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PROCEEDI NGS

8:08 a. m

HEARI NG OFFI CER SUTHER: Good norning, may | have
your attention, please.

Before we start the hearing 1'd like to go over
sonme inportant details that will help ensure that this
hearing will be as productive as possible.

Pl ease, first, turn off your tel ephones so they
don't disrupt this hearing.

Second, anyone planning to testify, other than the
petitioners, must sign in on the hearing w tness roster
| ocated in the back of the room

Each person has one opportunity to cone forward
and provide testinmony for up to 20 m nutes. Wtnesses w |
be called in the order that they sign up. The tine clock on
nmy right has been established to assist you in testifying.
You will be testifying fromthe chair on ny left and on your
right.

Fourth, it is inportant if you want to submt an
exhibit please bring it up to nme before you testify.

Fifth, renmenber the purpose of this hearing is to
take testinony and to gather evidence. It is not to make
findings or to render a decision. Therefore, be courteous
and respect the hearing process, those testifying and those

heari ng the testinony.
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And sixth, the restroons are | ocated outside the
doors that you canme in. Go to your left and then
i mredi ately on your right.

W will probably break for lunch around 12: 00
o' cl ock, depending on the flow of the testinony. |If
necessary the hearing will resune tonorrow norning at 8:00
a.m in this room

In case of emergency, exit out the doors there at
the rear.

This hearing will now cone to order. The
California Departnent of Food and Agriculture has called
this public hearing at the Departnment's Auditorium 1220 N
Street, Sacranento, California, on this day, Thursday,

Sept enber 12th, 2013, at 8:00 a. m

My nanme is John Suther. | am a Speci al
| nvestigator for the Departnment. | have been designated as
the Hearing Oficer for today's proceedings. | have no

personal interest in the outconme of this hearing and | w |
not be personally involved in any decision that may result
fromthis hearing.

On July 22nd, 2013, the Departnment received a
petition requesting a public hearing to consider amendnents
to the Stabilization and Marketing Plans for Market MIk for
the Northern and Southern California Marketing Areas. A

group of producer organi zations, California Dairies, Inc.,
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M | k Producers Council, California Dairy Canpai gn and
Western United Dairynmen submitted the petition proposing a
nodi fication to the sliding scale that determ nes a dry whey
factor in the Cass 4b formula and replacing the tenporary
price adjustnment currently in place wi th another.

The Departnent announced the call of the hearing
on August 5th, 2013 to consider the petitioners' proposed
changes. This hearing will also consider the factual basis,
evi dence and | egal authority upon which to nake any and/or
all of the proposed anendnents to the plans.

The petitioners will have a conbined total of 90
mnutes to submt testinony and relative material to support
their proposal, which will then be foll owed by any questions
fromthe Panel.

Anyone who has signed in on the hearing wtness
roster located in the back of the roomw || be allowed 20
mnutes to give testinony and evi dence.

Pl ease note that only those individuals who have
testified under oath during the conduct of the hearing may
request a post-hearing brief period to anplify, explain or
wi thdraw their testinony. Only those individuals who have
requested a post-hearing brief nmay file a post-hearing brief
with the Departnent. Any information submtted after the
cl ose of the hearing will not be included in the record for

consi deration by the hearing panel.
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Testinmony will begin with a representative of the
Department who will introduce the Departnent's exhibits.

The audi ence may ask questions of the Departnment's
representative only as it relates to the exhibits. This is
the only witness that may be questioned by those other than
panel menbers.

As a courtesy to the panel, the Departnent staff
and the public, please speak directly to the issues and
avoi d personali zing di sagreenents. Such conduct does not
assi st the panel and will not be permtted.

Questioning of the witnesses other than the
Departnment's representative by anyone ot her than the nenbers
of the panel is not permtted.

The hearing panel has been sel ected by the
Departnment to hear testinony, receive evidence, question
Wi t nesses and nmake recommendations to the Secretary. The
panel is conposed of nmenbers of the Departnent's Division of
Mar keti ng Services and Dairy Marketing Branch and i ncl udes
Candace Gates, Branch Chief, Hyrum Eastman, Dairy Econonic
Advi sor and Kevin Masuhara, Director of Marketing Servi ces,
Again, | amnot a nmenber of the panel and will not be taking
part in any of the discussions relative to the hearing.

The hearing is being recorded by the firmof Al
American Reporting |ocated in Sacranento. A transcript of

today's hearing will be available for review at the
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Mar ket i ng Branch Headquarters | ocated in Sacranento at 2800
Gateway Oaks Drive and on the Departnent's website foll ow ng
t he hearing deci sion announcenent.

Testinmony and evidence pertinent to the call of
the hearing will now be received. At this tinme | would |ike
to have Erica Sanko, Senior Agricultural Econom st with the
Dai ry Marketing Branch, who will introduce the Departnent's
exhibits. The audience may ask questions of Ms. Sanko only
as they relate to the exhibits.

Ms. Sanko, please state your full nanme and spel
your last name for the record.

M5. SANKO Erica Sanko, S-A-N-K-O
Wher eupon,

ERI CA SANKO
Was duly sworn.

HEARI NG OFFI CER SUTHER: You may proceed.

M5. SANKO M. Hearing Oficer, ny nane is Erica
Sanko. | ama Senior Agricultural Econom st with the Dairy
Mar keti ng Branch of the California Departnment of Food and
Ag. M purpose here this norning is to introduce the
Departnment's Conposite Hearing Exhibits nunbered 1 through
44. Relative to these exhibits, previous issues of Exhibits
13 through 44 are al so hereby entered by reference.

The exhibits entered here today have been

avai l able for review at the offices of the Dairy Marketing
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Branch since the close of business on Septenber 5th, 2013.
An abridged copy of the exhibits is available for inspection
at the back of the room

| ask at this tinme that the conposite exhibits be
recei ved.

HEARI NG OFFI CER SUTHER: Thank you, Ms. Sanko.

Are there any questions?

Can you please bring nme a copy of those.

(Exhibits 1-44 were received into evidence.)

HEARI NG OFFI CER SUTHER: COkay, we will now deviate
fromour normal script --

Pl ease conti nue.

M5. SANKO M. Hearing Oficer, | request at this
time the opportunity to provide a post-hearing brief.

HEARI NG OFFI CER SUTHER: Your request to file a
post-hearing brief is granted.

M5. SANKO Thank you.

HEARI NG OFFI CER SUTHER:  Thank you.

W have a few |l egislators here who would like to
make statenments. They will have three m nutes each. W
will call themup in the order that they have signed in
Senat or Cannel | a.

Senator Cannella, could you please state your ful
name and spell your |ast nane for the record, please.

SENATOR CANNELLA: Sure. Anthony Cannella, CA- N
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N-E-L-L-A
Wher eupon,

ANTHONY CANNELLA
Was duly sworn.

HEARI NG OFFI CER SUTHER: All right, you may
pr oceed.

SENATOR CANNELLA: Ckay. Well thank you very much
for having us here. | believe it's far overdue. W have
| ost too nany dairy farnms over the past six years as pricing
has not kept up with the incredible increase in feed costs
and ot her costs associated with dairy farns. Last year
al one we | ost nore than 100 famly farns and the trend wl|
continue until action is taken to address m Ik prices. | am
asking you today to find a nore equitable pricing formul a.
We cannot sit by idly as nore dairies close.

Earlier, a couple of nonths ago, Senator Berryhill
and I were down in San Diego with the Governor and we were
asked to fly back because a deal had been reached on a
pricing formula for a year. And roughly -- the deal was al
si des had agreed, it was ny understanding, that there was
going to be a share in the whey pricing fornula. It was
about $110 million were going to be sent to the dairy farns
to help themover this next year until the task force could
do their work and hopefully we could adjust those pricing

formulas. That was -- all sides had agreed, as | recall,
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and | think that everybody will testify to that effect. Wy
that didn't materialize, I don't know, but |I know you al
have the power to do that.

And | just hope that you understand that -- you
know -- | know you base it on econom cs and whatever theory
you use. But please understand there is a real inpact to
real people out there and so it's very inportant that you
act today and adjust those pricing fornmulas. So thank you
very rmuch

HEARI NG OFFI CER SUTHER: Thank you. Senat or
Berryhill.

SENATOR BERRYHI LL: On ny way.

HEARI NG OFFI CER SUTHER: Senator Berryhill, could
you pl ease state your full name and spell your |ast nanme for
the record, please.

SENATOR BERRYHI LL: Yes. TomBerryhill, B-E-R R
Y-H1-L-L.

Wher eupon,
TOM BERRYHI LL
Was duly sworn.

HEARI NG OFFI CER SUTHER: You may proceed.

SENATOR BERRYHI LL: kay, folks. Again, like
Ant hony, | do thank you for having this hearing, it needed
to be done.

You' ve got to understand, throughout the state
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this | ast year we have | ost over 387 dairies that have
closed; 105 family dairies just this year. |In Stanislaus
County we have seen 85 dairies close down just this year
because of the high -- the high cost of feed. 1It's no big
secret.

And what Ant hony was saying was true. W were
down with the Governor. All of a sudden we heard there was
a special hearing that we were going to cone back to. and
in that hearing there was a deal that was cut and it was a
deal on whey. And that deal was $110 million this year to
get these guys through it and to develop a task force that
coul d study how we m ght all get al ong.

And so, you know, the dairy industry has al ways
had a pricing formula. And because of the whey situation
gl obal Iy, everything has changed a little bit. And there is
pl enty of roomto keep everybody whole in this thing. |
think it's inperative that we cone to this deal and get this
task force going so that we can study this problem and cone
out at the end of the pipeline here all together.

And that's ny goal today, ny goal next year when
we cone back and hopefully we can make this industry whol e.
Thanks for having us.

HEARI NG OFFI CER SUTHER:  Thank you.

SENATOR BERRYHI LL: Do you have any questions for

me?
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MS. GATES: No.

SENATOR BERRYHI LL:  Ckay.

HEARI NG OFFI CER SUTHER: Assenbly Menber G ay.

Assenbly Menber Gray, could you please state your
full name and spell your | ast nane for the record, please.

ASSEMBLY MEMBER GRAY: My full nane is Adam Jam e
Gray, ny last nane is spelled GR-A-Y.
Wher eupon,

ADAM GRAY

Was duly sworn.

HEARI NG OFFI CER SUTHER: You may proceed.

ASSEMBLY MEMBER GRAY: Very good. Thank you for
allowing me to make a short statement this norning prior to
your heari ng.

As you stated ny name is Adam Gray, | amcurrently
t he Assenbly Menber representing the 21st Assenbly District,
whi ch enconpasses all of Merced County and about half of
St ani sl aus County, primarily the western portion. A great
nunber of dairies in nmy district. | actually grewup in a
famly that ran a dairy supply. It was a food supply store
and dairy equi prment conpany.

Wien | first ran for office three/four years ago
and began to go out to collect support and talk to ny
community one of the first things | did was go back and

visit with many of our forner conpanies fromour famly
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business. W had sold the business in the late '90s.

wanted to reconnect with people on the canmpaign trail. And
one of the thinGs That becane increasingly evidence was nmay
of our custoners, a third, at tines naybe close to half that
| would contact, were no | onger in business.

The chal | enges the dairy industry has faced have
been devastating to Merced County, to Stanislaus County and
to all of our communities and other small fam |y businesses
Iike the one I grew up working in.

Appreci ate the opportunity fol ks have here today
to attenpt to seek sone price relief and I hope you will all
take very seriously both the urgency and just the econom c
devastation this has placed on our community.

So | encourage you to take action as you can. |
have been an active participant in the |egislative process
with some of the legislation trying to both establish a task
force and trying to establish sone price relief there.

We have unenpl oynment in our district that exceeds
| evel s of the Great Depression, 17, 20, 25, 30. Sone of the
small farmng conmmunities at 40 percent. And the dairy
i ndustry just does so nuch for our famlies and | hope that
you can take sone action today to provide sonme relief, thank
you.

HEARI NG OFFI CER SUTHER: Assenbly Menber d sen.

ASSEMBLY MEMBER CLSEN:. Good norni ng.
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HEARI NG OFFI CER SUTHER: Good norning. Assenbly
Menber O sen, could you please state your full nanme and
spel |l your last nanme for the record, please.

ASSEMBLY MEMBER OLSEN:. Assenbly Menber Kristin
O sen, OL-S-E-N
Wher eupon,

KRI STI N OLSEN
Was duly sworn.

HEARI NG OFFI CER SUTHER: Coul d you pl ease speak
up. Wth that air conditioner running in the back
under stand sonme people can't hear.

ASSEMBLY MEMBER CLSEN: Sure. |s that better?

HEARI NG OFFI CER SUTHER:  Thank you.

ASSEMBLY MEMBER COLSEN. Okay. | appreciate the
time you're giving us this norning. | grewup in dairy
country and it is just devastating to see what has been
going over the last few years. |It's inpacting our entire
state and it inpacts many of nmy famly and friends as well.

The financial crisis for our California famly
dairy farms, as you know, is in a dowward spiral. In fact,
it was reported just a week or so in the Mdesto Bee that
dairies dropped fromthe nunber one comodity in Stanislaus
County to now nunber three.

Fam | i es have operated these dairies for decades

and their enployees and their enpl oyees' famlies have been
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part of the operations. Wen we lose a famly dairy the
loss is felt by many nore people than just the dairies
thenmselves. [It's felt by hay brokers, grain deal ers,
choppers, pharnaceutical suppliers, hoof trimers,
veterinari ans, bankers, grocers and the |ist goes on and on.
They depend on dairies for their livelihood.

We have | ost an average of six dairies a nonth for
the last six years and that nunber will continue to grow
this year. For those who say, "Be patient, things will get
better, the econony is turning around” they need to talk to
my constituents, because it sure doesn't feel that way to
us.

There is a sinple fairness issue in what they
shoul d be paid for whey. Yes, there is the unmanageabl e
feed costs that dairies are having to pay, and I amtrying
to do sonet hing about that in Assenbly Joint Resolution 21.

Yes, there is the unwi | lingness of banks to
provide financing. Yes, there is the drilling of new wells
to keep up with rapidly declining aquifers. But there is
also a pricing problem The dairy farners will do the work.
But a fair pricing system depends on us in the Legislature
and you in the Departnent of Food and Ag because of the
pool i ng systemthat exists in California. Doing nothing is
not an answer and doing a tiny bit of sonething is not an

answer either. The time is now for letting dairy famlies
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and their work ethic be matched with just a fair price for
m | k.

The California dairy industry creates al nost
445,000 jobs. That's nore than the notion picture industry
and the television industry in California. Cearly the |oss
of a California dairy has a negative rippling effect on our
rural communities and it further dimnishes California's
entire tax base.

Dai ry producers are not asking for anything
outrageous, as the previous speakers have spoken, they
sinply want a fair price for the mlk they produce. It is
wong that mlk prices in California continue to be | ower
than the rest of the nation because of an outdated pooling
system

The agreenent that was reached in Senate Ag woul d
be a really good first step, that was agreed to by producers
and processors alike. And so | respectfully request that
the Secretary take substantive action to put the problens to
bed that are putting dairies out of business on a daily
basis. W need the short-termsolution and then we need the
task force to work hard together to come up with a |long-term
solution. Appreciate your time this norning.

HEARI NG OFFI CER SUTHER: Thank you. Senat or
Her nandez.

SENATOR HERNANDEZ: Good nor ni ng.
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HEARI NG OFFI CER SUTHER: Good norni ng. Senator
Her nandez, could you pl ease state your full nane and spel
your last name for the record.

SENATOR HERNANDEZ: Yes, ny nane is Edward P
Her nandez, that's HE-R- N-A-N-D E- Z
Wher eupon,

EDWARD P. HERNANDEZ
Was duly sworn.

HEARI NG OFFI CER SUTHER: You may proceed.

SENATOR HERNANDEZ: Thank you very much for having
me this norning, M. Chair, and nenbers.

This is an inportant hearing. Not only for the
dairy farmers but for all of us who live here in California.
The problemconfronting dairy farmers are a matter of
record. | grewup in a California where thousands of famly
dairy farms were part of this landscape. | grew up in
California, where you could see dairy farms fromthe
freeways and get a sense of why m |k is our nunber one
agricultural comobdity. | grewup in a California that if
you drove to the back roads of any county you were in close
proximty to the dairy farnms that had been in the famlies
for generations.

To their credit, the dairy farners are not asking
for a handout. Let ne restate that, are not asking for a

handout. They are asking to be treated -- not to be treated
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in any special way.

To the contrary, the dairy farners sat down with
st akehol ders and negoti ated an agreenent that has a short-
term one year benefit as was stated by previous individuals
and the framework for a long-termsolution. They made an
agreenent with representatives of the processors where the
price for 4b mlk is handled in a nore sensible manner.

There are others who can speak to the details of
t he agreenent much better than | can, but | am here because
| believe once an agreenent is made and that agreenent is
di scussed in a special hearing of the Legislature that that
agreenent becones a starting point for the long-term
sol uti ons.

| am adding my voice to those who are saying it is
time for the Secretary to act. Yesterday the Senate agreed
to free the bill containing the agreenent with a suspense
file and keep the issue alive. And keep in mnd, this is a
rare procedural nove by the Senate but it reflects our
commtrment to finding an i medi ate renmedy for the solution,
to dairy farnmers, that is. This issue matters and it wll
shape the kind of California in which our children and
grandchildren will 1live.

And for that | thank you for allowing nme the tine
to present this norning and | am here avail able for any

guesti ons.

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N oo o b~ w N P

N NN N NN R R R R R R R R R
O N W N B O © O N o 00 »h W N R O

24

HEARI NG OFFI CER SUTHER: Thank you for your
t esti nony.

SENATOR HERNANDEZ: Thank you.

HEARI NG OFFI CER SUTHER: Are there any ot her
| egislators that would like to testify?

Seeing none we will take a five mnute recess and
then we'll start back.

(OFf the record at 8:33 a.m)

(On the record at 8:38 a.m)

HEARI NG OFFI CER SUTHER: We will now be back on
t he record.

| will now call the petitioners, beginning with
California Dairies, Incorporated. You will have a total of
90 minutes to submt your testinony. Again, please notice
the tinme clock on ny right. And that will be 90 m nutes, a
total of 90 mnutes for all four petitioners, so about 22.5
m nut es api ece.

Coul d you pl ease state your full name and spel
your |ast narme.

DR ERBA: MW nane is Eric Erba, E-RB-A
Wher eupon,

ERI C ERBA

Was duly sworn.

HEARI NG OFFI CER SUTHER: And | see we have your

witten statenents that you would like into the record. It
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wi || be Exhibit nunmber 45.

(Exhibit 45 was entered into the record.)

HEARI NG OFFI CER SUTHER: Are you testifying on
behal f of an organi zation or individually?

DR. ERBA: | amtestifying on behalf of California
Dairies, Inc.

HEARI NG OFFI CER SUTHER: You may proceed.

DR. ERBA: Thank you. M. Hearing Oficer and
Menbers of the Panel :

Good norning. My name is Eric Erba and | hold the
position of Senior Vice President and Chief Strategy Oficer
for California Dairies, Inc., whom| amrepresenting here
today. California Dairies is a full-service m |k processing
cooperative owned by 420 producer-nenbers | ocated throughout
California and coll ectively producing over 17 billion pounds
of m |k per year, or about 44 percent of the m |k produced
in California. Qur producer-nmenbers have invested over $500
mllion in large processing plants at six |ocations, which
wi || produce about 400 mllion pounds of butter and 800
mllion pounds of powdered m |k products in 2013. The Board
of Directors for California Dairies approved the concepts
contained in the testinony that | will be presenting today
at their August 27th, 2013 neeting. California Dairies'
proposal is consistent with the guidelines given in the Food

and Agricultural Code, Division 21, Part 3, Chapter 2,
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starting with Article 1 and including Article 9 that
di scusses establishnment of mnimum prices.

We thank the Department for calling this hearing
and allowi ng us the opportunity to reiterate our concern
about the manner in which whey is valued by the California
mlk pricing system The disparity between the whey
valuation in federal m |k marketing orders and California
remains too large to ignore and continues to have too grave
an inpact on our nmenber-owners' mlk price. The inpact on
our mnenber-owners of underval ui ng whey has been addressed
several tinmes over the past two years in hearings simlar to
today's proceedi ngs but the sane old inequities continue to
persist. The reason is that the problemw th the O ass 4b
pricing formula has not yet been corrected.

Part of the hearing announcenent refers to the
need of proponents of the petition to provide quantifiable
econoni ¢ data on dry whey such as nmanufacturing costs,
mar keti ng and sal es costs and whey stream val uati on specific
to California plants. If read a certain way, this makes
conpliance with the hearing notice inpossible for nost
W tnesses. Even when the Departnent published information
on whey processing that its staff collected from cheese
processing plants, we had access to a |imted anount of
information specific to those plants. Quite clearly, we

have even |less information about the operation of those
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pl ants since the Departnment ceased to publish dry whey
processing cost information. Consequently, | have chosen to
interpret the hearing notice in a different way and wil |
provi de you with data and information for this hearing that

i s both nmeani ngful and obtai nabl e.

The hearing notice issued on August 5th set forth
the guidelines for a proposal that will be considered at
this hearing. The proposal contained in the jointly filed
petition that led to the call of the hearing was designed to
follow the format found in Article Il1l, Section 300.0 of the
Stabilization and Marketing Plans for Market MIk for the
Northern California and Southern California Marketing Areas.

| have made slight adjustnments to the applicable dates in
t he proposal, which are highlighted below, to allow for sone
consi stency with the hearing time |ine.

| will skip over the proposed | anguage which
mrrors that found in the petition. The applicable dates
for the tenporary price increase are changed fromthe ones
filed in the petition but are consistent with the intent of
the petition.

The focus of the proposed change is to establish a
fair price for mlk to which producers are entitled.
Specifically, the proposal seeks to shrink the C ass 4b and
federal Class Ill price spread. An acceptable |evel of

price difference between California mlk prices and federal
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order mlk prices exists for all classes with the exception
of Class 4b, which has trailed the federal Cass Ill price
by al nost $2.00 per cwt. over the past two years. As
proposed, the projected effect of noving to a new sliding
scale for dry whey will be to increase the Cass 4b price by
about $0.22 pe cwt.; this change would be permanent. The
tenporary adjustment in the Cass 4b solids-not-fat price
results in an increase of $0.46 per cwt. and the conbi ned

i npact of the proposal would increase the overbase price by
$0.31 per cwt. for the 12 nmonth period comenci ng on
Novenber 1st, 2013.

The m Ik pricing proposal that we are supporting
has a foundation based on commobn sense, econonics and
forward planning. Following the May 20th hearing in 2013,
we continued our discussions and negotiations with processor
representatives in hopes of being able to arrive at a
resolution on the matter of whey valuation. W nmade a good-
faith effort to devel op a proposal that achieved m ddle
ground in the discussions, that is to say, one that
recogni zed and satisfied the positions of both producers and
processors, but required concessions from both sides.

The proposal that canme fromthis effort has two
basic tenets. First, the existing price relief that was
i npl enented as a result of the May 20th, 2013 hearing wl

be replaced with an anmended price relief for up to one year
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that increases the Cass 4b price by up to $0.46 per cw.
Second, the sliding scale used to value whey in the Cass 4b
formula is restructured to result in a new ceiling of $1.00
per cwt. contributed to C ass 4b, achi evable at current

mar ket prices. This change to the Cass 4b pricing formla
will be pernmanent.

These two tenets are captured succinctly in the
| etter dated July 8th, 2013 to Assenbl yman Richard Pan from
Joe Lang, representing the Dairy Institute. A copy of the
letter is attached to nmy testinony.

Clearly, this proposal represents a significant
concession fromthe position that California Dairies had
adopted for the last three hearings on whey val uati on.
California Dairies and ot her producer representatives made
t hese concessions in recognition of the larger issue that
the collective dairy industry nust engage in an i medi ate
and thorough analysis of its current pricing system and
devel op recommendati ons for nodifications as appropriate.

The proposal itself will generate $110 mllion in
new nonies to dairy producers during a 12 nonth peri od.
Concurrently, the Dairy Industry Task Force will engage in
meani ngf ul di scussions regarding California's mlk pricing
system and prepare reconmendati ons for consideration by the
Department and Legi slature if necessary.

Finally, the proposal is nmeant to address the
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singul ar issue of fair conpensation to dairy producers for
the mlk and its conponents provided to processors. Wile
t he nunbers represented in the proposal fall short of the

federal Class Ill price, we see it as a step in the right

di rection.

| want to introduce a thought of a new begi nning
and I will start off talking about it this way.

You will recall the decision fromthe June 30,
2011 hearing that replaced the $0.25 per cw. fixed factor
in the Class 4b formula with a sliding scale. Wile this
deci sion was directionally correct and provi ded a nore
appropriate Cass 4b mlk price, it did not provide the
pricing equity and pricing | evel that was sought by
producers.

That decision was nmade at a different tine and
under different dairy industry conditions. W have over two
addi ti onal years of experiences since the date of that
hearing. W can draw on sone of those experiences, and it
seens now that we are in need of a new beginning for the
dairy industry. Despite positions taken and testinony
offered in previous hearings, it is tine to rethink what
action is required to prevent a nmass exodus of dairy
producers, which would place additional stresses on an
al ready fragile industry.

We have struggled to find appropriate supporting
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data for a nmessage that resonates with the Departnent to the
extent that appropriate action is taken. W have heard
repeatedly that a change may be made to the mninmum pricing
formulas "if economc conditions warrant.” W submt to you
that we are there; the threshold for action has already been
met .

Let nme paint a quick picture of the dairy industry
for you. The dairy industry is the |eading agricultural
industry in California and m |k and dairy products have
generated the nost value of any of the agricul tural
commodi ties produced in California, over $6 billion in sales
for each of the last three years. However, as hard as it
may be to conprehend given the dairy industry's | egendary
status in California, there are signs that the industry is
not only struggling, but a significant and vital part of the
i ndustry is on the verge of collapse. Sinply, the billions
of dollars cited for mlk sales do not translate directly to
dairy farmprofitability, and the |ack of profitability has
predi ctabl e effects on busi nesses. Over 400 dairies have
exited the dairy industry since 2007. From California
Dai ries' own perspective, we now have 150 fewer dairies in
operation that we did in 2007. The trend has not abated but
has continued into 2013. 1In the last 12 nonths, California
Dairies has lost 35 dairies that were produci ng a conbi ned

2.5 mllion pounds of mlk per day. Sonme sinple math will
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tell you that these were not snall dairies; the average herd
size of these 35 dairies was nore than 1,000 cows.

The direction that the industry has taken for the
| ast two years is not sustainable wthout w despread
consequences. Banks, vendors, suppliers, feed conpani es,

m | k hauling conmpanies and m |k processing plants are al

m ndful of the conditions being faced by their dairy
custoners. They al so know the dairy industry well enough to
understand what it nmeans when California' s mlk production
in 2013 is down by 3.2 percent conpared to |last year. Their
busi nesses depend on the health of dairy farm ng operati ons,
and a collapse on the m |k production side of the industry
has grave consequences for the survivability of their own
oper at i ons.

The regions of the state where the dairy industry
has fl ourished have al so been the | eadi ng areas of
unenpl oynent. These counties are already reporting high
unenpl oynment nunbers relative to the state average and
further increases in unenploynment rates can be expected as
dairies continue to exit the business. 1've included the
table, Table 1, that goes through -- that contains data for
the state and seven | eading dairy counties. Unenpl oynent
ranges from 11 percent to 15 percent for those counties and
averages 9 percent for the state.

In addition, we submt into the hearing record
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updat es of several nore traditional key indicators that
collectively describe a disturbing trend in the producer
| andscape.

First, the disparity between California C ass 4b
prices and federal Class Ill prices persists. | have a
graph called Figure 1 that shows the result of subtracting
the Cass Ill fromthe Cass 4b price since 2007. And for
conpari son and reference, the whey market price for dry whey
is overlaid on the graph. And since the Departnent has
nmoved to a sliding scale approach for val uing whey, the
di fference between the two class pricing series has
i ncreased and averages $1.91 per cw.

Second, the financial stress on the producer side
has not abated. Feed costs have been high since the third
gquarter of 2012, resulting in high mlk production costs and
| ow or even negative margins. | have a graph, Figure 2,
that explains that. Wiile feed costs are starting to cone
down now, mlk prices are also forecast to trend downward
well into 2014. Consequently, dairy farmmargins wll
remai n near historic |ows.

Third, USDA's mlk-feed ratio is widely recognized
as a barometer of the health of the production side of the
i ndustry. At one tine a mlk-feed ratio of 3.0 was
considered to be favorable to dairy producers. | have a

figure called Figure 3 that shows a stark and conti nued
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trend away from what woul d be considered a favorable ratio.

These three quantitative nmeasures presented in
Figures 1, 2 and 3, conbined with the econom c conditions
descri bed above, are sufficient to warrant action by the
Depart ment .

We recogni ze that attenpting to establish a mlk
price high enough to erase the financial |osses sustained by
producers as a result of inappropriate whey valuation and
high feed costs is problematic. As stated earlier in ny
testi mony, the proposal that we support is neant to address
the singular issue of fair conpensation to dairy producers
for the mlk and its conponents provided to processors.

Said in another way, producers are entitled to be
conpensated fairly for the product they produce.

There seens to be a common thene underlying past
heari ng decisions, that is to say, if there is a sufficient
m |k supply to service mlk processing plants then there is
no need to increase the mlk price. A corollary to this
basic notion is that establishing higher mnimmprices wll
only lead to nore m |k production. It does not take much of
an analyst or a historian to conclude that managi ng the
state's mlk supply by adjusting mnimmpricing fornul as
once a year is ineffective and inefficient. Al of the
maj or cooperatives and sone of the proprietary plants

arrived at that sanme concl usion years ago and adopted
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prograns that allocate m |k production shares to producers
based on m |k handling capacity. These prograns are
actively managed and can adjust with market conditions. As
far as I know, the cost of oversupply of mlk is borne
entirely by the producers and not by any other entity.

My concl uding remarks, the mlk pricing proposal
that we are supporting has a foundati on based on common
sense, econom cs and forward planning. It was devel oped in
concert with processor representatives with both parties
maki ng concessions to arrive at a nmutually satisfactory
resolution. 1In discussions there was recognition of the
| arger issue that a collective dairy industry nmust engage in
an i medi ate and thorough analysis of its current pricing
system and devel op recommendations for nodifications. Let
the proposal that the dairy industry has brought forth be
t he establishment of a new beginning for the dairy industry.
We urge you to adopt the proposal as a neans to bridge the
financial gap fromwhere California mlk prices are today
and where they need to be to prevent further attrition on
t he producer side of the California dairy industry.

Thank you for your attention and | request the
opportunity to file a post-hearing brief.

HEARI NG OFFI CER SUTHER: Your request to file a
post-hearing brief is granted.

Any questions fromthe panel ?
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MR. EASTMAN. | have a couple of questions.

Dr. Erba, obviously the co-petitioners, you have your
proposal here set and you list some -- the criteria,
bel i eve, of how you arrived at these nunbers. | was
wondering if you could describe in terns of the exact |evel
of say the permanent change in the whey table or the actual
| evel of the tenporary price increase, was there sone target
nunber that you were |ooking to get at based on anal ysis of
t hese econom c conditions? How did you arrive or how was
this, the exact inpact, the increase, how was that arrived
at, so to speak?

DR. ERBA: Well you will recall that at the | ast
heari ng we tal ked about changi ng the decision on the
Decenber hearing so that the entire price increase is borne
by Cass 4b. So taking the price increases that were
assigned to Casses 1, 2, 3 and 4a and noving that all to
4b. And, of course, that was not an acceptabl e sol ution.

We al so tal ked about adjusting the whey scale, and
sonething simlar to what was presented a couple of years
ago in a hearing, so this sliding scale could nove up
farther so we were not maxxed out as we have been for quite
sone time now.

So the conbi nation of those two plus the
negoti ati ons of what would be acceptable. And again, these

nunbers were arrived at in negotiations with processor
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representatives. The $0.46 that we have in the petition and
in ny testinony was part of that negotiated solution. And
it is also contained in the letter that is fromJoe Lang to
Assenbl yman Pan, that $0.46 is specified in that letter.

MR. EASTMAN. Ckay, good. And then in your
testimony you nmention a couple of econom c factors such as
the difference between the California 4b price and the
federal order Class IIl price and also a little bit of the
cost of production nunbers, sort of the financial outl ook or
condition of dairy producers. Do you feel that your
petition, the inmpact of your petition gets at an appropriate
| evel of the difference between the 4b and the Cass I
price? Does it rectify that and get it at the right nunber?
WI1l the inpact of the increase get the financial condition
of dairy producers to the point that would be adequate or
sust ai nabl e?

DR. ERBA: | think the point, M. Eastman, is that
we are trying to establish what we consider to be a fair
price and it's a price that producers are entitled to
receive for the product that they produce. Now, should it
be higher? W have testified in the past that it should be.
But we realize that sone of these things, that you have to
gi ve up, you have to nake concessions, you've got to nove
of f your position if you're getting to any kind of

agreenent .
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Wat we have today, what |'ve presented today and
what we petitioned for is an agreenment, and it's an
agreenent that involved both sides of the dairy industry,
producers and processors. W think the nunber should be
higher. 1'msure that they will testify that they think the
nunber should be lower. But through the negotiations this
is what we arrived at.

MR. EASTMAN. Ckay. Do you feel that -- so do you
feel the negotiations between producers and processor
entities, was that the major, sort of factor, the major
energy, so to speak, that got to that nunmber? Rather than
were there really -- | guess -- let nme start over that
guesti on.

Do you feel that in these negotiations, was it
nostly tit for tat rather than nove the, sort of the nunber
rather than were these di scussions focused on certain data
points or certain acceptabl e conditions on both sides that
woul d provide that stability?

DR. ERBA: | think in order to engage in the
di scussion at all you' ve got to have both sides recogni zing
sone of the data that's covered in ny testinony, and that is
covered in Figures 1, 2 and 3. One is a disparity between
federal prices and state prices, one is a cost of production
i ssue, one is essentially a survivability index on dairy

farms. You have to recogni ze and agree that those things
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are neani ngful and do have an inpact.

Now, again, as | pointed out before and | think as
you realize, how we arrived at the exact nunber was nore of
a negotiated process. But in order to even engage in the
di scussi on you have to agree that those points that are nade
in those tables, in those charges, are neaningful, otherw se
you' d never engage in the discussion.

MR. EASTMAN. CGotcha. |In your testinony on page
four where you're tal king about the new begi nning you
mention that a couple of years ago when the fixed factor for
whey val ues was replaced with the sliding scale that's
currently in the formula that conditions were different at
that time. So based on your testinony, are the differing
conditions fromtwo years ago, is that just a deterioration
of the financial condition, the spread between the C ass 4b
and Class Il prices? Is it just a deterioration in your
graphs or is there any additional factor that highlights the
change in conditions, so to speak, that you tal ked to?

DR. ERBA: | don't want to put too nmuch enphasis
on this one particular chart but I wll just use it as a
springboard, and that's Figure 3, it talks about the m k-
feed ratio. | don't think we have ever seen a period of
time |li ke we have since 2007 where the mlk-feed ratio has
been not only bel ow what people consider to be favorabl e but

trendi ng downward. It has al ways been the case that it may
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go below for awhile but it's going to nove up. And it's
that same thing that was nmentioned this norning is if you
hang around | ong enough -- the notion has been if you hang
round | ong enough things will turn around and things are
going to get better.

Vel |, since 2007 we have been on a track that is
real ly unsustainable and a track that |I don't think anybody
anticipated in 2007. 1In 2007 you could nake an argunent,
hey, things are going to turn around, prices are going to
come back, profitability will be restored on the farm That
hasn't happened. The dairy farners are waiting, waiting,
waiting for the industry to turn and it hasn't happened,

And | think that's what | amtrying to get across
in this statement of a new beginning. So let's dismss the
positions and the testinony that was submitted back in those
days and rethink what it's really going to take to keep this
i ndustry going forward. And keeping fromthe producer side
goi ng through sone terrible levels of attrition to the point
where we don't have a dairy industry that's sustainable
anynor e.

MR. EASTMAN. (Ckay. Then | just have one nore
sort of -- well, a slight technical question, | think. On
Figure 2 you show production, cost of production on the farm
and then you show t he overbase price as a neasure of incone.

Hi storically and if you | ook at hearings, oftentines people
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use different neasures of inconme to show the health of the

i ndustry. Was there any particular reason why you chose the
over base price conpared to other ones that we may see today
or have been presented in the past?

DR. ERBA: No reason in particular other than it's
t he one that nost people understand, the one that nost
peopl e they reference the nost, they understand what those
nunbers nmean. You could certainly put other prices in
there, a conbination of quota and overbase, you could put
the quota price in there. There's other ways of putting it
inthere. But |I think for the nost part this is the one
| evel of price that peopl e understand.

MR. EASTMAN:. CGotcha.

M5. GATES: Dr. Erba, | have a question for you
kind of in regards to page five where you spoke to the
decrease in the nunber of dairies at CDI. How does that
relate to the volune, the decrease in volune? Could you go
into that?

DR. ERBA: Well, as we recognize, we are cyclica
in ternms of our production. W actually hit our high point
in production as a full year back in 2007 before we had our
capacity allocation programput in place. Things have
basically been trendi ng downward ever since then.

