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PROCEEDI NGS

7:05 a.m

HEARI NG OFFI CER ROADEN: Before we start the
hearing I want to go over inportant details that will help
ensure that this hearing will be as productive as possible.

First, please turn off your phones so they don't
di srupt the hearing.

Second, anyone planning to testify must sign in on
the Hearing Wtness Roster |ocated in the back of the room

Third, each person has one opportunity to cone
forward and provide testinmony for up to 20 mnutes. There
will be no post-hearing brief filing period for this
hearing. Wtnesses will be called in the order they signed
up. The time clock to ny right has been established to
assi st you when testifying. You will be testifying from
that chair where M. Francesconi is sitting. You talk into
the m crophone in front of you and we record it.

Fourth, if you want to submt an exhibit, please
bring it up to me after you speak.

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

The restroons are outside. Make a left and
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they'Il be right to your right.

We will probably break for |unch around noon,
depending on the flow of the testinony.

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, Sacranmento, California, on this day, Friday,
Decenber 21, 2012, beginning at 7:00 a.m

My nanme is John Rowden. | amthe Energency
Managenent Coordinator for the Departnent. | have been
designated as the Hearing Oficer for today' s proceedings.
| have no personal interest in the outconme of this hearing
and will not be personally involved in any decision that may
result fromthis hearing.

The Secretary has called this hearing on her own
notion to consider proposed anendnents to the Class 1, 2, 3,
4a and 4b m |k prices for a period not to exceed six nonths.

Specific proposals need to adhere to the scope of
the hearing and may only increase or decrease the per pound
conponent prices of Class 1, 2, 3, 4a and 4b by a specific
anount or for a period not to exceed six nonths.

Al parties wishing to subnmt information germane
to the call of the hearing nmust submt eight copies of that
information either here at the hearing or via email to

dai ry@dfa.ca.gov or faxed to 916-900-5341 by the cl ose of
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the hearing. Any information submitted after the cl ose of
the hearing will not be included in the record for
consi deration by the hearing panel.

Testinmony will begin with a representative of the
Department who will introduce the Departnent's exhibits.

The audi ence may ask questions of the Departnent
representative only as it relates to the exhibits. This is
the only witness that may be questioned by those other than
t he panel nenbers.

As a courtesy to the panel, the Departnent staff
and the public please speak directly to the i ssues and avoid
personal i zi ng di sagreenents. Such conduct does not assi st
the panel and will not be permtted.

Questioning of witnesses other than the Departnent
representative by anyone other than the nenbers of the panel
is not permtted.

The hearing panel has been selected 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, the Branch Chief of the Dairy Mrketing
Branch, Hyrum Eastman, Dairy Econom ¢ Advi sor, and Kevin
Masuhara, Director of Marketing Services Division. Again,

am not a menber of the panel and will not be taking part in
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any of the discussions having to do with this hearing.

The hearing is being recorded by the firm of
Accel erat ed Busi ness Group |ocated in Sacranmento. A
transcript of today's hearing will be available for review
at the Marketing Branch Headquarters | ocated in Sacranento
at 2800 Gateway Qaks Drive and on the Departnment's website
foll owi ng the hearing decision announcenent.

Testinmony and evidence pertinent to the call of
this hearing will now be received. At this tinme M ke
Francesconi, Supervising Auditor with the Dairy Marketing
Branch, will introduce the Departnent's exhibits. The
audi ence may ask questions of M. Francesconi as it rel ates
to the exhibits.

M. Francesconi, would you pl ease state your ful
name and spell your |ast nane for the record.

MR. FRANCESCONI: My full nanme is M chael
Francesconi; the last nane is spelled FFR-A-NCE S CONI.
Wher eupon,

M CHAEL FRANCESCON
Was duly sworn.

HEARI NG OFFI CER RONDEN: Pl ease proceed.

MR. FRANCESCONI: Hello, M. Hearing Oficer. As
| just stated, ny nanme is Mke Francesconi. | ama
supervising auditor with the Dairy Marketing Branch of the

California Departnment of Food and Agriculture. M purpose
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here this nmorning is to introduce the Departnment’'s Conposite
Hearing Exhibits 1 through 34. Relative to these exhibits,
previ ous issues of Exhibits 4 through 34 are al so hereby
entered by reference.

The exhibits entered here today have been
avai l able for review at the office of the Dairy Marketing
Branch since May 24th -- excuse ne, Decenber 20th, 2012.

An abridged copy of the exhibits is available for
i nspection at the back of the room A copy of the exhibit
list is also avail able at the back of the room

Additionally I would like to enter sone individual
docunents we have received, either by email or letter, and
"1l bring those up as | enter those.

| would Iike to enter an email conmunication
received from Dai ry Goddess/ Farnst ead Cheese dated Decenber
20t h, 2012, sent by Barbara Martin as Exhibit 35.

| would also like to enter a letter received from
Stiefel Dairy dated Decenber 20th, 2012 and signed by Marcia
Crouse as Exhibit 36.

| would also like to enter an email communi cation
received fromJimBylsnma Dairy dated Decenber 20th, 2012 and
sent by Lori Bylsma as Exhibit 37.

| would also like to enter a letter received from
Al fred Soares Dairy dated Decenber 17th, 2012 and signed by
Al fred and Reis Soares as Exhibit 38.
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| would also like to enter a letter received
Walter & W1 hem Law G oup dated Decenber 20th, 2012 and
signed by Riley Walter as Exhibit 39.

| would also like to enter a letter received from
Western Dairy Advisors dated Decenber 20th, 2012 and signed
by George Sal sa as Exhi bit 40.

| would also like to enter a docunent received
fromthe California State Grange as Exhibit 41

| ask at this tinme that the conposite and the
i ndi vi dual docunents submitted as exhibits be received.

