply standard set forth by the legislature is that the
combined revenue from all classes be sufficient to result in an adequate supply of milk for all
uses. The Institute testified that this standard has been exceeded because the per capita
milk production is 434 pounds per person greater per year than what is needed to meet the
state’s dairy fluid product demand.
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In its post hearing brief, the Alliance indicated that a more accurate measure of the adequacy
of the milk supply is the national dairy commaodity prices. In 2004, dairy commodity prices,
and therefore milk prices, reached record levels. The Alliance argued that if the supply of milk
nationally was adequate then this wouldn’t have happened.

It is the opinion of the Panel that national commodity prices reflect the supply/demand forces
in the national dairy market. In the several years that preceded 2004, national dairy
commodity prices were very depressed. The whole is often not the same as the sum of its
parts. The debate over national dairy policy often is contentious because of the differences in
economic prosperity between the different milk producing regions of the country. In addition,
the voluntary supply management CWT program has been in place for several years and is
given some credit in helping reduce the nation’s oversupply of milk and helped increase the
level of milk prices mentioned by the Alliance. If California’s milk supply was inadequate,
then it doesn’t make sense that the CWT program takes credit for removing surplus
production from every region of the country, including California, and for the current level of
higher milk prices.

What is more relevant to the consideration is that during both the low and high commodity
price periods, California milk production consistently increased. Even the Alliance admitted in
its post hearing brief that if the milk California produced versus the milk California consumed
in the various forms is the criteria, then they believe the California milk supply is adequate.

Dairy processors argued that milk output growth of the magnitude we have seen in recent
years has surpassed what is needed to “insure an adequate and continuous supply as
required by Code. If milk production continues to grow at current rates, the supply of milk will
exceed the capacity of the state’s dairy product plants in the near future, possibly as early as
2006."

The Panel recognizes that California milk production did experience periods when its total
production could not be processed in the State. Such surplus production was shipped out-of-
state to find a home. In addition, at various times, cooperative producer organizations closed
their membership or placed limits on the annual production increase of their members.
During the just concluded hearing on Class 2, 3, 4a and 4b pricing formulas, witnesses
testified that the state is nearing another period when its milk supplies will be in surplus of its
current processing capacities. Whether or not the state’s production will exceed the state’s
dairy product plant capacity is a question, like many hearing issues, that cannot be predicted
with certainty. The Panel members are aware that currently at least one major California
cooperative is not open to new membership, which may be a warning sign of the adequacy of
the state’s processing capacity.

Class 1 Price in Relationship to Other Classified Prices

A Departmental comparison of the statewide weighted average California Class 1 prices for
2004 to the minimum Class | prices paid to producers in contiguous states, does reflect that:

e the statewide weighted average California Class 1 price was $0.30 per cwt. lower than
the average price of the neighboring states (Western Oregon, Southern Nevada, and
Arizona)

e the Northern California Class 1 average price was $0.45 per cwt. lower than the
Western Oregon Class | prices
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e the Southern California Class 1 average price was $0.15 per cwt. lower than the
average Class | price in Southern Nevada and Arizona.

This comparison was based on the announced hundredweight prices.

The Alliance, using a different method, estimated an annual difference between the California
weighted statewide average and the average price of the neighboring states (Oregon,
Nevada, and Arizona) to be $0.59 per cwt. lower.

Federal milk marketing orders establish different prices for Class | milk across the entire
nation. These prices are established for each county in the 48 contiguous states. The prices
are based on a 1998 study performed by Cornell University, “Estimation of Regional
Differences in Class | Milk Values Across U.S. Milk Markets.” The Cornell study based the
prices on the different regional milk supply and fluid demand conditions in regional areas
across the nation. The prices basically reflect the local population size relative to the regional
milk supply. Prices are lowest in the regions with high milk and manufactured product
production, relative to the region’s population levels.

The result (with some congressional input) was the map entitled “Class | Price Differentials”
(see Appendix E), which depicts the relative Class | prices (referred to as Class | differentials)
for each county in the contiguous 48 states. The lowest differential (lowest price) is $1.60 per
cwt. This low price is applicable to a group of counties on a line running southwest from the
border of Montana and North Dakota to the California central coast. South and east of this
line the Class | prices steadily increase to a maximum in Miami, Florida at $4.30 per cwt.
Prices also increase more modestly north and west of this line to a maximum in Portland and
Seattle at $1.90 per cwt.