We had an anonaly |last year. W had sone terrific

wi nter weather, we had an explosion in m |k production, and
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that was very quickly followed by the | owest point in mlKk
production we've hit in five years in Septenber of | ast
year. So we had some of the highest highs |ast year and
sonme of the | owest |ows |ast year.

We have had -- we accepted sonme new dairies as of
January 1st this year and that changes our outlook in terns
of what our m |k production is today. W have dairies today
we didn't have a year ago. But if you | ook at where we are
in ternms of the sane dairies, discounting those new dairies
that were added, we are considerably down in mlKk
production. W are four percent down in mlk production
year over year if you don't include in the new dairies. The
new dairies, they're basically keeping us even over the | ast
year. And | think that's reflected in the state nunbers as
well, the entire state is down by over three percent year to
date in 2013.

M5. GATES: So how does that then translate to
your customers that you are supplying mlk to? Have you had
to increasel/ decrease your contracts or the mlk that you are
able to supply? | nean, how is that working?

DR. ERBA: Wll we have a really interesting
situation going on today with how we're trying to allocate
our mlk. W are actually quite a bit higher in our mlKk
production today than we were | ast year but we are having

nore difficulty than we've ever had trying to get mlk to
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our customers in the quantities that they are ordering. W
sinply don't have the mlk that we had or expected to have
at this tine of year and so we are having to go through

al nost a rationing of our mlk allocation.

MS. GATES: Are you garnering higher prices
because of that?

DR ERBA: No. Mst of those sal es are under
contract so we do not get additional prem umfor those sales
under contract. And we don't have the ability to make spot
sales at this point.

M5. GATES: (kay, thank you.

MR. MASUHARA: | have a coupl e of questions,

Dr. Erba.

DR ERBA: Sure.

MR. MASUHARA: And this might seemlike it
deviates a little bit but you're aware fromthe hearing
announcenent we are al so evaluating the sufficiency of these
formulas. And part of that is to nake eval uati ons of how
they are performng relative to how they are structured in
terms of what products are being made out there and how
t hose products performin the marketplace. And to that |
have a question about CDI's portfolio on the 4a side,
al t hough we are tal king about 4b but it helps us to
establish conparisons for when we do our anal ysis.

Are all of the products that CDI is making, are

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o B~ w N P

N NN N NN R R R R R R R R R
O N W N B O © O N o 00 »h W N L O

44

they reflected in the current 4a formnul a?

DR. ERBA: Do you nean that everything that we
made is captured in the pricing formul a?

MR. MASUHARA: Yes, basically 4a covers end-
product pricing as far as nonfat dry m |k powder and butter.
Are there other products that are bei ng manufactured that
aren't correlated directly to those?

DR. ERBA: W woul d have sone powders that are not
reportable, if that's what you're getting at. As you well
know, the California weighted average price for nonfat dry
m | k has specific requirenents about what shall be reported
and not everything we nmake goes in there. Just as on the
cheese side you' ve got nozzarella that's nmade in great
guantities in the state that are not reported to the -- not
reported to the state either in terns of the pricing
formul a.

MR. MASUHARA: And as a trend would it be your
estimation that these products over tine are evolving nore
towards sone of these products that aren't represented in
t he formul a?

DR. ERBA: | would say that it is a very slow
evolution. Qur plants were designed to produce specific
products and you cannot just sinply run -- say, today |I am
going to make a product | have never made before. The

equi pnent is not designed to nmake it. So that as we are
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able to nodify our equipnment or add to our processing
capacity we nay be able to add some capacity to do sone
different products. But that evolution is going to be sl ow,
it's going to be over a period of years, perhaps even
decades. It is not a, hit the switch and today you're
produci ng product you' ve never produced before on the sane
equi pnent, it doesn't work that way.

MR. MASUHARA: And it's driven nore or |less by the
mar ket pl ace?

DR ERBA: Well in our case we set -- we have a
relatively newplant in Visalia and it was designed to do
sone different products. That's the only one in the system
that was really designed to do that, everything el se was
designed to do | owheat combdity nonfat dry m |k and butter
and that's how they operate, basically. So as we are able
to add different kinds of equi prment or nodify the equi pnment
we have, we may be able to do what you're tal king about but
it will be an evolution over a period of years.

MR. MASUHARA: And as a hypothetical, if that
formula were to be nodified in such a way that wasn't
reflective of your current product portfolio how would that
i mpact your operations?

DR. ERBA: | guess |I'd have to know exactly what
t he change was going to be. Probably we would have to

change, make sone changes in the way we run product but not
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necessarily. W don't always have the opportunity to run
the kind of products we want to, we have to be responsive to
the mlk supply we have. So if we don't have the m |k but
we have too much to run sone of our nore specialized
products then we don't make those, we can't nake those
products. So |I'd have to know what specific change you're
tal king about in order to tell you how it m ght change our
oper ati on.

MR. MASUHARA: But it would have an inpact?

DR. ERBA: It's possible it could have an inpact.

| can't say that it would but it's possible it woul d.

MR. MASUHARA: And generally, are sonme of these
products that you're making that aren't reflected in that
formula, do they generally performin the marketplace at a
premumto current nonfat dry mlk product powders as far as
an i ndex goes?

DR. ERBA: It's cyclical, sonmetines they do,
sonetinmes they don't. This year those products have
actually been in pretty good demand but that is not always
the case. W export a large volune, a | arge percentage of
our mlk powders. On occasion we have exported a decent
per centage of our butter products but that doesn't always
happen, it kind of depends on what that year's product
pl anni ng | ooks like. 1t depends on what contracts we have,

what sales we're expecting in terns of internediate

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o B~ w N P

N NN N NN R R R R R R R R R
O N W N B O © O N o 00 »h W N R O

a7

products, cream condensed and so forth. Several things go
into that discussion before it gets reset every year.

MR. MASUHARA: kay, thank you.

HEARI NG OFFI CER SUTHER  Ckay.

MR. EASTMAN. | just have one nore quick question
to piggyback on the question that Candace asked. You
mentioned that to a certain extent you' re having probl ens
with supplying mlk to your custoners. And obviously, as
you said, you have contracts, mlk supply contracts in
pl ace. Have you had any of your custoners ask you for nore
mlk at this tine?

DR. ERBA: Absolutely. Sonme of the contracts
we've got are not fixed, it's not set loads on a daily basis
or a weekly basis. It's flexible so they can order within a
range of whatever the range is set under the contract. And
what we have lately is people noving off of the | ower end of
the range toward the mddle of the range asking for mlk and
it's mlk we sinply don't have.

MR. EASTMAN. Has anybody approached you with an
idea in order to sonmehow spur that m |k production? Paying
a prem um or paying additional nonies or dollars to try and
provi de an incentive for sone of your producers to actually
produce nore mlk so they could get nore mlk?

DR. ERBA: No. And again, this is very

situational; it's the here and now. Perhaps over tine it
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m ght evolve to sonething like that but right nowit's under
contract and the contract covers whatever prem unms shall be
paid. Unless both parties agree that you are going to anmend
the contract then the contract is a contract, it's

enf or ceabl e.

MR. EASTMAN.  Thank you.

MR. MASUHARA: Sorry, this is to follow up on sone
earlier questions Hyrumhad too, | was |ooking over ny |ist
of things that we're trying to establish here.

You had nentioned that the proposal contains
nunbers that were part of the negotiated process. Wth
respect to that, | understand that negotiations al ways start
with two sets of nunbers, one represents a | ow side and a
hi gh side. But to your know edge, does there exist any
guantitative analysis that m ght be available to be filed as
a post-hearing brief that offers a little bit nore detail as
to what nunbers were involved in that negotiation and what
t hose i npacts m ght have been described fromthat analysis?

DR. ERBA: | amfairly certain | can come up with
sonet hing that would satisfy that in a post-hearing brief.

MR. MASUHARA: kay, thank you.

HEARI NG OFFI CER SUTHER: Thank you, Dr. Erba

DR ERBA: You're wel cone.

HEARI NG OFFI CER SUTHER: | woul d now |i ke to cal
M1k Producers Council.
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MR. MOFFATT: M. Hearing Oficer and nenbers of
t he Panel, John Moffatt here representing the M|k Producers
Council. M1k Producers Council supports the --

HEARI NG OFFI CER SUTHER: Excuse ne, John. Could
you pl ease state your full nanme and spell your |ast nanme for
t he record.

MR MOFFATT: John Janes Mffatt, the last nane is
spelled MOFFAT-T.

Wher eupon,
JOHN JAMES MOFFATT
Was duly sworn.

HEARI NG OFFI CER SUTHER: Thank you, you may
proceed.

MR. MOFFATT: Thank you. Sorry, | got alittle
ahead of mnyself there, didn't [?

| am here today to express the M|k Producers
Council's support for the proposal before the panel today.
| will keep my remarks brief.

Over the last several nonths the MIk Producers
Council, other nenbers of the producer industry as well as
the representatives of the dairy processor industry have
wor ked very hard to cone to a solution to find a way forward
both in the short-termand the long-termto produce -- to
protect the economic viability of both parts of this

i ndustry, both the producer and the processor. Those
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di scussions culmnated in an agreenent that is captured both
in the proposal that you see before you today but also a
bill that is currently noving its way through the
Legi sl ature.

| testified in the Senate Agriculture Comrittee on
July 11th, 2013, in support of that bill and I am here
testifying today on behalf of M|k Producers Council in
support of this petition that is in front of you. W
bel i eve that both conponents are necessary to deal with both
the short-termand the long-termissues facing this industry
in California and we would |i ke to request that CDFA grant
the petition that is before you today.

Wth that I will conclude ny remarks and ask that
we have the opportunity to file a post-hearing brief.

HEARI NG OFFI CER SUTHER:  Your request for a post-
hearing brief is granted.

Wuld you like to enter this as an exhibit?

MR MOFFATT: | believe that's the same -- | am
happy to enter this as an exhibit. And if | don't I'msure
the next testifier will, but I am happy to do it now.

HEARI NG OFFI CER SUTHER: This will be entered as
Exhi bit nunber 46. Thank you, M. Mffatt.

(Exhibit 46 was entered into the record.)

MR. MOFFATT: Thank you.

HEARI NG OFFI CER SUTHER: | woul d now |li ke to cal
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a representative from California Dairy Canpai gn

WI1l you please state your full name and spel
your last name for the record, please.

M5. McBRIDE: Lynne McBride, MC, capital B-RI-D
E
Wher eupon,

LYNNE McBRI De

Was duly sworn.

HEARI NG OFFI CER SUTHER: Wuld you |like this
witten statement entered as an exhibit?

M5. McBRIDE: | woul d.

HEARI NG OFFI CER SUTHER: This will be exhibit
nunmber 47.

(Exhibit 47 was entered into the record.)

HEARI NG OFFI CER SUTHER: Are you testifying on
behal f of yourself or an organization?

M5. MBRIDE: | amtestifying on behalf of the
California Dairy Canpaign

HEARI NG OFFI CER SUTHER: Thank you. You nmay
proceed.

M5. McBRIDE: Thank you. M. Hearing Oficer and
Menbers of the Panel, ny nane is Lynne McBride. | currently
serve as Executive Director of the California Dairy
Canmpaign. The testinony | will present today is based on

positions adopted by the CDC Board of Directors.
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| would Iike to begin by thanking California
Department of Food and Agriculture Secretary Karen Ross for
hol ding this hearing today to consider specific
nodi fications to the California mnimmprice fornulas. W
join California Dairies, Inc., M|k Producers Council and
Western United Dairynmen in calling for an increase in the 4b
price in the amount of $0.46 per hundredwei ght and an
increase in the whey factor value from$0.75 to $1. 00 per
cwt. We consider this increase to be a conprom se position
due to the fact that it represents a fraction of the
equi val ent federal order Class IIl value. However, we
strongly support all efforts to increase California m ni num
prices so that they are at levels that are closer to a
reasonabl e and sound econom c relationship with prices paid
in other states.

California Dairies Continue to C ose

The California Departnent of Food and Agriculture
M d- Year Review for 2013 indicated that there are 1509
dairies remaining in the state. Last year 105 dairies went
out of business in California and in the first six nonths of
this year now nore than 50 dairies have closed their doors.
We believe that the steep decline in the nunber of dairies
in California is largely due to the fact that dairy
producers in our state are paid significantly | ess than

dairy producers in the federal m |k nmarketing order system
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We urge that our state dairy pricing systembe reformed to
cl ose the gap between federal order prices and California
prices which has |led the average sized dairy in our state to
be paid nore than $800,000 | ess than the sanme sized dairy in
the federal order system since January 2009.

Al t hough dairy producer prices have inproved since
2012, prices on the Chicago Mercantil e Exchange have been
vol atil e over the past several weeks and producers in our
state continue to struggle to remain in operation. Attached
pl ease find a docunent that shows the accunul ated | osses for
a typical dairy farmin our state over the last 10 years.
It is inmportant to recogni ze that although prices have
i mproved since this tine |last year, dairy inconme would have
to increase substantially for an extensive period in order
to make up for the devastating | osses that dairy producers
have incurred up until this point. 1In the last five years,
California dairy farners experienced a net loss in incone in
all but one year. 2009 was the worst year by far with
average incone | osses of nore than $5 per cwt. Conditions
improved in 2011 with dairy farners earning an average net
profit of $0.71 per cwt, but then the situation deteriorated
dramatically in 2012 as dairy farnmers |lost nore than $2 per
cwt on average. The economc conditions faced by dairy
farmers in our state have led to the | oss of now nore than

400 dairy farnms over the last five years.
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A nunber of our nenbers have gone out of business
| ast year and in recent nonths. It is inportant to
recogni ze the factors that contributed to their decision to
close their dairies and how it relates to the m ni mum
pricing formulas established by COFA. One dairy that sold
that 1| would like to talk about was a 700 cow dairy in the
Central Valley that had been in operation for generations.
The owners of the dairy were able to utilize sone of their
equity in order to withstand the price collapse of 2009 and
began to nake progress towards positive cash flowin 2011,
but then in 2012 when feed prices escal ated and the
California mnimum prices remai ned nore depressed conpared
to other states, the owners of this dairy started to
guestion how |l ong they woul d conti nue.

During hearing after hearing before CDFA they
along with all the other dairy producers in the state waited
for sone inprovenment in mlk prices due to the increased
value of mlk, particularly 4b mlk in the marketplace, but
in the end the nodest increases granted by the Departnent
made them continue to question how long they would remain in
operation. The next generation of their famly was not
interested in continuing to own and operate the dairy given
the | osses that were incurring each nonth as dairy producer
prices failed to keep up with production costs. Even though

conditions inproved in 2013 and the nmargi ns were better,
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they decided to sell the dairy because they were not

optim stic about the future. They determ ned the risk and
sacrifice required to own and operate a dairy in this state
are sinply too great given the chronic |losses dairies |ike
t hem have sustained. The dairy | have described is just one
exanpl e of many, now hundreds in recent years, who have
chosen to exit the industry. Many of these dairies who
sold, immgrated to this country with nothing, worked to
build their dairy through hard work and sacrifice and have
seen their businesses dissolve due to the fact that dairy
income in our state does not cover costs. WMany were forced
to sell by the banks and others |ike the one | described
deci ded to sell because of the grimeconom c outl ook they
faced. They sinply decided that enough was enough. They
couldn't afford to | ose any nore noney and they sold the
Cows.

For those who are not dairy producers it may be
hard to understand what the sale of a dairy neans to a dairy
famly. The panel will hear froma nunber of dairy
producers today who can speak to that firsthand, including
one young producer who wants to continue into the future in
the dairy business. The hard work, sacrifice, comm tnent
and dedication of a typical dairy famly are trenmendous. It
is a challenge to nanage the day-to-day operations of a

dairy and many consider it a calling because of the
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sacrifice and conmitnment it requires. It is an even greater
chal l enge to put forward that type of effort and sacrifice
and | ose noney nonth after nonth. The owner | described who
sold his dairy still msses his cows to this day. Many
other former dairy owners feel the same way. The only
reason many of these dairies closed was because they are
forced to due to the difficult econom c circunstances they
faced and the fact that the bank was no longer willing to
| end noney to enable themto run their operations. Sone of
the cl osures that have occurred are by dairy owners who no
| onger see a future for thenselves as a dairy producer in
this state due to the fact that California dairy producer
prices are so nmuch lower than prices paid in other states.
One of our board nmenbers currently has his dairy
operation up for sale and plans to nove to the Northwest
where dairy prices are significantly higher than here in
California and the future seens nore prom sing. He has been
a board nenber and a | eader in our organization since it
began. He is able to grow a substantial anpbunt of his own
feed for his 1,000 cow dairy so he is nore financially
secure. To himand many, many other dairy owners, it just
doesn't make sense to operate a dairy here due to the fact
that our state prices are sone of the | owest paid across the
nation and the costs to run a dairy in California, including

all of the regulatory costs, are sone of the highest in the
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country.

The | osses woul d not have been as great if our
California pricing systemhad paid dairy producers a price
that was in line with prices paid in the federal mlk
mar keti ng order system The greatest disparity exists
bet ween our 4b cheese price and the equival ent federal order
Class Il price amobunting to a $2.11 difference in June of
2013. The average difference between the California 4b
price and the equivalent federal order Class IIIl price
totaled $1.90 per cwt in 2012 and $1.98 per cw the year
prior. The gap between the Class IIl and California 4b is
wi de and the justifications for maintaining the disparity
from CDFA range from concern about disrupting current
mar keting conditions to inproved dairy margins. The end
result is our state's mninmumprices are not in reasonabl e
sound econom c relationship with prices paid for conparable
m |k sold around the country.

The Latest cost of production data avail able from
CDFA is the first quarter of 2013, which indicated the cost
to produce mlk in the sate anbunted to $19.16 per cwt, a
5.9 percent increase conpared to the first quarter of 2012.
The nost recent California overbase price for July 2013
amounted to just $16.65 per cw, which is an increase from
the $14.44 per cw price one year ago, but not enough to

cover the average cost of production in the state.
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According to Section 62062 of the California Food and Ag
Code, the secretary shall, "Consider the cost of managenent
and a reasonable return on necessary capital investnent"
when establishing prices. The current pricing formulas do
not result in a price that is adequate to cover production
costs, proving that an increase in the mninumprices is
nore than justified.

The fact that our state system underpays dairy
producers conpared to other states has caused California
dairy farnmers to be paid on average $1 per hundredwei ght
| ess than dairy farnmers in the federal m |k marketing order
system As | nentioned before, leading to a nore than $800
mllion loss in incone for the average size dairy over the
| ast -- since January 2009. Had our state dairy system paid
California dairy producer prices that were in line with
prices paid in other states, the | osses would not have been
as great and nore dairies would be in operation today. Many
of the dairy operations that closed were in operation for
generations, causing irreparable harmto the |ocal and
regi onal econony and the social fabric of the affected
conmuni ti es.

California mail box prices are consistently sone of
the | owest of any regulated state in the nation. The nost
significant reason for the lower prices paid here is due to

the inequity in the current 4b price fornmula that fails to
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reflect the current value of whey in the marketpl ace.
According to the |atest Dairy Market News fromthe United
States Departnent of Agriculture Agricultural Mrketing
Service, the mail box price in California was the second
| owest in any regulated state in the nation. |In My of
2013, the California mailbox price was just $17.95 per cw
while, again, the latest cost of production from CDFA
i ndi cates the cost to produce mlk is $19.16 per cw. In
contrast, the federal order mmil box prices averaged $19. 63
per cwt. My 2013 prices were a significant inprovenent
from May 2012 prices which were nearly $3 | ower than they
are today. So while prices have inproved, the | osses from
2012 were record setting, the nunber of dairies that exited
that year was the highest in nmenory and it is a constant
struggle for the dairy operations that remain, |argely due
to the fact that our state pays dairy producers prices that
are significantly below prices paid in the federal order
system

As has been said nany tines during these hearings,
the California Food and Agriculture Code requires the
secretary to set prices that are in reasonabl e sound
econonmi c relationship with the national val ue of
manufactured m |k products. A nearly $2.00 average per cw
gap between the California price and the equival ent federal

order price in 2011 and 2012 denonstrates that the current
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4b pricing formula fails to neet the standard set out in the
code. W along with other producer organi zations have
called for an end to this price disparity, however, up unti
now t he departnent has failed to restore equity to our dairy
pricing system The petition put before CDFA today is a
conprom se position between producers and processors that
falls short of closing the significant gap that has | ong

exi sted and wi dened greatly since 2012, but it would nove
our state 4b price sonewhat closer to the national val ue of
cheese m | k.

California is the nation's |eading m |k producing
state, yet dairy producers are not able to find markets if
they want to change to a new buyer. This year and | ast year
sonme plants were short of mlk, however due to conpl ex
mar ket i ng agreenents, producers were not able to access
t hose short markets or benefit fromthe increased demand in
t he mar ket pl ace through higher prices above the state's
m ni mum prices. Due to the consolidation and concentration
that exists and the |ack of conpetition in the marketpl ace,
the m ni mum prices established by CDFA are nore critical
than during any other time in our state's history. It is
i nperative that CDFA adhere to each standard set out in the
food and agriculture code so that the mninmumprice system
is fair and equitable to producers.

Dai ry operations cannot continue to sustain
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chronic losses while there is considerable profitability
experienced further up in the food chain. As we have
testified at previous hearings, CDC believes the only way to
restore equity to our state dairy pricing systemis to
increase all class prices so that they are aligned with the
federal order prices. Alignnent with the federal order is
the only way to end the inequity in our state dairy pricing
system It would inprove the outlook for dairies across the
state and enabl e the next generation of dairy producers to
have a brighter future than the one that exists today.

As a conprom se for this hearing we are instead
focused on changes to the 4b price where the greatest gap
bet ween the federal order class price and the California
class price continues to exist. It is clear that the
increase called for in the petition put before CDFA for
consideration today is |ong overdue. Not only have dairy
producers and cooperatives supported the increases called
for in the petition put before the Departnent today but the
Dairy Institute put its support for the increase in witing
in aletter to CDFA dated July 8th. For the last two
nmonths, the Dairy Institute has been on record supporting
this increase yet now nonths have passed before the increase
called for has been granted. Dairy producers and processors
have been told countless tines by | awrakers at both the

state and federal level that in order for governnment to act,
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it is critical that they get together and agree on a
conprom se. In this case the conpron se has been reached
and now it is tinme for CDFA to respond i nmedi ately granting
the increase called for in the petition.

In order to send a unified nmessage to the
department again we have joined with other dairy producer
organi zati ons and cooperatives in our state to call for an
increase in the 4b price of $0.46 and an increase in the
whey scale from $0.75 to $1.00. Adoption of the petition we
have jointly submtted to the Departnment will bring
California prices in somewhat closer relationship to prices
paid in other states.

The increase called for in our petition wll
provi de nmuch needed additional revenue that is well deserved
by dairy producers who have continued to | ose substanti al
i ncome over countless nonths. Qur proposal is a conproni se
position that would increase producer prices, a step that is
| ong overdue. Adoption of the producer price increases that
we have called for today will provide, again, nuch needed
and wel | -deserved revenue to dairy producers across the
state who continue to struggle to remain in operation under
continued difficult circunstances.

On behalf of the California Dairy Canpaign | would
like to thank the Departnment for the opportunity to present

our testinmony today. W |ook forward to working with CDFA
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to inprove the outlook for California dairy producers now
and in the future and we would Iike to request the
opportunity to submt a post-hearing brief.

HEARI NG OFFI CER SUTHER:  Your post-hearing brief

is granted.

Any questions?

MR. EASTMAN. Yes, | have a few questions
regardi ng sone of the -- sone of the information that you

supplied in your testinmony. On the |ast page of your
testimony you have the chart or the graph that you were
referring to. | just wanted to make sure | understand how
t he cal cul ati on was done.

MS. McBRIDE: Yeah, that was simlar to the one we
submitted during the | ast hearing where we tried to refl ect
the value of quota in the calculation, that's why we took
the blend | ess $0. 20.

MR. EASTMAN. Ckay. So in essence you're |ooking
-- | assune this is a neasurenent of sone anount of incone
and you conpare that with costs and then you get, you arrive
at the figures in the graph, correct?

M5. McBRIDE:  Mmhmm nmm hnm

MR. EASTMAN. Ckay. And so the mlk price you're
using, it says "Blend | ess $0.20." So by "blend" did you
mean the quota price or is that?

MS. McBRIDE: W took the blend less $0.20 to
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reflect the fact that a certain percentage of producers
don't own quot a.

MR. EASTMAN. Ckay. So by "blend" you nmean the
guota price then.

M5. McBRIDE:  Yes.

MR EASTMAN. O is that not true?

MS. McBRIDE: Yeah

MR. EASTMAN. Yes, okay. And then the cost
figures you' re using are just CDFA s cost of production.

M5. McBRIDE: Correct, we study that. It's very
hel pful, we appreciate the cost of production unit.

MR. EASTMAN. Ckay. And then -- So on page three
of your testinony at the very end you nention that
California dairy producers are paid on average $1 per cw
| ess than dairy farnmers in the federal m |k marketing order
system How did you arrive at that dollar difference? What
price -- what California price are you using and what price
are you using for the federal order conparison?

M5. McBRIDE: Yeah, that's a piece | can subnmt to
you for the record and certainly in my post-hearing brief.

MR. EASTMAN.  Ckay.

M5. McBRIDE: W just basically did it based on
our class utilization and the federal order classes, you
know, published.

MR. EASTMAN.  Ckay.
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M5. McBRIDE: And that, again, runs from January
2009 through July 2013. And | would be happy to introduce
that as part of the record, it's a pretty extensive series
of nunbers.

MR. EASTMAN: | understand.

M5. MBRIDE: | think it would be hel pful

MR. EASTMAN. Ckay, perfect. So you're going to
supply that in post-hearing brief?

MS. McBRIDE: Yeah

MR. EASTMAN. Ckay, good. And then | -- in your
testinmony you cite the California Food and Ag Code and you
also cite the differences between California mninmum cl ass
prices and the federal order class prices.

M5. McBRIDE:  Mm hmm

MR. EASTMAN. I n your opinion, does the proposal
of the co-petitioners, does it arrive at the appropriate
I evel in order to nake the conparison of the California 4b
price to the California 3 price at the acceptable |evel
based on the economi c conditions as you see it? O do you
feel that that nunber is not exactly what you feel the
econom ¢ condi tions woul d warrant ?

M5. McBRIDE: W consider it a conpronise position
and a step forward but we don't think that it would close
the gap between the California prices and federal order

prices. And | think that's seen clearly in the conparisons
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t hat we have nmade and the information that I'lIl submt in
our post-hearing brief. But the gap continues to be
significantly |arger than that.

But again, we consider this a conprom se position
and we think it's inportant to act on the conprom se that
was struck and so we are supportive of, again, this step, At
| east to get us sonewhat cl oser.

MR. EASTMAN. CGotcha. What do you think would be
t he appropriate conparison or does that figure in your mnd
exi st?

M5. McBRIDE: Well, | think, again, and you know,
"1l submt this, but just that producers are aware, | ooking
at the nunmbers, that the difference on average has been
about $1, a $1 per cwt between the federal order and the
California prices. And so what we would see as fair would
be alignnment with those federal order prices.

MR. EASTMAN. Ckay. And what woul d that alignnent
be, though?

M5. McBRIDE: For our prices to increase at that
| evel .

MR. EASTMAN. COkay. So does that nean that you
woul d feel the California mninmmprices would be the sane
as federal order prices?

M5. McBRIDE: Ideally, yes.

MR. EASTMAN.  Ckay.
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MR. MASUHARA: On the first page of your
testinmony, Lynne, you nmake a statenent that you believe that
the steep decline in the nunber of dairies in Californiais
|argely due to the fact that dairy producers in our state
are paid significantly |l ess than dairy producers in the
federal m |k marketing orders. Have you done any anal ysis
to make those conpari sons and seen on a conparable basis, is
that a true statenent? Has there been an exit in other
federal m |k marketing orders of the sane magnitude or on a
per cent age basis conpared to their overall industry in terns
of size, nunmber of cows, m |k production? Has CDC done that
type of an anal ysis?

M5. McBRIDE: Yeah, we definitely nonitor what's
occurred in other states, certainly, and | know there has
been declines. For exanple, Wsconsin and ot her states.

But if you |look at their mailbox price, it's the second-

hi ghest in the country, indicates that they have better
prices than here in California. And in ternms of the
statenent that we think it's largely the reason for the
steep drop. | nean, again, looking at the difference

bet ween our price and the federal order price over the
period of time that | nentioned, since January 2009, an over
$800, 000 difference. | think many of the dairies that we
represent that we have seen go out of business and continue

to struggle see that figure and realize that if that had
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been incone that they were able to have, their situation
financially would be a ot different than it is today. And
certainly the dairies that have exited have indicated that
that certainly woul d have enabled themto continue | onger

t han they did.

MR. MASUHARA: So in your nonitoring that
situation and you're saying that you guys have actually cone
up with some results of other FMMO areas of exiting dairies,
say, over the last five years. Can you quantify that to see
how many dairies in, say, the Pacific Northwest or the Upper
M dwest order that |eft?

M5. McBRIDE: Well basically we | ooked at --

MR. MASUHARA: And for a conparabl e period that
we're tal king about in California.

M5. McBRIDE: Yeah, the nunbers and the costs in
those states conpared to the nunbers and the costs in
California. And again, it's well-known both here and across
the country, working with dairy organi zations in other
states, that our prices here are, you know, they're they
second-| owest of any nmail box price in the nation. But |
woul d be happy to submt nore specific informtion about
what we' ve understood that has occurred in other regions of
the country in a post-hearing brief.

MR. MASUHARA: Yeah, |'d be curious to know how

many dairies in a conparable period that you make conpari son
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here of exited in those orders that have, what you have
characterized as, a better pricing structure.

M5. MBRIDE: W'd be happy to do that.

MR. MASUHARA: Okay. And then also on page five
you reference the letter fromthe Dairy Institute to CDFA
| amnot aware that Dairy Institute sent CDFA a letter on
July 8th about the contents of the petition; ny
understanding is that was a letter that circulated to a
| egi sl ator but not CDFA. Do you have another letter that
you could submt to us?

M5. McBRIDE: You're correct, it was submtted to
Assenbly Menber Pan on July 8th. So that's the letter that
| " m nentioni ng.

MR. MASUHARA: That's the one you're referencing.

M5. MBRIDE: It's incorrect, my statenment there.

MR. MASUHARA: kay, thank you.

MS. GATES: Just one quick question. You kind of
ref erence going back and forth between the overbase price,
the blend price and the mail box prices. So | amtrying to
figure out what do you see as a true reflection of what
dairy producers receive?

M5. McBRIDE: Well, | think we need to | ook at al
those indicators to get information about the situation that
dairy producers are facing. | would say an inportant

i ndi cator that we | ook at probably nost closely would be the
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mai | box price, but the m ninmum price pays such a critical

role in that we | ook at those closely as well. So |
woul dn't -- | wouldn't necessarily pick one or the other, |
think they are all inportant indicators.

M5. GATES: Ckay, thank you.

HEARI NG OFFI CER SUTHER: Thank you, Ms. MBri de.

| would Iike to now call the representative from
Western United Dairynen.

Wul d you pl ease state your full nane and spel
your |ast narme.

MR BARCELLOS: Yes. Tom Barcellos, B-A-RCE-L-
L-O S
Wher eupon,

TOM BARCELLGOS

Was duly sworn.

HEARI NG OFFI CER SUTHER: Wuld you |ike this
witten statement entered in as an exhibit?

MR. BARCELLOCS: Yes, please.

HEARI NG OFFI CER SUTHER: It will be exhibit nunber
48.

(Exhibit 48 was entered into the record.)

HEARI NG OFFI CER SUTHER: And your testinony is as
an individual or as a organization?

MR. BARCELLCS: | amtestifying in ny capacity as

Presi dent of Western United Dairynen
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HEARI NG OFFI CER SUTHER: Thank you. You nmay
pr oceed.

MR. BARCELLOS: M nane is Tom Barcellos. | am
the President of Western United Dairynmen. Qur association
is the largest dairy producer trade association in
California, representing approximtely 900 of the state's
dairy famlies. W are a grassroots organization
headquartered in Mddesto, California. An elected board of
di rectors governs our policy. The board of directors
approved the position | will present here today at the July
19, 2013 board neeti ng.

W would like to thank Secretary Ross for the cal
of this hearing on our petition. Wstern United advocates
for price relief at the |last two energency hearings held on
Decenber 20th, 2012 and May 20th, 2013 and continued to
believe that price relief is necessary. Dairy famlies in
the state have struggled in 2012, especially in the second
hal f of the year. 2013 certainly has not been easier, with
months of mlk prices remai ni ng under the cost of
production. Wile we appreciate the Secretary's goal of
finding a long-termsolution with the inplenentation of the
Dairy Futures Task Force, we need dairy famlies to make it
t hrough these difficult financial tines.

Beyond energency price relief is the need to fix

t he whey portion of the Cass 4b formula. Producer groups
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have advocated for the last few years that the Departnent
needs to nodify the Class 4b fornmula to better track the
whey val ue generated in the Federal Order Class Il formla
and the market price for cheese. The Cass 4b fornmula was
slightly nodified over recent years, but we still believe it
falls far short of generating a fair val ue from whey.

To expand on both of those issues, WD
respectfully submts a proposal to consider anmendnents to
the Stabilization and Marketing Plans for the Northern and
Sout hern California Marketing Areas. Specifically, WD
proposes a tenporary price increase on the Cass 4b formul a;
for Class 4b milk solids-not-fat, $0.0528 per pound. The
appropriate changes to the Plan are presented in Appendi x A

The second request for change is to increase the current
whey scale's cap from$0.75 to $1 per cw.

Background on this:

Arriving at this position was a | engthy process
that did not begin with this petition. Wth the whey factor
i npl enented on Decenber 1st, 2007, it was only a matter of
time before prices would fall significantly out of alignnent
with federal order pricing and the nmarket price for cheese.
The issue became particularly apparent in 2011 as the val ue
of dry whey started to rise. The producer conmunity,
concerned with the inequity, overwhel m ngly supported

change.
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Agreeing the issue should be revisited, the
Departnment called for a hearing on June 30th, 2011. Support
fromdairy producer organizations and cooperatives was
unparal |l eled. All sought changes that would bring the
California 4b price in closer alignment with the federal
order price and the market price for cheese. Wstern United
specifically submtted an alternative proposal requesting
changes that woul d have allowed the whey value in California
to track very closely with the whey val ue generated by the
federal Class Ill price formula. As a result of the
heari ng, the Departnent decided to inplenent changes,
elimnating the fixed whey factor and replacing it with a
sliding scale.

The changes resulting fromthe June 30, 2011
heari ng were inpl enented on Septenber 1st of 2011 and were a
slight inprovenent for producers; the whey val ue was now
allowed to fluctuate. However, while WJID appreciated the
nodi fications, it still fell far short of a fair nmethod to
determ ne the whey value in the Cdass 4b formula. Hence,
WUD submitted a petition to the Departnent on Decenber 2nd,
2011. In that petition, WJD proposed nodi fying the current
sliding scale in the Cass 4b fornmula to allow t he whey
factor to nore closely reflect the whey val ue generated by
the current Class Il formula and the market value. At that

time, the difference between California s whey value and the
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federal orders since the new sliding scale' s inplenentation
averaged a staggering $1.75 per cw. California dairy
famlies clearly needed a better way to capture whey val ue.
Unfortunately, the Departnent decided not to act on the
matter and deni ed the hearing request.

After the Departnent's denial, the issue renai ned
and producer discontent intensified. Qur board discussed
asking for reconsideration or imediately filing another
petition. W stressed the inperative of resolving the issue
sooner rather than later. Qur Board was not going to give
up on | ost producer revenue and decided to petition again.
| ndustry-wi de support on the producer side was evident.
Lengt hy di scussions took place and producer groups agreed on
t he requested changes that were argued for at the May 31st-
June 1st, 2012 hearing. The Secretary agreed to raise the
top end of the whey scale by an unfortunately very snal
$0. 10.

Fol | owi ng ever increasing producer discontent, WD
decided to petition the Departnent again in August of 2012.
The objective, once again, was the hearing that whey val ue
on the 4b forrmula nore in line with the whey val ue generated
inthe Cass Il fornmula and the market price for cheese.
That petition also included a dry whey credit concept. The
Department denied that petition on the grounds that the

Secretary |l acks the authority to inplenent such a credit.
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This noved Dr. Pan to introduce a bill in the
California Legislature in Decenber of 2012. The producer
community has rallied behind this bill and fought for its
passage since. The price relief needed froma fair
adjustnment to the Class 4b forrmula is crucial to the
producer conmunity. While we appreciate the Secretary's
willingness to act by calling this emergency hearing, we
continue to believe relief needs to come fromthe
significant discrepancy that exists in the pricing of whey
in the Cass 4b forrmula. 1In short, the inflexibility of the
Panel to reconmend bringing pricing of whey in closer
alignnment with Federal Orders and the narket price has been
a source of frustration for the producer community since
producer prices were disconnected fromthe market by CDFA in
2007.

Not only does the producer side of the industry
bel i eves a change is warranted, but the processor side also
agrees. After many di sagreenents over potenti al
| egi sl ation, the proposed changes in our petition were
agreed upon by the processor side of the industry as being
reasonable. The agreenent is outlined in the attachnent
letter fromJoe Lang, representing the Dairy Institute of
California. See Appendi x B.

The need for emergency price relief is real.