M. Hearing Oficer, this concludes ny testinony.

HEARI NG OFFI CER ROWDEN:. All right, thank you

Are there any questions of the Departnent's
W t ness?

(OFf mc discussion between M. Eastnman

and M. Francesconi.)

HEARI NG OFFI CER ROADEN:. M. Francesconi i s going
to clarify the record.

MR FRANCESCONI: The date | said that the exhibit
was avail abl e was not Decenber 20, it should be Decenber 14.

HEARI NG OFFI CER ROADEN: Ckay, | amgoing to read
into the record 1 through --

MS. GATES: You don't have to.

HEARI NG OFFI CER ROADEN: W' re good?

M5. GATES: W' re good.
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HEARI NG OFFI CER ROADEN:. Ckay, we're good.
(Exhibits 1 through 41 were

received into evidence.)

HEARI NG OFFI CER RONDEN:. Let's proceed with the
rest of the hearing then.

| will now call on the representatives fromDairy
Farmers of Anerica. Please state your name and spell your
| ast nane.

MR STUEVE: Gary Stueve, S-T-U E-V-E

HEARI NG OFFI CER ROADEN: Again, identify who you
are representing.

MR. STUEVE: Dairy Farners of Anerica.

HEARI NG OFFI CER ROADEN. W I | you both be
testifying at the sanme tinme?

MR, STUEVE: Yes.

HEARI NG OFFI CER ROADEN:. Ckay. Pl ease.

MR. TJAARDA: Perry Tjaarda, T-J-A-A-R D A
dai ryman, representing Dairy Farners of Anerica.

HEARI NG OFFI CER RONDEN:. Recorders, is it okay for
themto --

THE REPORTER: The spelling of his first nane,
pl ease

HEARI NG OFFI CER ROADEN: Pl ease spell it..

MR TJAARDA: Perry, P-E-R-R-Y.

HEARI NG OFFI CER ROADEN:  Can you tap on your
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m crophone in the front.

MR TJAARDA: Is that better?

HEARI NG OFFI CER ROADEN:  Yes.
Wher eupon,

GARY STUEVE
PERRY TJAARDA
Were duly sworn.

HEARI NG OFFI CER RONDEN. (Ckay, pl ease proceed.

MR. STUEVE: M. Hearing Oficer and Menbers of
t he Hearing Panel :

| am Gary Stueve, | amthe Vice President of
Operations for the Western Area of Dairy Farmers if Anmerica,
| ncorporated. Along with ne today is Perry Tjaarda, a DFA
menber and Board Director. On Decenber 18, 2012, the DFA
Western Area Council, whom | amrepresenting, unaninously
approved the position that I will be presenting today.

| want to thank the Departnent for calling this
hearing in recognition of the needs of our nenbers and the
state's dairy farmers. We will offer a proposal with
supporting testinony and evi dence.

Dairy Farners of Anerica is a Capper Volstead mlk
mar ket i ng cooperative. W are a national cooperative of
nore than 15,000 nenber owners and represent approxi mtely
315 farnms that market mlk in California. DFA's nonthly

mar ket i ngs represent approxi mately 20 percent of the state's
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m | k producti on.

W market mlk to 30 buyers in the state and
operate two plants. Qur facility at Hughson, California is
primarily a Cass 4a facility and our plant at Turl ock,
California is primarily a Class 4b facility. Several of our
menbers operate dairies in California and in states where
the Federal M Ik Marketing Order system adm nisters prices.

Several of our customers operate plants in California and
in regions of the country within the Federal Order system
As a cooperative with nenbers, custoners and manufacturing
pl ants operating within California and al so throughout the
country, DFA is well-qualified to submt testinony and
evidence to the Secretary on the matters of this proceeding.

Qur proposal is offered as within the franmework
provi ded by the California Food and Agricul ture Code
Division 21, Marketing, Part 3, Marketing Laws Regardi ng
Particul ar Products, Chapter 2, Stabilization and Marketing
of Market MIk. In particular our proposal recognizes and
conplies with the code sections |listed on our Exhibit 1
at t ached.

Support for the Proposal.

The Hearing Panel report for the Novenber 2009
energency hearing gave consideration to several factors in
its recommendations that we will support for this proceeding

in order that it may proceed on an energency basis. They
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i ncl ude:

One. The price changes in that decision would not
affect the underlying price formulas and be an ad-on val ue
to the conponent and carrier val ues.

Two. The changes made woul d be tenporary and
expire on a fixed date.