Over the last ten years since the map was compiled, California’s milk production has (1)
grown faster than the nation as a whole and (2) has grown faster than the State’s population.
Thus, if the Cornell model were rerun with the current supply/demand conditions, then it is
reasonable to assume that California’s differential would reflect a relatively lower price than
that depicted in the map.

Basing the alignment of California’s Class 1 prices on the weighted average of the contiguous
states is inconsistent with the federal Class | structure. California, which leads the nation in
milk production, represents over 21% of the nation’s total. For the year 2004, California’s
milk production in surplus of its Class 1 usage was so large that it could supply the combined
Class | usage (3.3 billion pounds) of Oregon, Washington, Nevada, and Arizona for 2004 and
still have a production balance that would exceed the combined total annual production of
Oregon, Washington, Nevada, and Arizona. In fact, California’s surplus production in excess
of its Class 1 usage could supply the combined usage for those four states (9.6 billion
pounds) and still have a production balance that would entitle it to be the nation’s leading
dairy producer.

In 2004, California produced enough milk to satisfy all the fluid (Class 1) needs of every state
west of the Appalachian Mountains. California’s Class 1 usage represents only 16% of its
total production while the contiguous states of Nevada, Arizona, and Oregon have
significantly higher Class | utilizations of approximately 88%, 30%, 33% respectively. If the
Cornell model were rerun, Nevada, Arizona, and Oregon would, relative to the California
region, have higher Class | differentials.
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Obviously, a critical policy question that must be addressed relative to this criterion, is
whether or not the California Class 1 price should be more closely aligned with those of the
neighboring states or better aligned with the economic factors/analysis described above.

Uniform Class 1 Prices to Handlers

The Institute argued that the current plans fail to foster uniform prices to processors
competing in a marketing area. They also testified that the exempt producer/distributors have
an advantage in the marketplace because they incur no pool obligation on their exempt quota
holdings. The Institute calculated the difference between the Class 1 Price and the quota
price as the measure of the exempt producer/distributor advantage. The higher the Class 1
price level relative to the Class 4a and 4b price level, the greater the producer/distributor
advantage on their exempt milk. The Institute indicated that the advantage has averaged
11.2 cents per gallon in Southern California and 8.8 cents per gallon in Northern California
since the year 2000.

The producer/distributor advantage has been a frequent issue raised by conventional dairy
processors. It is true that the higher the Class 1 price level, the greater the associated
advantage.

While the Institute’s proposed reduction of $0.88 per cwt. would improve the competitive
position of California fluid milk products, it would take a larger decrease to completely restore
the competitiveness of California’s fluid milk products and to ensure uniform prices to
handlers.

Fair & Reasonable Prices To Consumers

The Institute testified that the California Class 1 prices do not result in fair and reasonable
prices to consumers for California fluid milk products. The Institute argued that the artificially
high Class 1 price level, relative to manufacturing usages, causes erosion of per capita fluid
milk consumption. They maintained that California’s per capita fluid consumption has
declined faster in California than the rest of the United States. The Institute indicated that
Class 1 consumers are bearing too heavy a burden for supporting producer income.

Producer witnesses testified that other factors like the demographics of California’s
population and light-oxidized flavor defects because of the opaque plastic containers have
more impact on the per capita consumption than Class 1 price levels. They cited a study
covering the period 1996 to 2004 by Harry Kaiser at Cornell University, which determined that
the most important factors included in order of importance: (1) per capita food expenditure
away from home; (2) higher retail milk prices; (3) increase in bottled water advertising; and
(4) the percent of population younger than 6 years old.

Although the statistical estimates that reflected declining per capita consumption of fluid milk
focused much hearing attention, after examining the issue more closely, the Panel believes
that the per capita consumption calculations were based on incomplete or partial data. By
basing the calculations solely on the pool utilization data, the per capita consumption
calculations did not reflect: (1) the exempt producer/distributor usage; (2) the Class 1 usage
from non-California sources of raw milk; and (3) the known packaged fluid milk sales from
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non-California sources. The Panel believes that these combined elements would raise the
total fluid milk consumption in California by slightly more than 2% (15.7% to 18.0%). More
importantly, there never has been creditable data available regarding the packaged milk
processed in out-of-state facilities and sold in the California market.

Since the per capita consumption estimates for federal orders were also based on the total
Class | usage utilized in the federal order, these calculations may or may not include the
sales of the federally exempt producer/distributors. Prior to any comparison between
California and the federal order, these calculations should be completed.