G ven current conditions in the industry, the
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years ahead wi || undeni ably be nore chall enging for
California dairy famlies. Econom c and regul atory
pressures are escalating in the state. Current and proposed
envi ronnmental regul ations have led and will continue to | ead
to additional costs, sonething farners in other states do
not have to deal with. Aside fromthis regulatory burden
costs of production on the dairy have increased
significantly. The Secretary, with the appoi ntnent of the
task force, understands the chall enges ahead and the need
for a long-termsolution. |In the nmeantinme, dairy producers
are facing tough economc tinmes. |If producers are to nake
it through these difficult tines, price relief is needed.
To understand why dairy famlies are in such a

precarious situation, a little historical perspective is
hel pful. As everyone well renenbers, producer mlk prices
fell significantly through nost of 2009, posting an overbase
price of $9.60 per hundredweight in July of 2009. For the
second half of 2009, prices slowy increased, but by the
begi nni ng of 2010, prices dropped again to the $12-$13
range. Wth a statew de average cost of production of
$15. 02 per hundredwei ght for the first quarter of 2010, the
financial situation for the dairy producers was unbearabl e.

Prices eventually showed sone signs of inprovenent and the
overbase nmade it all the way to $15.94 per hundredwei ght in

Cctober. Wth the statew de average cost of production at
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$15. 13 per hundredwei ght at the tinme, sone producers were
i kely experiencing positive nmargins again.

While mlk prices were inproving, the cost of
production was al so increasing. Inproving dairy prices is
good news, but it will take prol onged periods of inproved
mar gi ns for a dairy producer to recover the imense |osses
and eroded equity that arose fromthe econom c di saster of
2009 through 2010. Revenues per cow in 2010 did not cone
close to the | osses per cow incurred in 2008 through 2009.
And 2011 was an inprovenment but 2012 has proved to be
financially challenging for a |ot of dairynmen. After al
t he af orenmenti oned | osses, another downturn proved
unbear abl e for many.

According to CDFA data, 105 dairies went out of
busi ness in 2012 alone. Just in our association nenbership,
16 additional dairy sellouts have occurred since the
begi nning of 2013. In addition to these disturbing figures,
reports of famly dairies having filed for bankruptcy in the
| ast 12 nonths are abundant. Conversations with a few dairy
producers seeki ng bankruptcy protection reveal ed that
attorneys have had a hard tinme keeping up with the dairy
demand.

As environmental regulations related to California
dairies have multiplied, Western United Dairynen has worked

very closely with USDA and NRCS on strategies to conserve
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and protect California's air and water qualities. W have
witten and adm nistered many grants in advance of this
nobl e work. The nunber of USDA/EQ P contracts cancelled in
this state is striking evidence of the inpact dairies going
out of business have. The values of cancelled contracts per
year for are staggering, over $2,700,000, $2,500, 000,
$1, 700, 000, $650, 000 for 2009 through 2012, respectively.
These cost share cancell ations are grimenvironnent al
consequences of the Departnent's decision to disconnect the
farmer's mlk price fromthe marketplace in 2007. The
nunber of dairy famlies in distress is not surprising if
you take a |l ook at financial data conpiled by the accounting
firmFrazer. According to their |atest avail abl e data,
which is 2012, dairies in Southern California, the San
Joaquin Valley and Kern County have | ost a significant
amount of noney with average net incones of -$3.41/cw,
-$2.87/cwt and -$2.83/cw, respectively. Those nunbers were
not available at the |last hearing, and those al one shoul d
strike the Departnment as clear evidence dairies are
financially struggling and orderly marketing of mlk on the
producer side is not happening.

| f the Frazer nunbers are not sufficient enough, a
conparison of California overbase price to the average cost
of production in California since 2001 reveal s the chall enge

faced by producers. Production cots were on a steady upward
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trend until the beginning of 2009. The difference between
the cost of production and overbase prices in 2009 is
striking evidence of the catastrophe that occurred for
California dairy famlies. See Table 1. The years
foll owi ng 2009 were unfortunately plagued by nore volatility
and negative margins. It is hard to inagine how dairy
producers were able to recoup these staggering financi al
| osses.

A di sturbing fact about this picture is the trend
that stands out. Cearly, margi ns have been deteriorating.

According to CDFA data, feed cots rose fromjust
over 51 percent of the total cost of production in 2003 to
60 percent of the total cost by the third quarter of 2008.
Feed costs dropped to an average of 56.5 percent of the cost
of production for the second quarter of 2010; which was
| ower but still historically high. The slow decline in feed
costs were short lived; since fall of 2010, feed prices have
skyrocketed and reached a record high in the third quarter
of 2012 at $12.09/cwt. This caused a record high cost of
production of $19.94/cwt. These records were soon broken
with the fourth quarter of 2012 data, with feed costs at
$12. 24 and cost of production above $20. Figure 2 shows the
dramatic increase in feed costs experienced at the dairy.

Wil e feed costs appear to have softened sone for

the first quarter of 2013, they still represent nearly 67
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percent of the total cost of production, the highest
percentage on record. And despite the snmall drop, one can
clearly see by looking at Figure 2 that they remain clearly
above historical norns.

The significant declines in overbase prices
conbined with fairly steady record high feed prices struck
California dairy famlies in ways no one could see com ng.
The drought that plagued nost of the US during sumer of
2012, created a never-before-seen feed price escalation, it
is an unusual situation. Wile the |atest USDA Wrld Ag
Supply and Demand Estimate Report cane out sonewhat beari sh
for corn prices, the forecasted range is $4.50 to $5. 30 per
bushel for the 2013/ 14 season, we have to keep in mnd that
this is an estimate. After three straight adverse grow ng
seasons we are not out of the woods. And even if that range
| ooks good conpared to |last year's prices, conpared to
hi storical averages, it is still representative of expensive
grain.

We review the cost of production information
because the Departnent nust take it into account: "In
establishing the price, the director shall take into
consi deration any rel evant econom c factors, including but
not limted to, the followi ng: (a) the reasonabl eness and
econoni ¢ soundness of market mlk for all classes, giving

consideration to the conbi ned i ncone fromthose cl ass
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prices, inrelation to the cost of producing and narketing
mlk for all purposes, including manufacturing purposes. In
determ ning the costs, the director shall consider the cost
of managenment and a reasonable return on necessary capital

i nvestment . "

At previous hearings we have testified that mlKk
production is not necessarily a nmeasure of the industry's
heal th and that base prograns have been put in place in the
state to take care of potential plant capacity issues.
Keeping a lower mlk price in our state, we argued, would
only contribute to the financial plight of dairy producers.
This is exactly what happened. Unfortunately, | ooking at
past hearing decisions, the Departnent does not seem overly
concerned with the losses of dairy farns in the state of
California so | ong as processors can procure enough m K.
Looking at the Dairy Marketing Branch |egislative charge,
"It is the policy of the state to pronote, foster and
encourage the intelligent production and orderly marketing
of mlk necessary to its citizens in relation to denand" one
could conclude mlk production in the state is currently
growing. After all, the population of California is not
shrinking. However, a |ook at m |k production data shows a
conpletely different story. 1In fact, mlk production in
California has been declining for over a year now. | ndeed,

year -over-year production has been experiencing negative
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grow h since 2012. July 2013 m |k production, the |atest
nmont h of data avail able, was the | owest July production
since July 2009. And Figure 4 illustrates the trend.

Conmparing the m |k production trend experienced in
California with that experienced in other parts of the
country shows disturbing results. More specifically,
conparing the mlk production in California to that of
W sconsin, where the Federal Order Class IIl price is in
effect and the farmer's mlk price is connected to the
market, is striking. Wile mlk production in the nunber
one dairy state has been declining, the nunber two dairy
state's production has been thriving.

The tenporary increase proposed for Class 4b is to
get to what the producer side of the industry has been
advocating for alnost three years; a nore fair pool val ue
from cheese maki ng revenues.

The change resulting fromthe May 31st-June 1st,
2012 hearing and inplenmented on August 1st of 2012 were a
m ni mal i nprovenent for producers: the whey val ue was now
all owed to reach $0.75 instead of the previous $0.65.
However, while WJUD appreciated the nodification, we believe
it still fell far short of a fair value for whey in the
Class 4b formula. While we understand the Secretary
bel i eves the dry whey issue shouldn't be the only factor to

| ook at when providing price relief, WJD continues to
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believe that the whey factor should nore closely reflect the
whey val ue generated by the current Cass IIl fornula and
the market price for cheese. The difference between
California s whey value and the federal orders in 2012
averaged a staggering $1.69/cw. California dairy famlies
clearly need a better nmeans to capture whey val ue.

We stressed the inperative of resolving this issue
sooner rather than later and inpressed upon the Secretary
that waiting would not work. Qur board was not going to
give up on | ost producer revenues and as you are aware
deci ded to support legislation to fix that issue. 1In the
meanti me, we propose two separate changes as nentioned
above. Those changes were agreed upon by the processor side
of the industry as being reasonable. The agreenent is
outlined in the attached letter from Joe Lang, representing
the Dairy Institute of California. Also in Appendix B. The
i mpact of our proposed change would result in approximately
a $0.35 increase in the overbase price.

While this is not enough to recoup the imense
| osses incurred in the recent past, it will not only help
bri dge the gap between cost of production and m |k revenues;
it will provide a nuch-needed cl oser relationship between
Class Ill and Cass 4b prices. W would rather have asked
for alot nore than this, but rarely does the processor and

producer side of the industry conme to an agreenment. |If
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processors feel it is a viable alternative, we hope the
Secretary will realize this is a workable and reasonabl e
solution to the financial plight of dairy famlies.

When | ooking at 2012 data, the Federal Cass II
price has averaged $1.91/cwt higher than 4b. The deviation
between Class Il and 4b prices were caused by several
factors. Notably, forrmula differences such as different
price series, CME versus NASS, nake all owances, yield and
formula construct all contribute to the divergence. But the
whey value is what creates the nost variance between the two
class prices and it is a significant concern to the nenbers
of WUD. According to our analysis, since April 2007, over
80 percent of the difference between Cass 4b and O ass |1
was attributed to the whey val ue.

More specifically, the average difference between
the whey value in Cass IlIl and C ass 4b since the begi nning
of the year has been $1.65/cwt. Wth whey val ues that
foll ow market involvenents in Class Il and a sliding scale
value in Cass 4b capped at $0.75/cwt, such a discrepancy is
not surpri sing.

The concept of pooling was created to all ow
sharing of revenues anong producers. This is what allowed
producers shipping to different plants to get the sanme price
for the sane comodity, regardl ess of where they ship their

mlk. In any given nonth, depending on where class prices
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settle, sone plants need to pay nore into the pool than the
aver age overbase price, whereas sone other nonths they have
to pay less. To give an exanple, the first nonth of 2012, a
producer shipping to a cheese plant got an overbase price of
$15.55. The cheese plant had to contribute $13.42 to the
pool. Wthout the pool, the plant woul d have been required
to pay the producer at |east the mninmumprice of $13.42/
cwt. In 2012, the 4b price was | ower than the overbase
price in seven nonths. By not including a fair whey val ue
in the Cass 4b forrmula, Cass 4b plants are not sharing
into the pool |ike other classes are. Producers shipping to
t he cheese plants benefit from higher bl ended prices from
Class 1, 2, 3 and 4a when the Class 4b price is | ower than
t he overbase, but the Cass 4b plant does not share in the
full value of what it produces into the pool. 1In 2013, the
over base price has been higher than the C ass 4b price every
single nmonth, it is the cheese processors -- it is time the
cheese processors start sharing a fair value with the pool.
As nentioned above, margins at the dairy are stil
very fragile. The nenory of the 2009 dairy crisis is still
fresh in the producers’ mnds. Witing for good tines does
not suffice. Volatility has been a buzzword in the |last few
years for a reason: it is here to stay. As you know,
dai rynmen have no way of passing al ong added costs. To avoid

a repeat of the econom c catastrophe, many producers have
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turned to risk managenent tools to protect their operations.
More specifically, hedging has becone an increasing part of
dai ry operation nanagenent.

Hedgi ng all ows parties to secure prices nonths in
advance. But it's not as sinple as that. The effectiveness
of hedging relies on many things, but especially on the
rel ati onship between the futures prices and cash prices.

The futures contract nost commonly used by
California dairynen is tied to Class IIl. The differences
bet ween futures and cash prices is called the basis. A
hedge wi Il never be perfect due to changes on the basis,
whi ch can be negative or positive. But over tinme, with

simlar formulas, dairynen can assess their basis risk nore

effectively. As illustrated earlier, the spread between
Class Ill and our mlk price has gotten nuch | arger due to
t he hi gher whey val ues being reflected in Cass Il and the

mar ket, but not in the California mlk price. Effectively,
the issue of lower mlk prices in California is exacerbated
by the fact that the fixed whey factor in the California
formula makes Class Il futures contracts a | ess-effective
hedge than it otherwi se would be. As a result, the very

i nsurance dairynmen attenpt to buy to insure some operating
mar gi n, does not performas they expected nor intended.
Ironically, cheesemakers can use such a tool but the farmers

cannot since the farmer's price was di sconnected fromthe
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mar ket by CDFA in 2007.

The unpredictability of the spread, due to the
conpletely different structure of the whey value, makes it
riskier for dairymen to hedge by preventing them from being
able to determne their basis effectively. Looking back at
hi storical relationships between prices received at the
dairy and Cass Ill, which is how one can determ ne the
basis, is certainly not a good predictor of basis because of
this disparity.

If the crisis is fresh in a dairynmen's mnds, it
is not very far fromthe lenders' mnds either. Risk
managenent tools could be very useful for dairynen to show
strong business plans to their bankers, reassuring them of
|l ess volatile margins. Lendi ng standards have tightened and
banks |i ke to know where the borrower's bottomIline would
be. Wth all the dairy famlies being forced out of
business, it is becomng |less and | ess of an option.

Even processors recogni ze the inportance of these
tools and want producers to be able to use themeffectively.
Adj usting the whey factor to allow fluctuation with market
prices would better enable California dairymen to utilize
t hese ri sk managenent tools.

The Secretary has the legal authority to inplenent
a tenporary price increase according to the foll ow ng

addi ti onal code secti ons.
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Section 61805, especially paragraphs b) and d),
give the Secretary authority to determne mninmumprices to
be paid to producers by handlers for market mlk, which is
necessary due to varying factors of costs of production,
heal th regul ati ons, transportation and other factors in the
mar keti ng areas of the state.

And I will dispense with reading the code section.

Wthout a price increase, as outlined previously,
the mlk production in the state is jeopardi zed. According
to Section 61802, it is the policy of the state to foster
intelligent mlk production, therefore a price increase is
not only recommended, it is warranted.

And again I'll dispense with the reading of that
section.

This concludes our testinony. The nenbers of
Western United Dairynmen thank CDFA staff for their effort in
preparing for this hearing. And |I would be pleased to
answer any questions if possible and would |like to ask for a
post - hearing brief.

HEARI NG OFFI CER SUTHER: M. Barcel |l os, your
request for a post-hearing brief is granted.

MR. EASTMAN. | do have a coupl e of questions for
you, Tom On about page three or four you kind of nention
sonme cost of production figures by the firmof Frazer LLP

| was wondering, | don't see any information other than that
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citation. 1Is it possible in your post-hearing brief to
submt an idea of kind of how those nunbers were arrived at
or what type of dairies in those areas woul d have been
included in that survey that cane up with that nunber? Just
sonme an additional information to get a sense of the makeup
of that nunber.

MR. BARCELLCS: Absolutely, 1'd be happy to do
that. And also let nme say that this testinony was supposed
to be presented by Annie. O course, prior to this hearing
date being set she had a previous conmtnment to deliver a
little girl three days ago.

MR. EASTMAN. That's right.

MR. BARCELLCS: A healthy baby girl.

MR. EASTMAN. So you're putting the blame on her

t hen.

MR. BARCELLCS: Absol utely.

(Laughter.)

MR. EASTMAN: That's understandable. Well, | have
a couple of other questions. |If you are not able to answer
t hose, obviously, we'll throw those in the post-hearing

brief as well.

MR. BARCELLOCS: Yeah.

MR. EASTMAN. The second thing, the second
guestion | had is a question that | also asked of the CD

witness. And that is, on that sane sort of page you nention
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-- you have Table 1 that shows dairy production margins or
mar gi ns of dairy producers, which show the cost of
producti on base on, | believe, the CDFA cost of production
survey and then you use the overbase price. And I'm
curious. Over tinme sonetines different entities will use
different price series as a representative neasure of

income. And so I'"mcurious if the overbase price was chosen
for a particular reason over others, if it has a certain
significance? Wy that was chosen?

MR. BARCELLCS: ['Il have to defer that also to
Anni e for post-hearing.

MR. EASTMAN. Sure. And then the other question
had is in your testinony you cite in various |ocations where
you are nmaking citations to the California Food and Ag Code
that stipulates the different rel evant econom c factors that
the Secretary of the Departnment woul d consi der when naki ng
m |k pricing decisions. And you listed a nunber of things
like m |k production or conbined income fromthe various
cl asses, cost of production, things of that nature. |
assune that later on in this hearing when sonme w tnesses
from processor organi zations get up they'll probably nention
ot her relevant econom c factors, things |ike product prices
or yields or manufacturing cost allowances, things of that
nature. Do you have a sense of which factors you believe

woul d be the nost pertinent at this time? Do you feel that
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the Secretary should heed certain rel evant econom c factors
wi th nore wei ght than others?

MR. BARCELLCS: Well, | believe that the system
that is in place is what built this industry. And all of
the aligning prices are sonewhat simlar, surrounding areas,
with the exception of the whey factor. And, you know, al
factors are to be considered but also not limting to -- you
know, the Secretary has broad discretion, you know, as has
been pointed out before and will continue to be pointed out.
The call of the hearing is broad and |I think all things need
to be considered. But as to the weight of each
consi deration, you know, | can't specul ate.

MR. EASTMAN. CGot you. And then the other
guestion | had was, in ternms of the price inpact of the co-
petitioners' proposal, do you think that that inpact wll
have a significant effect on dairy producers where that wll
turn the tide or allow themto function with some sort of
stability going into the future?

MR. BARCELLCS: | believe stability is a key word.

Yes, it would give stability. R ght now there is none.

MR. EASTMAN.  Ckay.

MR. MASUHARA: | have a question, Tom You
menti oned several tines in your testinony referencing 2007
when CDFA di sconnected the price fromthe marketplace. |Is

that in specific reference to the action that was taken on
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the fixed whey factor that noved into the sliding scale.

MR. BARCELLOS: That is correct.

MR. MASUHARA: Gkay. And so when you say
"di sconnected fromthe marketpl ace"” what specifically are
you referring to? Are you tal king about the marketplace in
California for dry whey?

MR, BARCELLGCS:  Yes.

MR. MASUHARA: Ckay. Thank you.

HEARI NG OFFI CER SUTHER: W th no further
guestions, thank you, M. Barcell os.

MR. BARCELLCS: Thank you.

HEARI NG OFFI CER SUTHER:. W are again going to
deviate a little bit fromour normal script. Assenbly
Menber Pan.

ASSEMBLY MEMBER PAN.  Thank you.

HEARI NG OFFI CER SUTHER: Thank you. Assenbly
Menber Pan, could you please state your full name and spell
your last name for the record, please.

ASSEMBLY MEMBER PAN:  Sure. Dr. Richard Pan, P-A-
N, Assenbly Menber 9th District.

Wher eupon,
Rl CHARD PAN, MD
Was duly sworn.
ASSEMBLY MEMBER PAN. Thank you so very nuch for

allowing me to speak to you today.
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There is a crisis in California agriculture and it
is not just an inmmediate crisis but also a long-termcrisis.
W are at a crossroads and nust make decisions quickly if
the historic California famly dairy industry is to survive.

| know you have been spending this norning | ooking
at the nunbers and | think they speak for thenselves. And |
know many ot hers have been tal ki ng about the | oss colum
statewide but I want to say that when | drive through ny own
district it is not unusual to see an enpty famly dairy that
is now out of -- out of production. The econom c conditions
for famly dairies warrant the Legislature and the Secretary
wor ki ng together to guarantee short-termrelief by providing
a fair price for mlk and long-term sustainability devel oped
t hrough a stakehol der task force.

The answer is certainly not a handout. The answer
begins with an agreed $110 mllion of new noney being paid
by processors to producers and the appropriate cal cul ation
for the price of whey so that California dairies can earn a
fair and conpetitive price for the mlk that they produce.

The answer includes the California Dairy Futures
Task Force, which will hold nmandated workshops and solicit
timely input fromthe dairy industry and rel at ed busi nesses.
The California Dairy Futures Task Force will make real
recommendations to the Legislature and the Secretary of

Agriculture in 2014 that nmust lead to |l ong-term
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sustainability of the industry.

Now as a physician | renmenber the |ong hours of
medi cal training, and | have | earned that the | ong hours of
dairy farmers are also constant. | too -- | have visited a
dairy farmin ny district at 4:30 in the norning, a farm
that has been in the famly for generations as not only a
| abor of |ove but a constant source of |abor. The cows,
unfortunately, don't wait for a political conprom se.
Unfortunately, the reward for working 365 days a year in
rain or shine, a recent recession, skyrocketing feed prices
and an outdated m Ik pricing systemputs our California
famly dairies at a conpetitive di sadvantage to ot her
st at es.

| have authorized legislation this year which
woul d have enpowered the Secretary to stabilize the dairy
cost structure that all ows conpani es nmaki ng cheese to pay
our dairy farmers nmuch less than is paid in other states.
My | egislation pronpted stakehol ders fromboth sides to
forge a reasonabl e conprom se as we nove forward. And now
"' masking the Secretary to use that conprom se as a
starting point for finding solutions.

Let ne be clear, the idea of doing nothing is not
an option. The setting of this hearing del ayed |egislative
response but we will not remain silent; the Legislature wll

not be conplacent. | look forward to working with the
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Secretary and ny coll eagues in the Legislature as we put
toget her a reasonable plan to guarantee both the | ong-term
success of producers and processors in California.

| f you have any questions | invite you to call ne
or ny staff at any tine. Thank you.

HEARI NG OFFI CER SUTHER: Thank you, Assenbly
Menber Pan.

ASSEMBLY MEMBER PAN.  Thank you

HEARI NG OFFI CER SUTHER: W will now take a short,
ten mnute recess.

(OFf the record at 10:19 a.m)

(On the record at 10:29 a.m)

HEARI NG OFFI CER SUTHER: May | have your
attention. W would now |ike to go back on the record.

And again we will be calling w tnesses that have
signed up for up to 20 mnutes and the first witness will be
M. Barcellos.

M. Barcellos, will you again state your full nanme
and spell your last nanme for the record, please.

MR BARCELLOS: Tom Barcellos, B-A-R-GE-L-L-OS.

HEARI NG OFFI CER SUTHER: And are you testifying --

MR BARCELLOS: [I'mstill under oath.

HEARI NG OFFI CER SUTHER: Still under oath, yes.

And are you testifying individually?

MR. BARCELLOS: | amtestifying individually.
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HEARI NG OFFI CER SUTHER: (Okay. These witten
statenents, would you like them marked as an exhibit?

MR BARCELLOS: Please. And the attachment that |
gave you with the flyers that will be referred to in ny
t esti nony.

HEARI NG OFFI CER SUTHER: Thank you. That will be
Exhi bit nunber 49.

(Exhibit 49 was entered into the record.)

HEARI NG OFFI CER SUTHER: You may proceed.

MR. BARCELLOS: M. Hearing Oficer and Panel,

t hank you for the opportunity to testify today. | am Tom
Barcel |l os, owner of T-Bar Dairy, an 800 cow dairy facility
in Porterville, California. | also own Barcellos Farns, a
diversified farm ng operation providing feed and services to
| ocal dairies. M testinony and supporting docunments will
not be technical in natures, but the docunents will

represent the position of the industry.

Reasons why changes are needed:

Cheese manufacturers in California are facing an
econom c crisis due to the detrinmental effect of the current
dry whey cost factor in the Cass 4b mlk pricing formul a.
Cheese manufacturers do not realize the full revenue that is
attributed to themby the current 4b fornmulas and are
incurring losses that threaten their financial viability.

In order for California cheese nmanufacturers to conti nue
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production the whey cost factor should be renoved fromthe
Class 4b formul a i nmedi ately.

The Departnent nust act imediately and on an
energency basis to change the Cass 4b mlk fornula to
protect the long termviability of cheese manufacturers and
the dairy farmers in the state of California.

This is taken directly fromthe petition submtted
on August 14th, 2007 by F&A Cheese to then-Secretary
Kawanmura. At that tinme a hearing was called for due to the
plight of the cheese processors. The testinony given at
that time by all parties agreed that sonething needed to be
done in various degrees and ultimtely a determ nation was
reached. That same urgency exists today. The difference is
that it is the producer community that is no | onger viable
inits present state.

"Pursuant to Food and Ag Code Sections 62031
t hrough 62079, the Secretary has broad discretion in
deci ding these issues. By customand practice, the
Secretary's decision is based on the hearing record and on
t he Panel Report to the Secretary of Food and Agricul ture.
The Secretary may adopt, deny, or alter the Panel's
recommendat i ons based upon the Secretary's independent
assessnment of the testinony and docunentation entered into
the record.”

This is quoted fromthe Secretary's determ nation
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of that 2007 hearing which clearly states the Secretary's
"broad Discretion” in providing solutions to protect the
viability of the industry. 1t allows the Secretary the
ability to assess independently the testinony presented.

Det er m nati ons.

"CDFA remains conmitted to the long-termviability
of the producer, producer-cooperatives and the processor
sectors of the California dairy industry and to the
consunption of healthy dairy products by California
consuners at reasonable prices. The Departnent invests
consi derabl e resources in conducting annual cost studies to
use as a guide in determ ning reasonabl e dairy nmanufactured
cost all owances. "

This is also taken fromthe 2007 Determ nation and
states some of the duties of CDFA and one aspect such as the
"make al |l owance"” used to protect the viability of the
i ndustry as a whole by providing funds for plant capacity.
Now t he Departnent has challenges to determ ne a proper
manuf acturing cost allowance due to the privatization of the
cheese processors, but that in itself does not discharge the
Department from establishing a reasonabl e cost all owance for
t hose sane processors. Should a whey manufacturing
al | owance cal cul ati on be included?

The viability of the dairy producers began to

unravel following the determination in 2009 due largely to
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extrenely low m |k prices. The dairy producer did at that
time what he has always done and that is to use equity to
pay his bills and continue in business. This was business
as usual as prices have al ways been cyclical and on the
rebound side equity would be replenished. That did not
occur due to the high feed costs brought on by the ethanol
policy and the dairy equity no | onger exists today, causing
the col |l apse you have seen over the |ast several years and
continue as we sit here today.

"The Departnment Cost Survey data and hearing
record testinmony provided significant evidence that
anendnents are necessary to the Cass 4 fornulas.™

Again this is fromthe 2007 determ nation
i ndi cati ng changes going forward were needed. CDFA s own
current cost study showed the | osses suffered by the
producers, yet the Departnent's commtnent to the entire
industry as stated earlier has failed mserably as the
necessary anendnments to whey factors and manufacturing
al | onances have been i gnor ed.

In an analysis | requested from M. Annie AcMody,
a highly respected econom st and forner CDFA enpl oyee, the
foll owi ng was det erm ned:

| f the 2007 fornula had stayed in place, the
average cow woul d have generated in each of the follow ng

years: -$20.20 in 2009, a +$45.10 for '10, a +$117.02 for
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‘11 and a +%$109.93 for 2012. In the first half of 2013,
$52. 95.

| doubt that any other reputable econom st would
have a different conclusion. The calculation would then
concl ude that dairy producers gave up $304.80 per cow in the
whey factor alone from 2009 through June 30, 2013. A 500
cow herd gave the cheese processing sector $152,400 in
concessions over that period of tine. One 1100 cow dairy
herd, selling at the end of this nonth, which has been
operating in bankruptcy, would have had a chance to pay ne
and other creditors had they had the $335, 280 due from
previ ous true whey prices. So there goes 45 years of work
for that dairyman and his famly and 8 enpl oyees with
famlies who are now | ooking for work. Let's not forget all
the providers of supplies and products who |ost their
custoner. That facility will be denolished, which is a
crinme as the freestall barns and manure handling systemis
as nodern as many newer dairies.

The docunents attached, the flyers which are in
the record, fromsales no different than the one | just
descri bed. You have heard testinony in previous hearings,
and | expect other testinony at this one, about the mllions
of dollars that have been and continue to be tied up and/or
| ost in bankruptcy. You will see that no dairy is imune

based on its size as the entire spectrumis covered from 250
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cow herds to 6,000 cow herds. These are just a sanple that
cover over 50,000 cows and over 20,000 heifers. Wile many
of these aninmals may have gone to other herds, keep in mnd
that they were for the nost part replacing other |ower
produci ng cows which were sent to slaughter. These nunbers
also reflect the top end of the herds being sold as beef got
sent off prior to the sale. They also do not reflect the

| oss of support industry businesses that have been forced to
| ay of f enpl oyees, or in sone cases, close conpletely.

And here are sonme additional conclusions fromthe
2007 Determ nation

"The Secretary agrees and adopts the foll ow ng
Heari ng Panel recomrendation for anmendnent to the
Stabilization Plans.”

"Changing the 4a f.o.b. Adjuster for butter” won't
cover the nunbers.

"However, the Secretary nodifies the Hearing Panel
recomrendati ons for amendnent to the Stabilization Plans as
follows:" And it goes on to sonme technical nunbers there.

This, to nme, clearly points out the Secretary's
ability to make a deci sion based on current facts. The
current fact is that whey is no |l onger a sal vage product.

It has been possible to process in sone form since 1965 when
Frank Thomas used nenbrane technol ogy to isol ate whey

protein concentrate in Wsconsin. Current uses include

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o B~ w N P

N NN N NN R R R R R R R R R
O N W N B O © O N o 00 M W N R O

102

sports nutrition drinks, protein shakes and many dietary
supplenments. It is no |onger a sal vage product and
producers are entitled to receive a fair price for a
conponent derived fromtheir mlk as they are conpensated
fairly for all other conponents of their mlk. W gave the
incentive and the noney for processors to devel op the
product, yet we are condemed for wanting the val ue of that
conponent .

Many processors have seen the value of whey in
mar ket i ng whey protein concentrate or other forns and have
done so with profits by not having to conpensate producers.
O hers have not made the investnment and treated it as wasted
since there was no need to pay for it. Processors have had
anple tinme using producer noney to capture higher val ue uses
for whey or finding conpani es who can convert perceived
waste to profit. It is no longer the responsibility of the
producer to carry the burden. The processor could and has
found ways to capture value of whey and it is the producer
who has paid the price for the market to develop. It is
time the return comes back to stabilize the dairy producer
comunity.

In closing, | submtted the evidence, the flyers
that | spoke of, and please take tine to review these and
consider this. Most of these dairynen, as you see 15, 20 or

50 years of service and nore, worked for another dairynman
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before going into business for hinself. That neans a
lifetime of taking care of cows and grasping an opportunity.
Hard work woul d yield rewards of your own business. Today
they are broke, out of options and that hard work can't fix.
Just the fact that you can fix this and have not done so
have | ed sonme to suicide. That is real. And the follow ng
chart is very telling of the direction of the producer side
of the industry. Please correct the inequity.

Respectful Iy, thank you.

MR. EASTMAN. | have a question. On the second or
third page of your testinony you tal k about sonme of the
addi ti onal conclusions fromthe 2007 determ nations from
that hearing held that summer. And it |ists a nunber of
nodi fications, things |ike nake all owance changes, f.o.b.
adj uster changes, things of that nature. And you state that
you believe that the Secretary does have the ability to make
changes based on current facts. At that tine there was data
that was transparent and rel easable. Sonme of the data used
to make sone of those decisions are now proprietary in
nature and no | onger releasable to the public, so to speak.
Do you think the Secretary still has the ability to make
certain changes to the fornmulas, the pricing decisions, even
if sone of the data that has historically been used for such
decisions is no |onger public or publishable?

MR. BARCELLGCS: | believe so because | don't
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believe that that data is unavailable. | think it would be
avai lable. | believe the Departnent has the right to

coll ect that data, even though they cannot nmake it public.
And if there is not data out there, there are people who are
able to conclude within a fraction an educated guess. And |
believe that that's sonething that needs to be consi dered.

MR. EASTMAN. So in essence you woul d believe that
the Secretary woul d have the discretion to nake sone calls,
so to speak, to nake adjustnents if such data were limted
or not avail abl e?

MR. BARCELLCS: | believe it's clearly stated that
the Secretary has broad discretion and it has been proven
that the Secretary has al so nade deci si ons outside of
hearing record. And again, | believe there is data
avai |l abl e that the Departnent woul d have access to that
coul d be used in consideration that would have to be held
privately.

MR. EASTMAN. So in essence you would be okay with
the Secretary making decisions with data that is not
publ i shabl e or apparent to the industry as a whole. That
she coul d use whatever data avail able to nmake such deci sions
t hen.

MR. BARCELLCS: | believe it is her responsibility
and duty.

HEARI NG OFFI CER SUTHER: No further questions,
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t hank you for your testinony, M. Barcellos.

MR. BARCELLGCS: Thank you.

HEARI NG OFFI CER SUTHER: Dr. Sexton. Dr. Sexton,
could you say your first nanme and | ast nane and spell your
| ast nane.

DR SEXTON: Richard Sexton, S-E-X-T-O N
Wher eupon,

Rl CHARD SEXTON
Was duly sworn.

HEARI NG OFFI CER SUTHER: Do you have any witten
statenents or other things you would like for the record at
this tinme?

DR SEXTON: | don't have a witten statenent. |
have a video presentation, if | have your perm ssion to
present it.

HEARI NG OFFI CER SUTHER: Yes, you have ny
per m ssi on.

DR. SEXTON: | am a professor and the Depart nent
Chair in the Departnment of Agricultural & Resource Econom cs
at UC Davis. | was requested by Western United Dairymen to
take an i ndependent | ook at the situation with our
California dairy today and to -- specifically with respect
to the petition that is before you now.

A lot of the previous testinony has pertained to

fairness of the pricing situation and so forth and I want to
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focus ny testinony nore, if | can, on the econonic
i mplications of the current situation.

| amtrying to nake this go full screen but |
really can't read it sufficiently well to do it.

MR. EASTMAN. | think you're in the right tool bar.

G down a little bit further. One nore. One nore. Try
t hat one.

DR. SEXTON: Perfect, thank you.

MR. EASTMAN:  Young eyes, younger eyes.

(Laughter.)

DR, SEXTON: | knew | was there, it was just
trying to find the right, the right row

So let me begin with -- let nme begin with just a
bit of background. And certainly there has been testinony
to this effect already.

But when | began | ooking at this | saw that the
action that the Secretary took at the end of 2007 really
di sconnected our California prices fromthe marketplace. So
we replaced a whey val ue all owance that tracked the market
value fairly closely with this flat $0.25 all owance.

The subsequent change made in 2011 to introduce
the sliding $0.25 to $0.75 scal e hel ped sonewhat but
certainly didn't solve the problem

W're dealing with a situation where the 4b m |k,

the cheese mlk is 43 percent of the mlk production now
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and so the pricing disparities caused by failing to val ue
the whey at a market value are large and creating sone
considerable distortions that 1'll tal k about.

|"d like to just introduce a few of what | see as
the inplications of the current situation and then |I have a
few slides that I will, that I will present that wll
docunent sonme of this. And | apologize to the Conmttee for
not having nmade witten copies of the slides for you. And
while I'mthinking about I would request perm ssion to
present at least the witten slides to you all as a post-
hearing brief.

HEARI NG OFFI CER SUTHER:. W wi || accept those.

DR. SEXTON: Thank you.

Certainly, as other testinony has indicated, one
consequence is that now California is paid a considerably
| ower price than their peers in alnost every other state.
Those that are produci ng under the federal orders, the
federal orders are a regulated pricing system but the prices
are set based upon the market values of the products that
are produced fromthe raw mlk. And so even though it's a
regulated price it is intended to approxi mate what a narket
price woul d be under conpetition. O course, those
operating outside the orders, it is a pure market price.

The |l ow prices that California has had have been

exacerbated by this run-up in feed costs that the testinony
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has pertained to as well. | want to nmake the additional
point that it is -- the run-up in feed costs is, of course,
af fecting producers across the country but

di sproportionately affecting our California producers
because nost of our feed is inported. And that during the
sane period, all of it tied to ethanol and those

rel ati onships to the petrol eum narket, energy prices have
risen dramatically, which of course is the main driver of
transportation costs. So not only have the feed costs

t hensel ves increased but the cost of transporting it into
California to the dairies has increased as well, so
California dairies have been disproportionately inpacted by
the run-up in feed costs.

As Tom Barcel |l os indicated, a key consequence in
terms of risk managenent, and I'll show you the slide on
this monmentarily, is that because our price is disconnected
fromthe market it is basically inpossible nowto use the
CVE for our dairy farmers to hedge price risks and lock in
prices because the basis is just too widely fluctuating.

Consequences. There are several ways to | ook at
t he consequences. People have tal ked about dairy farns
exiting, which has certainly been a significant phenonenon
and I'll show a slide on that in a nonent.

The feature I want to enphasi ze here is that since

this change was put into place through 2012, California has
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| ost one percentage point of it's national market share. W
are still, of course, by a long stretch the national market
| eader but we have | ost one percentage point of our market
share during this period.