Three. Rationale for the changes nade fromthe
2009 decision included the relationship of the respective
class price to either a contiguous market, in the case of
Class 1, or a national market price in the case of all other
prices.

Four. Al class prices should bear sone
responsibility for tenporarily augnmenting producer revenues
during the period of stressed margins.

our proposal follows this pattern. It does not
alter the underlying price formulas and offers tenporary
adjustnments to the existing conponent and carrier val ues.

We have studi ed the conparative prices for each class and
of fer proposed changes that follow the rationale of the 2009
heari ng and supports change in each class price.

Far m Mar gi ns.

Dai ry farm margi ns have been under extrenme stress
for many nonths. Feed costs have been and are likely to
stay well above historical norns. Evidence denonstrating

the stressed margins faced by California famly farns
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i ncl udes noticeable disruptions to the long-termtrend of
increasing mlk production in California. Chart 1, NASS
Monthly California M1k Production 2000-2012, through
Cct ober, shows the change in trend between the periods 2000-
2008 and 2009-2012 to date. The compound annual growth rate
for California mlk production for the first periodis 3.1
percent per year and for the second period, 1 percent.
Novenber m | k production was rel eased on Decenber 19 and the
downward trend in California m |k production was conti nued.
NASS reported that Novenber m |k production was 2.3 percent
bel ow 2011 levels. A lack of farmprofitability is the
primary reason for the reduced m |k production.

Date from Third Parties.

Tabl e 1, extracted fromthe sem -annual
publication Dairy Farm Operating Trends - June 30, 2012 from
Frazer LLP, shows stressed farmmargins is an issue within
several mlkshed regions in California. Frazer LLPis a
certified public accounting firmproviding dairy farm
accounting and consulting for 2.9 billion pounds of mlKk
nati onw de and accounting for 273,000 cows. Their work is
wel | -known in the industry. They gave perm ssion for their
data to be used as a part of this record. The net incone
per hundredwei ght for California dairies for the first six
nmont hs of 2012 shows considerable losses in all regions.

Losses ranged from $0. 92 per hundredwei ght in the Kern
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County area to $1.75 per hundredwei ght in the San Joaquin
area and $2.24 in the Southern California area. Note that
all of the financial conputations are nade on an accrual
basis and not a net cash operating basis, which would yield
even nore difficult results. Also note that while nmargins
do cycle, all regions experienced significant |osses in
2009. Based on our nenbers' communications, few have
repaired their equity positions to any extent since then,
maki ng them even nore vul nerable to any future stress
period. The relative financial position of dairy farm
econoni cs denonstrated by this data nust give some gui dance
to the Secretary with regard to the size of any tenporary
price adjustnments that she may all ow.

Data from DFA Sour ces.

The ultinmate end of margin stress is the closure
of the business. W have seen an abnormal exodus in farm
counts within our nmenbership in 2011 and 2012. |In cal endar
year 2011 our data indicated 20 farns went out of business;
and through 11 nonths of 2012, 34 farnms have failed or
exi ted under stressful conditions. The exodus of farm
owners is a real loss of productive capacity, managenent and
i ndustry and community infrastructure.

Data from California Departnment of Food and
Agri cul ture Sources.

Table 2 was extracted fromthe third quarter CDFA
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St at ewi de Cost Conparison Sumraries. This data parallels
the Frazer LLP nunbers and woul d substanti ate why DFA has
had very few new farmstarts over the past two years. Table
2 shows conputations for total feed costs and i nconme over
feed costs taken directly fromthe statenents. Adding the
two figures should result in total incone to the farm
operation. Netting the Total Incone against the Total Costs
and All owances figure fromthe sumary yields the margin
data shown in Table 2. The third quarter positions are al
negative. For the North Coast the result is -$0.34 per
hundr edwei ght, for the North Valley -$2.23, for the South
Valley -$4.03, and for Southern California -$2.89. The
average for all of California was -$3.19. This is a $4.50
per hundredwei ght negative turn from2011. It is very
difficult to suggest how any busi ness coul d make adj ustnents
to operations to account for this nagnitude of change.
Surely the Secretary when view ng her own cost and return
data can clearly see the situation and offer tenporary
adjustnments that will meaningfully help the industry deal
with the current margin situation.

Price Conparisons by d ass.

A key conparison netric used by the hearing panel
fromthe 2009 hearing to arrive at an acceptable price
adjustnment level is the relationship of California prices to

ot her market prices for the sane class of mlk. W averaged
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the nonthly differences between CDFA class prices and
surroundi ng market prices for cal endar year 2012 using the
same conparison points nade by CDFA. Since this hearing is
limted to only price changes with a maxi mum durati on of
February through July, we think the nost recent-year price
conparisons are the nost valid. For Decenber the Federa
Order final price for ass Il, Il and 1V and CDFA O ass 4a
and 4b will not be announced until after the hearing, so for
our cal cul ations we made forecasts for those prices.
Conparisons for the five class prices and its conparable

mar ket for 2012 are sunmmarized in Table 3 and 4.

Class 1 Prices.