The Institute cited the milk marketing studies by professor Hoy Carmen at U.C. California,
Davis whose study “California Milk Marketing Margins,” reflected “that there is a strong direct
relationship between retail and farm level milk prices- retailers increase and decrease their
prices equally in response to f.0.b. price increases and to f.0.b. price decreases.”

Producer witnesses argued that California consumers do not benefit from lower farm prices.
They cited the increasing spread between the farm price and retail price as ample evidence.
WUD cited the 2001 CDFA report entitled “Consumer Milk Price Survey, Report to the
Legislature,” which indicated that the presence of a retail price survey seemed to have some
impact on the retail pricing practices of fluid milk. WUD argued that with the absence of
current retail surveys, it is hard to imagine that retailers will decrease the retail price the full
amount of a lower farm price.

At first blush, it seems inconsistent that the spreading farm-to-retail margins can be accurate
while at the same time Professor Carmen’s study reflects the fact that there is a strong
relationship between the retail and farm level milk prices. Upon closer review of data for
December 1999 to November 2004, Departmental analysis indicates that changes in raw
product cost explains 98% of the changes in retail prices at wholesale club stores. While
changes in the raw product costs only explain 61% of the change in retail price in the
conventional retail grocery chain store. However, this figure increases to 94% when lagged
data is incorporated into the analysis. The apparent contradiction between Dr. Carmen’s
study and the farm-to-retail price spread relates more to the time differences. The farm-to-
retail price spread is more reflective of a long term trend, principally inflation, while Dr.
Carmen’s study represents the price transmission through the wholesale and retail based on
a monthly change in the retail price.

The Panel recognizes that what appears to be a long term trend in the competitive price
relationship between large discount retailers (e.g. club stores, and “superstores”) and
supermarkets, can rapidly change. Over the past few years conventional supermarkets have
established prices on fluid milk products that for the most part, are higher than those of the
large discount retailers. Thus far, supermarkets have been able to successfully compete with
the lower prices of the large discount retailers by offering greater service, a wider array of
grocery items, smaller more convenient product sizes, convenient store locations, and
featuring one stop shopping. However, as the Club Stores, nontraditional retailers (drugs
stores, general merchandisers) continue to gain grocery sales at the supermarket expense,
and as the establishment of “Superstores” becomes a real possibility, supermarket chains are
starting to change their pricing policies. Over the last few years, the supermarket chains have
sought major wage and salary concessions in order to enable them to be more price
competitive. Hearing testimony reflected that a supermarket chain had established a retail
price lower than the club stores in the Reno market. The Sacramento based Raley’s/Bel Air
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supermarket chain recently began promoting/featuring lower prices on a large number of
common grocery items including fluid milk.

Round-Tripping

Round-tripping can be best described as the hauling of milk produced on a California dairy
farm to a California fluid processing plant via a route that crosses the state border and then
returns back into California. Round-tripping at its most basic level is the procurement of
California milk by California fluid processors, at prices less than the state established
minimums, through a normally uneconomic shipment of milk to distant state border crossings
locations for subsequent return to California plants. Round-tripping is made possible
whenever a California dairy farmer that receives the overbase price, can receive a higher
price by round-tripping their milk to a California Class 1 plant.

The Panel’s analysis confirms that the existing Class 1 price level relative to the overbase
price provides ample incentive to undermine California’s minimum Class 1 price. The
difference between the Class 1 price and overbase price is sufficiently large, that round-
tripping can be a positive benefit to both dairy farmer and California processor.

Moreover, roughly a third of the state’s milk supply receives only the overbase price. In
reviewing the number of dairy farms in locations suitable to take advantage of the round-
tripping, the Panel determined that significant quantities of California milk supplies could
benefit from round-tripping to supply the state’s entire Class 1 needs.

Clearly, round-tripping potential is a factor that must be considered as a basis for reducing
California’s Class 1 price level. If the Class 1 price level was reduced, the economic benefits
for round-tripping would be diminished.

The Panel believes that round-tripping would not be consistent with a number of statutory
mandates:
¢ Intelligent and orderly marketing of milk and to eliminate economic waste, destructive
trade practices, and improper accounting of milk purchases
e Uniformity of costs to handlers
e Minimum prices which are necessary due to the varying factors of cost of production,
health regulations, transportation, and other factors as outlined in the Code.

While making precise projections is difficult, the Panel believes that the $0.88 per cwt.
decrease will not totally eliminate the incentive to round trip. It does however, remove a
substantial attraction to engage in round-tripping. It seems to provide the level of adjustment
that California fluid milk processors feel necessary to make California‘s fluid milk products
competitive. Absent the adjustment, several major fluid milk processors indicated a
willingness to examine the options available to them which will result in a more competitive
milk supply.