And the evidence as | have seen it, and there has
been testinmony to this effect already this norning, is that
the reduction in production and | oss of our market share is
probably accel erating as we are noving into 2013 and our
share is going to be falling as we continue to nove forward.

We have | ost 300 dairy farns.

| think a very inportant point -- | think
M. Barcellos' testinony to this was quite eloquent. [|If you
are incurring | osses you hang in there in the short run.
It's the difference between the short run and the long run
in econom cs. You endure those |osses in the short run.

But if they persist into the long run you go out of
business. And | think that's the situation that we are
facing unl ess sonmething is done to inprove the pricing
situation for our California dairy farns, that the | osses
have been rel atively unabated since the 2008-2009 peri od.
There was a brief respite for one year but the | osses have
been persisting. And of course they can't be sustained and
the rational decision eventually then is to go out of
business. | think we are seeing that that's what a nunber

of farms are facing increasingly.

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o b~ w N P

N NN N NN R PR R R R R R R R
O N W N B O © O N o 00 M W N R O

110

| estinmate that to date, based upon the | oss of
our dairy herd, not just loss of farns but I'm/looking at it
in terms of the reduction in the nunber of cows in our
state, that we have | ost about 15,000 California jobs. And
nost of these jobs have been | ost in areas of high
unenpl oynent where we can little afford to | ose jobs. These
are areas where farmng, and dairy in particular, is a key
primary industry. So this 15,000 nunber that | am giving
you is the direct, the primary inpacts plus the secondary
i npacts on suppliers, the communities where these dairies
are operating and so forth.

And the final inplication | want to rmake before
gi ving you sonme docunentation of these effects is that we
really have a distortion now W have created a distortion
in the mx of dairy products that we -- that we produce. W
are subsidi zing, basically, the production of one product,
namely cheese, relative to all the other products that can
be produced fromraw mlk. | think over tine that
distortion, unless it's rectified, will have increasingly
negati ve consequences.

One observation | make in this regard is that --
is that even though we are subsidizing the cheese
production, nost of it is exported out of the state so that
there is not a comensurate benefit to California because of

our ability, you know, frankly, to produce cheese cheaply
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because the whey value is not reflected in the price that
t he cheese manufacturers are making.

Here is the graph that a nunber of other speakers
have alluded to where up until 2008 -- so the whey value is
the blue line and the value that is assigned to California
is the red Iine. They track very, very closely up until
about 2008. And then we see the decision by the Secretary
to fix the whey val ue at $0. 25.

And neanwhile, this is a reflection of the
technol ogy of dairy processi ng and even changi ng consuner
preferences. \Wey has becone a very, very val uabl e product,
as you can see fromthe blue Iine, but the value that the
California farnmer has gotten has been drastically bel ow
that. And even with the sliding $0.25 to $0.75 scale it
hasn't really addressed that problemat all so the disparity
remains to this day.

This slide plots the uniformprice in Wsconsin,
the gray line, and California, the red |line, versus the
Class Il price, the federal Class Il price, which is
pegged off of the CME value for a cheese block. So this is
a good representation of the basis as a farner in California
woul d see it versus a farmer in Wsconsin.

Again, the first thing to note is obviously the
prices are much higher for all but one or two tinme periods

on that slide in Wsconsin than in California. But then the
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dramatic feature, the feature to nmy point is that the basis
is just wildly fluctuating. Wwy? Wll, it's because the
price that our California producers are receiving i s not
tied to the marketplace. And that, | submt to you, is a
bad thing in many di nensions and this is just indicating
that it's basically rendering that risk managenent too

i noperabl e now for our California farmers.

Here is really the essential slide, this is 2012
operating margins. Again, this just includes revenues and
variabl e costs, it doesn't include the fixed costs of a
dairy. And | plotted here for the ten |largest dairy states.
The top bar is Washi ngton, which obviously is not doing well
either but it's a very mnor dairy state conpared to
Cal i forni a.

But as you can see for 2012, California dairy
farms were earning -- this is USDA data, incidently.
California dairy farns were earning substantially negative
mar gi ns, whereas all of the other |eading dairy states, save
Washi ngton, were earning positive margins. And notice the
gap is -- we are not talking a few cents per hundredwei ght
here, we're tal king dollars per hundredweight. So not only
is it indicating that, you know, for 2012 the situation for
California dairies which is not sustainable, but the thing I
see as an economi st is, is the situation relatively?

And there was al ready testinmony where about one
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California dairy closing up shop and basically noving to the
Nort hwest. We weren't told where in the Northwest. [|I'm
guessing it's not Washington, it's probably |Idaho based upon
t hose, those bars. W are going to see, you know, we are
going to continue to | ose production and nmarket share as a
state relative to other states as long as this disparity
remains in place. And it's a big disparity as these bars
i ndi cate.

Here is just the loss over tine in the |ast
several years of the California dairies. There has been
testinmony to that effect already so | won't dwell on it.

Here is the nost recent data, which is plotting
year - over -year percentage changes in production for
California, the blue Iine, versus Wsconsin, the second
| argest producing state, the red Iine. And here you can see
that just relative -- for about the past 12 or so nonths,
just relative to the 12 nonths preceding this, our
California production is down relatively dramatically,
whereas the main conpeting state, Wsconsin, has had hi gher
production relative to a year ago in every one of these
months. And again, that's reflecting a situation that
think is going to becone only nore pronounced if there isn't
sonme relief put into place.

Here is the chart that gives ny calculations in

the job | osses that we had fromthe reduction in our
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California dairy herds since 2008. | ambasing this on the
-- on the nunber of enploynent -- the anmount of enpl oynent
for California fromthe CMAB study that was done in 2008 so
it's 440,000 jobs. And so | amjust conputing that on a

j obs per cow basis; it works out to about a quarter of a job
per dairy cow.

And again, this is enploynent not just on the
farms but throughout the whole econony that is tied to dairy
production, the primary inpacts and what we call the
secondary or nultiplier inpacts. So | can then go in and
use that .24 factor, | ook at the decrease in the nunber of
cows we have had in the state over these past several years
and that's where | cone up with the al nost 15,000 jobs | ost.
That's through 2012. There has been testinony, of course,
as to the nunber of farns going out of business in 2013 so
those job | osses will be tacked on to the 15,000 that I am
estimati ng have occurred so far.

Just to reaffirmthe point | made a little bit.
These are the unenploynent rates in some of our |argest
dairy states relative to the state average. And you can see
those counties are well above the state's average
unenpl oynment rate in each instance. So not only are these
job | osses inportant, they're comng in parts of our state
where we can ill afford to | ose these jobs.

So in summing up, certainly the adjustnent that
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has been proposed doesn't reconnect the state's m |k pricing
to the marketplace but it is a step in the right direction.
| hope that the Panel that the Secretary is putting into
place will ook -- will ook further at these issues and the
need to reconnect California to the marketplace. Because |
think unless and until that is done w are going to continue
to have problens as a state in terns of the pricing for mlKk
and the rel ati onships between the California farnms and the
processing entities downstream

So | do think inplenenting these changes will be
hel pful stemm ng the loss of dairies and the | oss of
enpl oynment associated with dairy production in the state.

And certainly the changes being inplenented, in ny
view, will not unduly disadvantage the cheese plants. And
certainly we're tal king about transferring sone revenue from
the cheese plants to the -- to the farmers. But the change
that is being requested is still going to underval ue the
whey production relative to its market value. The
conpensation to the farner, even under these adjustnents,
will be below the market value. So cheese producing plants
in California should still have a cost advantage relative to
their conpetitors in other states.

That concludes ny testinony and | thank you.

MR. EASTMAN. | have a few questions for you,

Dr.Sexton. Earlier in your testinony you nentioned that you
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didn't feel that -- what did | wite here? | thought you
stated that California s share of the market is being |ost.

DR. SEXTON:  Yes.

MR. EASTMAN. \What do you nmean by that? Which
mar ket are you referring to, specifically?

DR. SEXTON: Qur market share of m |k production
nationally has fallen by one percentage point. | don't
remenber the exact, exact nunbers but we went from-- 1'1l|
throw a hypot heti cal nunber out that's not exactly right,
21.9 to 20.9. That's ny best recollection of what the --
what the loss in share over this period since 2008 has been.
But it has been one percentage point in market share.

MR EASTMAN. Gotcha. And then on the slide that
you showed up you had a slide that showed dairy nargins by
the different states and it showed Washi ngton and California
in the negative and other states in the positive.

DR SEXTON:  Yes.

MR EASTMAN. And that was based on UCDA data. Do
you have any sense of, besides just the outcome of the data
or the actual data point, any reasons or explanations about
why you woul d expect, say, the state of Washington to have a
negati ve nmargi n?

DR, SEXTON: Candidly, | didn't look into what was
going on in the state of Washington. 1'd be happy to foll ow

up on that and I will do so and I'Il provide that in the
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post-hearing brief that 1'Il submt.

MR. EASTMAN: And then one of the recommendati ons
you nake, the last one there is you feel that California
cheese plants woul dn't be di sadvantaged by the petition that
has been submtted by the co-petitioners. |Is that just
based on the idea that you believe that if that petition
were inplemented that there would still be sufficient margin
there for cheese manufacturers thereafter in order to sel
their market to, say, distant US donestic markets say on the
East Coast ?

DR, SEXTON: Well, right. One thing to bear in
mnd is that whereas, you know, raw mlk is difficult and
expensive to transport, as is feed because it's a very bul ky
product. You know, once we process mlk into the form of
cheese it becones a much nore conpact product and rmuch nore
readily transportable. So, you know, the advantage
obvi ously of processing on-site and shipping the finished
products across the country or across the world, literally,
is that the processed products are nmuch cheaper to ship.

My point was specifically with respect to the cost
of the raw mlk input for the -- for the cheese plants. It
will continue even if this -- even if this petition is
granted by the Secretary. California mlIk prices wll
continue to be lowrelative to prices in nost of the rest of

the country. So that as it pertains to that facet of the
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cheese plant's cost, they will have a conparative advant age.
| can't speak to the cheese plant's costs for the other
aspects of their processing operation because we don't, we
don't have those data, as you well know.

MR. EASTMAN. Ckay. So you just -- so in essence
you believe that there would still be some sort of margin
that woul d account for the transportation cost of shipping
the cheese to the appropriate market where it's being sold.

DR. SEXTON: | do think that but, you know, we're
-- | guess | would have to echo M. Barcellos' testinony in
that respect. Wen | don't have the hard data in ny hands,
as | don't in this case, | have to make inferences based
upon things | know professionally and so forth.

And as | said to you, cheese is not -- cheese
transportation costs are going to be certainly less relative
to heavier and bul ki er products. oviously there is a
cooling or refrigeration elenent that, that plays into
account here so the transportation costs are just one facet
of the cheese plant's cost, you have |abor costs and energy
costs in their own right.

And so, you know, all we can do in those -- in
t hose cases since we don't have the actual data is, you
know, is ask ourselves, you know, should |abor costs be
hi gher for our plants than plants in other states? Should

energy costs be higher and so forth? You know, there may be
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testinmony to the contrary in the afternoon, but | don't see
fromwhere |"msitting that there should be those
significant kinds of cost disparities for other inputs into
cheese production that would obviate the advantage that w ||
still remain in terns of being able to acquire relatively
cheaply.

MR. EASTMAN. Geat. And then you nentioned that
-- were you going to submt all the slides that you
presented here today in your post-hearing brief?

DR SEXTON: Yes, | will do that.

MR. EASTMAN.  Ckay.

MR. MASUHARA: Simlar to Hyrum s question | had a
guestion on if your study showed or did you exam ne whet her
or not some of this California cheese that you characterized
as being subsidized or having an extrenme cost advantage, has
it displaced or cannibalized any of the donestic markets and
di spl aced cheese production, say, fromother states due to
this cost advantage?

DR SEXTON: Well, the share of -- the share of
cheese production for California has remained pretty stable
over this period. | think we're probably dealing with plant
capacity limtations and the difficulties of siting new
pl ants as a reason why the cheese share of California mlk
production hasn't, hasn't risen considerably.

| did not do a study of the cheese narketpl ace as
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part of preparation for this testinony, but the fact that
California' s cheese share has remai ned very stable, very
near to the 43 percent it is now over this whole period, and
California's mlk production has declined as a share
relative to other states, then I think we can safely
conclude that it has not displaced cheese production from
W sconsin or any other state. The arithnmetic doesn't add up
so | would have to say that it is has not.

MR. MASUHARA: And ny other question is, you
menti oned the di sconnect fromthe market back in '07 with
that decision. D d the scope of your study |ook at
specifically the dry whey market conditions in California

over the last five years?

DR. SEXTON: | did not exami ne California versus
the market broadly. | nean, it is a msnonmer or a m stake
to say that there is -- that there is a California market

isolated fromthe rest of the market. Again, dry whey is
going to be a product that is transportable and shippabl e,
you know, across regions so that -- that the different
regions, to put the termin econom cs parlance, the
different regions are going to be integrated, they're going
to be, they're going to be connected.

That's not to say that the value is exactly the
same in -- of whey in California as it is in other states

but those values are all going to be interconnected due to
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the ability to arbitrage across geographic regions so those
prices are all going to be connected, so | was |ooking at

t he broader whey value nationally. But the California
value, it may not be the sanme but there is not going to be a
significant disconnect just due to that integration of the
mar ket s.

MR. MASUHARA: That's all 1 had.

HEARI NG OFFI CER SUTHER: No further questions.
Thank you for your testinmony, Dr. Sexton.

DR. SEXTON: Thank you.

HEARI NG OFFI CER SUTHER: | woul d now |i ke to cal
up M. Dryer.

M. Dryer, wll you please state your full nane
and spell your last nanme for the record, please.

MR DRYER M nanme is Geg Dryer, DR Y-E-R
Wher eupon,

CREG DRYER
Was duly sworn.

HEARI NG OFFI CER SUTHER: Do you have any witten
statenents or things you would like entered into the record
at this tinme?

MR. DRYER Yes, ny testinony that | passed out.

HEARI NG OFFI CER SUTHER: Ckay. It will be Exhibit
nunmber 50.

(Exhibit 50 was entered into the record.)
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HEARI NG OFFI CER SUTHER: You may proceed.

MR DRYER M. Hearing Oficer and Menbers of the
Heari ng Panel :

My name is Geg Dryer. | am Senior Vice President
of Industry and Governnment Rel ations for Saputo Cheese USA
Inc. Qur conpany, Saputo, operates seven facilities in the
state of California. W enploy nearly 1,500 people here and
purchase a substantial portion of the state's mlKk
production both directly fromfarmers and from farmer
cooperatives. W are very famliar with conditions in other
regions fromour experience with the 16 facilities that we
operate in 10 other states.

| amhere to testify in opposition to any further
changes to California's regulated mlk prices until a viable
|l ong-term alternative can be devel oped by the Departnment in
cooperation with the Secretary's Dairy Future Task Force.

We acknow edge that producers' econom c chall enges have been
real and believe that a national policy that woul d provide
thema margin insurance option is desirable. Sinply
shifting a problemfrom one interdependent constituency onto
another is not a solution. |In fact, the continual threat of
such an outcone creates uncertainty which inhibits decision-
maki ng and therefore potential growh to the detrinment of

all industry participants. Regarding the petition,

conditions that |led to the request for energency relief have
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been steadily inproving and are projected to continue to
improve. In the Departnent's "California Dairy Landscape"
docunent fromthe nost recent hearing, California mail box
prices for the first two nonths of 2013 were reported to be
$2.41 per cwt higher than the previous year. Updating that
nunber with avail able data through May 2013 reveals that it
has further increased to $2.62 per cw over the sane period
in 2012. The 4b price through August is $1.70 higher than
| ast year. Production costs according to CDFA for QL 2013
are $1.06 higher than QL | ast year but did decline by $0.86
from@ of 2012. Mst of the cost increase occurred between
@ and @B 2012 when feed costs spiked. Following is a quote
fromthe Mchigan State Dairy Market Update for August 2013:
"Dairy producer nmargins are nmuch better than this tinme |ast
year, 27.8 percent higher Incone-Over-Feed-Cost, encouraging
dairy producers across the country to increase m |k output.
This upward trend in m |k output may gain even nore steam
this fall as feed prices in Decenber, using the USDA
formula, are forecasted to drop 16 percent, or $2.02/cw of
16 percent protein dairy feed, as conpared wth Decenber
2012." On bal ance, conditions have inproved since the |ast
hearing and will likely continue to inprove.

Further alterations to the 4b whey factor cannot
be justified given the scarcity of relevant California data

and the inherent unfairness of such a factor given the
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nmyriad of practices enployed across the industry. Wey
processi ng requires huge scale to be econonm c. Enornous
capital is required, and once a specific plant configuration
is chosen, it faces the risk of technol ogi cal obsol escence,
fickle markets and potential adverse environnmental and
energy cost inpacts.

Rel atively few industry participants are in a
position to make that investnent and take that risk. Many
cheese plants in California receive no value or incur a cost
to di spose of their whey.

Wiy cheese mlk prices in California are | ower
than in many other regions around the country.

California dairy farns are big. On average, they
produce over 25 mllion pounds of mlk a year, 10 tines the
size of an average Wsconsin dairy farmand 8 tines the
nati onal average outside of California. Wy are they so
bi g? Logic would suggest that there nmust be a cost
advantage arising fromthe econony of scale. Wile the
i nformati on substantiating that conclusion is somewhat
limted, USDA conducted a cost survey by size of operation
on 2005 data, which was subsequently updated each year
t hrough 2009. 1In it, they pegged the cost advantage of a
farmwi th over 1,000 cows at approximately $7.50 over a farm
of 100 to 199 cows. in 2012, California farnms average 1,080

cows while Wsconsin averaged 111. USDA al so publishes
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estimated nonthly and annual costs of m |k production by
state. In that report, from 2005 t hrough 2012, California
has an average cost advantage over W sconsin of $4.73/cw.
MIk prices inthe long run tend to maintain a rel ationship
to the cost of production for that region. Supply and
demand will respond eventually to prices that land too far
one way or the other fromthat benchmark.

How California' s Dairy industry grew.

In the past 20 years, California nearly doubl ed
its mlk production. Farmsizes, in terns of output,

i ncreased nearly fivefold. The extra production over that
time vastly exceeded | ocal demand for mlk. 1In 1992,
California produced 15.4 billion pounds above C ass 1 needs
and Class 1 utilization was 30.3 percent.

By 2012, the surplus over Class 1 ballooned by 136
percent to 36.3 billion pounds. Class 1 utilization fell to
13.1 percent. That inpacted average mlk prices. Mst of
the surplus found its way into cheese. Mich of California's
expl oding grom h cane at the expense of the Upper M dwest.

Hi gh vol une, bul k commodity custoners were attracted to the

California highly efficient cost nodel and |argely abandoned
t he Upper M dwest en nasse. Wsconsin | ost over 60 percent

of its farns over the last 20 years and 34 percent over the

|ast 10. Twenty years ago, 14 Wsconsin butter plants

produced 29 mllion pounds nore butter than the state of
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California. By 2012, less than 3 have survived and no
| onger neet USDA's criteria for reporting. California. on
t he ot her hand, doubled its production and now supplies nore
than a third of the national total. In 1992, Wsconsin
produced 285 mllion pounds nore nozzarella than California.
In 2012, California produced 354 mllion pounds nore than
W sconsin. The M dwest industry, to survive, had no choice
but to devel op specialty products and to build a nmarket for
specialty cheese. That was the only option that could
afford themto pay the higher mlk prices required to
sustain their higher cost mlk production infrastructure.
California, on the other hand, |argely pursued nega, bulk
commodity-oriented plants better suited to handl e the
vol unes of m |k generated by their nega dairy farms.
California: big efficient farns, big efficient plants.
Wsconsin: small, inefficient farns, small inefficient
pl ants. Apples and oranges. These are generalities, of
course, with no shortage of exceptions. On bal ance,
however, the facts are the facts. California farnms continue
to grow. Average cow nunbers per farmwere up 5.8 percent
from 2011 to 2012.

The real source of California producer econom c
chal | enges.

They are not the result of a failed pricing

system They are the result of skyrocketing feed prices
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that chal l enged dairy producers all over the world. [If the
probl ens were attributable to the California system would
W sconsin have |ost 610 farnms |ast year? O would
California rank 30th anong the 50 states in percentage
reduction in average dairy farmnunbers from 2011 to 2012?
An inportant fact to consider is that California prices have
not fallen relative to USDA prices. Instead, USDA prices
have risen relative to California because of recent high dry
whey comodity prices.

California mlk production has been relatively
st eady.

Year to year variations are |ikely nore weat her
t han econonmic related, and current |ocal supply and denmand
conditions are relatively in balance. 2013 production
through July is actually the second-hi ghest of the past six
years.

A federal order state that is conmparable to
Cal i fornia.

New Mexico is a far western state with a
significant, large herd dairy industry. It enjoys a much
higher Class 1 utilization percentage than California, which
hel ps bolster its mlk price, but for 2013 through My,
California's average nail box price is $0.14/cw higher than
that of New Mexico. Over the |ast twelve years -- twel ve-

plus years, the two states have averaged within $0.03/cw of
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one anot her.

|f California cheese m |k were underpriced, there
woul d be a surge in cheese processing investnent in the
st at e.

| nst ead, several in-state cheese processors have
recently chosen to locate new facilities in other states.
Cooperatives have, for the nost part, elected to abandon the
cheese business in the state and there have been a nunber of
failures and closures in the cheese business in recent
years.

The long term pool inpact of O ass 4b pricing.

| f you look at just the past three years and half
of this year, Class 4a has contributed nore to the pool than
Class 4b. Over the last ten and a half years, however,
Class 4b has actually contributed 17.5 cents nore per cw to
t he pool than C ass 4a has.

The nost recent 4b price increases have al ready
made a nmajor inpact on the state's cheese nmanufacturers.

To illustrate the point, assume that a
hypot heti cal cheesemaker earns a 5 percent net profit on
$1.70 cheese. That is $0.085/1b of cheese. The whey factor
i ncreased by as nuch as $0.40/cwt in Septenber in 2011 and
anot her $0.10 in August 2012. That, coupled with the
tenporary relief of $0.30 that ran from February through May

of this year, anpbunted to about $0.80/cw of mlk or
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$0. 008/ 1 b of cheese.

By raising the mlk price by $0.80/cwt, 94 percent
of this hypothetical cheesenaker's profit has been
elimnated. Even at the current $0.15 relief the nunber
falls but still elimnates 76 percent. While you nay argue
about a few pennies one way or another, the recent price
i ncreases granted nay not seemsignificant to dairy farmers,
but they are definitely significant to the state's
cheesenakers.

The "overbase price" is not a fair baroneter of
dairy farmprofitability.

The oft quoted overbase price is the price for
mlk containing 3.5 percent butterfat and 8.7 percent
solids-not-fat. It contains no neasure of m |k prem uns
paid nor the average value of quota held. In reality,
California mlk averaged 3.73 percent butterfat and 8. 87
solids-not-fat in 2012. WMailbox mlk prices reflect actual
total receipts |l ess marketing costs and assessnents and
typi cally average $0.60 to $0. 80 above the overbase price.

The mail box price is a nore appropriate nmeasure of
m | k's val ue when eval uati ng producer profitability.

The California 4b price did not always contain a
whey factor.

There was no whey factor in California prior to

April 2003. The USDA Cass Il has had a whey factor since
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the inception of conponent pricing in April 1999. For four
years, the two systens operated i ndependently with ful
know edge of that difference and without controversy.

The | ast CDFA Manufacturing Cost Exhibit that
contai ned a dry whey manufacturing cost was published in
Sept enber 2007 for 2006 data. The whey cost published in
that report was $0.3099 per pound. The federal whey factor
has a cost nake all owance of just $0.1991 per pound. At
$0.60 whey, if the California cost were applied to the
federal whey factor it would reduce the Class IIl price by
$0. 65/ cwt .

After the fixed whey val ue of $0.25 was introduced
in California in Decenber 2007, it resulted in a higher
price for farmers than the previous factor for 17 of its
first 19 nonths of existence.

End product pricing is no longer viable in
Cal i fornia.

Not only are there insufficient whey manufacturers
for surveying and publishing cost data, consolidation and
closures have led to a scarcity of cheddar manufacturers as
well. Dry whey is not the only product presenting
chal l enges to this end product pricing system For exanpl e,
if one of the four cheddar manufacturers in the state were
| arge enough to have a significant influence over cost data

and that manufacturer were fortunate to have a substanti al
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portion of its volunme directed to one of a very limted
nunber of |arge cheese buyers residing here, that would go a
long way to explain an FOB adjuster of just 2.52 cents.

Unfortunately, many of the other cheese
manufacturers in the state do not enjoy the luxury of a
| arge in-state custoner and are forced to export the
maj ority of their production back across the country at
costs ranging from10 to 20 cents per pound of cheese. That
transportation cost versus a 2.52 cent FOB adj uster
represents $0.75 to $1.75/cwt of milk. End product pricing
has outlived its useful ness and needs to be replaced. No
further fiddling or fine tuning can be justifi ed.

That concludes ny testinony. Thank you for your
attention and | appreciate the opportunity of filing a post-
hearing brief if warranted.

HEARI NG OFFI CER SUTHER: Your request to file a
post-hearing brief is granted.

MR. DRYER. Thank you.

MR. EASTMAN. | have a few questions for you,

M. Dryer. On page two of your testinony you cite a quote
fromthe Mchigan State Dairy nmarket Update for August and
they mention that dairy margins are inproving. |Is that sone
sort of national average, were they dealing with just

M chi gan? What exactly were they referring to?

MR DRYER It was in a published article and ny
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presunption was it was a national nunber that they were
referring to.

MR. EASTMAN. So they didn't necessarily refer to
California specifically, | assune.

MR. DRYER. No, it definitely wasn't California
specifically.

MR. EASTMAN. And then on page three you nentioned
that many cheese plants in California don't receive any
val ue for whey because they don't process it, however,
Saput o does have whey processing capacities in California.

MR. DRYER:  Correct.

MR. EASTMAN. So were you just referring to the
ot her parts of the cheese industry here in California?

MR. DRYER. Yeah, ny --

MR EASTMAN. Is there a --

MR. DRYER. My understanding is the majority of
pl ants do not enjoy the opportunity to have whey processing.
You need a pretty significantly sized plant to be able to
justify the investnent.

MR. EASTMAN. Once that investment is nmade woul d
that not then allow, though, a cheese plant to | everage
what ever margin or the inconme versus positive, the whey
stream products with the cheese manufacturing in order to
use thenf

MR. DRYER. My point here was that the investnent
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is so large that the investnent in whey processing is
typically higher than the investnent in the cheese
processing facility itself. |It's inherently risky because
you're investing in a single product or narrow range of
products that may fall out of favor in a relatively short
period of time, so therefore you' re taking an inordinate
anount of risk. And so for one year or another you may nake
a significant profit but there's a |lot of vagaries in those
mar ket s that go up and down.

MR. EASTMAN. On the page of your testinony after
the one chart on m |k production you nention that one thing
that | think is fairly accepted is that there is not a |ot
of new cheese plants that's been constructed or have been
built here in the state of California. You nentioned that
if cheese mlk were under-priced we woul d expect to see nore
cheese plants. But aren't there other factors also that
sort of inhibit establishing cheese plants in the state,
things like -- | think in the past there's been nention of
frequent regul atory hearings, business climte, permtting,
things of that nature. Wuldn't those things al so
contri bute?

MR. DRYER:  Absol utely.

MR. EASTMAN. |s there any way to disentangle the
in-fact pricing as an inpedinent or a notivation to build a

pl ant, conpared to the other things that m ght inpede it?
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MR. DRYER. | don't know of a means of doing that.
| just know that on bal ance, when you weigh all the factors
conbi ned, we are not seeing investnent. And if the price,
you know, if the price discount is purported to be
significant enough you'd think that there would be an infl ux
of investnent in the state that woul d overcone those ot her
factors.

MR. EASTMAN. | may have anot her question, | need
to | ook here for a second.

MR. MASUHARA: Greg, | have a quick question. W
have taken testinony today that referenced a deal or
negoti ation that happened between processors and producers
that came up with the specific nunbers that were put forth
in the petition. Wre you a part of that negotiation?

MR DRYER | was not a direct party. W're
menbers of the Dairy Institute of California and therefore
we were involved in the comunications back and forth as to
what was ongoing. Wat | was told was that the negotiations
-- the offer that was presented was rejected by the producer
comunity so it wasn't all agreed.

MR. MASUHARA: Ckay. And then | am nmaking the
assunption that since you are in opposition to the petition
then you are in opposition to the specific nunbers that were
contained in that petition.

MR. DRYER Yeah, | think the offer that was nade

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o b~ w N P

N RN NN NN R R R R R R R R R
O N W N B O © 0 N o 00 M W N R O

135

and the letter that has been presented tal ked about "if
conditions warranted” which was an inportant elenment of the
offer. And it is our opinion that conditions don't warrant
t he change.

MR. MASUHARA: Ckay, thanks.

HEARI NG OFFI CER SUTHER: W th no further
guestions, thank you for your testinony, M. Dryer.

M. Lantz Adans. M. Adanms, would you pl ease
state your full name and spell your |ast nane for the
record, please.

MR L. ADAMS: Lantz Adanms, A-D-A-MS.

Wher eupon,
LANTZ ADANS
Was duly sworn.

HEARI NG OFFI CER SUTHER: And do you have any
witten statenents or other things you would like to add
into the record at this tinme?

MR L. ADAMS: Yes, but 1'd like to give themto
you after 1've given you ny testinony.

HEARI NG OFFI CER SUTHER: That woul d be fine. You
may proceed.

MR L. ADAMS: First of all, thank you for
allowing me to present ny testinony to you today.

My nanme is Lantz Adans. | am 13 years old and |

amin the 8th grade and | attend Wodrow W1 son Junior Hi gh
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School in Hanford, California. M father is a third
generation dairy farmer. | amwiting to you because our
dairy farm |ike many others, is in dire financial straits
and may not continue into a fourth generation. That thought
makes nme sick. As | think of ny famly's situation and
under standi ng that you have the ability to raise the
producer's pay price, | have thought of several issues that
you nmay consi der.

1. Dairymen are going out of business due to the
low m |k prices.

Many multi-generational famly dairies are going
out of business.

Over 90 percent of themare famly owned.

Al of the earlier generations' work is being
sacrificed when a dairy exits the industry.

Pl ease understand that losing dairies leads to a
| oss of many | obs.

2. Dairies going out of business cause a negative
i mpact on society.

Unenpl oyed becone dependant on social prograns.

And when dairies go out of business it negatively
affects allied industries.

After a loss of a dairy it can cause catastrophic
casualties to the famly structure.

Pl ease understand that the | oss of dairies affects
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society in many ways.

Addi tional itens regarding mlKk.

Dai ry products from other countries could be of
guestionable quality if inported.

If less dairy are being produced -- if |less dairy
products are being produced, prices may go up. This could
result in a less-healthy diet.

Pl ease understand that the | oss of dairies could
result in an unheal thy diet.

Finally, | understand the inportance of having
m |k processors in the state of California, but I also
understand that the necessity of having dairy famlies
willing to be able to profitably produce the mlk to fil
those plants. | knowI'monly a kid but what | see in this
industry is not good and is only getting worse. Thank you.

MR. EASTMAN. That was very articulately well-
spoken. Nornmally we don't have people cone and testify, |
think your age is slightly bel ow the average of sone of our
nore di stingui shed wi tnesses, we'll say.

(Laughter.)

MR. EASTMAN. | do have a coupl e of questions for
you. Since you're on the farmdo you actually fulfill sone
of the duties or some of the work that is done on your farnf

MR. L. ADAMS: Yes. On our worker's day off |

feed calves and | help mlk. And whenever it's needed |
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mlk with nmy dad or whenever he has to do sonething I mlk
t he cows.

MR. EASTMAN. G eat. One day do you hope to
possi bly take over your parents' dairy? Do you hope to be a
dai ryman yoursel f?

MR. L. ADAMS: Yes, possibly. [If we can have a
fourth generation | do want to take over the dairy.

MR EASTMAN:  What woul d be sonme of the reasons
why you woul d want to be a dairyman?

MR L. ADAMS: | think it's inportant that kids
know what actual work is, because sonme don't. And it's
important to keep the fourth generation going. | think it
woul d be good to have a fourth generation continue on.

MR. EASTMAN. That sounds good. | just have one
nore question. [|'ve noticed you' ve been here for quite a
while, right? Wre you here since the begi nni ng?

MR. L. ADAMS: Pretty close, yes.

MR. EASTMAN. Pretty close. And so you nentioned
that -- obviously you attend m ddl e school so you're not in
school today. Normally it would be a school day, right?

MR L. ADAMS: Yes.

MR. EASTMAN. So the question | have is, based on
what you've heard woul d you have rat her have been in schoo
or would you have rather been here listening to what we have

been tal ki ng about ?
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(Laughter.)

MR L. ADAMS: | think either way it's a |earning
experience and | enjoy it here.

MR. EASTMAN. Well said, very good.

M5. GATES: | just wanted to say thank you very
much for comng up and testifying, we really appreciate it.

MR. L. ADAMS: Thank you.

HEARI NG OFFI CER SUTHER: Wel | thank you for your
testinmony, M. Adans. And you're going to bring that
exhi bit up?

MR L. ADAMS: Yes.

HEARI NG OFFI CER SUTHER: Ckay, please bring that
forward. It will be Exhibit 51.

(Exhibit 51 was entered into the record.)

HEARI NG OFFI CER SUTHER M. Ri ck Adans.

MR. R ADAMS: Good norni ng.

HEARI NG OFFI CER SUTHER. Good norning. M. Adans,
will you state your full nanme an spell your |ast nane for
the record, please.

MR R ADAMS. M nane is Rick Adans, the |ast
name is A-D-A-MS.

Wher eupon,
Rl CK ADAMS
Was duly sworn.

HEARI NG OFFI CER SUTHER: Do you have any witten
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statenents you would like to enter into the record at this
time?

MR R ADAMS: No, but | can give you what | wote
at a later date after you hear what | have to say, you want
a copy.

HEARI NG OFFI CER SUTHER: So are you -- you want to
submit a post-hearing brief?

MR. R ADAMS: Yeah, | can send this to you if you
want nme to, yeah

HEARI NG OFFI CER SUTHER: Ckay, all right, thank
you.

MR. R ADAMS: Are you ready?

HEARI NG OFFI CER SUTHER: You may proceed, yes.

MR. R ADAMS: Ckay, thank you. First of all,
that was ny son and I amvery proud of him He understated
his contributions on the farm W are a very old farm we
are very famly-oriented. W actually, typically would
probably belong in Wsconsin and not California. But he has
many j obs other than the ones he just stated, he was just
trying to be smug about it.

Actually I did not come here originally intending
to testify but on the way here | decided it was probably a
good idea and |I started thinking about things. So |I'm going
to read you what | wote and sorry if it's |less than, |ess

t han perfect.
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Thank you for your tine and for holding this
hearing. | originally was just going to bring ny son Lantz
to testify but on the ride here |I thought maybe | shoul d
testify nyself and now here | am Pl ease excuse ne if ny
testinmony is a bit choppy, | typed it here on ny i Phone
t oday.

What changed ny mind about testifying was the
recognition that three co-ops handling over 70 percent of
California's mlk not only recognize our plight as an
i ndustry but they are actively testifying on behalf of their
menber - owners. They recogni ze that the dem se of additional
menber dairy farns is not in their interest as processors,
nor in the best interest of the industry as a whol e.

About us and our farm W are a snall dairy
m | king 65 cows with many inefficiencies but operate as a
small famly farmthat produces all of our forages with
famly | abor, doing nost of the m|lking, feeding and farm ng
oper at i ons.

| understand and agree that the California nodel
of dairying, which is having a large dairy and buying all or
nost of your feeds, is no |longer as effective as it used to
be. Though we recognize the inefficiencies of our older,
smal|l dairy farmwe do everything we can to cut expenses,
including elimnating all custom operating as possible. In

fact, when we chop our stillage ny son Lantz drives his own
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stillage truck.

We struggle to survive w thout bank | oans because
we as a famly dairy farmrefuse to | ose what ny grandfat her
and ny father hinself worked so hard for. So ny wife's
teaching inconme is, in the short-run, continually being used
to keep our dairy in operation. That is not a planned
busi ness strategy and one we cannot nmaintain |ong term

| al so understand the Departnent's desire to
ensure that the small cheese operators can continue to
operate without the efficiencies that cone with the ability
to further process whey into a higher val ue whey product.
Those efficiencies are simlar to the ones that our snal

famly dairy operates under.

Having said that, | am not asking you today to
raise your mlk price to reflect -- okay, I'mgoing to start
over. Having said that, | amnot asking you today to raise

our mlk price to reflect the full value of whey to
selfishly protect me and ny inefficiencies, but rather to
support all of ny fellow dairy farners. By paying us ful
whey value, it will not save all of us. Some of our dairies
are al ready beyond being saved, their fate is already
seal ed.

| guess one of ny biggest frustrations is the fact
that the Departnent's own cost of production studies

correctly illustrate our reality. Realizing that the
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Depart ment recogni zes our m |k incone does not cover our
cost of production and then continuing to drag its feet
instead of rectifying the situation that's a problem-- the
Depart ment has been tasked with, which is bal ancing the
needs of the producers, the processors and the public.