For 2012 the conparison of the Southern California
to Phoenix Class | price showed an average that the Phoenix
price was $0.48 per hundredwei ght higher for the period.

The conparison of Southern California to Las Vegas showed
that the Las Vegas price was $0.47 per hundredwei ght | ower.
The Northern California to Southern Oregon conparison showed
t hat Sout hern Oregon was $0.30 hi gher than the Northern
California price. For Cass 1 we note that the differences
calculated are virtually the same as was present in 2009.

Class 2 and 3 Prices.

For Class 2 and 3 we conpared the differences
bet ween the CDFA prices and the Federal Order C ass |
price. The difference for CDFA C ass 2 and Federal Order
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Class Il averaged $0.45 per hundredwei ght for the Federal
Order for 2012. W made the same conparison for CDFA C ass
3 and Federal Order Class Il. That difference averaged to
$0. 57 per hundredwei ght, again the Federal Order price was
hi gher .

Cl ass 4a and 4b.

For Class 4a we cal cul ated the 2012 Federal Order
Class IV price averaged $0.39 per hundredwei ght hi gher than
the CDFA 4a price. And for Cass 4b we cal culated the
difference to be $1.93 per hundredwei ght higher in the
Federal Order.

Rat i onal e for Proposal Choi ces.

For the purposes of proposal we set the conponent
price changes for Class 1 markets to be the same | evel as
t hose announced in the 2010 decision. Qur primary rationale
for choosing this level was that we see virtually no
difference in the contiguous nmarkets price conparisons, SO
the |l ogic as espoused by the Departnment then should still be
reasonabl e now. The conponent price changes we propose
woul d yield an approxi mate $0. 35 per hundredwei ght increase
to dass 1 price levels and $0.05 per hundredwei ght to the
producer price pool.

For Class 2 and 3 prices the conponent change we
propose would result in per hundredwei ght increases of

approxi mately $0.48 per hundredwei ght for Cass 2 and C ass
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3. These increases are in line with the price conparisons
shown for cal endar year 2012 for these classes. These
prices would yield an approxinmate 2 and 1 cent respectively
per hundredwei ght increase to the producer price pool.

For Class 4a prices, the 2012 conparison reveal ed
a $0. 39 per hundredwei ght price shortfall when conpared to
the Federal Order Class IV price. Qur proposal calls for a
Class 4a price increase of $0.25 per hundredwei ght. The
reason we chose to scale back the value is recognition that
exports are a conponent of the end products derived from 4a
m |k supplies and we do not have conplete price data needed
to make the conparison. The price change would yield an
approxi mat e $0. 08 per hundredwei ght increase to the producer
price pool.

For Class 4b the 2012 conparison reveal ed a $1.93
per hundredwei ght difference between the CDFA 4b price and
the Federal Order Class IIl price. This sizable difference
has been the focus of nuch discussion in the California
dairy industry. Cearly any neani ngful enhancenent,
tenporary or otherw se to producer prices, wll cone from
alterations in the Cass 4b price. Also as indicated by the
$1.93 spread in prices, there exists substantial conpetitive
roomfor a price change. To derive our proposed price
changes we cal cul ated the 2012 prices using the whey bracket

as offered in the Decenber 3, 2012 hearing request from
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California Dairies, Inc., Land O Lakes and Dairy Farmers of
America, Inc. Conparing the formulas in place in 2012 with
the result that came fromusing the revised whey bracket,
resulted in a difference of $1.54 per hundredwei ght. Qur
proposed conponent adjustnents for fat and solids-not-fat
val ues result in a per hundredwei ght price increase of
approximately $1.54. This is acconplished by using the fat
price arrived at by the change proposed for C ass 4a, thus
assuring as is now the case that the fat price is the sane
for both classes, and the change in solids-not-fat as we
propose. The result of the changes to the Cass 4b prices
woul d contribute approxi mately $0. 69 per hundredwei ght to

t he producer price pool.

The hearing notice indicated that proposals for
price adjustnments should be for no nore than six nonths in
duration. Qur proposal is for the adjustnments we suggest be
made for the period February through July 2013 in order to
al | ow producers to have sone confidence in the suppl enented
prices and the ability to convey that to their | enders.
Also it would give buyers the knowl edge of the duration so
that they can plan their business pricing strategies.

Pr oposal .

Foll owing the format prescribed in the hearing
notice our proposal is:

After the conmputations in Article Il Section 300,
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Paragraph (A), (B), (©, (D and (E) have been conpl et ed,
anmend section (H) as follows:

(H. The mninmm prices for conponents used for
Class 1, CUass 2, Cass 3, (ass 4a and C ass 4b as set
forth respectively in Paragraphs (A, (B), (O, (D and (E)
of this section shall be increased only for the period
February 1, 2013 to July 31, 2013 by the follow ng anounts:

One. For Cass 1 mlk fat, three and five-tenths
m | s per pound.

Two. For Cass 1 mlk solids-not-fat, two and
ni nety-ei ght hundredths cents per pound.

Three. For Class 1 mlk fluid carrier, nine-
tenths mls per pound.

Four. For Class 2 and Class 3 mlk fat and mlKk
solids-not-fat, three and nine-tenths cents per pound.