While the Panel believes that the potential for round-tripping is justification for reducing the
minimum Class 1 price, the Panel must also acknowledge that there is a certain degree of
uncertainty that the potential will be realized and if so, how quickly it would happen. More
importantly, the Panel recognizes that dropping the Class 1 price by $0.88 per cwt. does not
guarantee that round-tripping will not occur.
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Panel Recommendation

In developing the recommendation on the appropriate price level, the task would have been
far more straightforward and less subjective if there were more conclusive certainty on the
following hearing issues:
e How much of the decline in Class 1 sales is attributable to the level of Class 1 price
versus other factors?
e How much of a role should the Class 1 price play in covering the cost of milk
production?
e Should California’s milk production supply be viewed more as being adequate for all
class usages or surplus to its Class 1 needs?
e Should California’s Class 1 price be properly aligned with: (1) the contiguous
neighboring states or, (2) the economic factors/analysis affecting supply/demand?
¢ What level of uniformity of raw product costs among handlers is appropriate?
e Isthe Class 1 price level fair and reasonable to consumers?
e Would round-tripping still occur despite the $0.88 per cwt. reduction in the Class 1
price?
e Will the potential for round-tripping be realized and how quickly?
e If the Class 1 price is reduced by $0.88 per cwt., how much revenue would dairy
producers lose?
e If Class 1 prices are raised, how much additional Class 1 sales of California milk will
be lost?
e If no adjustment is made to the Class 1 price level, how much will Class 1 sales
decrease?
e If Class 1 prices are decreased by $0.88 per cwt., how much will California fluid milk
sales increase?

In any consideration of this type, there is always an element of subjectivity whenever
economic conditions and factors are weighed against the statutory mandates of the Code.

After thoroughly evaluating the hearing record and considering all the options, there are three
distinct options available to the Department. Each option is listed below with the brief
justification for each. Each option also affords countless variations.

Option 1: Make no adjustment to the Class 1 Price

Basis: The reduction of $0.88 per cwt. will not completely resolve all competitive problems of
California fluid products. Increasing the Class 1 price will worsen the competitiveness of
California fluid milk products. Increasing the Class 1 price will provide economic incentives to
produce surplus production beyond the state’s current processing capacity, while decreasing
the price might remove the revenues that are necessary to sustain current milk supplies for
the state’s current processing usages.

Option 2: Increase the Class 1 Price

Basis: Cannot lower the Class 1 price low enough to completely resolve the competitive
issue and still maintain a reasonable relationship with the other classified prices. For 2004,
the weighted average California Class 1 price was below those in neighboring states.
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Option 3: Decrease the Class 1 Price

Basis: There are ample California milk supplies for all purposes. Lowering the Class 1 price
will make California fluid milk prices more competitive. This action will reduce the round-
tripping incentive. This action will result in lower retail prices and some additional Class 1
sales.

The Panel recommends the adoption of Option 3. The Panel is of the opinion that changes in
the market plus other economic factors have created a marketplace where California fluid
products that incorporate regulated minimum prices are increasingly uncompetitive.
Moreover, with less than one fifth of California’s milk supply being used for Class 1 products
there are ample milk supplies within the state to satisfy all California fluid needs. Therefore, it
is the Panel’'s recommendation that lowering the Class 1 price by $0.88 per cwt., will tend to:
= Promote, foster, and encourage the intelligent production and orderly marketing of milk in
California.

= Eliminate economic waste, destructive trade practices, and improper accounting of market
milk purchases.

= Conform the minimum prices for market milk established under these provisions to current
economic conditions.

= Align Class 1 prices with the varying factors of cost of production, health regulations,
transportation, and other factors in the state.

= Endeavor to achieve uniformity of cost to handlers within a marketing area.

= Provide more appropriate Class 1 revenues to ensure that the combined income from the
milk class prices are in proper relation to the cost of producing and marketing market milk
for all purposes.

»= |nsure an adequate and continuous supply, in relation to demand for milk for all purposes,
at prices to consumers which when considered with relevant economic criteria, are fair
and reasonable.

= Bear areasonable and sound economic relationship with the other class prices.

Therefore, the Panel recommends decreasing the Commodity Reference Price adjuster from
+0.464 to -0.416, thereby lowering the California Class 1 price by $0.88 per cwt. (equivalent
to 7.6¢ per gallon of whole milk).