In conclusion | would like to thank you for your
time and inplore the Departnment to raise our mlk price to
reflect the full value of the whey price. As | said
earlier, I amnot asking this to be selfish but rather
because this is an energency and we need it immediately to

save our industry. Thank you.

M5. GATES: | just have one quick question.
MR R ADAMS: Yes.

M5. GATES: Wiere do you ship your mlk to?
MR R ADAMS: Land O Lakes.

MS. GATES: Thank you.

MR. R ADAMS: Thank you.

HEARI NG OFFI CER SUTHER: Thank you for your
testimony, M. Adans.

MR R ADAMS: Wuld you like me to submt what |
-- what | said.

MR. R ADAMS: Yes, a post-hearing brief.

MR. R ADAMS: kay, thank you very rmuch

M5. GATES: Geat, thank you.

HEARI NG OFFI CER SUTHER:  Thank you.
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Ms. Peets. Ms. Peets, would you pl ease state your
full name and spell your |ast nane.

M5. PEETS: Sure. Renee Peets, P-E-E-T-S

HEARI NG OFFI CER SUTHER: And state your
affiliation for the record.

MS. PEETS: | am here on behalf of Kraft Foods
North Aneri ca.

Wher eupon,
RENEE PEETS
Was duly sworn.

HEARI NG OFFI CER SUTHER: And woul d you like this
testi nony marked as an exhibit?

MS. PEETS: Yes, please.

HEARI NG OFFI CER SUTHER: Ckay. It will be Exhibit
number 52.

(Exhibit 52 was entered into the record.)

MS. PEETS: Thank you.

HEARI NG OFFI CER SUTHER: You may proceed.

M5. PEETS: M. Hearing Oficer and nenbers of the
Heari ng Panel :

My nanme is Renee Peets. | amthe Senior Director
of Cheese and Dairy Procurenent for Kraft Foods North
America. Kraft operates a dairy plant in Tul are,
California, where we manufacture Parnmesan and ot her hard

Italian cheeses as well as cultured products including sour
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cream and cottage cheese under the Knudsen brand. This
facility al so produces dry whey powder. W enploy 265
people at this facility and process several mllion pounds
of mlk a day; this mlk is purchased from farnmer
cooperatives in California. The Tulare plant is one of
Kraft's 40 manufacturing facilities in North Anmerica, 11 of
whi ch are cheese pl ants.

| am here today to testify in opposition to any
increase in California mlk prices, whether in the form of
t he proposed changes to the tenporary price relief that was
i npl enented July 1, 2013, or the proposed change to the
sliding scale whey factor that is part of the Cass 4b
formula. Wiile we agree that the financial struggles
related to the drought of 2012 had an unfavorable inpact in
farm econonmi cs, this year's crops are reported to be in nuch
better condition and are predicted to be available in nmuch
| arger quantities than | ast year, thereby providi ng ongoi ng
relief to farminput costs and a correspondi ng i nprovenent
of farm economi cs.

Wth inproved grain harvest conditions and reduced
price pressures related to feed, California farm econom cs
are expected to inprove significantly during 2013. Recent
cost of production total feed cost data published by CDFA
paints a conpelling picture of inproving conditions in

California. The cost of feed is over one-half the total
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cost of producing mlk, and corn is a |arge conponent of
feed, so it stands to reason that novenents in the corn

mar ket can i npact on-farm econonmcs. Wth higher grain

mar ket s begi nning m d-2012, feed costs not surprisingly
clinbed to very high |l evels. However, these costs have

al ready started to ease, probably due both to lower grain
mar ket s and changing rations at the producer |level, with
nore downside likely as a function of the new corn and
soybean crops which are beginning to be harvested.
course, it's difficult to say whether year-over-year mlk
production changes have been just a function of weather
conditions or the result of deeper, nore fundanmental on-farm
cost struggles. However, draw ng concl usions regarding the
favorabl e econom ¢ inpacts of corn prices and their relation
to feed costs is certainly warranted.

From m d-2011 to m d-2012, corn prices averaged
about $5.50/ bushel and average total feed costs rose by |ess
t han $0.30/cwt of milk. Then, fromthe m d-2012 to early
2013 period, corn prices averaged about $6.00-$6. 50/ bushel .

During this period average total feed costs rose by
$0.93/cwt. The late 2013 and early 2014 corn futures as of
t oday woul d suggest that corn pries are predicted to be
bel ow $5. 00 t hrough Septenber of 2014, and this price |evel
shoul d | ead to correspondi ng decreases and result in average

total feed costs that are conparable to or even | ess than
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those of the 2011 crop year. Additionally, the 4b price
t hrough August of 2013 is $1.70/cwt higher than 2012.

Therefore, in light of this inproving situation in
feed costs, and coupled with the $0.15/cwt of tenporary
price relief that began July 1, and the $0.30/cwt tenporary
price relief that spanned February through May of 2013,
there is no need to further tenporary price relief.
Declining feed costs should be providing additional incone
to farners, versus adding on to the prices paid for m |k by
cheese manufacturers. The duration of the current tenporary
price relief of $0.15/cw on 4b should allow tine for the
Secretary's Dairy Future Task Force to fulfill the purpose
for which it was created, nanely to create a pricing system
in California that is viable for the long-termand all ows
producers and processors to maintain and grow their
busi nesses, while securing the California dairy industry's
position as a |l eader within both the United States and the
expandi ng gl obal dairy market pl ace.

Regardi ng the proposal to increase the whey
factor, we do not feel that this request is supportable.
Efficient whey processing requires the manufacturer to have
enough scale to justify making a |large investnent in the
asset base required to further process whey into a cormmodity
dry whey product. Many of the California cheesemakers

either can't afford the tens of mllions of dollars required
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to buy and outfit a drying operation, or they don't have the
fl oor space in their manufacturing facilities to support a
dryi ng operation, or they sinply don't generate enough whey
to process in order to have a reasonable return on invested
capital. In the case of val ue-added whey products |ike whey
protein concentrate or whey protein isolate, |ack of scale
beconmes an even bigger inpedinent as the cost of assets to
manuf act ure these val ue-added i ngredi ents are even hi gher
than for the assets used to process commodity dry whey. As
a result, many California cheesemakers are forced to di spose
of their whey, often incurring a cost for doing so.

Any increase in the whey factor will have a
negati ve inpact on Kraft's operations and busi ness deci si on
maki ng. Cheese processor margins are small, as retai
cheese is a conmmopdity business. And by this statenent |
mean that on-shelf prices for branded products need to be
close to prices for store brand products in order to be
attractive to consuners and drive themto choose the branded
product. The cost of manufacturing, storage,
transportation, sales and marketing are inflationary, and
when conbined with the increasing costs of raw materials
like mlk in California, there's only one place that
additional costs like tenporary price relief and adjustnents
to the whey factor in the 4b fornula can cone from the

margin. Qur shelf prices are based on our input costs. W
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can't charge the customer nore just becone sone percentage
of our cheese is made in a particular region, like
California, for a higher cost. W also can't just pull back
on trade spendi ng because sone percentage of our cheese is
made in a particular region for a higher cost. If we did
that, retailers would choose to pronote private | abel
products over our branded products because private | abel
products don't carry the heavy narketing expenses that
branded products do. W would | ose volune and share and
eventual |y becone delisted fromretailers' refrigerated
cases. After that, the business would eventually have a
| ack of viability. The continued squeeze on margins that
will be caused by recurrent tenporary price relief and other
short-term fixes instead of addressing the issue of the
current California dairy pricing systemw || eventually
result in cheese manufacturers leaving California for other
regions. California's |labor rates are higher than other
regions and the cost of transportation to other areas in the
US of product produced in California is prohibitive -
therefore sonething has to give to return the California
m |k industry's balance to equilibrium

The California M|k Advisory Board' s website say
that "cheese is California' s fastest grow ng dairy product
and 43 percent of the state's mlk supply goes to cheese

production. In the period between 1990 and 2012, California
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cheese production grew from 702 mllion pounds to 2.25
billion pounds. California' s nore than 50 cheesenakers nmake
250 different varieties and styles of cheese. Qperations
range fromsmall producers fanous for their handmade
cheeses, to sone of the country's | argest cheese plants.”
That m x of growi ng manufacturing scale and the ability of
the California cheese manufacturers to utilize 43 percent of
the state's m |k supply provides a nmechanismthat California
dairy farmers can | everage to grow their businesses and nake
nor e noney through volune and efficiency; but without this
infrastructure, farmers will struggle to find economcally
feasible outlets for their mlk.

The current California mlk pricing systemis no
| onger useful. The purpose of the Dairy Future Task Force
is to create a pricing systemin California to replace the
current pricing system The Task Force nust create a
pricing systemthat is viable for the long-termand all ow
producers and processors to maintain and grow their
busi nesses, while securing the California dairy industry's
position as a | eading source of supply both within the
United States and within the expandi ng gl obal narketpl ace.

The inmpacts of the 2012 drought were real and
California farners weathered the storm M Ik production is
i mproving, grain prices have fallen and on-farm econonics

are inproving. This should continue to be the case going
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forward into 2014 and therefore additional increases to
California mlk prices are not required for farners to
thrive and be profitable.

The California dairy pricing systemhas outlived
its useful life and it needs to be replaced with a system
that provides a sustainable and fair econom c state that can
wi t hstand good and bad production years, years with droughts
and others with floods, years with |large margi ns and years
with much smaller margins. The way to resolve the current
pricing situation is to let the Dairy Future Task Force
fulfill its purpose and bring all the parties together to
construct a systemthat works for producers and processors
al i ke.

Kraft is supportive of the work of the Dairy
Future Task Force and we are hopeful that 2013 will continue
to enjoy lower feed costs, better year-over-year weather
conditions, inproved farnmer profitability and an opportunity
for the Dairy Future Task Force to create a pricing system
that works for all parties, and nost of all provides a |ong-
termbenefit to the California dairy industry. W |ook
forward to a nore pernmanent solution to the current pricing
situation versus continued attenpts to tweak the fornmulas to
result in nore inconme to farnmers and nore cost creep to
cheese manuf act urers.

This concludes ny testinony. Thank you for your

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o B~ w N P

N NN N NN R R R R R R R R R
O N W N B O © O N o 00 »h W N R O

152

time. | would like to have the opportunity to file a post-
hearing brief if necessary.

HEARI NG OFFI CER SUTHER:  Your request is granted
for a post-hearing brief.

MS. PEETS: Thank you.

HEARI NG OFFI CER SUTHER: Any questions?

MR. EASTMAN. | do have a coupl e of questions.

Earlier today we heard testinony by sonme w tnesses
that have stated that if the Departnment were to inplenent
the co-petitioners' proposal it would still allow a margin
between the California Cass 4b and the price of mlk in
ot her areas of the country so that margin would still exist.
Do you agree with that?

MS. PEETS: | do not.

MR. EASTMAN. And why not ?

MS. PEETS: Because our pricing systens with
retailers, which is our predom nant channel that we sel
into, is very static. |In order to change those you woul d
need a significant -- you would incur a significant expense
as well as push-back fromthe retailers on the anmount of
pronotion that they'|l do with your business. | would say
that our shelf prices can't budget. So when our input costs
go up it comes out of the margin, period.

MR. EASTMAN. So would that apply only to your in-

state conpetitors conpared to those that are outside of the
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state of California?

M5. PEETS: No, | wouldn't say that. California
is our only manufacturing facility of Parmesan and hard
Italian cheeses, so we have to take that product and get it
to all of the other regions of the country.

MR. EASTMAN. And the other question | have is, in
California, Kraft is one of the few plants that actually
manuf act ures dry whey powder.

M5. PEETS: Yes.

MR. EASTMAN. And as we know, dry whey is one of
the comodity prices that determne Class 4b prices, it's
al so one of the commodities that determ ne Federal Order
Class IIl prices. So because of the fact that you actually
manuf acture and sell the product that the formula is based
on, doesn't that give you an advantage because your
operation nore closely reflects the formula itself?

M5. PEETS: | would say it mght give us an
advant age over fol ks who don't process their own whey and
who actually pay to dispose of it. But | would al so say
t hat whey processing itself, particularly just dry whey
powder and not sone of the nore val ue-added whey protein
concentrates and isolates, is a very chall engi ng busi ness.
The assets are super-expensive and the anmount of product
that you make that is food grade versus feed grade sells for

a very different price as well as you have to pay sonebody
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to market it. So | would say that it's a penny nmargin
busi ness for whatever advantage that is.

MR. EASTMAN. And then you nentioned how you
support the Dairy Future Task Force and finding sone other
pricing system Do you then -- are you not supportive of
the current system of end product pricing and structure?

MS. PEETS: No.

MR. EASTMAN. Although it seens that that has
served the industry for a nunber of years and in California
for quite a few years, what has changed over the years that
woul d | ead you to feel that the systemof pricing needs to
be changed to sonething different?

MS. PEETS: Because | -- nmy own personal opinion,
| feel that we're constantly searching for short-termfixes.
And pul l'ing out pieces of the pricing formulas to change,
increase in this case, doesn't help the overall situation
If we need to create a new pricing systemwe should create
one. W should go back to the grassroots and determ ne what
each party's needs are and then create a systemthat can
work for everyone. Forty-three percent of the state's mlk
goes to making cheese. |If both parties were at the table
together I'msure we could come up with a way that pricing
could work for everybody, versus having these hearings every
few nonths and comng up with a piece of a tenporary price

i ncrease that goes into effect for three nonths or one nonth
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or six months. It doesn't fix the overall problem

M5. GATES: | just have a quick follow up question
to one that Hyrum asked because you are one of the dry whey
processors. You were tal king about the difference between
ani mal grade and food grade and |'"msure there is a
difference in price there. What percentage nmaybe of your
production kind of goes either way or is it just the heat
i ssue that dunmps it over?

MS. PEETS: Honestly, it depends. W have a party
who markets all of our whey for us because we are not in the
i ngredi ents busi ness so we have a contract with that person
that says that we will produce a set percentage of food
grade whey and feed grade whey. And when our system doesn't
cooperate and we produce nore feed grade, that party takes a
| oss on that product and it then gets charged back to us.

So we have to live up to our contract and when our equi pnent
doesn't cooperate we have to nmake up that difference.

MS. GATES: Thank you.

M5. PEETS: Sure.

MR MASUHARA: Ms. Peets, simlar to what | asked
M. Dryer. Wre you part of any of the negotiations that
have been spoken about today?

M5S. PEETS: Like M. Dryer | was not directly
i nvol ved but we are nenbers of the Dairy Institute, they

acted on our behal f.
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MR. MASUHARA: And | didn't ask M. Dryer this but
"1l ask you and I'lIl assune that you speak simlarly for
all the other processors. Was there any other level that is
not represented in the nunbers that have been presented by
the co-petitioners that you feel econom c conditions do
warrant at this time? | knowit's kind of a conplicated
guestion to try to answer on the fly.

M5. PEETS: It is conplicated to answer on the
fly. | amnot sure | could answer that right now | don't
t hi nk so.

MR. MASUHARA: Ckay.

MS. PEETS: From what | understood the
negoti ati ons broke down, the proposal was not accepted by
t he ot her side.

MR. MASUHARA: kay, thank you.

HEARI NG OFFI CER SUTHER: Thank you for your
testimony, Ms. Peets.

MS. PEETS: Thank you.

HEARI NG OFFI CER SUTHER: Before we adjourn for
l unch for one hour is there anybody that is going to testify
this afternoon that has a conputer-aided programthat they
want to present?

Al right, thank you, I'll see you at one o' cl ock.

(OFf the record at 12: 00 p.m)

(On the record at 1:02 p.m)
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AFTERNOON SESSI ON

HEARI NG OFFI CER SUTHER: (kay, | adi es and
gentlemen, we will now go back on the record.

Ms. Duarte. Ms. Duarte.

M. Paris. M. Paris, could you please state your
full name and spell your |ast nane.

MR PARIS: M nanme is Joe E. Paris, the |last nane
P-A-R-1-S
Wher eupon,

JCE E. PARIS

Was duly sworn.

HEARI NG OFFI CER SUTHER: And woul d you |ike your
witten statement marked as an exhibit?

MR PARIS: Yes, sir.

HEARI NG OFFI CER SUTHER It will be Exhibit nunber
53.

(Exhibit 53 was entered into the record.)

MR. PARI'S: Thank you.

HEARI NG OFFI CER SUTHER: You may proceed.

MR PARIS: M. Hearing Oficer and Menbers of the
Heari ng Panel :

My name is Joe E. Paris and I am a consultant
representing Gallo Cattle Conpany LP, d.b.a. Joseph Gallo
Farms. W are grateful for this opportunity given to us by

the Secretary and the hearing panel to express our position
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on the proposal that is being heard today. This testinony

i s based on discussions that | have had with M. M chael D
Gall o, CEO of Joseph Gallo Farns and M. Gallo fully
endorses this testinony. Mchael D. Gallo has been a | eader
in his conmunity as well as agriculture and the dairy
industry. M. Gllo currently serves on the California
State Board of Agriculture and is a nenber of the dairy task
force created by Secretary Karen Ross.

Joseph Gallo Farns is a fam |y-owned dairy and
cheese plant with its principal offices |ocated at 10561
West Hi ghway 140, Atwater, California. Joseph Gallo Farns
has approximately 10,000 m |k cows. W currently operate
two mlking facilities in Merced County and nost of our mlk
goes into our fam|y-owned cheese plant. The Gllo cheese
pl ant al so purchases mlk fromtwo | ocal cooperatives and
processes al nost 45, 000, 000 pounds of m |k per nonth into a
variety of different cheeses.

Joseph Gallo Farnms supports the current whey
factors and the current tenporary price relief as outlined
in Section 300.00 of the Northern and Sout hern M|k
Stabilization Plans under order nunbers 59 and 74. GGllo
specifically supports the |anguage found in Section 300.0,
Paragraph E(1)(c) and Paragraph H(1-38).

The petitioners have requested that the current

whey factor be capped at $1.00 rather than at the current
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$0.75. The petitioners have requested that the current
tenporary price increases on all classes of mlk be

el i m nated except for the 4b price which they propose to

i ncrease to $0. 0528 per pound of solids-not-fat or a little
over $0.46 per hundredweight. That increase will result in
an increase in the cheese price of over $0.045 per pound in
a very conpetitive market. Joseph Gallo Farns opposes these
proposed changes.

We continue to hear that the 4b price needs to
mmc the Federal Order Class IIl price. California cheese
pl ants do not conpete with Mdwest plants as nmuch but from
unregul ated plants in Idaho and Utah. W also conpete with
a plant in the West Texas-New Mexi co area. New Mexico
mai | box prices run very close to California prices. It is
difficult to get verifiable producer information fromthe
| daho- Nort hern Utah area, but anecdotal information reports
that the producer prices run nuch bel ow the federal order
prices.

The idea of having only one class of mlk, 4b, pay
for a tenporary price relief to California dairynmen is
arbitrary, capricious and is patently unfair. Joseph Gallo
Farms woul d support a continuation of the current tenporary
prices as currently outlined in the MIk Stabilization and
Mar keting plans until the California dairy task force has

conpleted its work and published a plan to change dairy
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pricing in the state of California. W adamantly oppose the
petition being heard today.

Again, | thank the Secretary and the hearing panel
for allowng us to give this testinony and we al so request
the right to submt a post-hearing brief.

HEARI NG OFFI CER SUTHER: Your request to submt a
brief is accepted.

MR. PARI'S: Thank you.

MR. EASTMAN. | have a question. You nentioned
that it's difficult to find published information in the
unregul ated area of Idaho and Utah but you do nmention that
there is anecdotal information reports. |Is that sonme sort
of witten report or market comrentary by anal ysts?

MR PARIS: No.

MR. EASTMAN. \What do you nean by that?

MR PARIS: | have a client in Uah, a small dairy
co-op that I work with. And where | have that information
is fromthemwho are in that nmarketplace and work in that
mar ket pl ace. And | have been in that nmarketplace. But I
can't get any flat nunbers that tell nme what it is.

Now | have heard that -- and it's an unregul ated
area. Since they have had a couple of powder plants go in
up there, unregul ated and the price of nonfat has cone up,
that there has been nore conpetition in the cheese pl aces

for mlk in that area and that sonme of those prices have
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come up. At one tinme they were -- nost of that mlk was
bought on sone type of a cheese-yield forrmula that actually
set the price sonewhere below the Class Il price.

MR. EASTMAN. (Ckay, so that is based nore on sort
of the sense of -- sort of econom c conditions, what you
could sort of observe, they are not going to necessarily be
verifiabl e.

MR PARIS: If | could have found the nunbers
they' d have been in the testinony.

MR. EASTMAN. Sure. No, that's understandabl e.

HEARI NG OFFI CER SUTHER: Thank you for your
testimony, M. Paris.

Ms. Duarte?

M. Sanchez. M. Sanchez, could you please state
your full name and spell your |ast nane for the record.

MR SANCHEZ: Adolfo Sanchez, S-A-N-CH E-Z
Wher eupon,

ADOLFO SANCHEZ
Was duly sworn.

HEARI NG OFFI CER SUTHER: Woul d you | i ke your
witten testinony here to be marked as an exhibit?

MR, SANCHEZ: Yes.

HEARI NG OFFI CER SUTHER It will be Exhibit nunber
54.

(Exhibit 54 was entered into the record.)
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MR. SANCHEZ: | just have a brief statenent.

| represent Los Altos Foods, which is a very snal
fam | y-owned business just like nmany of the dairy farmers
say they are. W enploy about 200 enpl oyees. That's the
total conpany including sal esnmen and drivers, everybody.

We are al so being hurt by the econom c structure
in today's country, today's facilities. Qur pricing for not
only mlk but freight, packaging, ingredients, energy have
all gone up. Qur margins have greatly been reduced to where
t hey were al nbst non-existent |ast year.

If we don't continue -- if we continue with higher
prices maybe the 200 enpl oyees, which represent 200
famlies, they are also in danger of |losing their jobs.

The additional cost of whey would be prohibitive
for us. W do not process dry whey, we don't have the
capacity or the volume to process it or to buy the highly
expensive equi pnent that is required. It costs us about
$288, 000 a year to ship our whey out of the plant to di spose
of it and it looks like this year is going to be alittle
hi gher .

The only thing I can say is that maybe a nore
reasonabl e approach to what the farmers are suffering, and
we are all suffering the sanme, is to naybe alleviate the
regul atory burden that is placed on all of us. Thank you.

MR. EASTMAN. | do have a question. Your verba
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testinmony today nostly | ooks like it has devi ated sonewhat
fromthe text of your exhibit.

MR. SANCHEZ: Right, right.

MR. EASTMAN. |s there any enphasis or any focus
or points you would like to make regarding any of the points
that are found in your witten testinony or are you just --
they are part of the record.

MR. SANCHEZ: They are part of the record.

MR. EASTMAN.  Ckay.

HEARI NG OFFI CER SUTHER: Thank you for your
testi mony, M. Sanchez.

MR SANCHEZ: You're wel cone.

HEARI NG OFFI CER SUTHER: Ms. Duarte.

M5. DUARTE: Thank you.

HEARI NG OFFI CER SUTHER: Ms. Duarte, could you
pl ease state your full nane and spell your last nanme for the
record, please.

M5. DUARTE: Antoinette Duarte, A-NT-OI-NE-T-T-
E, DbUART-E
Wher eupon,

ANTO NETTE DUARTE
Was duly sworn.

HEARI NG OFFI CER SUTHER: Do you have any witten

statenents or anything el se you would |ike to be entered

into the record?
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MS. DUARTE: Yes, and | will do it after, thank

you.
HEARI NG OFFI CER SUTHER: Go ahead.
M5. DUARTE: Good afternoon, Hearing Oficer, ny
name is Antoinette Duarte. M son, who will turn 40 next

week, and | operate our dairy in ElIk G ove. Qur dairy is in
its forty-sixth year of operation.

| have had the opportunity to attend nmany of these
heari ngs and have given testinony of what has happened in
the last three and a half years. | was honored to present
testinmony to the Ag Assenbly Committee on May the 1st, 2013.

The financial devastation since then has gotten
wor se and has caused many of the dairies to close or be
forced to be sold by the creditors and in many cases | eavi ng
no nonies to buy a home and then no place to find a job.

The qualifications of running a dairy do not guarantee a job
in the job market.

The question | would |ike to ask of this hearing
panel is, have you asked the nen and wonmen who visit the
dairies that participate in the Cost Analysis Program about
how t he dairymen and -wonen are doing? How the cost
production and | ack of dairy inconme to cover the costs is
affecting the dairies. | amconfident that the response you
are going to get is that it is very difficult, each and

every tinme they visit the dairies. Many of the cost
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anal ysi s people have gone to participate on these dairies
for years and they see the stress that we are going through.
To try to keep our operations going is causing health issues
and difficult famly situations. The inadequate m |k incone
to the California dairies in the three and a half years has
cost us mllions of dollars in equity that is |lost forever.

Yesterday ny son and | net with our | oan officer
for our biannual review. Each and every tine we do this it
is difficult to stay positive about our industry. W do not
know what the feed prices will be this year until the grains
are in, the grains are harvested. Qur corn stillage is
about to be harvested and the cost of having it chopped and
put in the pit is rising due to the fuel costs.

Were is all this noney going to cone fromto pay
for the feeds that we desperately need for our cows? As we
were talking to our |loan officer she went on to tell us 80
percent of the dairies that they financially carry are
feeding their cows with hay nonth to nonth, nobody is
stocking any hay this fall.

Qur priority in operations is to keep the cows and
livestock well-fed, maintain our trucks, tractors and of
course the mlk barn, so that we have no maj or breakdowns.
Anything el se that has to be fixed or replaced is put on a
list. Wen it breaks we hope that it can be fixed w thout

having to be replacing. There is no nonies available after
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the feeds, labors and utilities, insurance and supplies are
paid. In our operation we can no |longer afford any major
br eakdowns.

My husband and | have al ways worked and saved to
try to make the right decisions so that we can pass on the
dairy to our son. Yes, we experienced the volatility |ike
so many others and, again, the last three years have been
brutal. Never did | ever think that we would be in so nuch
debt after all these years.

As | stated in the beginning of my testinony that
my son is going to be 40 years old next week. At one and a
hal f years old he was out helping ne feed the calves. He
has chosen to work 16 hours a day now because he does not
want to hire any hired help. He is inheriting a |arger debt
t han when we started 46 years ago. The size of our
operation is the sane. Yes, we are mlking nore cows but
what we have is all honegrown.

Each month | ask my son, well, are you ready to
put up the "for sale"” sign? And his response is, not yet,
nmom |et's keep going. | can manage the nonthly decisions
of who is getting paid and how nmuch. But the stress and the
toll that | see on ny son every nonth is very difficult.

In our area three dairies have been sold since
March and those dairies are being torn dowmn as of today and

grapes are being put in. W wll not see any cows on those
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operations ever.

| want to thank you very nmuch for allow ng nme the
opportunity to give my personal testinmony of our operation
and | believe | am speaking on behalf of nmany dairynmen and
-wonen who have not taken the tine to cone today, not
because they -- because don't have the tinme, they have to
stay honme and maintain their operations. Thank you.

MR. EASTMAN. | just have a couple of questions
regarding the dairy itself. About how many cows do you m |l Kk
and who do you ship to?

M5. DUARTE: W are now feeding 560 cows and we're
shi ppi ng to DFA.

HEARI NG OFFI CER SUTHER: Thank you, Ms. Duarte.

M5. DUARTE: Thank you.

HEARI NG OFFI CER SUTHER: Ms. Duarte, do you have
that exhibit you'd |ike entered into the record?

M5. DUARTE: Post, 1'Il submt it post.

HEARI NG OFFI CER SUTHER: Ckay, thank you.

M. Hofferber. M. Hofferber, could you pl ease
state your full name and spell your |ast nane for the
record.

MR HOFFERBER: Yes, | am Scott Hofferber, H O F-
F-E-R-B-E-R
Wher eupon,

SCOTT HOFFERBER
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Was duly sworn.

HEARI NG OFFI CER SUTHER: And do you have any
witten statenents or anything el se you would |i ke entered
into the record?

MR. HOFFERBER: Not hing el se, just that.

HEARI NG OFFI CER SUTHER: This wi |l be nmarked as
Exhi bit 55.

(Exhi bit 55 was entered into the record.)

MR. HOFFERBER: Good norning, Hearing O ficer and
menbers of the Hearing Panel. | am Scott Hofferber, the
Chief Financial Oficer at Farndale Creanery, and | am here
at the direction and on the authority of our Board of
Directors. Farndale is a third-generation famly-owned and
operated dairy processing facility in Southern California.
Wth about 86 enpl oyees, Farndale is processing an average
24.2 mllion pounds of m |k and cream per nonth, that's
about 100 | oads a week, into cheese, sour cream whey
protein concentrate-80 percent powder and butterm |l k. W
are grateful for this opportunity to provide Farndal e's
perspective on the matters before the panel.

I n accordance with the call of the hearing, | wll
provi de our testinony in response to each of the three
proposed anmendnents.

Wth respect to tenporary price adjustnent.

Article Ill, Section 300, Paragraph H, in its current form
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resulted froma hearing held just four nonths ago on My
20th. In the letter announcing the Departnment's deci sion,
Secretary Ross explained that, quote: "Wiile the testinony
on the hearing record failed to provide econom c data to
justify the industry's positions, the uncertainty of the
2013 corn crop, and questions about the stability of the
mar ket recovery indicate this adjustnment is appropriate.”

Well the "uncertainty of the 2013 corn crop"” has
certainly been alleviated with current and future corn
prices down to under $5.00 a bushel. The market recovery
guestions are also answered. Renoval of Paragraph His
appropriate and we support such action by the Departnent.
To | eave Paragraph Hin effect shifts its purpose away from
"emergency price relief” toward a recapitalization effect,
whi ch we do not support.

Whey Val uati on

We oppose the petition's adjustnents to the whey
factor. The resulting increase in raw product costs wl|
cripple our ability to neet the covenants under the
fi nanci ng arrangenent developed to facilitate creation of
our WPC-80 powder plant.

Wth respect to Article Ill, Section 300,
Par agraphs E(1)(c), E(6) and E(9) of the Plans: Wat nore
can we provide with respect to this topic that isn't already

included in our cunulative testinony to date, which we
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i ncorporate herein by reference. And | nean cunulative, in
the |l ast, say, eight hearings. At l|least certainly back to
2007. The petition takes yet another stab at unreasonably
extracting revenue from hi gher-val ued- whey processing plants
wi t hout concern or regard for the consequences of this
approach on the smaller cheese plants in California, which
represent about 80 percent of all cheese plants and about 15
percent of the cheese m K.

The annual results of Farndale's aninmal feed
popcorn whey processing over the |ast three years has gone
from break-even to a loss of nearly half a mllion dollars;
al nost entirely resulting formthe ever-increasing cost of
whey in cheese mlk. It is unreasonable to expect snal
cheese plants, unable to justify the investnent in a higher-
val ued whey processing facility, to suffer the consequences
of a perverted end-product pricing nodel that is based on a
hi gher - val ued product.

Addi tionally, as a processor who has now ri sked
i nvestnment in a higher-val ued-whey processing plant, we
cannot understand how producers imagine they're entitled to
extract nost of the profit fromsuch an enterprise, one for
whi ch they have done nothing different than what they have
al ways been doing as long as cows' m |k has been on the
nmenu.

A sliding scale construct would infer that the

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o b~ w N P

N RN NN NN R R R R R R R R R
O N W N B O © O N o 00 »h W N R O

171

strata of the scale would be represented over tine, al
strata of the scale would be represented over tinme. But
only the top two tiers have been represented in the |ast
three years. |If you're going to talk about the sliding
scale, which | don't think should be in there at all anyway,
it seenms to nme you need to extend the top of it instead of
just changing it to $1.00 at the $0.60 level. You need to
go up to $1.00 instead of $0.60 and put the $1.00 in there.
| don't know, you need to expand the scale such that you're
representing an average tier rather than the top tiers al
the tine. That's not in nmy witten testinony but there you
have it.

We suggest the whey factor be restored to the
$0. 25/ cwt as was i npl emented on Decenber 1st, 2007 and | et
negoti ati ons between individual plants and their shippers
determne a price reflective of that plant's ability to nove
t he whey stream sonepl ace; maybe into a market pl ace or maybe
to a landfill.

And then we saw -- let's see. W heard testinony
earlier that the $0.25 factor disconnected the price from
the market. | would suggest that a mnimumprice i s never
di sconnected froma market when a prem um can be charged for
the mlk. Sellers nust take up this responsibility, not
expect the Departnment to do it for them

Evi dentiary Support and Legal Conpli ance
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Smarter mnds than ours will have to tackle the
issue relating to the legality of the whey factor. However,
it seens intuitively obvious that, with as many end-products
that exist in the whey processing arena, no cost study or
make al | owance analysis can result in a fair and equitable
nmet hodol ogy.

And then the Task Force

Meanwhi | e, back at the ranch, the Dairy Future
Task Force continues to be our best hope for true reformto
our now ridicul ously contentious business partnership. W
remain conmtted to the DFTF and encourage all stakehol ders
to get on board with this process as soon as possi bl e.

And then | had just a couple nore coments. W
saw a slide earlier of the 2012 profitability indicating
| daho bei ng probably twi ce as profitable as any other market
in that presentation. It's worthy of note that Idaho is
unr egul at ed.

And then last, the question cane up earlier,
aren't there a lot of factors causing plant expansion not to
occur in California right now? And I |iked the answer that
was given but 1'Il kind of restate it. And that is, if 4b
is sufficiently profitable, plants would be built. So to
negatively inpact 4b now certainly cannot be an
encour agenent to grow h.

And that, with a request for a post-hearing brief,
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i f necessary.

HEARI NG OFFI CER SUTHER: Your request for a post-
hearing brief is granted.

MR. HOFFERBER: Thank you. Yes, Hyrunf

MR. EASTMAN. | don't think I | ooked your way.

(Laughter.)

MR. HOFFERBER: That was a dead gi veaway.

MR. EASTMAN. Ch | see, okay. 1In that case I|I'|
guess |'Il ask you a question so you feel --

MR HOFFERBER: So | feel --

MR. EASTMAN. -- |ike everybody el se.

MR. HOFFERBER: So | feel conplete.

MR. EASTMAN. Yeah, exactly. Wat do you -- | was
going to ask you to clarify your statenent with regards to
-- | suppose you're making a statenent about the construct
of the 4b forrmula. You nentioned that when it cones to whey
processi ng, no cost study or nake all owance anal ysis would
be fair and equitable. Can you expand on that? What
exactly do you nean by that?

MR. HOFFERBER: Well, currently we' ve picked dry
-- dry sweet whey as the base product. But there's |lots of
base products, including just taking it to the dunp, that
exist, that don't return any value to the cheesenmaker. So
what's saying that here with these kinds of increases in the

4b fornmula is they are actually trying to elevate it to,
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say, the 80 powder product that we are now nmaking. O if
you nake that the reference price it's going to even nake
life much worse for the people who aren't naking that.

We have long testified at these hearings that we
are like the biggest of the smalls, kind of a notion. Were
we have been forced into making the decision to do an 80
powder plant now just to stay in the cheese business.

That's nmy conment earlier about the | oss on the ani mal feed.
The popcorn whey business going froma basically break even
in the year that we went fromthe $0.25 factor to the $0.65
factor, which was an average that year for us of about

$0.39. Then we went to the $0.65 cap to the $0.75 cap. In
2013 we woul d | ose $477,000 if we continued into that -- in
t hat popcorn whey node.

Seeing that com ng we made t he decision | ast
August to build this plant and try to stay in the cheese
busi ness. And so then you get to ny comment, now you're
going to -- with this you're going to suck everything out of
that and we're going to have to go to the bank now and say,
wel |, the rules changed. Now we get the 10 year payback or
a 12 year payback, whatever the nunbers turn out to be. You
know, too bad. | nean, it's a business decision and we're
willing tolive with it but we are certainly going to
advocate, you know, for sonething that stratifies the cost

of whey to nore fit the product that's being nade.
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MR. MASUHARA: Scott, simlar to the questions |
asked of a couple of the other processors. As far as the
negoti ated agreenent, did you actively participate?

MR. HOFFERBER: Only in receiving output. W
never directly spoke with producer | obbyists or
representatives or whatever. W, of course, testified at
the May 1 hearing with respect to the |l egislation that went
t hrough. W were kept abreast all through tinme as to how
the progress was going. And what we understood at the end
of that was we had reached an agreeabl e set of |anguage but
there was a piece of that |anguage that dealt with econom c
justification that the producer representatives renoved from
t he | anguage and wal ked away fromthe negotiation.

MR. MASUHARA: So you never worked up a set of
nunbers that you considered a range of nunbers that --

MR. HOFFERBER: This was strictly a political
negotiation, as far as | was concerned. | wasn't part of
any kind of nunber crunching.

MR. MASUHARA: Ckay, that's all | had.

MR. HOFFERBER Al right.

HEARI NG OFFI CER SUTHER: Thank you for your
testimony, M. Hofferber.

M. Ahlem M. Ahlem wll you please state your
full name, and spell your last nanme for the record.

MR AHLEM David Ahlem A-HL-E-M
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Wher eupon,
DAVI D AHLEM
Was duly sworn.

HEARI NG OFFI CER SUTHER:. Do you have anything el se
other than this witten testinony you would like --

MR. AHLEM That's plenty.

HEARI NG OFFI CER SUTHER:  Yours wi |l be Exhibit
number 56.

(Exhi bit 56 was received into evidence.)

HEARI NG OFFI CER SUTHER: You may proceed.