Five. For the Class 4a mlk fat and m |k solids-
not-fat, two and five hundredths cents per pound.

Six. For Cass 4b mlk fat, two and five
hundredt hs cents per pound; and for Cass 4b mlk solids-
not-fat, sixteen and ei ghty-nine hundredths cents per pound.

| npact .

Qur proposal would have the foll ow ng estimated
i npacts for the six nonth period:

Class 1 prices would be increased approxi mately

$0. 35 cents per hundredwei ght.
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Class 2 prices would be increased approxi mately
$0. 48 cents per hundredwei ght.

Class 3 prices would be increased approxi mately
$0. 48 cents per hundredwei ght.

Cl ass 4a prices would be increased approxi mately
$0. 25 cents per hundredwei ght.

Cl ass 4b prices would be increased approxi mately
$1.54 cents per hundredwei ght.

The producer price pool inpact of these changes
woul d be an approxi mate increase of $0.86 nore per
hundr edwei ght .

Again | would like to thank you for the
opportunity to testify today. | would request at this tine
that M. Tjaarda be given an opportunity to present his
perspective and then we may try to answer any questions the
panel may have.

MR. TJAARDA: M. Hearing Oficer and nenbers of

the Hearing Panel, | would also |ike to thank the Depart nent
for calling this hearing and hope you will give proper
consideration to our proposal. M nane is Perry Tjaarda.

am a produci ng nenber of Dairy Farners of Anerica and have
additional responsibilities, sitting on both the DFA Wstern
Area Council and the DFA Board of Directors. | also sit on
the Board of Directors for the California M|k Advisory

Boar d.
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| ama co-owner with nmy father, Ed, in Tjaarda
Dairy. Dad started the business in 1964 in Southern
California. 1n 1983 we noved the business to Kern County
and have been operating at our current |ocation since 1999.
We currently are m | king 3200 cows and farm 800 acres of
ground. | view our dairy operation as a nodel that uses
si ze and managenent to attain efficiency. However, today we
have serious financial stress being placed on our operation
due to the | ow val ue being placed on our mlk fromthe
current mlk price discovery nmechani sm

In 1998 when our fam |y decided to build a new,
nodern dairy facility, we determ ned that Kern County was
the right place to build. Although we consi dered ot her
| ocations we felt that the availability of feed, water, |and
and weat her made for a sound business nodel. W also
believed that the California mlk pricing systemallowed for
the gromh of both dairy and processing facilities. Sadly
that has changed. As was referenced in M. Stueve's earlier
comments, dairies in Kern County that traditionally
efficiencies as a means to survive are |osing significant
equity in their operations under the current price being set
for our mlk. The renewable fuel standards |egislation, the
shift in agricultural land to higher value crops, the
busi ness of regul ati on, anong ot her things, have al

contributed to the current state of our industry.
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In the last four years our dairy has | ost nore noney
than it has made. That's |ike working for four years
wi t hout a paycheck. More than that, we have had to reach
deep into our pockets to help pay for that privilege. In
the last six nmonths two enpl oyees have | eft us, one of whom
left for a better paying job in the oil fields. They have
not been replaced. W have equi pnent that needs to upgraded
or replaced next year, either because of regulation or
sinply being work out. Currently that is not in the budget.

There are sone that believe additional processing

capacity in our state will create nore conpetition for mlKk,
thus raising prices paid to producers. It is nmy opinion
that this will only happen if it is market driven, value

added and allows for a significant pass-through of dollars
to dairynen. This can be part of the discussion for |ong-
termsolutions. By serving as a director for DFA on the
national level it is clear to nme that California dairies are
not being properly conpensated for the wonderful product
that we all produce.

Dairy Farners of Anerica's proposal, if approved
and i npl emented by the Departnment, will allow nuch needed,
al beit tenmporary, price relief. Although the call of this
heari ng was for tenporary neasures, the industry requires
| ong-term solutions. W |ook forward to, anticipate and

expect that in the future the necessary pernmanent neasures
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will be constructed to strengthen and preserve this
i ndustry. There is a well-known saying that folks wll
guote fromtinme to tine, "arising tide lifts all boats.”
feel like I amhand-cuffed to the boat used for target
practice. | challenge all of you on the panel to do
everything you can to restore ny famly's faith in
California. Thank you.

HEARI NG OFFI CER ROADEN. Questions fromthe panel ?

MR. EASTMAN. | have a few questions. Wen | was
reviewing the informati on and data that you provided for
al i gnnent and then conpared that to your proposed changes to
the class prices |I noticed that based on your analysis, and
when you conpare the alignnent over the -- in our class
prices conpared to Federal Order class prices for 2012 and
then conpare the effect of your proposed changes, it appears
that the effect or inpact of your proposal will bring our
al i gnnment cl oser together, yet it still seens to provide a
result where our California class prices will still be on
average a little bit lower than the correspondi ng Federal
Order prices. Was that done on purpose? Ws there a reason
why you left those a little bit |ower than the correspondi ng
Federal Order class prices?