This Hearing Panel Report has been prepared and submitted by:

David Ikari, Branch Chief Candace Gates, Research Manager

Thomas W. Gossard, Ag. Economist Sandra Gonzalez, Research Analyst
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Appendix A
Summary of Hearing Petition And
Alternative Proposals
Petitioner
1) Dairy Institute of California
a. decrease the Commodity Reference Price (CRP) adjuster from
+0.464 to -0.416.

Alternative Proposals

2) Alliance of Western Milk Producers
a. increase the Commodity Reference Price (CRP) adjuster from
+0.464 to +0.739.
b. change the fluid carrier adjuster for Northern California from -
0.0031 to -0.0014.
3) California Dairy Campaign
a. Adopt the federal order Class | pricing formula structure.
b. Use federal order differentials of $1.80 and $2.05, respectively, for Northern and
Southern California.

c. Allocate the federal skim price to solids-not-fat and fluid carrier by:

i. Solids-not-fat = (skim * 0.76)
9

ii. Fluid carrier = (skim * 0.24)
91
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Appendix B

Summary of Panel Recommendations
With Pros and Cons

The Panel recommends:

e That the proposed changes in the Class 1 pricing formula to mirror the structure and
operation of the federal Class 1 pricing structure be denied.

e Decreasing the Commodity Reference Price adjuster of the Class 1 pricing formula
from +0.464 to -0.416, thereby lowering the California Class 1 price by $0.88 per cwt.
(equivalent to 7.6¢ per gallon of whole milk).

Price Effects of Panel Recommendations

Had the Panel recommendations been in effect from January 2000 to December 2004, the
five-year average annual revenue impact would have been:

e A Northern California Class 1 price decrease of $0.88 per cwt.;
e A Southern California Class 1 price decrease of $0.88 per cwt.; and
e A decrease of $0.18 per cwt. for California pool prices.

Panel Recommendation
The Panel recommends that the proposed changes in the Class 1 pricing formula to mirror
the structure and operation of the Federal Order Class | pricing formula be denied.

Pros

1.

Current announcement of the monthly Class 1 price will remain on or before the 10" of
the prior month - limits adverse impacts to dairy stakeholders that require advance notice.

2. Class 1 price formula will reflect more up to date market signals by using the CME and not
depending upon the NASS survey of dairy plants

3. Class 1 prices will provide more flexibility in accommodating change, while the federal
order formula tends to remain more constant over time.

Cons

1. California’s monthly Class 1 price changes would have been uniform/consistent with the
change in the federal order Class | price.

2. California’s monthly Class 1 prices would have been based on the same factors as used
in the federal order Class | price.

3. Alignment of California Class 1 price level with the federal order Class | price would be far

easier.

Panel Recommendation

The Panel recommends decreasing the Commodity Reference Price Adjuster from +0.464 to
-0.416, thereby lowering the California Class 1 price level by $0.88 per cwt. (equivalent to
7.6¢ per gallon of whole milk).
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Pros

1.
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By lowering the Class 1 price, it helps resolve the current price misalignment problem that
has created competitive disadvantages for California fluid milk products.

Fosters intelligent production and orderly marketing of milk.

Removes substantial economic incentive to round trip California milk, helping to limit this
destructive trade practice.

Helps improve the competitiveness of California fluid milk products.

By lowering the raw product costs, it will encourage lower retail milk prices.

Consumers will benefit from lower prices.

Helps establish California’s Class 1 price at levels more consistent with California’s
market conditions (supply/demand).

California’s milk supply far exceeds the amount needed to supply its Class 1 needs. The
continued rapid growth of California milk supply will translate into ever higher proportions
of the supply being used in manufacturing usage, typically dairy products having the
lowest value.

Cons

1.

In accordance with Section 62062.1, for the year 2004, California’s statewide average
Class 1 prices fell below levels in contiguous states, which justifies an increase in the
Class 1 price level.

Reduces the dairy producer revenues.

The lower retail price for fluid milk may not fully reflect the decrease in farm price.

Non pricing factors are more important than the price level (i.e., changes in state
demographics, advertising by bottle water, etc.) for the declining per capita fluid milk
consumption.

Higher Class 1 revenues are needed to compensate farmers for their cost of milk
production.

California’s current milk production level is necessary and appropriate to satisfy current
processing.

Very difficult to decrease California’s Class 1 price to a level low enough to make
California fluid products competitive, while maintaining a reasonable relationship with the
other classified prices.