MR. AHLEM Thank you. M. Hearing Oficer and
Menbers of the Panel .

My nanme is David Ahlem | amthe Vice President
and, General Manager for Hi |l mar Cheese Conpany. Hil mar
Cheese Conpany is a cheese and whey products manufacturer
with locations in California and Texas. |In California,
Hi | mar Cheese Conpany processes over 12 mllion pounds of
m |k per day, nore than 10 percent of the m |k produced in
California, and purchases mlk directly fromover 200
dairies. Finished products are sold to over 50 countries
around the worl d.

Hi | mar Cheese Conpany was forned by an innovati ve,
mar ket - ori ented group of Jersey dairymen who sought to
capture the full value of their high quality mlk. They

founded the conmpany on the ideal that producers should
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receive a conpetitive market-driven price for their mlKk.

| am here today to represent Hil mar Cheese Conpany
and our dairy producer owners. Hilmar Cheese Conpany
opposes the petition fromCalifornia Dairies, California
Dai ry Campaign, M|k Producers Council and Western United
Dai rymen. Hil mar Cheese Conpany supports a | ow regul at ed
m nimum price that allows the market to efficiently set high
mar ket - dri ven prices.

Econom ¢ Conditions Do Not Support Further
Enmergency Price Relief

California mlk supply and denmand appear to be in
bal ance. M1k production has seasonally exceeded the
state's processing capacity the past several years. Wen
capacity was not available mlk had to be shipped out of
state, sold to calf ranches or dunped. MKk buyers inposed
caps and base progranms to help throttle supply. Recently,

m |k production reports indicate that mlk supply has
decreased 2.6 percent year over year. this decline has
brought us into better balance with the state's processing
capacity.

Qur experience, as a conpany that pays producers
significant prem uns over the regulated price, is that the
m |k supply is reasonably stable and additional supplies are
avai l able to those who are | ooking to grow and pay prem uns.

Year -t o-date, our sanme farm production is up nore than one
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percent year-over-year. W continue to have many nore
producers on a wait list for permanent growth, and sonme mlKk
has been avail abl e on the spot narket even through the warm
sunmer nont hs.

The story in California and nuch of the country
t he past several years is about consolidation, not
contraction. Although undoubtedly painful for those
affected, mlk supply is transferring ownership with no
significant loss in production and cow nunbers. This trend
is not unique in California. According to the Wsconsin
State Farmer, Wsconsin |lost well over 600 operations in the
| ast year and typically | oses an average of 400 farns
annual ly. Unfortunately, high feed costs have accel erated
the rate of consolidation across the nation in recent years.

M Ik supply is expected to grow as producer
mar gi ns inprove further. Crippling high feed costs are
finally on the decline, as indicated by corn's current and
futures market trends. Corn prices have fallen several
dol l ars a bushel and forecast to continue around the
$5. 00/ bushel mark into 2014. As feed costs fall, producer
econoni cs are inproving; CDFA data shows incone over feed
mar gi ns trendi ng upwards, with the first quarter of 2013 at
$6.17. Producer margins are expected to strengthen further
in the fourth quarter of 2013 and into 2014.

Unfortunately, California plant capacity has not
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kept pace with supply. Although demand for cheese is
growi ng donestically and abroad, processing capacity in
California continues to decline am dst stable m |k supplies.
California's latest plant closure is slated for this nonth
as Lactalis American G oup relocates production from
Mozzarella Fresca in Tipton to their plant in the
unregul ated state of lIdaho. Lactalis has testified in past
years that future investnent in California was unlikely due
to the state's regul atory atnosphere. This sentinment has
been echoed by may processor representatives over the past
several CDFA pricing hearings. California does not have
addi ti onal production capacity available to handl e any
surplus mlk. It is inperative that m nimumregul ated
prices are not set above market prices such that they
artificially encourage increases in supply.

Emergency Price Relief is Not Required to Address
Changes in Market Conditions.

The market can and will respond to changi ng market
conditions much nore effectively than any intrusive
increases in the mninmmregul ated price. Nothing prevents
m | k buyers fromincreasing their pay price when supplies
tighten. There have been several exanples of mlk buyers
increasing their pay price in the past year as a response to
changi ng market conditions. |In Cctober of 2012, Hi |l mar

Cheese Conpany increased our pay prices in anticipation of
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the mlk supply tightening. W have al so heard of another
cheese processor doing the sanme. This sumrer there were
reports of one | arge cooperative offering significant over
order premiuns for mlk to fill seasonal gaps in supply.
These illustrations denonstrate that the market can and will
change if supply conditions are threatened. Price
corrections through market-driven prem uns are nore
effective than regul ated price increases because they are
supported by market demand and therefore sustainable.

Ei ghty percent of the mlk in California is
controlled by cooperatives that regularly negotiate supply
agreenents with buyers of 4b mlk. This is the proper place
for price discussions to take place. Instead of going to
t he mar ket pl ace and asking their custonmers, cheese
processors and others, for a higher price, these
cooperati ves have chosen to delegate this responsibility to
the California Departnent of Food and Agriculture. This is
not the intended function of the regulatory system The
regul ated m ni mum price should be a market clearing price,
not a market meking price. |If allowed to function, the
mar ket pl ace will drive prem uns and establish a val ue for
m | k above and beyond the regul ated price.

M ni mum Price Increases Redistribute Revenue and
Di sconnect Producers fromthe Marketpl ace

Not all dairy producers benefit when the m ni mum
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price is increased. Increases in the mninmumprice do not
mean i ncreases in take-hone pay for all dairy processors --
dairy producers, excuse nme. In fact, those who received
over order premiunms wll actually see a decrease in their
pay when mininmumprice increases as the prem uns are
redi stributed through the pool. Increases in the m ninmm
price redistribute revenue and di sconnect producers fromthe
mar ket pl ace. So that is our exanple, as the m ninum price
goes up the premuns that we have paid, which we have paid
significant prem uns since our inception, becone
redi stributed through the pool.

Conmparing Class Il to 4b Is Li ke Conparing Appl es
to Oranges

For over seven years, California has debated the
whey valuation in the 4b fornmula. At the heart of this
debate is an inappropriate 4b/Cass Il conpari son.
Producer organi zations have led their constituents to
believe that these two pricing nechani snms shoul d be equal .

As a processor that operates in both California and federal

order environnents, | can tell you that they are w ong.
Class 4b and Class IIl are not the same, nor should they be
t he sane.

First, California market conditions are different.
Qur supply and demand structure is such that California is

chasing plant capacity while Wsconsin plants are chasing
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m | k. This fundamental econom c situation contributes
greatly to the premuns paid to M dwest producers.

Secondly, California processors' costs are greater
and nust nove product further to market. California plants
cost nore to build and operate. W are also at a cost
di sadvantage to our M dwestern conpetitors as it relates to
proximty to domestic markets. Hilmar Cheese Conpany
regularly noves -- noves the mgjority of our cheese
production east. It currently costs about $0.08-%$0.11/1b
cheese to nove it into the Mdwest. That equates to about
-- around $1/cwt. It's really $0.80 to $1.00/cwt. W rmnust
be able to price this cheese conpetitively to remain in
t hese markets.

The third and nost significant difference is that
paying the regulated mninmum price is optional for
cheesemakers in Federal M1k Marketing Orders. The Federal
M| k Marketing Orders have a nechanismfor pricing pool mlk
bel ow regul ated m ninuns to clear the market when needed.
Through di versions to non-pool plants, all of our primry
conpetitors either operate outside of the regul ated
envi ronnment, |daho/ Cceania, or have the opportunity to opt
out of the pool, |ike New Mexico and Wsconsin. This neans
that cheese mlk is oftentinmes sold for |ess or purchased
for less than Class IIl in order to nove m |k during periods

of oversupply. Hilmr Cheese Conpany regularly buys mlk at
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bel ow Class |1l prices.

Fourth, the debate assumes that Class Ill is a
good, sound way to value cheese m |k and val ue whey. But
processors in Federal Orders have al so expressed concern
with the nature of the Cass IIl fornmula. As evidenced by
the recent closing of Penn Cheese Corporation in
Pennsyl vani a, cheese plants in regul ated systens w thout
whey concentration equi pnent struggle regardl ess of the
state in which they operate. This is also true in
W sconsin, where several years ago it was said that one-
third of the cheese plants were swimring in red ink on the
other solids price. That was a statenment by John Umrhoefer
of the Wsconsin Cheese Makers Associ ati on.

In the end, fornulas do not generate revenue.
They sinply determ ne how revenue is divided up. The
solution to our problens is not to nove to Cass Ill or to
t he Federal Order because the Federal Order does not
guar ant ee producers additional revenue. One only has to
conpare the California mailbox price with mailbox prices in
other regions with Federal Orders. There are regions of the
country |i ke New Mexico, which have a nuch hi gher percentage
of Class 1 mlk than California, where mail box prices are
very simlar to California. At the end of the day, supply
and demand conditions drive mailbox mlk values even in

Federal Orders. Quite frankly, our industry is asking the

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o b~ w N P

N NN N NN R R R R R R R R R
O N W N B O © 0 N o 00 »h W N R O

184

wrong question. Instead of asking which of the two existing
regul atory systens are best, we should ask what environnent
creates the nost opportunity for all industry participants
to thrive. Qur industry needs to focus on answering that
guestion. Until we do this we will continue to get the sane
poor results.

The Current Construct of the 4b Whey Formula is
| nsufficient and unsust ai nabl e

Wiile there are many differences between the
Federal Order Class Ill and the California C ass 4b pri ces,
there is one major defect they share, they both have
deficient neans for valuing dry whey. Dry whey does not
have a |iquid cash market for price discovery. |Its quoted
mar ket i s based on a phone survey, which |acks transparency
and tends to lend itself to the potential for msreporting.

Whey val uation is problematic because the cost of
production information is not avail able and auditable. As
the industry continues to consolidate and diversify, there
are not a sufficient nunber of plants that cost of
production can be publicly reported w thout reaching --
wi t hout risking breaches in confidentiality. Qut of the
dozens of whey plants in California, we believe only two
actual ly produce dry whey and their costs are not avail abl e.
The state, therefore, does not have adequate information to

properly construct end-product pricing fornul as.
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Further, a disparity exists for nobst processors
because they do not nake dry whey. There are nmultiple
categories of val ue-added whey and val ui ng based upon dry
whey is inapplicable to nost processors. For exanple, a
conpari son of whey markets over the past five years shows
that the income stream for whey protein concentrate based
products is not keeping up with the benchmark m |k fuel ed by
escal ating dry whey markets. Whey products are not all the
same and do not nobve in tandem Processors are required to
pay a mnimumprice that is not tied to the products which
t hey produce.

Processors agree that the data available for dry
whey is | acking, but selecting another whey product is not
wi thout flaws. Hilmar Cheese Conpany produces over half s
dozen different whey products. |In addition, we make
specific products for specific custoners, which require
| arge i nvestnents in equipnment and personnel. But even the
nost basic form of processed whey requires considerable
funds that sonme snmaller processors cannot afford.

Mor eover, the use of val ue-added products shoul d
not be attenpted in mninmumpricing formulas. As John
Urhoef er described in his Cheese Market editorial on January
6, 2012. The baseline product we should be using is skimred
wet whey. "Wey that has been ski mmed, cool ed, transported

and run through a mllion-dollar dryer is not a base
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commodity and has no place in a basic mlk price fornula."

Pool i ng and End Product Pricing Do Not Benefit
Dai ry Producers

Pool i ng and end product pricing fornul as
di sconnect producers fromthe marketpl ace signals.

I ncreasing the regulated price will effectively pool prem um
dol | ars being paid by handlers, putting further distance

bet ween the market pl ace and the price signals a producer
receives. This inhibits our ability to send price signals
directly to dairynmen to produce the type of mlk the

mar ket pl ace demands. It al so sl ows down a producer's
response to demand changes, thereby increasing periods of

| ow prices. At its extrene, over-inflated m ninum prices
could tell a Jersey dairyman there is no difference in
shipping his mlk to a bottler or a powder plant or a cheese
pl ant, yet we all know the best and hi ghest use for this
type of mlk is in cheese.

End product pricing fornmulas force producers to
bear all the market risk while making it nmore difficult to
hedge that risk. Wth make al |l owances i nbedded in pricing
formul as generating high mnimmprices, risk-averse
processors have |learned to operate within that set margin,
regardl ess of market direction. Producers are not afforded
that same |uxury and are vulnerable to price volatility.

End product pricing fornulas are already a
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hi ndrance to i nnovation and new product devel opnent.
Increasing mninmumoprices wll stifle innovation and new
product devel opnment even further, resulting in m ssed
opportunities for demand growth. These fornul as di scourage
processors from produci ng new products by introducing

consi derabl e risk when the price of the products a processor
makes deviate fromthe products used to set the regul ated
pri ce.

End- product prices are unable to keep up with our
ever - changi ng gl obal marketplace. As soon as these fornmnul as
are put into place they are outdated. Export custoners
expect to negotiate contracts for set periods into the
future. By the tinme prices are cal cul ated using historical
nunbers, they are no |onger applicable and this can be
extrenely detrinmental

End- product price fornmulas also lead to
contenti ous debates over value sharing that do not
contribute to sustainable increases in the value of mlKk.
Any change creates winners and losers. It directs the
i ndustry's focus to formulas, not custonmers. In the end we
sinply fight about how to divide up the pie, rather than
grow the pie for all.

Pool i ng subsi di zes the purchase of mlk for |ow
val ue dairy products and does not force all narket

participants to conpete. As |long as we have pooling and
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classified pricing in California those who process mlk wll
not have to conpete for mlk based on the value they create,
t hey can use the revenue fromothers via the pool to pay for
their mlk. And that is bad for dairymen. The solutionis
not to nake others pay nore into the pool, the solution is
to deconstruct the systemand force all processors or buyers
of mlk to conpete for that mlKk.

Hi | mar Cheese Conpany is not asking the system for
financial support, as sonme are. W are ready and willing to
conpete for mlk in a market-driven environnent, but today
that is not an option in California. 1In the end, the dairy
i ndustry needs to reformour pricing systemand force al
m | k buyers to focus on growi ng the value of mlk, not work
the system This is the only way to sustai nably grow the
value of mlk and increase producer pay prices.

Regul atory Uncertainty |npedes I|nvestnent

In the past ten years, we have had 20 m |k price
heari ngs, not including the hearing we are in the m ddle of
today. Each of those hearings have significantly inpacted
the margins and the returns for all processors and
producers. As individual conpanies consider |ong-term
investnments that require nmassive anounts of capital, these
frequently changi ng regul atory environnments di scourage
i nvestnment by creating uncertainty. | would say this for

both parties, producers and processors. This regulatory
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uncertainty paralyzes the industry and increases the risk of
new i nvest ment and continues to drive investnent to other
regions. It's time we introduce sonme stability into our
pricing environment and all ow market signals to drive
i nvest ment deci si ons.

The Sol ution

As a producer-owned conpany, Hilmar Cheese Conpany
supports the efforts to increase the value of mlk. W
believe this requires noving to a nore market-oriented
approach. This strategy has al so been suggested by producer
funded, third-party studies. Both the MKi nsey Report and
the I nnovation Center Report on d obalization concl uded that
there is trenmendous opportunity for California and the US in
t he gl obal marketplace. However, they both suggested that
the industry adopt narket-oriented policy initiatives and
pricing reform Both warned that failure to do so m ght
conprom se our conpetitive position |ong-term

Qur problemis not that our industry has been
focused -- our problemis that our industry has been focused
on the system not the custonmer. As a result, nmany of the
state's production assets are not configured to take
advant age of high val ue gl obal opportunities that exist. W
must turn our focus away fromthe system and focus on the
custoner. If we do not, we will get nore of the same poor

results. The whey factor debate is a synptomof a nuch
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| arger problem and a sinple adjustnment in the whey factor
will not solve our problens |long-term As long as we remain
entrenched in forrmula pricing, we will continue to have
contenti ous debates around val ue sharing, producers wll
continue to bear all the market risk and our industry focus
will be on the system not the custonmer. Let us redirect
our efforts in support of the California dairy task force as
they col |l aborate towards | ong-term sustainable sol utions.
Qur gl obal conpetitors are noving in that

direction. |In order to take advantage of international
growt h opportunities we nmust follow the | ead of other
countries such as New Zeal and and t he European Uni on.

Dai rymen in New Zeal and operate in an unregul ated nmarket,
yet they are often paid nore than those in regul ated areas.
Just last nonth, Fonterra announced another increase to its
Forecast Farngate M Ik Prices for the 2014 season in
response to strong international dairy prices. 1In the

Eur opean Uni on, processors are expandi ng capacity in | ower
cost regions in expectations of increased m |k production
when the restrictive quota systemis elimnated. These
processors are likely to enmerge as form dable internationa
conpetitors, according to USCED. W too nust change or risk
bei ng I eft behind.

On behalf of Hilnmar Cheese and its producer-owners

| urge the state to reject the petition fromCalifornia
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Dairies, Inc., California Dairy Canpaign, MI|k Producers
Council and Western United Dairynmen. In view of the very
recent changes to the whey factor, the m splaced conpari son
of 4b with Class IlIl, and the serious insufficiencies in the
whey cal cul ati on, and inproving econom c conditions, nowis
not the time to further distort market signals by increasing
the mninmumregul ated price. The proposed increase in the
regulated mninmum4b price is a step in the wong direction
for both processors and producers. Nowis the tinme to
enbrace a nore market-oriented approach and work together to
capture the opportunity that exists in our global

mar ket pl ace.

Thank you for your tine and consideration and |
woul d |i ke to request the opportunity to file a post-hearing
brief, if necessary. | would be happy to answer questions.

HEARI NG OFFI CER SUTHER: Your request to file a
post-hearing brief is granted.

We'l|l take questions fromthe panel.

MR. EASTMAN. | have a couple of questions on the
appendi ces of your testinony.

MR AHLEM  Yes. Yes.

MR. EASTMAN. G aph nunber 2, | assune the source
of that information, is that the CDFA Cost of Production
Survey or is that some other source?

MR. AHLEM No, that's the CDFA, yes
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MR. EASTMAN.  When it cones to Graph 3.

MR. AHLEM Yes, the capacity.

MR. EASTMAN. | see that the m |k production is
pretty straightforward. How did -- |'msorry.

How did you construct the effective plant capacity
type line there?

MR AHLEM That's been -- that's been a -- this
is a chart we've used and it's been used in past testinony,
actually between both us and Dairy Institute, and Bil
Schi ek can speak to this as well when he's here. But
generally at a point in tinme where there was kind of a known
bal ance in the state of capacity and m |k supply, we kind of
tracked all the closures fromthere. So it is our
estimation of where the effective capacity is that we have
been tracking over the years, conpared against daily mlKk
production as reported by the state.

MR. EASTMAN. So in essence its just a comparison
of the amount of mlk at one point intime the state was
abl e to handl e.

MR AHLEM That is correct.

MR. EASTMAN. Fromthere it either went up or down
based on cl osures.

MR AHLEM And it's our best guess at a
reflection of capacity based on what has been publicly

reported in ternms of plant closures or openings.
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MR. EASTMAN. | may have anot her question, | need
to |l ook here for a second.

MR. MASUHARA: David, nuch as | have asked
everybody before, as far as any negoti ated nunbers that cane
up with -- the petitioners' nunbers, did you participate in
that? And if you did, was there any anal ysis on your part
to support those nunbers or any |evel other than those
nunmber s?

MR. AHLEM Li ke sone of the others have said, |'m
a Dairy Institute nmenber. | wasn't directly involved in the
negoti ation. There was a negotiation but there was no deal .
But there was -- | wouldn't say, to ny know edge, any
guantitative analysis or rationale behind sone of the
formulations, | think it was -- it was in a political
cont ext .

MR. MASUHARA: Ckay. And | had anot her question.

On page four you make mention of a conparison to the
difference in increases fueled by dry whey nmarkets versus
WPC. Do you know of any reliable source of WPC sal es
information that's traded wi dely enough to be reportable or
is it purely anecdotal ?

MR. AHLEM That was just -- that was gathering
data fromthe survey prices reported by the USDA

MR. MASUHARA: That's the USDA survey price?

MR AHLEM Yes, yes.
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MR. MASUHARA: So it captures --

MR. AHLEM They have a broad category. | think
it's 34 to 79 percent or 34 to 50. Sone others could
probably correct me on that.

MR. MASUHARA: Ckay. But it reflects sales in
that category fairly accurately then?

MR AHLEM It's a survey.

MR. MASUHARA: Well, | nean, as accurately as a
survey can capture it then, leave it at that.

MR. AHLEM It's probably the only public nunber
I''maware of, but that's where that data was driven

MR. MASUHARA: Ckay, thanks. That's all | have.

MS. GATES: David, | just have one question. On
page four of your testinony you had spoken to at your Texas
pl ant you, on a regular basis, purchase m |k bel ow m ni num
Class Il prices. Could you kind of further define what
regul ar basis neans.

MR. AHLEM | nean, that could be ongoi ng.
There's been -- at tines there have been annual agreenents
that are on that basis, sonetines a spot. There are years
and mar ket conditions where it could be above and it can be
below, it can be both, but it's not unheard of. So it can
-- and it can transpire on nore than just a spot basis.

M5. GATES: (kay, thank you.

MR. EASTMAN. | have a couple of other questions,
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pi ggy- backi ng on what Candace just asked. Are there other
handl ers or plants around your Texas plant that al so operate
in asimlar fashion where they're taking in m ninumprice
m | k?

MR. AHLEM | wouldn't know what they're
purchasing mlk for.

MR. EASTMAN. Say that again.

MR. AHLEM There are other handl ers and buyers of
mlk but I amnot aware of what they are buying mlk for.

MR. EASTMAN. And then on page three of your
testimony you tal k about transportation costs to nove cheese
to the M dwest.

MR, AHLEM  Yes.

MR. EASTMAN. That can vary, | assune, The range
in cost, is that based on diesel prices or is it based on
the |l ocation where you' re shi ppi ng?

MR. AHLEM  Correct.

MR. EASTMAN. We know you have a plant in
California and one in Texas.

MR AHLEM That's based on -- so that's a current
snapshot of reflective diesel costs of transportation to get
cheese fromH | mar to the Mdwest specifically. So it's
nore -- if we go east to the East Coast it's a |arger
nunber, if we go, you know, to the nmountain range that's a

smal | er nunber. And that nunber has grown over tine.
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probably -- if | were to report that seven or eight years
ago it was probably half of that. The transportation
nunbers have grown over timne.

MR. EASTMAN. And so the shipping point, though,
is that in California, is it in Texas --

MR, AHLEM  No.

MR. EASTMAN. -- is it a storage facility?

MR AHLEM  The nunber | used here was in
California. So it's less shipping from Texas to the
M dwest, which nmeans we have nore available mlKk.

HEARI NG OFFI CER SUTHER: Thank you for your
testimony, M. Ahlem

MR. AHLEM  Thank you.

HEARI NG OFFI CER SUTHER: W are going to now
deviate off our normal script. Senator Galgiani is here to
make a statenent.

SENATOR GALA ANl :  Thank you, M. Chair, and
menbers; | amhere as the Chair of the Senate Agriculture
Commttee. And | wanted to nake clear that after nonths and
nmont hs of di scussion between dairy farners and m |l Kk
processors they reached a historic agreenent on the |ast day
before we were | eaving for break.

| called an energency hearing of the Senate
Agriculture Cormittee. That emergency hearing required rule

wai vers fromthe entire body to be able to hold the hearing
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after the deadline; and we did so because of the agreenent
that was reached between the producers and the processors.
We had that bill held in our Agriculture Commttee that day.

| had two nmenbers fromthe Agriculture Commttee fl own back
from Southern California to be present to vote on the deal,
whi ch was contained in AB 1038.

As part of this deal there was a short-termfix
that included $110 million in new noney that cheese
processors would pay into the mlk pool to be shared by
dairy farmers. This additional noney would conme from
increasing the price of 4b mlk by $0.46 cents and by
nodi fication of the whey fornmula.

Furthernore, in the |legislation there was
contai ned an elenent that allowed for the task force to
continue working. Being sensitive to this issue and both
sides of the issue it was inportant, in our view, that the
agreenent that was reached be a tenporary agreenent and that
both sides be allowed to continue with the Secretary and
others within this task force process to come up with
recommendations to be given to the Legislature for further
consideration for some permanent future changes to the mlk
pricing structure.

| will be submtting my conments in witing to
this body and I thank you for considering this. And once

agai n, the purpose of my being here today is to set the
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record straight and nake it clear that the purpose of our
heari ng and the purpose of the legislation was to codify the
fact that a deal had been reached. Thank you.

HEARI NG OFFI CER SUTHER:  Thank you.

Now fol ks fromthe Dairy Institute. M. Schiek,
coul d you pl ease state your full nanme and spell your | ast
name for the record.

DR. SCH EK: Yes, ny nane is WIlliam Schiek, S C
H 1 -E-K
Wher eupon,

W LLI AM SCHI EK
Was duly sworn.

HEARI NG OFFI CER SUTHER: You have si x docunents
here that we will mark as Exhibit 57.

(Exhibit 57 was entered into the record.)

MR. SCHI EK:  Ckay.

HEARI NG OFFI CER SUTHER: M. Lemmon.

MR. LEMMON:  Yes.

HEARI NG OFFI CER SUTHER: Coul d you state your full
name and spell your |ast nane for the record.

MR LEMMON: Sure. John Lemmon, the last nane is
L-EEM MO N
Wher eupon,

JOHN LEMVON

Was duly sworn.
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HEARI NG OFFI CER SUTHER: And you have one docunent
that will be marked as Exhi bit nunber 58.

(Exhibit 58 was entered into the record.)

HEARI NG OFFI CER SUTHER: M. Schi ek, you may
pr oceed.

DR. SCH EK: M. Hearing Oficer and nenbers of
t he Hearing Panel :

My name is WIliam Schiek and I am Econom st for
Dairy Institute of California and | amtestifying on the
Institute's behalf. Wth ne today is John Lenmon, GCeneral
Counsel for Dairy Institute, who will address the |egal
foundation for the whey factor as noticed in the call of the
heari ng.

Dairy Institute is a trade association
representing 30 dairy conpani es which process approxi mately
75 percent of the fluid mlk, cultured and frozen dairy
products, over 85 percent of the cheese products and a smal
percentage of the butter in the state. Menber firns operate
in both marketing areas and the position presented at this
heari ng was approved and adopted unani nously by Dairy
Institute's Board of Directors.

Dairy Institute appreciates the opportunity to
testify at this hearing where proposed changes to both the
tenporary price increases that were inplenented on January

(sic) 1st, 2013 and the sliding scale whey factor that is a
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part of the Cass 4b formula will be considered. Wile
prices for mlk and sone dairy conmodities have decreased
fromtheir spring highs seen in April and May, they are now
rebounding. And in the first seven nonths of 2013, dairynen
received $420 million nore in the pool than |ast year. At
the sane tinme the price of corn is beginning to decline from
| evel s seen |last year and earlier in 2013, and this trend is
expected to continue and intensify in the com ng nonths. As
a result of these changes, dairy farm margi ns are expected
to inprove substantially. At present, the state's mlk
supply is in fairly good bal ance relative to denmand. During
this summer's heat spells, there have been periods where one
or nore buyers have been short of procuring all the mlk
conponents that they would |ike and have responded by goi ng
into the market and offering prem uns to secure additional
supplies. However, as the heat abated, no chronic shortage
of mlk or mlk conponents has been reported. MKk
processing capacity is not being stressed at present and

m | k supplies are being handl ed adequately within the state,
a far cry fromthe situation seen during the first half of
2012. Based on the current economc conditions in the dairy
i ndustry, and the prospect for continued inprovenment in
dairy farmmargins, we do not believe additional price

i ncreases or changes to tenporary price relief such as those

proposed by the petitioners are warranted.
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In the state's Food and Agricultural Code, the
| egi sl ature has declared that the production and marketing
of mlk is a business affected with a public interest. 1In
defining how the public interest is to be served, the
| egi sl ature has nade nunerous declarations as to its intent.
Section 61802(e) of the Food and Ag Code reads: "It is the
policy of the state to foster the intelligent production and
orderly marketing of mlk." Therefore, pricing decisions by
the Secretary that seek to di scourage di sorder marketing are
reasonable, even if they result in prices for mlk used in
manuf act ured products that appear to be out of synch with
regul ated prices that exist in other parts of the country.

The bottomline here is that regulated prices nust
be set | ow enough to ensure that markets clear in order to
mai ntain orderly marketing for mlk. Setting regul ated
prices in the state at |levels that are too high for
California markets to clear locally, that is within the
state, are contrary to the legislature's stated policy of
fostering intelligent production and orderly nmarketing. A
nore detail ed discussion of these issues is presented in
Appendi x A.

Addi tional Price Increases are Not Warranted by
Economi ¢ Conditions

The producers' petition would result in a net

increase in pool prices fromlevels generated by the current
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formul as. Econom c conditions sinply do not support
additional price increases at this tinme. Futures prices
suggest that dairy farmmargins will be better than those
seen in the first half of 2013 for at |est the next six
nonths. For this reason, it is not advisable for CDFA to
raise mnimumprice levels further. Stronger farmleve
mar gi ns are expected to lead to increased m |k output and
sone testing of the state's plant capacity limtations.
Current marketing conditions are discussed in nore detail in
our Appendi x B.

Redirecting Tenporary Price Relief Solely to O ass
4b is Wthout Econom c Justification

The Petitioners' proposal to place all tenporary
price relief solely on Cass 4b is without justifiable
econonmi ¢ foundation and is not warranted by current economc
conditions. The rationale for the petitioners' proposal is
built on the notion that Cass 4b is underpaying relative to
ot her classes or in conparison to other regions of the
country. This notion is incorrect. Cass 4b prices are
| ower than Class IIl prices for the reason that mlk for
maki ng cheese has an inherent |ower econom c value in
California than mlk on other areas. This topic is
di scussed in nore detail in Appendix C.

But the factors that lead to a lower California

cheese mlk value are as foll ows:
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First, mlk for cheese nmaking has a | ower |ocation
value in California when conpared to other regions. In
order to market all of the products nade fromthe mlk that
dai rynmen produce, products nust be sold in markets that are
increasingly nore distant fromthe state. To be
conpetitive, California plants must ship product across the
country at a landed cost that is conpetitive with the order
prices that are paid by plants in the distant market. Wen
the cost of noving product to nore distant nmarkets is
consi dered, the current 4b pricing formula does not appear
to be undervaluing mlk for cheese naking.

California is a nore expensive place to do
busi ness than other states. This business cost difference
| owers what a plant is willing to pay for mlk in order to
profitably nmake and nmarket dairy products.

Third, farmlevel costs of production are
generally lower in California than the rest of the country.

And | ower m |k production cost leads to dairy farm
expansi ons and nore abundant supplies, which |owers the
value of mlk in the state over tine.

California' s expanding m |k supply has collided
wi th i nadequate processing capacity in the state on numerous
occasions, leading to disorderly marketing conditions and
di m ni shing the value of m Ik even further.

Differences in the applicability of m ninmm
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pricing between California and the Federal M|k Marketing
Orders necessitate that the California regulated prices be
true mninmumprices, while the sanme is not as crucial under
federal regulations. 1In the federal orders, mlk that is
not pooled is not subject to minimumpricing under -- in

ot her words, under the Order. |In other words, the regul ated
price is optional. 1In California, on the other hand, al

Grade A mlk nmust be paid the established state m ni mum

price regardless of its pool status. |In other words, the
regul ated price is mandatory. |If the price is set too high,
plants will be put out of business and dairynmen | ose narkets

for their mlk. Wen mlk supply exceeds demand, m |k nust
nove out of the state to find processing honmes instead of
being able to clear locally. To ensure orderly marketing,
California regulated prices for manufactured m |k nust be
set at levels that clear the narket.

Addi tional Changes to the Wey Scal e Are Not
Supportabl e

The inclusion of the whey factor in the Cass 4b
price fornmula has been problematic fromits inception.
These problens stemchiefly fromthe inherent difficulty,
even the inpossibility, of fairly attributing whey revenue
and margins that are representative of what is achieved by
all cheesenmakers. It has been noted at prior hearings that

the variety of whey products produced, the |lack of a
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reference product that accurately represents whey revenues
and costs achieved by all plants in the state, and the
stubborn fact that the majority of cheese plants in the
state do not have the ability to process their whey into
revenue-generating products creates an intractable policy
dilemma with respect to whey. This issue is discussed in
full detail in Appendix D.

At past hearings, sone have tried to argue that
the dry whey price represents a mninmumthat is achievable
by cheese plants and therefore it can be used in the pricing
formul a as plants maki ng ot her products are undoubtedly
earning even nore than for dry whey. The problemwth this
argunent is that it has been unsupported by any credible
evi dence and was actually refuted by an anal ysis done by
CDFA as part of the Whey Review Comrmittee in 2008 that
exam ned the relative values of dry and whey protein
concentrate-34 percent over tine. The probl em of
representing whey in a mlk pricing formula is further
conpounded by the | arge nunber of products that are
produced. One California cheesemaker notes that it has over
150 whey protein fornul ati ons avail able for custoners,
illustrating that trying to capture the value of whey to a
cheesemaker in a pricing formula is a practical
i mpossibility.

The precedi ng di scussion, of course, fails to
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identify the obvious problemthat no reference product can
accurately represent whey revenues to cheesenakers that do
not process their whey. According to CDFA data presented at
t he prehearing workshop in advance of the May 31-June 1

2012 hearing, only 11 of the state's 57 cheese plants
actually process whey. The other 46 plants do not process
whey and that nunber includes sonme of the state's |arger
plants. For plants that do not obtain revenue fromthe whey
t hey produce as a byproduct of cheesenaki ng, any product
that inputes a positive revenue contribution fromwhey woul d
not accurately represent the situation of those plants.

But what are the policy inplications? First, if
regul ators inpose a whey end-product fornula on cheese
plants, it will over-value mlk to some cheesenakers, drive
t hem out of business and | ead to disorderly marketing
conditions, especially if there is inadequate plant
capacity. Second, even in federal orders where the ability
exists for plants to pay |ess than the m ni mum pri ce,
overvaluation |leads to financial stress on plants. Finally,
any valuation of whey in a regulated mlk pricing formla
runs the risk of overvaluing mlk in the market and | eadi ng
to disorderly marketing conditions if it results in cheese
pl ants being unable to operate profitably. Ad hoc forml as,
such as the whey scale currently enployed, are as flawed as

end- product ones because they are constructed arbitrarily
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wi t hout reference to the revenues that regul ated plants
actual Iy achi eve from whey.

Consol idation of plants has led to |l ess publicly
avai l abl e data with which to design or anend end- product
pricing formulas under the current system 1In 2003 there
were four dry whey plants in the state that CDFA coul d use
inits dry whey manufacturing cost survey. Today there is
only one plant in the state that consistently produces dry
whey and the data cannot be reported for confidentiality
reasons. Fromthe perspective of generating representative
i nformation, the Departnment currently has no rational basis
for determ ning manufacturing cots for dry whey in
California or for relating themto the broader spectrum of
whey processing in the state.

The sane probl em pl agues the determ nati on of whey
revenues. The Departnment does not have an ongoi ng, public,
Cali forni a-based whey price series. It is not known how
closely the Dairy Market News western dry whey prices that
are currently used relate to prices received for dry whey by
California cheese plants. A simlar problemwould exist
when attenpting to use data for other whey products in |ight
of the diversity of the industry's product m x, the |ack of
a representative reference product and the dearth of public
price and cost data. CDFA would be unable to establish a

rational basis for a whey factor derived fromalternative
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whey products.

The lack of California data mght |ed sone to
suggest that CDFA sinply adapt or nodify cost, price and
yield data or other factors fromthe federal fornulas or
fromfederal plants as a substitute. 1In order for such an
approach to even be considered there would need to be
substanti ve evidence to show that the federal data is or can
reasonably be adapted so that it is broadly representative
of plant operations and product prices in California. The
Departnment’'s attenpts in the past to use federal Cass I
prices as a basis fromwhich to extrapol ate the whey factor
and incorporate it into the California 4b prices has been
bot h i naccurate and unreliable.

In 2003, the Departnent added a whey factor to the
Class 4b price fornula. Since an audited nmanufacturing cost
study for whey powder was not avail able at the tine, CDFA
relied on testinmony fromthe hearing in 2003 to set
manuf acturing cost allowances. The evidence and testinony
presented at the hearing was |argely based on materials
presented during previous federal hearings or drawn from
budgeted financial information. Though the use of such data
caused the hearing panel great concern, the Departnent
neverthel ess set the dry whey manufacturing cost allowance
at $0.02 higher than the allowance for nonfat dry mlKk.

This was the net hodol ogy enployed initially by USDA in
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establishing the dry whey make al |l owance used in the federal
orders. In 2004, when the results of CDFA s ski m whey
powder processing cost survey becane avail able, they showed
that the 2003 manufacturing cost allowance was actually

$0. 09 bel ow the average costs incurred by California plants
that were processing dry skimwhey. California handlers
were nmassively overpaying for Class 4b m|Kk.

Due to the |l ack of credible and representative
nmeans to accurately represent the value of whey to
cheesenakers across the state, and for all the other
af orenenti oned reasons in this testinony, Dairy Institute
does not believe that additional changes to the whey scal e
as proposed by the petitioners are advisable or warranted by
current industry or econonm c and structural conditions. W
do not support their adoption.