MR, STUEVE: | think that primarily what -- what
you're probably referring to may be the 4b price, that was

probably the largest one. W really just wanted to maintain
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consi stency with what we had proposed in our earlier
petition along with CDI and Land O Lakes. Qur nunbers
really focused on the whey factor as opposed to ot her
factors that may be also included in the 4b formul a.

Class 2 and 3, we arrived at a nunmber that was the
sanme for Class 2 and 3 for fat and solids-not-fat that cane
the closest to the nunbers that we had in our charts. So
really the intent there was to try to, as closely as we
could, follow the format fromthe 2009 heari ng.

MR. EASTMAN. Ckay. | have a follow up question
then. Generally speaking, when conparing California class
prices to the correspondi ng Federal Order class prices,
oftentimes that's a nmeasurenent of the conpetitive advantage
or di sadvantage that California would have conpared to
nei ghboring states. And so | noticed that based on your
alignnment figures California, in terns of class prices, has
a conpetitive advantage because on average, based on your
nunbers, California class prices are lower, and as a result
of your proposed changes those class prices remain a little
bit lower. And so the question | have is, was that done on
purpose to allow California manufacturers, for exanple, to
still maintain some sort of conpetitive advantage?

MR. STUEVE: No, | think it was nore a matter of
trying to be reasonable in our assessnent and to put forth

nunbers that we felt were reasonabl e and attainable at the
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level -- we didn't ask for nore than we thought we would end
up getting. W thought -- we asked for exactly what we
think we need to get and shoul d get.

MR. EASTMAN. Geat. And then | have a question
on Table 1 where you present information, cost information
from Frazer Torbet. Was this information as it relates just
to producer nenbers of Dairy Farners of Anerica or is this
maybe a report of all of their clients in California, of al
of their clients in the western region? Exactly who is --
which dairies are a part of their sanple here.

MR. STUEVE: This would represent nore than just
Dairy Farners of Anerica nmenbers. | don't know whether it
includes all of their data. | would assune it does but |
don't know that. But it does include nore than just DFA
menbers.

MR. EASTMAN. CGot you. Do you have a sense of, in
terms of the dairies that would be included in the survey,
if there is a decent cross-section of dairies of all sizes?

Do you know if these are primarily larger dairies or
smal l er dairies? | nean, in size.

MR. STUEVE: W thout exam ning the exact data from
themin ternms of the individual nenbers, the take I got on
it fromthemwould be that it does represent a cross-
secti on.

MR. EASTMAN. | have a couple nore but do you guys

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© 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 kB O © O N o 00 M W N R O

31

want to --

MS. GATES: Co ahead.

MR. EASTMAN. Ckay. | noticed that on your chart
that shows m |k production it does show that California mlKk
production in the two periods that you list are different in
the sense that over the last -- |let nme see on your table.

It | ooks like mlk production has trended down. | think
it'"s really clear, public data shows that since July of this
year when you conpare the current nonth to the previous
nmonth the last year, California mlk production has been
decreasing. And so fromyour perspective as a relatively
| ar ge organi zation that covers approxi mately 20 percent of
the mlk, |ike you state, what do you see in ternms of the
supply conditions of our mlk production in the state
conpared to denmand? Do you think that those are in bal ance?
Do you think mlk is short or Iong? Wat is your sense of
t hat ?

MR. STUEVE: M sense, and you brought up July as
a reference point. FromJuly through the fall, | would say
in general, and I can't certainly speak for everybody el se
but I would say in general the plants have not gotten as
much mlk as they would Iike, whether that's proprietary or
cooperative-owned plants. That they have not gotten as nuch
mlk as they would like to run at optinum efficienci es.

MR. EASTMAN. Have you seen then a conpetition
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anongst these plants trying to get nore mlk or procure nore
mlKk?

MR. STUEVE: Well, if you | ook at how California
is structured, we are very consolidated. W have a |ot of
| arge plants and a | ot of those are cooperative owned as
well. Contractually, nost proprietary plants have contracts
Wi th cooperatives to supply them So is there intense
conpetition anongst proprietary plants? That really is just
based on their relationship with their supplier. And if
their supplier is supplying themmlk and pulling mlk out
of other cooperative-owned plants then that conpetition may
not be there between the different proprietary plants.

MR. EASTMAN. So you don't necessarily see since
earlier this year to the present if there has been a big
change in terns of that conpetition in or the way the
manuf acturers have tried to procure mlk, in lieu of our
decreasing m |k production?

MR. STUEVE: | wouldn't say there's no change in
the way they procure mlk. Mst large proprietary plants
are nervous about m Ik supplies. Are seeking assurances
that mlk supplies will be there, when in the past they took
for granted the mlk would be there. So there is, | would
say, a very real nervousness, particularly at the
manuf acturing class |evel, about the availability of

suppl i es.
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MR. EASTMAN. So does that nmean that -- normally
you woul d expect when m |k gets short that, obviously as you
menti oned, manufacturers m ght get nervous about having a
supply of mlk. Has there been any outreach or any sort of
of ferings of higher premuns to try and ensure that the mlk
supply will be there for any of your clients?