No guarantee that decreasing the Class1 price will eliminate or significantly reduce round-

tripping.
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Appendix C

Summary of Testimony

Dairy Institute of California

e Secretary must consider how to set prices and pricing formulas so that all of the declared
intentions of the legislature are met as closely as possible. All sections of code must be
considered simultaneously.

e Current class 1 milk prices fail to meet each of the statutory criteria for the following
reasons.

o Class prices no longer bear an economically sound and reasonable relationship to
each other.

o Current stabilization plans create a combined income for dairy farmers that is more
than necessary to maintain a continuous milk supply.

o Current Class 1 pricing formulas do not conform to current economic conditions.

o Current Class 1 prices are not fair or reasonable to consumers.

o Current Class 1 prices do not have a reasonable relationship to prices in surrounding
states.

o Current plans fail to achieve uniformity of raw product costs to processors
competing in a marketing area.

o Current plans encourage economically wasteful and inefficient milk marketing
practices.

e Section 62062.1 does not establish the sole standard against which the Secretary must
evaluate Class 1 prices.

e Article 9, Chapter 2 of Section 61802 does not state that producer prices must be set only
by considering prices paid to producers in contiguous states. Three broad economic
factors are included in section 62062 that must be analyzed by the Secretary.

e Dairy Institute proposes that the Secretary consider four other economic factors (in
addition to the ones listed in Section 62062) when analyzing current class 1 prices.

e All of the current Plans’ existing failures stem from Class 1 prices being too high relative
to the manufacturing classes of milk in California. The spread between Class 1 and
manufacturing milk class prices is not reasonable or economically sound. This can be
attributed to the following.

0 Reductions in Class 1 utilization
o Low California milk production costs in relation to other areas
0 Too much Class 1 price enhancement

e California milk supply is more than adequate to meet the state’s milk needs.

e Market prices are based upon supply and demand forces in the national and international
markets. The State Legislature did not intend to have California’s milk prices increase
each time there is a national or international shortage of milk and/or milk products.

e Milk production could exceed plant processing capacity by as early as 2006.

e Current Class 1 prices result in producer price enhancement that is not in the public
interest.

e Producer income needs should be borne more equal among all milk classes.

e High Class 1 prices are a contributing factor to the decline in per capita milk consumption
in California. California’s milk consumers should reap some of the benefits of the state’s
plentiful milk supplies.
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Current Class 1 prices are not in a reasonable relationship to prices in contiguous states.
“Reasonable relationship” does not mean California milk prices that are “equal to” prices
in contiguous states.

The producer-distributor (PD) advantage in the marketplace can be reduced if the Class 1
price differential is reduced.

Class 1 price differential should be reduced to remove economic incentives that directly
and indirectly lead to inefficient and disorderly movements of milk.

Dairy Institute’s motivation in petitioning the Department for this hearing was not to
handicap out-of-state milk shipments.

Dairy Institute opposes proposals as submitted by the Alliance, WUD, and CDC.

Dairy Institute is concerned in administrative deviations from standard hearing procedures
that occurred at the May 3" hearing. Hearing and pre-hearing workshop were conducted
in a manner that limited the amount of information exchanged amongst participants. Dairy
Institute hopes this deviation from standard hearing protocol will not become permanent.
Urges Secretary to rely on the report and recommendations of the Hearing Panel.

Additionally, Dairy Institute introduced their May 3" hearing testimony into the May 6™
hearing record.

Alliance of Western Milk Producers

The Alliance re-read their testimony from the May 3" hearing. The following is an exact copy
of the Alliance’s testimony summary found in the May 3™ hearing record.

Only one section of the Food and Agriculture Code requires the Department to take
action: section 62062.1.
Calculations show a weighted average of California’s producer Class 1 price was $16.32
per cwt. for 2004. This figure averaged $16.91 per cwt. in Oregon, Nevada, and Arizona.
Alliance believes CDC is only other alternative proposal that would maintain a reasonable
relationship between California producer prices and producer Class 1 price sin contiguous
states on an annual basis.
On average, the Department’s cost of production studies show that the overbase price
during 2000 through 2004 did not cover the average cost of producing milk during those
years.
Price is the only true measurement of whether milk supply for all purposes is adequate.
Various milk classes in California and under the Federal Order bear a reasonable and
sound economic relationship to one another.
A dislocation of class prices has resulted from the volatility experienced at the Chicago
Mercantile Exchange and the different time periods that are used for price calculations.
None of the proposals as presented at the hearing will correct this price dislocation.
Industry research has concluded that fluid milk consumption is affected by the following
factors.

o retail price of milk
retail price of milk substitutes
per capita disposable income
current and past generic marketing expenditures
seasonality variables
consumer expenditures on food consumed away-from-home
percent of population under six years of age, and

O 0000 O0
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0 percent of African-American population.
Per capita milk consumption needs to consider ethnic differences
California milk prices are not that far out of alignment as Dairy Institute argues.