Rather, in our view, it is essential that the
California dairy industry transition to a new method of
determining mlk prices that will enable both processors and
producers to realize greater profitability. Dairy Institute
believes that the work of the Dairy Future Task Force is
crucial and we continue to support its efforts. Finally,

t here have been several newspaper articles in statenents
t oday about the industry negotiations surround AB 1038. W
have set forth the facts surroundi ng those negotiations in

Appendi x E. Thank you for the opportunity to testify.
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M. John Lenmmon will now address the | egal foundation of the
whey factor in the Class 4b formula. After his testinony we
will be happy to answer questions fromthe panel and we w ||
al so be requesting an opportunity to file a post-hearing
brief.

HEARI NG OFFI CER SUTHER:  Your request for a post-
hearing brief is granted.

M. Lemmon, will you continue.

MR. LEMVON: Yes, thank you. Good afternoon,

M. Hearing Oficer and nenbers of the Hearing Panel.

My nanme is John Lemon, | serve as General Counsel
to Dairy Institute of California.

As the testinmony by Dr. Schi ek has shown, the
evidentiary record in this hearing will not support an
increase in Cass 4b mlk pricing based on an adjustnent to
the whey factor. As a matter of both | aw and common sense,
the record fails to support even the continuation of the
current whey factor in Cass 4b pricing.

Dr. Schiek's testinony highlights five inportant
i ssues:

First, the adoption of a whey factor based on the
pricing, nake allowance and yield of dry skinmed whey is
irrational in light of the nany other end uses for whey in
t oday's market.

Second, the inclusion of a whey factor in the
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price paid by all handlers purchasing Cass 4b mlk is
irrational in light of the fact that the majority of

handl ers in California do not produce whey products for sale
as a byproduct of cheese nmanufacturing.

Third, there is no evidence in the record of this
hearing reflecting current pricing, make allowance and yield
in California for what appears to be the sole California
handl er that consistently produces dry skinmed whey for
sale, nor will there be any such evidence. That information
is proprietary, and because there is only one such
California handler, it cannot be aggregated with information
fromother California handlers to preserve its
confidentiality.

Next, the adoption of a Class 4b price based only
on the Federal MIk Marketing Order Class IIl price is
irrational owing to several key differences between
California nmarket conditions and out-of-state narket
conditions. These include the fact that, in the federal
system non-pooled mlk is not subject to the mninmumprice,
while in California the established 4b price is a true
m ni mum secondly, manufacturing and business costs in
California are higher; and thirdly, producer costs in
California are | ower.

The last point in Dr. Schiek's testinony is that

the last tinme the Secretary inplenmented a whey factor in
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California based on data relating to the Federal MKk
Mar keting Orders that effort msfired badly resulting in
overpriced O ass 4b m | k.

The Secretary appears to have anticipated these
issues in the Notice of Hearing regarding this hearing.
Wth that as a background I want to make four points:

First, the Notice of Hearings shows the
Secretary's justified concern that any adjustnent to the
whey factor with resulting changes in the Cass 4b prices be
supported by evidence relating specifically to California
handl ers.

The notice of this hearing specifies the legally
appropriate framework for anal yzing whether there is any
role for the use of the whey factor in setting the C ass 4b
mlk price. That notice asked the petitioners to address
the sufficiency of the calculation of the whey factor by
reference to quantifiable econom c data and net hodol ogi es,
such as but not limted to nmanufacturing cost data, market
and sal es data and the whey stream valuation directly
applicable to California plants.

The notice al so describes the Departnent's
concerns about the lack of transparent data that is readily
avai |l abl e, data that cannot be published due to
confidentiality, and data that are directly related to the

manuf acturing and marketing of California whey products.
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Lastly, the notice asks witnesses to address the
extent to which the factor can be transparently cal cul ated
as a conponent of the Cass 4b price and fairly inposed on
processors.

So far as any adjustnment to the whey factor and
resulting increases in Cass 4b mlk price is concerned,
then, the Departnment is obviously concerned with
transparency, as it should be. But as the record in this
heari ng today has shown, the whey factor in California
cannot be transparently calculated and it would therefore be
unfair to inpose it on processors.

The Secretary's Decision nmust be supported by
evi dence specifically related to California handlers and
included in the record of these hearings.

Transparency is not nerely desirable, it is a
| egal requirement. Under the |aw established by several
California cases cited in the witten version of this
testinmony, it is axiomatic that any pricing decision nmade by
the Secretary in connection with this hearing nust be based
on evidence in the record. As the Court in the Col den
Cheese case has stated: "Factual matters are reviewed to
determne if the director's action was arbitrary,
capricious, or entirely lacking in evidentiary support.”
That evi dence nmust be included in the record of the hearings

out of consideration for fairness and the | aw.
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These cases al so establish that, as a matter of
fairness, all parties are entitled to review, coment on and
rebut any evidence on which the Departnent may rely for its
decision to set prices. As one appellate court has already
noted, an adm nistrative agency directed to fix prices or
price levels after a hearing, may not base its decision on
evi dence outside the record and not made avail able for
rebuttal by the affected parti es.

As a matter of |aw, therefore, the Departnment nust
create an evidentiary record on which a review ng court can
rely to determ ne whether the Departnent's action is
arbitrary, capricious or lacking in evidentiary support. A
court review ng order by the Secretary in this proceeding
will scrutinize the record and determ ne that the order
| acks evidentiary support if there is no reasonable basis to
support the decision. The California Suprene Court has
delineated the scope of the reviewing court's inquiry into
whet her there was a "reasonabl e basis" as foll ows:

"A court must ensure that an agency has

adequately considered all relevant factors, and
has denponstrated a rational connection between
t hose factors, the choice nade, and the purposes
of the enabling statute.”
| see that | amout of tinme. Wuld you prefer ne

to continue this after all the other w tnesses have
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testified?

(The Panel conferred.)

HEARI NG OFFI CER SUTHER: Pl ease conti nue.

MR. LEMVON: Thank you, M. Hearing Oficer.

The Secretary is, of course, bound to apply the
very same standards in adopting or inplenmenting a mlKk
pricing formula if she is to be confident that her decision
wi |l avoid being overturned by a review ng court.

The third point | wish to make is that the record
in this proceedi ng does not contain evidence sufficient to
support the current or prospective use of a whey factor to
calculate Cass 4b mlk prices.

The only data regarding the whey factor avail abl e
inthis hearing so far relates to pricing, cost and yield
i nformati on underpinning the Federal M|k Marketing Orders
and related to out-of-state handlers. That data does not
pertain to California handl ers because i nformation regarding
California handlers is, for reasons of confidentiality of
handl ers, unavailable for introduction into the record.

This evidence therefore falls well short of the
call in the Notice of Hearing that seeks data "directly
applicable to California plants” and "directly related to
t he manufacturing and marketing California whey products.”

The evi dence pertaining to out-of-state handlers

subject to the federal orders is unreliable, for all of the
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reasons identified in Dr. Schiek's testinony and David
Ahlem's testinony. Nor are they alone in their skepticism
which is based on the differences between the California

m |k market and the federal orders. |In the Panel's report
rel eased after the June 30 and July 1, 2011 C ass 4a-4b
heari ngs the Hearing Panel once again reviewed and di scussed
all of these key differences.

The Departnent's efforts in the past to use
Federal Order Class Ill prices as a basis fromwhich to
extrapol ate the whey factor in California and California's
Cl ass 4b prices have been woefully inaccurate and
unreliable. As Dr. Schiek noted, in 2003 the Departnent
added a whey factor to the Cass 4b forrmula. Since an
audi ted manufacturing cost study for skimwhey powder was
not then available, the departnent relied on testinony from
t he 2003 hearing. Mst of that was drawn from federal order
heari ngs or from budgeted financial information. The
Department then set the manufacturing cost allowance at
$0. 02 higher than the manufacturing cost allowance for
nonfat dry m K.

I n maki ng that decision the Departnent m ssed by a
mle. 1In 2004, when the results of the Departnment's skim
whey powder processing cost survey becane avail able, that
survey showed that the 2003 manufacturing cost all owance was

actual ly $0.09 bel ow the average costs incurred by
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California plants then processing dry skimwhey. Since
2003, in other words, California handlers had overpaid for
Class 4b m Ik, as the Secretary recognized inplicitly when
she increased the manufacturing cost allowance and the
resulting Cass 4b price in 2005.

The denonstrated unreliability of Federal Mk
Mar keting Order data as applied to California handl ers,
coupled with the unavailability of California-specific
evi dence, conpels the conclusion that there is no reasonabl e
basis in this adm nistrative record on which the Secretary
may adj ust or even continue the whey factor as an el enent of
Class 4b pricing. |If "reasonable basis" nmeans anything, it
requires that the Secretary inquire whether there is any
reliable evidence in the record to support the whey factor
as an element of the Cass 4b price. 1In the face of the
proven unreliability of Federal MIk Marketing Order data in
the application to California and the unavailability of data
directly related to California handlers, this question mnust
be answered in the negative.

The last point is, Food and Agricultural Code
Section 62062 does not permt the Secretary to use Federal
M|k Marketing Class IIl prices as a substitute for
California-specific data.

Section 62062 of the Agricultural Code identifies

a nunber of factors the Secretary nust take into
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consideration in setting mninmumprices. Petitioners want
us to single out one of those factors for special enphasis
in their argument that the whey scale in the Cass 4b
formul a should be nodified, resulting in an increase in 4b
prices. They focus on the requirenment that California
prices bear a "reasonabl e and sound econom c rel ationship
with the national value of manufactured mlk products.™
Petitioners argue that Class Il prices exceed the
California Class 4b prices and that the California Cass 4b
prices nust therefore be increased.

But that argunent is m sguided.

Section 62062 |ists other pricing factors
mani festing the legislative intent that the Secretary al so
take into account, anong other things, the "cost of
produci ng and marketing mlk for all purposes, including
manuf act uri ng purposes.” The inclusion or application of a
whey factor in Class 4b prices nmust accordingly be supported
in the record by evidence showing, first, why dry skinmed
whey is a suitable proxy for all whey end uses; second, why
the inclusion of a whey factor boosting the C ass 4b price
is appropriate as applied to handlers for whomwhey is a
cost center, not a profit center; and thirdly, if in spite
of the foregoing a whey factor is nevertheless to be used,
the actual prices charged by California handlers for the

fini shed product, manufacturing costs incurred by California

ALL AMERI CAN REPCORTI NG | NC

(916) 362-2345




© 00 N o o b~ w N P

N NN N NN R R R R R R R R R
O N W N B O © O N o 00 »h W N R O

219

handl ers and yield for California handlers.

In the absence of evidence in the record regarding
any of these itens, the Secretary is obligated under the |aw
to reject any proposal regarding the whey factor. Moreover,
usi ng Federal Order prices as a proxy for California
pricing, cost and yield data does not satisfy the reasonabl e
basis test that the courts will apply to the Secretary's
decision in this case. The requirenent that the Secretary's
pricing decisions have a reasonabl e evidentiary basis and
have a "ration connection” to the pricing factors listed in
the statute is grounded in two considerations: participants
in hearings |like these nust be allowed to comment on and
contest evidence introduced by other parties; and the court
nmust have the basis for review ng the agency's deci sions.

Vi ewed agai nst that backdrop, there is no
di ssonance between the statutory requirenment that California
prices bear a "reasonabl e and sound econom c rel ati onship"
with national prices and the statutory requirenent that the
Secretary base her pricing decision on cost, price and yield
data specific to California handlers. The Secretary's
pricing decisions nust be driven by such cost, price and
yield data specific to California handlers as is included in
the adm nistrative record; national prices, based on other
data, provide a reference point but not a target.

I n concl usi on, considerations of both fairness and
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the law require a conclusion -- excuse ne.

Consi derations of both fairness and the | aw
require a conclusion that the Departnent cannot continue to
use the current whey factor in calculating Cass 4b prices.

As a matter of fairness, the use of a single end-
product, dry skinmed whey, as a proxy for all whey uses is
i nsupportable. Further, nost handl ers purchasing O ass 4b
m | k have not nmade, and may not have the ability to make,
the capital outlay necessary to convert whey from a cost
center to a profit center in their production.

As a matter of |law, the use or application of any
whey factor without inclusion in the admnistrative record
of evidence showi ng prices, costs and yields of California
handl ers would flout the statutory and decisional authority
carefully devel oped by California courts to bal ance agency
di scretion with judicial oversight.

| thank the Panel for the opportunity to testify
and | echo Dr. Schiek's request that we be permtted to file
a post-hearing brief.

HEARI NG OFFI CER SUTHER:  Your request for a post-
hearing brief is granted.

MR. EASTMAN. \Where to begin. Actually because of
the nere volunme of things it mght take a little bit. |
wanted to go to the appendi ces of your testinony,

Dr. Schiek, just to clarify a few things.
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So in Appendix A it appears that Figure A-1 sort
of mmcs, according to what | see, sonething el se presented
by the witness -- by Hilmar. | assune that's kind of -- is
that the sanme graph?

DR, SCH EK: Probably it's pretty close. D d you
-- A question to you.

MR. EASTMAN.  Ckay.

DR SCH EK: D d you want to expound on the
nmet hodol ogy, because | can --

MR. EASTMAN. Yes. Was his description of how you
came up with the effective plant capacity accurate?

DR SCH EK:  Yes.

MR. EASTMAN. O would you agree with that?

DR SCH EK: | would agree with that. It was
based on -- since | canme to work in the California dairy
i ndustry, plant capacity was al ways adequate. Wien | first
saw that it wasn't was in the spring of 2006. And the
particular nonth, | believe, was March and that was when we
first started getting the reports of mlk being distressed
and noving out of state. And so basically |I benchmarked to
that daily average m |k production in March of 2006 as a
sort of high water mark of what we could handle, it was
sonmewher e around that.

Since then, as M. Ahlemtestified, we have been

tracking, as best we can, plants that are closing, plants
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that are expandi ng, new plants, and | ooking at the sort of

announced capacities in the press reports and everything on
those facilities and trying to keep track on sort of where

that top line mght be. 1It, you know, can't be accurate to
the pound but it's in the ball park.

MR. EASTMAN. COkay. So you would agree there is
probably sone neasure, sone margin of error there. Because
if a plant is running a certain product that takes |onger
to, say, manufacture, nove through the plant --

DR SCHI EK:  Sure.

MR. EASTMAN. They could switch products then.
There could be sone -- a nmargin of gray area.

DR. SCHI EK: Yeah, sure. And | guess you would
say we're trying to -- trying to estimte maxi nrum effective
capacity. The actual effective capacity may be less if the
econonmi c incentives aren't right for plants to take on al
the mlk that they could possibly process.

MR. EASTMAN. COkay. Wen | | ook at Appendix B, it
lists a nunber of what appear to be econom c conditions.
And one of the thenmes so far of what we have heard today are
econonmi ¢ conditions that would warrant price increases or
t hose that would not warrant them and so in Appendix B
you're going to list some of these things. | know you
al ready -- you nmentioned m |k production plant capacity or

the supply of mlk in relation to demand as a factor. \Wat
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ot her types of econom c factors do you believe would be
i mportant in determ ning whether or not m ninumprice
i ncreases woul d be warranted?

DR SCH EK: | think it's inportant to | ook at
what is happening in terns of -- we tal ked about mlk
production, but in terns of what happening in the future
direction of our margins and what the trends are. And so
we're | ooking first at what is going on with feed costs, and
there is a chart there, Figure B-6, which tries to | ook at
at least three feedstuffs and illustrates, really, that corn
is the one that is changing greatly, it's falling. And I
tried to make some adj ustnment here.

| was using the California Grain and Feed Report
data, looking at the first week of the nmonth just as a
reference point. So the first week of Septenber, the first
week of August, so on and so forth. | then projected
forward with the CME futures prices with an adjustnent for
the California basis, in terns of |ooking at what those
prices mght be on a tonnage basis. You know. if you went
out and bought corn today, what the CME futures price was.
You know, what kind of price that would translate to in
dollars per ton. So feed cost.

M|k prices was anot her, another one, what's
happening with m 1k prices and what the futures market

suggests. Futures mlk prices will be in the comobdity
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prices.

Al so | ooked at the issue of consolidation because
we have had sone testinony today about consolidation, which
is -- which is a painful and just devastating change in the
industry. But | think sonme of the charts show t hat
consol idation has been kind of a constant in our industry.
At times it's greater, at tines it's not as great, but | had
a chart in here that kind of conpared consolidation in
California with sone other najor dairy states and the US
average. And the issue there is that's kind of a feature of
the | andscape. It's not unique to California nor is
California experiencing it in a greater degree than other,
other states. You read reports fromplaces like Dairy
Australia, reports out of Europe on mlk nmarketing and
you're finding it's happening everywhere. Feed cost is
pretty universal in terns of the way it inpacts dairy
farm ng.

| also nmentioned -- the last chart in there is on
the dispersion of the m |k production cost estinates.

MR. EASTMAN. |'msorry, which figure are you
referring to?

DR. SCH EK: That would be Figure B-8. which has
taken the cost of production feedback data fromthe
Departnment for the first quarter of 2013 and just plotted it

for every farmthat's in the sanple and it shows the
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di spersion of those costs.

And one of the issues that drives consolidation is
our current pricing systemand the fact that it basically
channels all the sort of conpetitive effort for dairynen
into the cost arena. You see you've got sone dairynen who
were high cost, some were a lower cost. | think the spread
here in the sanple is sonething |ike around $11/cw
di fference between the high and | ow cost farnms in the
sanple. And when you have that kind of spread there is an
average that kind of hel ps determ ne where the m Ik supply
conmes, you know, on average.

But the | ow cost farns are maki ng nore noney and
so they're -- they have noney to expand and take advant age
of scale econom es and |ower their costs even further, which
tends to bring prices down. And that, obviously, nakes it
really tough on the higher cost farns and they eventually
exit. So when you have a system where people are conpeting
on cost, that's the only way they really can inprove their
profitability, it drives consolidation.

MR. EASTMAN. (Ckay. So noving on to Appendi x C
Ckay, on Figure C3, | was -- | understand the Federal C ass
1l price and the current 4b price. Wat exactly does that
third price nean? Wat is that?

DR, SCH EK: It represents essentially that

federal Class Ill price less the cost of shipping from
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California to that market. | think this is the East Coast,
actually it's Boston. So the cost of noving cheese from
California to Boston, expressed on a per hundredwei ght
basis. Subtract that fromthe local Cass IIl price.
That's representative of what a California plant, all other
t hi ngs bei ng equal, would have to be paying for mlk in
order to have a | anded cost that is conpetitive with the

| ocal plant.

And the point | was making there is that, you
know, where that -- obviously there are sone differences in
timng of ups and downs, but where that line lies is pretty
close to the current 4b.

MR. EASTMAN. So can you repeat again exactly how
you're getting the transportation cost exactly?

DR. SCH EK: That was from surveying. You know,

informally surveyi ng nenbers who ship cheese those

di st ances.

MR. EASTMAN. Your California Dairy Institute
menber s?

DR SCHI EK:  Yes, yes.

MR. EASTMAN. Okay. And | think Exhibit CG1 is
sonmething that's been -- and this is sort of a cost of doing

busi ness, business clinate-type index, right?
DR SCH EK: Right. R ght. That's this year's

dat a.
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MR. EASTMAN. Ckay. And then in Appendix D, D1
It | ooks like you' re just taking a per pound protein basis

conpari son

DR. SCH EK: Right.

MR. EASTMAN. And what percentage were you using
for dry whey as a protein?

DR. SCH EK: Well, let's see. W were nultiplying
-- multiplying the WPC-34 price by .38, which is -- the data
in that table actually cane fromthe CDFA analysis from 2008
so whatever assunption was used there. | think it was .38

times the WPC-34 price, to make an equi val ent dry whey

pr ot ei n.

MR. EASTMAN. Right. Ckay.

DR SCH EK: | think that nunmber is 13 --

MR. EASTMAN. Like 13 or 14 percent.

DR, SCH EK: -- 14, sonewhere in there, yeah
protein. And then | just -- in Figure D-2 just extended it

wi th that same net hodology with the nore recent data. And
what it shows is that there's sone times WPC-34 is the nore
val uabl e product, sonetines dry whey is the nore val uabl e
product. There is no consistency there in terns of which
one is the | owest val ue product.

MR. EASTMAN. Ckay. And so on D2, if I -- just
refresh ny nmenory. | think Dairy Marketing News, they

report a range, don't they?
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SCH EK: Yes, so thisis --
EASTMAN:  And so you were taking the m dpoint?

3 3 3

SCHI EK:  The m dpoi nt, yeah.

MR. EASTMAN. Ckay. Okay. I'mglad there's only
five appendi ces.

(Laughter.)

MR. EASTMAN. And then in Appendix E it |ooks |ike
you're highlighting a little bit of comentary regarding the
negoti ati ons that happened between the producer and
processor sides of the industry as it related to the state
| egislature and the legislative activities of this year so
far. And so fromwhat | see then you just have a few
di fferent versions of AB 1031 (sic) |anguage that have, |
guess, changed at certain points.

DR SCHI EK: Yeah, there's two versions of the AB
1038 | anguage. One was what was in print, | think July
10t h, and then the final version that was published on
August 13th. And that really reflected what coul d be agreed
toin ternms of language in the bill. And it has no
reference to pricing, it's all task force | anguage.

MR. EASTMAN. So you have two copies. So are you
stating that the July 10th is sonething that was being
accepted or considered by the Dairy Institute or the
processing community and then it switched? 1s that -- and

t he second copy is sonething that you didn't support?

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o b~ w N P

N NN N NN R R R R R R R R R
O N W N B O © 0 N o 00 M W N R O

229

DR, SCH EK: July 10th was the version that was
sort of drawn fromthe letter that fol ks have referenced
from Joe Lang of Lang Hansen to Dr. Pan. And that bill was
anended two hours, probably, before it was heard in
committee that Ms. Gal giani, Senator (Gal giani tal ked about.

So the final version is the August 13 version.

MR. EASTMAN. Ckay. All right, so those were sone
of ny questions regarding the appendices | have. | may have
a couple other --

MR. MASUHARA: Can | junp in real quick, Hyrunf

MR. EASTMAN. Sure, go ahead.

MR. MASUHARA: My never-ending quest to find out
where these nunbers cane from (Qoviously, w th nunbers,
sonebody pushed a pencil around sonewhere. Can you offer
any insight on this, Dr. Schiek, on the $0.46 and raising
the cap from $0.75 to $1.007?

DR SCH EK: | think it's fair to say that those
nunbers were nore political calculations than econonic ones.

MR. MASUHARA: So it was just a, what can you live
w t h?

DR SCHI EK: Yeah. | think some of the -- sone of
the driving folks behind the bill had certain nunbers in
mnd, the big, top line nunbers as far as total relief. So
there were different proposals discussed but there was no

econonm ¢ anal ysi s done.
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MR. MASUHARA: So it was pretty much a politica
cal cul us that occurred here?

DR SCHI EK:  Yeah.

MR. MASUHARA: Ckay, thank you

M5. GATES: You covered everything | had, you did
a great job.

MR. EASTMAN. | have one nore question, actually.

One thing that you nentioned, Dr. Schiek, in your
testinmony is that on the producer side there is a
consolidation going on in the industry. And it has been
happeni ng for awhile where we have fewer dairy farns that,
on average, are larger. Do you not see that's going to have
to happen on the processing side as well? 1In California we
have, say, cheese plants of different sizes that have
di fferent econom es of scale based on size. Do you not
believe at some point that is going to happen to the cheese
plant? To really conpete they're going to have to get big
enough to devel op those efficiencies or find the manner in
which to invest in whey processing to be able to bal ance
their product supply and conpete in the marketpl ace, whether
it be donmestic or global or wherever?

DR. SCH EK: That's a, that's a good questi on.
You know, froma policy perspective |I think you're right,
that's certainly a possibility. | think the bal ancing

poi nt, though, is where is the mlk supply? If the mlk

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o b~ w N P

N NN N NN R R R R R R R R R
O N W N B O © O N o o0 M W N R O

231

supply is long enough to keep so that we need the -- so the
smal l er plants, plant capacity in the systemto market al
the mlk, you know, they may hang around for awhil e because
that's where the m |k supply is.

So it's kind of a where is that market clearing
price? And, you know, currently and historically the issue
has been we have been pushing plant capacity in the state.
| don't see any, any evidence yet that that won't be an
i ssue going forward in the next few years.

MR EASTMAN: Just to make sure | heard that
correctly. So you don't think that is not going to be an
i ssue? Did you use a double negative? I'msorry, it's
getting into the afternoon.

DR. SCH EK: |1'msorry, a double negative.

MR. EASTMAN. Do you think plant capacity is never
-- not going to be an issue?

DR. SCH EK: So the issue of plant capacity |
think is going to. Pushing up against plant capacity is
going to be an issue in the com ng years.

HEARI NG OFFI CER SUTHER: Thank you for your
testinmony, Dr. Schiek and M. Lenmon.

MR. LEMVON:  Thank you.

M. Garbani. M. Grbani, could you please state
your full name and spell your |ast nane.

MR. GARBANI: Pete Garbani, spelled GA-R-B-A-N1I.
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Wher eupon,
PETE GARBANI
Was duly sworn.

HEARI NG OFFI CER SUTHER: And do you have anyt hi ng
el se other than this witten testinony that you would |ike
mar ked as an exhibit?

MR, GARBANI :  No.

HEARI NG OFFI CER SUTHER:  Your exhibit will be
mar ked nunber 59.

(Exhibit 59 was entered into the record.)

HEARI NG OFFI CER SUTHER: You may proceed.

MR. GARBANI: M. Hearing Oficer and Menbers of
t he Panel :

My name is Pete Garbani. | amhere to testify on
behal f of Land O Lakes, Incorporated. M business address
is 400 South M Street, Tulare, California, 93274. W
current title is Vice President of Menber Relations. Land
O Lakes thanks the Departnent for calling this hearing to
consi der anendnents to the Marketing Plans. This hearing
wi |l address issues of critical inportance to the future of
both our California dairy producer nmenbers and the entire
California dairy industry.

Land O Lakes is a dairy cooperative with 3,000
dairy farmer nenber-owners. Land O Lakes has a nationa

menber shi p base, whose nenbers are pooled on the California
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State Program and five different federal orders. Land
O Lakes nmenbers own and operate several cheese, butter-
powder and val ue-added plants in the Upper M dwest, East and
California. Currently, our 210 California nmenber-owners
supply us with over 16 mllion pounds of mlk per day that
are primarily processed at our Tulare and Ol and pl ants.

Land O Lakes fully supports the proposal submtted
by California Dairies, Inc., California Dairy Canpaign, MIKk
Producers Council and Western United Dairynen.

We agree with the petitioners that the 4b price
remains the primary issue. The 4b price has averaged $15. 96
in the three nmonth period June through August 2013,
representing a decrease of $1.24 fromthe May 4b price of
$17.20. Future prospects for the 4b price presently | ook
bearish in light of the | arge volunme of cheese in storage
and projections for another year of strong mlk growh in
New Zeal and. Sonme mar ket anal ysts project the 4b price to
drop bel ow $14.00 in the first half of 2014.

We remai n concerned about the persistent gap
between the California 4b and the Federal Oder Cass Il
prices. Since May, the difference has averaged $1.69 for
the four nonth period May though August 2013. The 4b
di scount has averaged $1.60 per hundredwei ght | ower than the
Class IIl price for the seven nonth period February through

August 2013.
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It is inportant to note that the nmonthly Western
dry whey price used by the Departnent in the whey portion of
the Cdass 4b formula has continued to exhibit significant
mar ket strength in 2013. The Dairy Market News dry whey
western nostly has averaged slightly over $0.58 for the
first eight nonths of 2013. Recall that when the whey
trades at $0.58 the whey factor in the 4b fornul a
contributes $0.6875 to the 4b price; by conparison, at a
whey price of $0.58, the whey factor in the Cass Il
Federal Order formula contributes roughly $2.31 to the O ass
Il price - a difference of $1.62 per hundredwei ght.

Equal ly inportant, dairy market anal ysts project
that whey prices will remain at |evels exceeding $0.50 for
the rest of 2013 and 2014, which will continue to ensure
that the large California cheese plants will return
significant margins on their processed whey operations. In
light of the continued strength forecasted for the whey
mar ket and the administrative price constraints under which
the 4b price is presently cal cul ated, the gap between the 4b
and Class Il will very likely persist into the imedi ate
future.

In sum wthout the proposed changes to the whey
factor in the 4b fornmula and the tenporary increase in the
4b price, California' s dairy farnmers will feel the ful

force of a decrease in cheese prices while receiving only a
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portion of the benefits of a strong whey narket.

The petitioners' proposals would have the
potential to add nmuch needed revenue to California' s dairy
farmers' accounts over a 12 nonth period. This additional
revenue woul d have a significant positive financial inpact
on California's dairy farner famlies and woul d send an
i nportant nmessage to California dairy farnmers that the CDFA
Secretary understands the seriousness of the financial
pressure that California dairy farmers have experienced in
recent years.

By contrast, cheese processors have continued to
enjoy the benefits of a discounted 4b price even with the
four nonth, $0.30 increase and the current six nonth $0. 15
increase in 4b. Recall that in 2012 the 4b price averaged
$1.91 lower than the Federal Order Class IIl. Even after
taking into account both of the recent admi nistrative price
i ncreases, the 4b price has still offered a significant
di scount of $1.60 to cheese processors.

Fi nanci al Conditions Continue to Chall enge
California Dairy Farners

As we noted in our testinony |ast Decenber,
California's dairy farnmers experienced negative margins in
the first three quarters of 2012. Recall that when
conparing the Departnment's statew de cost of production

esti mates, before any all owance for returns on investnent or
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managenent, with the Departnent's statew de blend price, we
identified how California dairy farmers absorbed a | oss of
$0. 70 per hundredweight in the first quarter of 2012, a |loss
of $2.22 per hundredweight in the second quarter of 2012 and
a loss of $1.97 per hundredweight in the third quarter of
2012.

Wiile the Departnent's data indicated that
California dairy farners received a blend price above their
cost of production during the fourth quarter of 2012, the
situation has changed drastically since then. During the
first quarter of 2013, the statew de bl end price averaged
only $0.02 above the cost of production, reducing nargins to
br eak-even | evel s.

M| k prices have continued to steadily decrease
since the peak |evels of Novenmber 2012. For exanple, the
Department has reported that the overbase price decreased by
$1. 64 per hundredwei ght to $16.85 in July, down fromthe
Novenber peak of $18.49. The California all-mlk price
decreased $2.41 over the sanme eight nonth period and the
statew de bl end decreased by $2.35 per hundredwei ght.

On a quarterly basis, the Departnent reported that
the statew de bl end decreased $1.73 fromthe fourth quarter
of 2012 to the first quarter of 2013. During the second
guarter of 2013, the statew de bl end | agged behind the bl end
price in the fourth quarter of 2012 by $1.31. Margins on
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the farm have followed m Ik price dowmn as the margi n over
feed decreased by $1.42 in QL of 2013 conpared to Q4 of
2012. Cearly, California's dairy farmfamlies have been
experienci ng anot her period of tightening margins.

Many mar ket anal ysts have witten about the
opportunity offered to California dairy farners fromcorn
futures trading at |lower levels due to the projections of an
abundant harvest this fall. The fact of the matter is that
the fixed whey factor severely hinders a California dairy
farmer's ability to make an effective use of dairy futures
to hedge their mlk and take advantage of the projected corn
prices to lock in their margins. The fixed whey factor
exposes California dairy farmers, who attenpt to |ock-in
their margins using a Cass Il futures contract, to a huge
amount of basis risk.

For exanple, the Class Il futures contract
of fered by the Chicago Mercantil e Exchange is the nost
heavily used of the dairy product futures contracts. Price
nmovenents in the Cass |1l futures market nmay not be offset
on a one-to-one basis in the cash 4b market. This
di fference between the cash 4b and the Class IIl futures
price, the basis, drastically increases the risk that a
California dairy farner takes on when entering a C ass ||
futures contract to hedge their mlKk.

The size of the basis can be quite volatile, even
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fromnonth to nonth, due to the stark differences between
whey val ues in each of the formulas. For exanple, the C ass
4b basis, the Class 4b price less the Federal Order C ass
[11, in April 2013 was -$0.67; in May 2013 it rose to -$1.32
and by June 2013 it had risen to -$2.11. This gross

m smat ch between the Class Il futures price and the 4b cash
price coupled with the high level of volatility of the C ass
4b basis prevents the California dairy farmers from nmaki ng
effective use of Cass Ill futures as a hedgi ng tool.

We fully realize that the proposal does not
address this basis problemarising fromthe fixed whey
factor. We offer this information to shed light on the
chal l enges that California dairy farners face in taking
positions on Class Ill futures to protect margi ns over feed
costs.

We acknow edge that both cash and futures
contracts on corn have decreased and that dairy farnmers may
benefit fromnore price decreases this fall. Despite these
potential benefits on the cost side, California dairy
farmers' equity position has eroded so drastically in the
| ast several years that we believe a permanent change in the
whey scale as well as a short-termincrease in the Cass 4b
price, as proposed by the petitioners, is essential. CQur
opinion is that nmarket conditions do warrant the changes

pr oposed.
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The financial stress | speak of has inpacted our
cooperative nenbers. Over the past 20 nonths, 55 dairy
farmer menbers of Land O Lakes have di scontinued m | king, 43
dairy farmers in 2012 and 11 dairy farmers in 2013.

We again want to thank the Secretary of
Agriculture and the Departnent for calling this hearing.
Cooperative producer-owners request a response fromthe
Department that benefits all California dairy farners
equally. There is no question that our proposed increase in
the 4b price will have a positive, financial inmpact on al
California dairy farners at a tinme when they could really
use it.

I n conclusion, we thank the panel for your
consi derations and we would like to request the opportunity
to file a post-hearing brief.

HEARI NG OFFI CER SUTHER:  Your request for a post-
hearing brief is granted.

MR. EASTMAN. | have two questions. The first

guestion is a simlar question that's been asked of other

menbers -- | mean other wi tnesses today. And that is, we
have seen that when different organizations will conpare
dairy margins they' |l use cost of production. And then it

appears that they choose different forns of incone, whether
it be the overbase price, whether it be quota, nmail box

prices, in this case you used the statewide blend. 1Is there
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any particular reason for that? Do your nenbers tend to --
do you feel your nmenbers are paid sonething closer to that

or is there sone other reason why you woul d choose that form
of an inconme neasure?

MR. GARBANI: Well we believe that the statew de
bl end factors in the concepts of having higher fat and
solids in the price that is paid as well as a proportionate
share of the quota that's paid throughout the state. So it
is really the average price across, you know, that factors
in both conmponents and quot a.

MR. EASTMAN. Ckay. And then my second question
has to do -- towards the end of your testinony you would
request that if a change is made that the benefits would
benefit all California dairy farmers equally. And | wonder,
we have heard ot her testinony that m ght suggest that m ght
not be possible in the sense that we know t hat processing
cooperatives, those producers have invested in processing
facilities that any increase in that class price would
affect them conpared to producers who haven't. W have
heard testinony that sone producers are paid prem uns based
on market factors or quality of mlk. And that if prices
are increased for themtheir premuns would go down. |Is
there really a true way to treat all producers equally?

MR. GARBANI: |I'mnot sure | can conpletely answer

the question, I would offer you this scenario. |If the
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increase is in the class price it is guaranteed to al
producers. And it is not up to the whimof the manufacturer
on whether they had a good nonth or a bad nonth or they feel
like their mlIk mght be threatened. It is their right
under law to have that price and it is not left up to the

di scretion of the manufacturer whether they get it or not.

MR. EASTMAN.  Ckay.

MR GARBANI: | think it puts a little bit of
security in their business as producers.

MR. EASTMAN.  Ckay.

M5. GATES: | have one question. On page two of
your testinony you speak to that when the dry whey |evels
are exceeding $0.50 that that continues to ensure that the
|arge California cheese plants will return significant
mar gi ns on their processed whey operations. Do you have any
data or information to support that or is that strictly
anecdot al ?

MR GARBANI: | would tell you that we have a
smal|l cheese plant in Oland. W do not dry our whey, we
sell our whey liquid. And that plant, which is relatively
small in the size and schene of things, has a very handsone
return in relationship to the other assets that we have in
California. So although it's proprietary and I can't share
the raw data with you, it does quite well.

M5. GATES: (kay, thank you
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MR. MASUHARA: Rel ated to what Candace just asked
you. It actually begs the question, if that plant is doing
quite well, has there been discussions in your organization
about expandi ng your operations and increasing your assets
that can generate inconme froma whey streanf

MR. GARBANI : You know our conpany is a butter
conpany, That's where we built our brand recognition. And
| will tell you that we continually evaluate all kinds of
different alternatives around investnent and opportunities
wi t hin our market pl aces.

MR. MASUHARA: And then simlarly to what | asked
CDl earlier. You're a butter and a powder manufacturer.
Are you guys manufacturing certain powders that are not
reflected in the current 4a fornmula? And this is purely
fromthe standpoint of us evaluating basically the
sufficiency of the formulas and nmaking rel ati ve conpari sons
bet ween t hem

MR. GARBANI: Yeah. | would al so point out,

t hough, that what we pay for the solids that go into that
product is a very |arge percentage of the end-val ue of that
product that we sell. [If you were to do the sane conparison
on cheese and whey products, their discount is significantly
| arger than what 4a -- how it trends against Class IV as
well as Class |11

MR. MASUHARA: But then you woul d generally agree
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with the notion, though, that it is very difficult in
product pricing to find certain products that serve as very
good, suitable indexes for comng up with the prices
reflective of everything that potentially conmes fromthese
conponent s?