MR STUEVE: Yes there have, there have been. And
that's -- the ability to increase premuns is a long-term
process. |It's not sonething that can be done unilaterally
overnight by one mlk supplier. There are efforts that have
taken place and that are still taking place to nove prem uns
up. That's a very long-term process. Because everybody has
contracts and those contracts are all different and they al
vary in the requirenments and the timng and the dates. So |
think there is efforts underway but that's really a | ong-
termprocess. And by long-term maybe years before
substantial inprovenents are nade, although sonme nay be nade
in the interim

And | think, | think part of the challenge is,
when it comes to premuns, is that we're | ooking at the
possibility or it's being suggested sonetines that we nmake
up the difference in the regulated price fromCalifornia to
el sewhere through prem uns. And conceivably we woul d have
to make up that difference with premuns and then still have

prem uns on top of that to be conpetitive outside of

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© 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

34

California. So | think it really does boil down to a
conbi nati on of inproved regul ated prices and prem uns.

MR. EASTMAN. So does that nmean then -- so is the
reason why that period of tinme in order to negotiate
premuns is so long is that sort of to match the, does that
fall inline with the long-termcontracts, supply contracts
that you tend to enter in? |Is that why it takes so |ong or
is there sone other reason why it takes so |ong?

MR. STUEVE: That's a big part of it, contracts
that are in place, conpetitive conditions. Again, | don't
t hi nk anybody can unilaterally take one custonmer up if the
mar ket pl ace doesn't nove up so there's timng involved. And
a part of that is contractual obligations.

MR. EASTMAN. CGot you. Ckay.

M5. GATES: kay, | have a couple of questions.
On Table 1 when you are -- sorry, not Table 1, it's Table 2.

Your Total Incone, how did you derive at that? Was that
over base price, was that nail box price, that kind of thing.
It's like how, how did you derive at that hundredwei ght
price?

MR. STUEVE: On Table 27

MS. GATES: Yeah.

MR STUEVE: Yeah. Those nunbers are taken
straight fromthe CDFA Cost Conparison Sumrary.

M5. GATES: (kay, that's where you got that from
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okay.

In 2009 we saw co-ops step up and offer 25 cents
to 50 cents a hundredweight like in retains back during the
nmont h as opposed to waiting until the 13th check/end of the
year, to do that. D d your co-op, seeing as everyone is
referencing 2012 to 2009, did DFA do any of that?

MR. STUEVE: Did we nake special paynments or -- is
that what you were referring to?

M5. GATES: Right.

MR. STUEVE: | would say we didn't have a specific
speci al paynment simlar to 2009 but we did on a nonthly
basi s make every effort to get every penny back to nenbers
t hat we coul d.

M5. GATES: | guess | have to ask, what does that
mean?

MR. STUEVE: Well, in terms of -- you know, the
cooperative is noney in and noney out. W nade sure and did
everything we could to nake sure that everything that we
coul d possibly pay out to nmenbers we did and there wasn't
anyt hing held back. But in terns of a special paynent, no,
we did not.

M5. GATES: Okay. Just, | guess, to follow up on
what Hyrum was asking on premuns that are paid in the
mar ket pl ace. Just trying to understand a little bit nore.

You know, |ike Hyrumsaid, when mlk is short plants have to
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have enough mlk, you know, to run their plant. You
menti oned that they got nervous and certain things were
going on. Did you see direct offers fromyour custoners
that you' re supplying mlk to to attract that mlk?

MR. STUEVE: W have worked jointly with our
cust omers.

M5. GATES: (kay.

MR STUEVE: We did not receive unsolicited offers
for additional funds. But we did work jointly with nore
t han one custonmer in trying to nove prem uns up.

M5. GATES: Well as a co-op do you see it is in
your menbers' best interest to negotiate those? You're
saying that they didn't conme to you. But wouldn't you be
the one that would be the one saying, hey, we're charging
this at this point in tinme?

MR. STUEVE: Right.

M5. GATES: | nean, knowing full well that
production is down, mlk is short.

MR. STUEVE: No, you're right and we have been
very aggressive in having discussions with custoners on
premuns. And to the extent that we are able to
contractually nove prem uns upward we have nade every effort
to do that.

MS. GATES: Thank you.

HEARI NG OFFI CER RONDEN:. All right, thank you very
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much. The testinony fromDairy Farmers of America will be
Exhi bit 42.

(Exhibit 42 was received into evidence.)

HEARI NG OFFI CER RONDEN. COkay, next |I'd like to
invite up the representatives fromWstern United Dairynen.

For the record, please state your nanme and spell
your |ast narme.

MR. MARSH. Good norning. M chael Marsh, MA-R S

M5. AcMOODY: Annie AcMbody, A-CMOODY.

HEARI NG OFFI CER ROANDEN: And al so for the record
state again who you are representing.

MR. MARSH. Western United Dairynen.

HEARI NG OFFI CER RONDEN: Pl ease proceed.

MR MARSH. M. Hearing Oficer and nenbers of the
Heari ng Panel .