California Dairy Campaign

CDC re-read their testimony from the May 3™ hearing. The following is an exact copy of the
CDC'’s testimony summary found in the May 3 hearing record.

Need to make fundamental changes to the current class 1 pricing formula enabling the
California Class 1 prices to more closely track federal order Class | prices.

CDC'’s proposal is the only hearing proposal that addresses the issue of reasonable
relationship between California’s Class 1 price and those in contiguous states (section
62062).

In 2004, California’s Class 1 Price was well below the Federal Order Class | price
received in nearby states.

California dairy pricing system should be altered so that it can incorporate the best
aspects of both the California and federal milk marketing order systems.

CDC's proposal closes the growing gap between the California Class 1 Price and the
federal order Class | price in surrounding states by incorporating the following aspects of
the federal order pricing formula:

o Replacing the current pricing procedure that uses the 26™ of the last week of the
prior month to capture changes in market prices by incorporating the federal order
procedure that uses the first two weeks of the prior month.

0 Replacing the existing procedure of using the Chicago Mercantile Exchange (CME)
in the Class 1 formula by using the National Agricultural Statistic Service (NASS)
data.

0 Incorporating the federal order location differentials listed in Part 1124 Pacific
Northwest Marketing Area section 1000.52 into California’s class 1 pricing formula.
(CDC averaged the differentials for counties having Class 1 plants and combined
them into either of California two marketing areas).

0 Replacing the use of Commodity Reference Price (CRP) in the Class 1 pricing
formula with the Federal Advanced Skim Price, and added the appropriate location
differential.

o By incorporating the existing 76/24 percent split in value for SNF and Fluid
components, and then converted these to per pound values by dividing the SNF by
9 and the fluid portion by 91.

0 By incorporating the federal order advanced butter price (take the per pound value
of the location differential and add it to the Advanced Butter Fat price.)

California’s milk market is no longer geographically isolated from other parts of the nation.
Increasing amount of out-of-state milk entering into the Los Angeles market from Nevada
and other areas.

Joining a Federal Order while combining certain elements of the California and federal
systems, will ensure that prices paid will remain close to contiguous states.

The fact that so much milk is pouring into the state and circumventing the state pooling
system is creating an even stronger incentive for a California federal milk marketing order.
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Crystal Cream and Butter Company

The P/D’s have a pricing advantage over non-P/D’s in California. From the years of 2000-
2004 the difference averaged $926 per cwt, or 8 cents per gallon lower than what non-P/Ds
paid for Class 1 milk. 20 percent of all Class 1 sales reported by P/D’s is exempt from Pooling
requirements, giving the P/D’s an additional $.185 per cwt, or 1.6 cent per gallon advantage
on Class 1 milk sold during the same time period.

Relating to the code sections testified to, Crystal believes that current conditions must be
analyzed against a broad spectrum of governing statutes. WUD and the Alliance narrowed
their focus to a single section. The establishment of prices must be accomplished within a
framework of adherence to the overall guiding principles as set forth in Chapter 2, Article 1,
not only Code Section 62062.1.

Western United Dairymen

e Board took no position the alternative proposal submitted by the Alliance.
e WUD opposes CDC'’s alternative proposal.

Additionally, WUD introduced their May 3" hearing testimony into the May 6™ hearing record.

Land O’Lakes
LOL re-read their testimony from the May 3 hearing. The following is an exact copy of the
testimony summary found in the May 3" hearing record.

Supports current program, opposes all proposals.

States there is no justification for reducing prices.

Does not support any changes to the current area differentials.

If a change is made as a result of the hearing that reduces the area differentials, then
supports a penny for penny adjustment in the transportation credits.

e Maintain the California system to move the California Class 1 price.