MR GARBANI: Sure. |In fact | would offer that we
have heard testinony here today from nozzarell a cheese
manuf acturers who don't make cheddar cheese. W have powder
products that are part and part of, you know, the market
di scovery price and in pricing that product. There are
probably butter products as well and fat price -- fat
products that don't go into that CVE butter price. So it
seens to me that there are many products that are nmade
t hroughout the dairy industry in California that are not
specific to the market discovery factor that we use to price
mlk, CVME butter, CME cheese, nonfat dry mlk. Correct?

MR MASUHARA:  Yes.

MR GARBANI: So | would --

MR. MASUHARA: Yes, | amnot disagreeing with you

t here.

MR. GARBANI : Ckay.

MR. MASUHARA: Thanks, that's all | have.

MR. EASTMAN. | just have one nore follow up
guestion. | just wanted to make sure | understood your

response. And just to clarify Candace's question. You
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responded that you don't dry your whey but you are selling
sonme sort of wet whey fromyour Oland plant. So you
mentioned that it does turn a profit. So what you're
stating is that all those proprietary whatever revenue you
get fromthat, mnus whatever the cost of transportation,

di sposal, whatever, is that greater than the whey factor
contribution in the Cass 4b formula? |s that what you were
i mpl yi ng?

MR, GARBANI : Yes.

| feel prejudiced in that | haven't been asked the
guestion about the deal.

(Laughter.)

MR. MASUHARA: Ckay, |'mgoing to ask you the
guestion about the deal. Did you participate in any
negotiations? And if you did, can you shed sone |ight on
where these nunbers cane fronf

MR. GARBANI: | did not personally participate in
the negotiations; indirectly we were represented by a trade
group in the negotiations. And it was our understandi ng as
we canme out of the legislative piece of the process that we
did have a deal that was going to be supported by the entire
i ndustry and were very disappointed to find out that we
didn"t. So as far as the calculations go and so forth,
wasn't there to see them Kevin, | can't speak any further

to them
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MR. MASUHARA: Ckay, thanks.

HEARI NG OFFI CER SUTHER: Thank you for your
t esti nony.

M . Vandenheuvel. M. Vandenheuvel, could you
pl ease state your full nane and spell your last nanme for the
record.

MR. VANDENHEUVEL: Absolutely. Vandenheuvel, V-A-
N-D-E-N-H E-UV-E-L, first nane, Robert.

Wher eupon,
ROB VANDENHEUVEL
Was duly sworn.

HEARI NG OFFI CER SUTHER: So the exhibit that's
here, your witten testinony that you're going to provide
and the flyers that you provided, is there any other
i nformation you would |ike to have nmarked as an exhibit?

MR. VANDENHEUVEL: No, that's my exhibit.

HEARI NG OFFI CER SUTHER: (Ckay, these will be
Exhi bit 60.

(Exhi bit 60 was received into evidence.)

HEARI NG OFFI CER SUTHER: You may proceed.

MR. VANDENHEUVEL: Thank you. M. Hearing Oficer
and Menbers of the Panel, ny name is Rob Vandenheuvel. And
while | amthe General Manager of M Ik Producers Council
amtestifying here as an individual; | was not prepared to

give ny testinony when M|k Producers Council's turn came up
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earlier this norning.

Before going into the issues of the hearing, it's
i mportant to remenber one of the reasons why CDFA is
i nvolved in the business of establishing mnimmmlk
prices. As stated in California | aw, one specific purpose
is to, quote:

"Enable the dairy industry, with the aid of

the state, to devel op and maintain satisfactory
mar keti ng conditions, bring about and naintain a
reasonabl e anount of stability and prosperity in
the production of market m |k, and provide a neans
for carrying on essential educational activities."
Section 61805(d).

Qobviously we are here today, because anong ot her
things, that particular goal is not being achieved.

As for the details of this particular hearing, |
want to express ny strong support for the proposal before
the panel today. While the proposal certainly represents a
significant concession on the part of California s dairy
famlies, when conpared to the pricing reformwe have been
seeking in recent years, it is nonethel ess an inportant
nodi fication to the Cass 4b formul a.

This is certainly not the first hearing on C ass
4b prices or on tenporary price relief, and since all the

testinmony from previous hearings is already submtted into
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the record by reference, and in order to keep today's
testimony focused, let nme go through the specific itens
outlined by the Notice of Heating published by CDFA staff.

The Notice of Hearing requests that w tnesses
address, at a mninum "econom c conditions that have
changed that would warrant adjustments to the current
tenporary price established as a result of the May 20, 2013
hearing."

At the tinme of the May 20, 2013 hearing, the nost
recent publicly available data from CDFA on the cost of
producing mlk in California was fromthe fourth quarter of
2012. Included in the Panel Report fromthe hearing was
commentary that "by the end of 2012, the estinmated average
mar gi ns were positive, suggesting inproved conditions." The
report went on to state that inproved nmargins were due to
"increased mail box mlk prices at |evels sufficient to cover
production costs, including allowances for return on
i nvestnment and return on managenent."” That's from page 10
of the Panel Report.

The Report continued that "Since the hearing
record is void of any concrete data indicating the |evel of
estimated margins on dairies for 2013, the nost current data
avai l abl e indicates that estinmated margins were positive
again and that the incone received by dairies in relation to

the cost of production of market m |k appeared adequate.™
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It is unfortunate that CDFA's data on the first
gquarter's Cost of Production was unable to be used in the
previous hearing. |In the case of this current hearing,

have spoken with CDFA staff who have indicated that the

second quarter's report will be publicly rel eased on or
around Septenber 20th. Since that will likely be after the
cl ose of the hearing record, | would officially request that

i nformati on be shared by CDFA' s Cost of Production unit,
even in a prelimnary format, in order to provide the Panel
with the nost current data possible on the cost of producing
mlk in California.

In the neantinme, | have no choice but to focus
this portion of my testinmony on the nost recent data that is
publicly available. Before addressing the first quarter of
2013, there is actually sonme question as to whether or not
the data for the fourth quarter of 2012 truly indicates what
CDFA staff wote in the Panel Report.

I ncl uded in Appendix A of this testinmony is the
" St at ewi de Cost Conpari son Sunmmary” published by CDFA for
the fourth quarter of 2012. The average reported cost of
production, including allowances for return on investnent
and return on nmanagenent, was $20.08 per hundredwei ght in
that quarter, this is the fourth quarter of 2012. During
that same quarter, the announced mail box mlk prices were

$19.40 in Cctober, $19.71 in Novenber and $18. 48 per
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hundr edwei ght in Decenber. A sinple average of those three
nont hs provi des an average mail box price of $19.20, or $0.88
bel ow the reported cost of production. So it is unclear why
t he Panel Report states that mail box mlk prices were "at

| evel s sufficient to cover production costs, including

al l omances for return on investnent and return on
managenent .

Movi ng forward, we now have the CDFA-generated
data fromthe first quarter of 2013. The average statew de
cost of production for the quarter was announced to be
$19. 16 per hundredwei ght. Conpare that to the average
mai | box milk price of $17.45 per hundredwei ght, an estinmated
| oss of $1.71 per hundredweight. Cearly, any assunptions
that were nade in the May 20, 2013 hearing about the
California dairy farners being profitable in the first
gquarter of 2013 are not supported by this data.

In addition, the continued barrage of dispersal
sal es being conducted on California dairy farns is evidence
that we are far fromout of the woods financially. | submt
for the record, and | have al ready handed to you, a stack of
fliers for dispersal sales conducted just over the past
year. This is not an all-inclusive list but rather just the
fliers | was able to find on the Internet or received
t hrough email .

And before | npbve on to the next item There has
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been quite a bit of tal k about feed costs and projections.
And | do find it interesting to hear our friends on the
processi ng side nmaking clains about the future of feed costs
on the dairy. | don't think that they would take too kindly
to me nmaking projections about their future utility costs,
natural gas costs at their plants ahead of CDFA' s
manuf act uri ng cost surveys that are announced every fall.
And so what | am basing ny testinony on is the reported

i nformati on com ng from CDFA, the Cost of Production Unit,
despite what you may have heard possi bly m ght happen going
forward. If that's true we'll see it in the reports in the
future.

The Notice of Hearing requests that w tnesses
address "the sufficiency of the calculation of the whey
factor by reference to quantifiable econom c data and
nmet hodol ogi es; such as but not limted to: manufacturing
cost data, marketing and sal es data, and whey stream
val uation directly applicable to California plants.

The nodi fying "sliding scal e" being proposed for
inclusion in the 4b fornmula is based on a letter sent by
Joseph Lang, a representative of the Dairy Institute of
California, to Assenblyman Ri chard Pan during di scussions
about mlk price changes in California. And | would note
that that letter is not part of ny exhibit as it was al ready

included as part of CDI's exhibit. Dairy farnmers have
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indicates in the past that we see a fundanental weakness in
the sliding scale nethodology, in that it inherently creates
a floor and a ceiling for one particular piece of the
formula, resulting in a Cass 4b price that is not in a
reasonabl e and sound economc relationship with the Federa
M|k Marketing Order Class IIl price that serves as a
benchmark price for mlk sold to cheese nmanufacturers around
the country.

However, dairy farnmers and their organizations
have stepped up to support this nodification in the interest
of providing much-needed revenue for dairy farmers in a form
t hat our processor representatives can support.

The process of comng to this proposal was an
exercise in balance, with political concessions made on both
sides of the industry.

And just junping in right there, | really
appreci ated that Chairwoman Gal gi ani canme and testified

before this group. After hearing several w tnesses testify

that there was no deal | started thinking maybe | was j ust
dreami ng all these things because | in ny other role, not as
an individual but with M|k Producers council, was directly

involved in these negotiations through our |obbyist. And I
can tell you that the tinme line was very sinple. A letter
was sent on July 8, you've seen the letter, it's in your

record. July 11th there was a hearing held that Chairwonman
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Gal giani tal ked about. Both parties testified in support of
t he agreenent and the agreenment was certainly capturing the
contents of that July 8 letter.

And on July 22nd this petition was submtted. So
t hrough this whol e process we have been consistent. There
was indication that maybe there was, you know, sone
backtracki ng on the part of producers. And certainly there
is no evidence of that when you lay out the tinme |line on how
we got here today and the content of our proposal.

Al right, tal king about balance. It is with that
sanme | evel of balance that we ask CDFA to accept this
proposal. The standards outlined in the Notice of Hearing
for determning the "sufficiency” of the whey factor
cal cul ation are exclusively focused on the manufacturing
side of the equation. Those itens are part of CDFA's
consideration to be sure, Section 62076 specifically
references those. However, of equal weight is the
consi deration CDFA nust nmake with regard to the dairy farnmer
profitability, Section 62062. It is not an accident that
both of those sections of the California Food and Ag Code
use identical |anguage, "shall take into consideration.™

In addition, part of the challenge that CDFA staff
has addressed in the past, and we have heard sone of this
today, with regard to the dry whey conponent of the C ass 4b

price is a lack of available data. That sanme concern is
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al so beginning to inpact the cheddar cheese conmponent of the
Class 4b formula. It is worth pointing out that under our
formul as, as well as under the formulas used by the Federal
Order system they both use basic commodity dairy products
to drive the end-product pricing fornmulas. Forty pound
bl ocks of cheddar cheese are not the nost prom nently
produced cheese in the state. You heard testinony about
that earlier. But yet it is used to establish our regul ated
mlk price. The sanme goes for dry whey, which is al so not
the nost promi nently produced whey product in the state.
That is intentionally done, as it provides an incentive for
manuf acturers to nove up the val ue chain, thereby giving
t hem an opportunity to enhance their margins by selling
hi gher val ue products, eve though their regulated mlk
prices are based on | ower value dairy products. And that
really goes to sone of the questions that M. Masuhara has
asked the 4a witnesses as well. They pay a 4a price based
on surveys of nonfat dry mlk. There are other powdered
products that garner a higher value in the marketplace. By
basing it on nonfat dry mlk it provides opportunities to
enhance your markets by going up the val ue chain.

There is a fundanmental unfairness when you
consider the fact that the systemincentivizes val ue-added
production. And when that system appears to work, and in

this case we're seeing it work because nost cheese
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manuf acturers do not make those specific products in the
formul a but instead nmake hi gher val ue products, producers
are then punished with a further limtation on the regul ated
formula with the expressed reason that there is a | ack of
data on manufacturing costs and marketing sales data for

t hose | ower value products. Dairy farmers seemto | ose on
bot h ends.

The Notice of Hearing requests that w tnesses
"include the factual basis, econom c and other evidence and
| egal authority in support of the whey factor, any tenporary
adj ust rent and any proposed anendnents to the Pl ans."

There has al ready been testinony about the facts
that led to the devel opnent and submittal of this proposal.

The econom c evidence that relief is needed is also
included in earlier parts of this testinony.

As for the legal authority, the Secretary has been
granted broad discretion by California law to inplenment the
proposal before the panel today.

And | would go on that there has been sone | ega
di scussion this afternoon about sone of the Secretary's
requi renents. And we have found out -- the industry has
found out that the Secretary does have broad discretion.

The whey factor is not nmentioned in the law. The cheese
factor or the end-product pricing structure in general is

not nmentioned in law. The |aw gives the Secretary broad
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di scretion to establish prices either by selecting a price
or by comng up with sone sort of a formula or nethod. 1In
the case of California, for many, many years, the nethod of
end- product pricing has been used. That doesn't nean that
the whey factor has to neet sone sort of a |egal standard.
That was insinuated earlier that there is sone | egal
standard for how to set the whey factor. The Secretary has
broad discretion to use the whey factor, to not use the whey
factor, to pick a price, to not use a fornula, however. So
| think there was a little bit of a m sunderstanding earlier
on exactly what the legal requirements are of the Secretary.

Wi |l e additional discussions toward | ong-term
refornms will continue to be needed, this proposal does nove
us in the right direction toward a nore reasonabl e
relationship with the national value of manufactured m |k
products, that's Section 62062. And a nore reasonable
rel ati onship between the various classes, Section 62062(c).
Al so, given the docunented financial condition of the
California dairy producing sector, the proposal also
addresses, in an admttedly nodest way, the consideration of
the cost of producing mlk relative to the conbi ned i ncone
fromall the classes of mlk, Section 62062(a).

The Notice of Hearing requests that w tnesses
"address the extent to which the whey factor can be

transparently cal cul ated as a conponent of the Cl ass 4b
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price and fairly inposed on processors."”

Before getting into the transparency that
certainly exists in this proposal, nust dispute the
contention that sonmehow we are "inposing"” sonething on
processors.

Qur dairy farnmers work tirelessly every day to
produce a product that our manufacturers desperately need.
Those dai rynmen even pay the hauling costs to get the mlk to
t he manufacturer on the plant's schedule and in the quantity
and quality they need. And all those dairynen have asked in
recent years is to receive a mlk price that is in a closer
relationship to what our out-of-state coll eagues already
receive for the sane quality of mlk. To characterize our
request for a fair price as sone sort of inposition is an
of fensive notion and it truly lacks the balance that is
often referenced by CDFA in ternms of considering the needs
of producers, processors and consuners.

As for the specifics of the proposal, the nodified
sliding scale is certainly just as transparent as the
current sliding scale, with a clear and defined relationship
bet ween the market value of dry whey and the resulting
i npact on the Cass 4b m ni num pri ce.

O her Consideration

In addition to the itens listed in the Notice of

Hearing I want to bring up one additional itemthat was
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mentioned in the May 20, 2013 Panel Report, which struck ne
as odd. In the conclusion of the report, page 11, a

st at enent about the Panel's concerns for being -- there was
a statenment about the Panel's concerns for being cautious
with tenporary relief. Rather than characterize the
paragraph |I've included it below. 1'mgoing to quote it

her e.

"As a result of the uncertainty regarding the
current condition of the dairy industry because of
the | ack of concrete data, the Panel is concerned
and needs to be cautious in recomrendi ng tenporary
price relief, so that the nornmal marketing
conditions of the state's m |k supplies or
finished dairy products are not disrupted. |If,
for exanple, during a period when tenporary price
relief was in place, dairy markets were to
i ncrease significantly, the conpetitive bal ance of
mar keti ng dairy products could be disrupted.

Because dairy markets are dynam c and vol atil e,

t hese markets can change significantly in a matter
of days or weeks dependi ng on changes in such

mar ket factors as donestic and global mlKk
supplies, international demand and production
costs such as feed corn. Therefore, the Panel is

concerned with the uncertain inpact that these
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rel evant econom c factors nmay exert on dairy
mar ket s when potential tenporary relief would be
in effect.”

The reason this strikes nme as odd is because we
operate in an end-product pricing structure that is very
simlar to the structure used around the country in the
Federal M1k Marketing Orders. Under those simlar
structures it is all about "relative position,” whether
that's relative position to your fellow in-state
manuf acturers or relative position to your out-of-state
col | eagues. I n other words, if the dairy product prices
escalate or fall during the tine when we have tenporary
relief, a plant's relative position in the marketpl ace
remai ns the sane as the prices paid by all plants are rising
and falling as well. So it's unclear how the "conpetitive
bal ance of marketing dairy products could be disrupted.™

Concl usi on.

The proposal before the panel today neets the
political, econom c and | egal standards bei ng sought by
CDFA. Very rarely have we had the opportunity to present a
proposal to CDFA that was drafted in witing by the
processors and supported by the producers. Econom cally,
there is anple evidence that California's dairy farnmers are
in much need of this pricing change. And the Secretary

holds all the |legal discretion needed to inplenment this
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proposal as soon as possible. Wile it's too late for the
dairies that have already sold their herds, the dairy
famlies that remain are desperately counting on it.

And that woul d be the conclusion of ny testinony.
| woul d request the opportunity to file a post-hearing
brief.

HEARI NG OFFI CER SUTHER:  Your request for a post-
hearing brief is granted.

Questions fromthe panel ?

MR. EASTMAN. | have a question. On the first
page of your testinony you nention that -- right up front
you tal k about stability and prosperity in the production of
mar ket m |k and you state that that goal is not being
achieved. W have heard testinony that -- people have taken
the other side of that argunment that it is. And so just to
make sure | am seeing your, looking at this correctly, you
sort of -- you touch on aspects of the hearing notice after.
When it comes to the goal of that, the prosperity and
stability in mlk production not being net, what are the
factors, what are the -- what is driving your view that they
are not being achieved, so to speak?

MR. VANDENHEUVEL: The facts. The facts that are
outlined in the first section there tal king about the
denonstrated | osses being seen by dairy farners. The facts

of the stack of dispersal notices. D ary farners selling
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their herds. Not because they have nade a busi ness deci sion
that they want to nove because while things are good they
want to go sonewhere el se but rather sone of those are ny
menbers who | know directly they' re novi ng because they
cannot afford to stay in California; they cannot afford to
continue accruing | osses.

So ny statenment that the stability and prosperity
of producing market mlk in California is based on those
facts as well as testinmony from previous hearings, which is
submtted by reference about historical. 1| only talked
about two quarters so, you know, |'m going back to previous
guarters. This has been a thene over the |ast several
years.

MR. EASTMAN. | think I have anot her question, |
need to look for it here. Do you have a --

MR. MASUHARA: | have a question, Rob.

MR. VANDENHEUVEL: Ckay.

MR. MASUHARA: On page three you nake the
st at enent when we were tal king about sufficiency and you
addressed sone of those issues that had been brought up
earlier in the hearing. And you nmade the statenent that
it's intentionally done to use these basic comopdities so
that it provides that incentive to nove up the val ue chain,
yet only have to pay out at those basic levels. Wy is that

intentionally done? Can you cite a reference to which body
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states that that's an intention of the formula constructs?

MR. VANDENHEUVEL: Well, one of the things that
often gets stated at hearings, which | vehenently disagree
with but it is areality of what's tal ked about is that
these fornmulas are established at narket-clearing | evels.
That's sonmething that | have often seen in hearing panel
reports and other statenments. That market-cl earing concept
could also be applied to the types of products that you're
pointing to. Cbviously, trying to set a market-cl earing
price for using a product that is not a basic commodity but
a hi gher-val ue nore niche product, those two ideas would
conflict. So that's one |I cold think of.

The other is ny general observations as to why
woul d we have an end-product pricing structure that in
Cal i fornia uses cheddar cheese when Myzzarella is a nmuch
| arger piece of our market portfolio. And so nmy own
inference is that there is a reason we do that. M history
goes back seven years. Maybe if | went back further than
that | could find sone specific reference. But it's sone of
nmy belief and sone of the statenents.

MR. MASUHARA: So it's just an interpretation
based on your observations?

MR. VANDENHEUVEL: An interpretation based on what
|"ve heard in previous testinony, the market-clearing

aspects as well as ny observations on how t he system works,
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yes.

MR. MASUHARA: How woul d you react to the
statenent that -- an opinion that this is where we have
ended up, not a place that was set out to be a destination
many years ago?. You know, as far as end-product pricings
and formula constructs and what goes into them

MR. VANDENHEUVEL: Well, | would -- there is no
doubt that there have been changes since the '30s when these
formul as were first established. However, the reason that
changes are nade through hearing processes, administrative
heari ng processes, considerations, |egal analyses, is
because there's got to be sone specific focus of where these
changes are taking us.

You' ve heard sone testinony today that maybe end-
product pricing needs to be relooked at. And you woul d not
expect that decision to be nade willy-nilly, just go do it
wi t hout any thought behind it and strategy. So while you're
right, this is where we've ended up, not necessarily where
we started, | would still point out that there was sone
strategy behind it. And I think that what | have laid out
here is a reasonable justification for why we structure it
the way we do.

MR. MASUHARA: Ckay. That's all | have.

HEARI NG OFFI CER SUTHER: Thank you for your

testi mony, M. Vandenheuvel .
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Ms. Taylor. Ms. Taylor, will you please state
your full name and spell your |ast nane for the record.

M5. TAYLOR Certainly. It's Sue Taylor, T-A-Y-L-
OR
Wher eupon,

SUE TAYLOR

Was duly sworn.

HEARI NG OFFI CER SUTHER: And your statenent here,
woul d you like this marked as an exhibit?

M5. TAYLOR  Yes, please.

HEARI NG OFFI CER SUTHER: It will be marked as
Exhi bit 61.

(Exhibit 61 was entered into the record.)

HEARI NG OFFI CER SUTHER: You may proceed.

M5. TAYLOR | am Sue Taylor, Vice President of
Dairy Policy and Procurenent for Leprino Foods Conpany.
"1l condense sonme of ny early testinmony in the interest of
efficiency and tine.

In the notice of today's hearing the Secretary
asked proponents of change to:

Address the econonic conditions that have changed
since the May 20t h hearing.

Regarding to the whey val uation, address the
sufficiency of the calculation of the whey factor by

reference to quantifiable econom c data and net hodol ogi es.
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And al so include reference to i ssues and concerns
with the serviceability of end-product pricing conmponents.
Rel ative to these issues, ny belief is that:
Econom ¢ conditions have inproved since the My
20th hearing and lower corn prices related to this year's
crop will result in an inproved conpetitive position for
California diary producers vis a vis dairy farmers in
regi ons dom nated by homegrown feed. MIk prices are rising
seasonal ly and are expected to soften nodestly over the next
12 nmonths as the result of greater m |k supplies generated
by greater farmlevel profitability nationally. However,
strong international dairy demand is expected to keep mlKk
prices fromdropping in parallel with the reduction in cost
of production, leaving an inprovenment in dairy farm margins.
Wth respect to the second factor: The current
whey factor cannot be substantiated by California-specific
data, given the inability of cheese plants below a certain
size to extract full whey value. G ven the binding nature
of California's mnimumregulated mlk pricing systemon al
Grade A m |k produced and processed in California, it is
difficult to construct a sound whey factor in the m ninmm
mlk pricing fornmula that extracts greater value than that
attainable fromthe sale of liquid whey. Increnental val ue
extracted fromthe further processing of whey can and is

bei ng shared with producers through conpetitive prem uns
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outside of the regulated m |k pricing system

Wth respect to the third issue: The broader | ack
of data that can be published to provide the basis of an
i nfornmed debat e around end-product price fornulas begs for a
br oader di scussion and adoption of an alternative approach
to mlk price regulations in California. W endorse the
efforts of the California Dairy Future Task force in that
regard.

Al t hough these concl usions may appear to drive
toward the elimnation of the $0.15 per cw energency price
relief that is in place through Septenber 2013 and
significantly change the structure of the current C ass 4b
formula, | urge the Departnent to determ ne that no change
is warranted as a result of this hearing and urge the
i ndustry and the Departnent to nove forward with broader
ref orm di scussions in earnest and with urgency.

Econom ¢ Conditions

Econom ¢ Conditions have inproved since the May 20
hearing. USDA s AMS estimates of corn prices in the San
Joaquin Valley show a decline of 12.7 percent in corn prices
relative to the year to date May average and also a 12.3
percent versus the May 18th quote.

Al t hough this year's corn crop is not in the bin
it is past the highest risk stages of the growi ng season.

The futures prices on corn reflect the inprovenent in this
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year's crop. This inprovenent is reflected in the
settlenment prices for the Decenber 2013 corn futures
contract. At the time of the May 20th hearing, Decenber
corn was trading in the $5.50 per bushel range and it was
trading this norning at $4.70.

While this doesn't capture the California basis,
the trend is what is relevant. The expectation for new crop
corn prices is that they will be $0.80 per bushel |ower than
t he expectations that existed at the tine of the 5/20
heari ng.

M|l k prices are rising seasonally but are expected
to soften nodestly over the next 12 nonths as the result of
the greater m |k supplies generated by greater farm| evel
profitability, nationally. However, strong international
dairy demand is expected to keep mlk prices from dropping
in parallel with the reduction in cost of production,
| eaving an inprovenent in dairy farm margins.

This commentary is responsive to the question of
the economic conditions trend and is not intended to argue
that | believe that dairy farmng is overly profitable at
this time. W recognize that nmany dairymen suffered
financial | osses over the |ast couple of years and sonme wl|
continue to struggle under their increased debt burden. The
prices derived fromthe supply and demand bal ance for dairy

commodities nationally will, over tine, generate a | evel of

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o B~ w N P

N N NN NN R R R R R R R R R
O N W N B O © O N o 00 M W N R O

267

dairy farmprofitability sufficient to generate the needed
supply to satisfy demand nationally. Some regions may be
nore chal | enged than others due to region-specific issues.
Those i ssues can be best addressed outside of the regul ated
mlk pricing system Leprino has a |long history of paying
conpetitive prem uns above the regulated m ni num prices and
substantially increased its mlk paynents outside of the

m ni mum regul ated m |k pricing systema year ago out of
concern for the health of the dairy farmers supplying us in
our California plants.

Whey Fact or

The current whey factor cannot be substantiated by
California-specific data given the inability of smaller
cheese plants to extract full whey val ue, even under best
managenent practices. W have testified regarding this
i ssues in numerous prior hearings.

Much testinmony has been incorporated into prior
hearing records regarding the inability to economcally
process whey in smaller cheese plants. Wey processing is
highly capital intensive. The extraordinarily high capital
cost creates a barrier to entry for small cheese plants. |In
its raw form dilute whey froma cheese vat has limted
val ue in the marketplace. Skim whey, prior to condensing,
is typically 6.1 to 6.5 percent solids. At this |low |leve

of concentration, transportation costs quickly consunme the
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hi stori c market val ue above costs of processing. Sone

i nternedi ate size plants can condense their whey for nore

economi ¢ transport for further processing at |arger plants.
However, the returns achieved for any products short of the

finished whey that is used in the mlk price formulas fal

short of finished product val ue.

The diversity of whey products al so creates
chal l enges relative to explicit inclusion of a whey factor
in the regulated pricing system Sweet whey was
historically viewed as the | owest comon denom nat or anongst
all whey products. This was because it is the nbst generic
whey product requiring the | east advanced technol ogy and
returns were generally lower than those for the nore highly
refined whey proteins. It was thought that so | ong as the
mlk price was based upon sweet whey prices, the whey
contribution to the mlk price would not be overstated for
t hose who process whey. This |ong-held assunption was
proved to be incorrect in 2007. As nore processors invested
in whey fractionation technol ogy, the increased production
of whey protein concentrates depressed those prices.

Si mul t aneousl y, as ol der plants produci ng sweet whey were
not bal | ed, the supply and demand bal ance pushed sweet whey
prices up. Consequently, the portion of the mlk price
attributable to the sweet whey val ue outstripped the returns

from whey protein concentrate, particularly in operations
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that did not also produce |lactose. It was one contributing
factor to replacing the explicit whey factor with the $0.25
fixed factor in 2007. This issue was al so a problemfor
cheesemakers buying mlk in Federal M|k Marketing O ders.
However, cheesenakers operating in Federal Orders had the
opportunity to negotiate a lower mlk price in that period
and many were runored to have done so. The sane flexibility
is not afforded manufacturers operating under the California
State Order.

Lepri no Foods processes its whey protein stream
into WPC-35 and WPC-80 and sone special i zed whey proteins
within the state of California. As part of this production,
| actose is produced and del actose perneate is generated. In
California, we produced 41 WPC product codes and 25 | actose
product codes. Many of these products have been devel oped
by our R&D staff to address specific applications requiring
such attributes as high gelling properties or high heat
stability applications for retort applications. Qur
production of "generic" WPC-35 or -80 is only a portion of
t he vol une that CDFA woul d have categorized as WPC-35 and
-80 and will likely dimnish over tine as we expand into
t hose nore specialized markets.

The bottomline is that there is not a conmon whey
product produced within California and the nature of supply

and demand in the various whey products, both donestically
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and abroad, nake it nearly inpossible to identify a whey
product that will accurately reflect market clearing returns
generated by the whey conplex on an ongoi ng basis.

Shifting Energency Price Relief to Cass 4b

The proposal to shift the emergency price relief
fromother classes of mlk to 4b should be rejected. This
proposal is a back-door way of extracting additional revenue
from cheesemakers, prem sed on the erroneous assunptions
that all cheesemakers have the additional revenue stream
from whey, which have already discussed as being fal se.

Alignment with Federal M1k Marketing Orders

Al t hough the proposal s being considered at this
hearing do not all for a matching of whey value in the 4b
formula to that in the Federal Oder Class Il val ue,
several witnesses have indicated that is their ultimte
objective. This one again ignores that manufacturers in
California nust pay the mninmmregul ated price for al
Grade A m |k processed, whereas manufacturers outside of
California can choose whether to participate in mnimmmlKk
price regulations. The only entities upon which the m ni mum
regul ated price is fully binding in the Federal MIKk
Mar keti ng Order systemare bottlers. Mnufacturers of al
ot her dairy products nmake an econom ¢ deci sion regarding
participation. Even if they opt to buy m |k pool ed under

the Federal Order System they can purchase mlk at bel ow
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m ni mum pri ces.

We appreciate the Departnent's interest in
eval uating the health of the dairy production sector and the
potential need for energency price relief through the
regul ated system However, we believe that the marketpl ace
is the better venue for such price relief and we have acted
accordingly.

Need for Regul atory Reform

The structure of the minimumm Ik pricing system
in California needs to be reevaluated for both structural
and market reasons. The Department's concerns about the
| ack of publishable cost data upon which to have an inforned
di scussion related to factors in the mlk price formula in
the public hearing process are valid and should propel the
i ndustry to devel op an alternative approach.

Additionally, the evolution of US dairy markets
fromlargely donestic with a governnental support outlet to
increasingly international markets warrant another | ook at
the mlk pricing systemand its inplications. in its study
commi ssi oned by the Innovation Center for US Dairy of the
i mplications of globalization of the US dairy industry, Bain
Consul ting ranked "Reformregulated m |k pricing systens,
both federal and state, and price supports” as the top two
priorities to make the US a "consistent supplier” to export

mar kets. The broader conclusion of both the study and the
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| nnovati on Center Board representing dairy farm cooperatives
and processors across the country was that the US dairy
industry will benefit by the demand created by participation
on a consistent basis in the international markets.

It is critical that the industry review and reform
the broader m Ik pricing systemto achieve an end-state in
which all sectors of the dairy industry thrive.

| appreciate the opportunity to testify today and
request the opportunity to file a post-hearing brief.

HEARI NG OFFI CER SUTHER: Your request to file a
post-hearing brief is granted.

Questions fromthe panel ?

MR. EASTMAN. | have a few questions. On page two
there's a chart and the units of the vertical axis says
$/cwt of corn. Is that right? |'ve never -- | guess
haven't -- I'mnot used to seeing that, normally it's
expressed in bushels or tons.

M5. TAYLOR Yes. That chart was pulled fromthe
University of Wsconsin website. It does dairy product risk
managenment. And they're quoting the USDA price quote. But
it was directly pulled fromtheir website, the website that
i s maintained by Brian Goul d.

MR. EASTMAN. Is that -- do you know whet her or
not they are trying to express the price of corn in terns of

its value to mlk, so to speak? How does that --
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M5. TAYLOR No, | believe that that's per 100
pounds. | think a bushel of corn is what, 52 pounds, so
this woul d be al nost doubl e what you're used to seeing.

MR. EASTMAN. CGotcha.

M5. TAYLOR  Fifty-six, okay.

MR. EASTMAN. Ckay, that makes sense. | just --
normal ly --

M5. TAYLOR | didn't run the conversions nyself
but | believe it -- ny belief is it's still 100 pounds of

corn, not a 100 pounds m | k equival ent.

MR. EASTMAN. Right, okay. Now based on the
nunber that seens to -- that would seemto nmake sense based
on the nunber.

On page three you have a chart there that the
print is alittle too small for nme to determ ne exactly what
that is. Can you just give ne a title?

M5. TAYLOR Ckay. That is the settlenent prices
for the Decenber corn futures contract as that contract
cl osed between the 1st of January of this year and as it was
trading this norning about ten o' cl ock.

MR. EASTMAN. Ckay. So it's a settlenent price
for Decenber corn through year-to-date, nore or |ess.

M5. TAYLOR  Yes.

MR. EASTMAN. Okay. And then you nentioned in a

couple places that it's expected that strong dairy demand
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will -- expected to keep mlk prices from droppi ng and
parallel to the reduction n the cost of production so it's
sort of an estimate that nmargins should inprove. |Is that
based on sone sort of specific calculation or a publication
or paper or is that just an anecdotal sort of estimation of
what's com ng?

M5. TAYLOR The futures market if you line up the
mlk prices. And of course, there has been sone testinony
at this hearing that you can't use futures to estimte
California mlk prices but in fact you have cheese futures
that help you cal cul ate an expected 4b price and then you
al so have, of course, the butter and nonfat futures. |[If you
I ine those up against a projection of feed costs, that would
i mply increased margins.

That also is a pretty widely held belief, |
bel i eve, across the industry. | do receive sone
publications fromsone of the dairy farm co-ops that
hi ghl i ghted over the last few nonths that producers can | ock
in higher margins at this point because of that inproved
rel ati onship.

MR. EASTMAN. And then the cost of production
woul d just assune a simlar type thing using grain future
prices?

M5. TAYLOR Right, since those are the highest

volatile factors that contribute to farm | evel cost of
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producti on.

MR. EASTMAN. That's all | have.
MR. MASUHARA: Just a clarification. | think
know the answer to this but the way I"'mreading it, | just

wanted to make sure. On page four you give a little bit of
the history of sweet whey, on its way out basically, and
WPC s starting to ranp up. You meke the statenent that this
| ong hel d assunption was proved to be incorrect in 2007. As
nore processors invested in whey fractionation technol ogy,
the increased production of whey protein concentrates
depressed those prices. "Those" nmeaning WPC prices started
to come down as they noved away from being a novelty itemto
bei ng nore mai nstreanf?

M5. TAYLOR  Yes.

MR. MASUHARA: That's what | thought you meant but
| wasn't sure because the paragraph starts off tal king about
sweet whey and then you just use the word "those."

M5. TAYLOR Yes. Particularly WPC-35 or -34
prices becane nore commoditi zed.

MR. MASUHARA: Okay. That's what | thought you
meant but | just wanted to clarify it. Thanks.

M5. TAYLOR  Yes, thank you.

MR MASUHARA: That's all | have.

HEARI NG OFFI CER SUTHER: Thank you for your

testimony, Ms. Tayl or.
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| s there anybody el se in the audience that would
like to testify?

(No response.)

HEARI NG OFFI CER SUTHER: Then for those of you who
are submtting a post-hearing brief, that post-hearing brief
period is -- it nust be received to the Departnent by
Tuesday, Septenber 17th, 2013, by 4:00 p.m The brief may
be e-mailed to dairy@dfa.ca.gov or submtted to the
Departnment's Branch O fice |located at 2800 Gateway Oaks
Drive, Sacranmento, California, 95833, or may be faxed to
area code 916-900-5341.

And this will conclude our testinony.

(OFf the record at 3:59 p.m)

(On the record at 3:59 p.m)

HEARI NG OFFI CER SUTHER: This hearing is now
closed at 4:00 p.m

(Ther eupon, the public hearing was cl osed

at 4:00 p.m)

--000- -
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recorded the foregoing California Departnent of Food and
Agricul ture consolidated public hearing and | thereafter
transcribed it.

| further certify that I am not of counsel or
attorney for any of the parties to said public hearing, or
in any way interested in the outcone of said matter.
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this 17th day of Septenber, 2013.
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