Swiss Dairy (Dean Foods)

Swiss Dairy is negatively impacted to the tune of million of dollars:
o inform of lost sales and price concessions.
0 Has resulted in plant consolidations, lost jobs, and significant impact on the

communities where these plants are located.

e Presented two alternatives available for supplying Los Angeles with packaged milk and
the average comparative advantages of those alternatives.

e For Swiss Dairy to survive and prosper, it must purchase raw milk at competitive prices.

e For California’s dairy farmers and processors to survive and prosper, prices must be
competitive with alternative out-of-state milk.

e Since CDFA cannot prevent out-of-state milk from entering California, pricing is the only
weapon available.

e Support concept of free enterprise and in fair competition. Operative word is “fair.” Swiss

seeks equal treatment.
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e Contrary to the demographic information that was cited by Jim Tillison about declining
consumption due to increased Asian and African American population, Hispanic
populations have increased (32% of California’s population while representing 12.5% of
the U.S. population). Simmons and Nielson data indicate that Hispanics spend 7% more
than non-Hispanic on dairy and spend 43% more on fresh milk than non-Hispanic
consumers.

e Higher prices do result in lower milk sales (citing the May 2004 DIB, where retail milk price
increased 28.7% in Southern California while sales were down 11.4 %).

e Prefer to buy California milk, but buying competitively takes precedence.

Milk Producers Council

e Utilizations the Institute uses in Table 1 do not take into consideration the de-pooling
of Class Il milk in some federal orders.

e The Institute argument ignores the Class | premiums that exist in the federal order
areas.

e Price enhancement for Class 1 is necessary if the classified pricing system is to be
successful in making sure the Class 1 market is adequately served.

e Section 62062.1 does not mean that the California Class 1 price can be significantly
lower than the Class | price in contiguous states.

e The producer/distributor advantage is significantly diminished with the urbanization in
Southern California as they need to move their herds further from bottling plants,
incurring additional transportation costs.

e Opposes Dairy Institute proposal, claims it is illegal.

e Supports the Alliance of Western Milk Producers proposal, California prices are too
low when comparing prices citing Section 62062.1 analysis for 2004.

e Supports the California Dairy Campaign proposal, wants a price relationship closer to
the federal order prices.

e Opposes the call of the hearing.

Summary of Post-Hearing Briefs

Dairy Institute of California

Paper pooled milk, out-of-area milk that never actually serves the market where it is
pooled and is not readily available as reserve supply;
o Paper pooled has also included milk that was delivered in California and pooled on
the California order, but also pooled on a federal order (double dipping).
o0 When accounting for paper pooled milk in utilization figures, Class 1 utilization is at
20%, still higher than current California Class 1 utilization.
e California utilization of Class 1 is still lower than any federal order.
e If using weighted average cost of producing milk, then average prices paid to producers
should be used (such as average price received by Grade A and Grade B producers).
e Milk prices relative to costs have been more than adequate to generate needed milk
supplies.
e Proposed reduction in Class 1 price will not lead to producer revenues that are
inadequate for generating necessary milk supplies.
¢ Retail prices for milk are closely associated with movements in the Class 1 price for milk.
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Study shows that Hispanic consumers drink more milk and consume more dairy products
than do Caucasian consumers.

Consumers purchase more fluid milk when retail prices decrease.

Class 1 price formulas proposed are not designed to handicap out-of-state shipments of
milk into California.

Table 5 estimates the total impact of unregulated packaged milk sales on California milk
processors.

Land O’Lakes

Much of this post hearing brief outlines discrepancies in a previous transportation credits
and allowances hearing. More specifically, errors in tables supplied by the Department
which they claim could have affected the outcome of the hearing.

Does not feel that this hearing is a venue to discuss milk movement issues.

Swiss Dairy

Does not believe lowering the Class 1 price will jeopardize the milk supply.

CCC purchases are part of the price support program, not connected with real domestic
need.

Exports and increase in exports are not viewed as indication of domestic milk shortage.
If prices were properly aligned, you couldn’t economically justify hauling milk away from a
plant, to only back track and deliver to a plant.

Price spread between overbase and Class 1 price is what causes round-tripping and
chaotic movement of milk to be economical.

By keeping California a state order, you give up the federal order ability to regulate
interstate commerce.

Current price misalignment is of significant consequences for both Dean Foods and
California dairy producers.
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ORDINAL RANKING OF CLASS 1 UTILIZATION, CLASS 1 DIFFERENTIAL, AND
COST OF PRODUCTION FOR VARIOUS FEDERAL ORDERS AND CALIFORNIA

Market Class 1 Class 1 Cost Of Production
Utilization  Differential USDA Genske-
Mulder
Florida 12 12
Appalachia 11 9 9
Southeast 10 9 7
Southwest 9 8 4 6
Northeast 8 11 6
Mideast 7 4 8
Arizona 6 6 5
Central 4 4 5 4
Pacific Northwest 4 2 2
Western 3 2 2 2
Upper Midwest 2 1 3
| CALIFORNIA 1 7 1 1

Source: Dairy Institute Testimony
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