My name is Mchael Marsh. | amthe Chief
Executive Oficer of Western United Dairymen. Joining ne
today is Annie AcMbody, our Director of Econom c Anal ysis.
Qur association is the |argest dairy producer trade
association in California, representing approxi mately 900 of
the state's dairy famlies. W are a grassroots
or gani zati on headquartered in Mdesto, California. An
el ected board of directors governs our policy. The board of

directors approved the position we will present here today
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at a special board conference call held on Decenber 13,
2012.

W would like to thank Secretary Ross for the cal
of this hearing. Wstern United Dairynen petitioned for
price relief on August 6, 2012 and continues to believe that
price relief is necessary. Dairy famlies in the state have
struggled in 2012, especially in the second half of the
year. \While we appreciate the Secretary's goal of finding a
| ong-term solution, we need dairy famlies to make it
t hrough these difficult financial tines.

To expand on this issue, Western United Dairynen
respectfully submts a proposal to consider anendnents to
the Stabilization and Marketing Plans for the Northern and
Sout hern California Marketing Areas. Specifically, we
propose a tenporary price increase in Class 1, 2, 3 and 4b
formulas. For Class 1 mlk fat, one and five hundredths
cents per pound; for Cass 1 mlk solids-not-fat, eight and
ni nety-three hundredths cents per pound; for Cass 1 fluid
mlk carrier, twenty-six hundredths cents per pound; for
Class 2 and 3 mlk fat and m |k solids-not-fat, eight and
two tenth cents per pound; for Class 4b mlk solids-not-fat,
el even and five tenth cents per pound. The tenporary
i ncreases sought are for a period of six nonths. The
appropriate changes to the plans are presented in Appendix A

attached to our testinony.
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G ven current condition in the industry, the years
ahead wi |l undeniably be nore challenging for California
dairy famlies. Econom c and regulatory pressures are
escalating in the state. Current and proposed environnent al
regul ations have led and will continue to | ead to added
costs, something farmers in no other state have to dea
with. Aside fromthis regulatory burden, costs of
production on the dairy have increased significantly. The
Secretary, with the appoi ntnent of the task force,
under st ands the chal | enges ahead and the need for a | ong-
termsolution. |In the neantinme, dairy producers are facing
tough economic tines. |If the producer is to nake it through
these difficult times, 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 only $9.60 per hundredwei ght in July 2009, conpared
to $17. 35 per hundredwei ght the prior July. For the second
hal f of 2009 prices slowy increased to $14.47 per
hundr edwei ght by the end of the year. However, prices
dropped again to the $12 to $13 per hundredwei ght range for
the first part of 2010. Wth a statew de average cost of
production of $15.02 per hundredwei ght for the first quarter

of 2010, the financial situation for dairy producers was
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unbearable. After prices softened through the first half of
t he year they showed signs of inprovenent by the end of
sunmer when the August 2010 overbase price reached $14. 84
per hundredwei ght. The overbase price nmade it all the way
to $15.94 per hundredwei ght in October. Wth the statew de
average cost of production of $15.13 per hundredwei ght for
the third quarter of 2010, some producers were likely
experiencing positive margi ns once again.

However, while m Ik prices were inproving, the
cost of production was also increasing. |Inproving dairy
prices is good news, but it will take a prolonged period of
i mproved margins for dairy producers to recover the inmense
| osses and eroded equity that arose fromthe economc
di saster of 2008 to 2010. Revenues per cow in 2010 did not
conme close to the | osses per cow incurred in 2008 to 2009.
2011 was an inprovenent but 2012 has proved to be
financially challenging for a |lot of dairymen. After all
t he af orenmenti oned | osses, another downturn proved
unbearabl e for many.

Just in our association nmenbership, 50 dairy sell-
outs occurred in the last eight nonths. |In addition to
t hese disturbing figures, the nunber of famly dairies
having filed for bankruptcy in recent nonths is
overwhel m ng. The follow ng quote froma Fresno Bee article

dat ed August 19, 2012, highlights the increase in bankruptcy
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filings:

"Things are ugly and getting uglier,” said
Riley Walter, a Fresno bankruptcy attorney
representing many financially distressed dairynen.
In the past eight nonths, 28 San Joaquin Vall ey
dairies have filed for bankruptcy in the U S
Bankruptcy Court's Fresno office, up from24 in
2011 and 10 in 2010. Most bankruptcy filings this
year have been since April and many nore are
expected, Walter said. "This is devastating to so
many famlies,” Walter said. "And it is not over.
Court records show that farnmers, several who have
nmultiple dairies, owe nore than $100 mllion to
| enders, feed conpanies and other dairy suppliers,
putting some suppliers at financial risk as well."
Riley Walter added in a conversation this week
t hat he has seen 61 cases so far. Not all are
bankruptcy filings as sonme cases end in
liquidation. He currently has fourteen Chapter 11
filings pending, four Chapter 12s and six Chapter

7s. Those are not positive statistics.

Conversations with a few dairy producers seeking
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bankruptcy protection reveal ed that attorneys cannot keep up

with the dairy demand. You know there's an issue when

bankruptcy attorneys can't keep up with the nunber of
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requests they are getting froma specific industry. After
all, they are | awyers.

The nunber of dairy farns in distress is not
surprising if you take a | ook at financial data conpiled by
the accounting firm Frazer LLP. |In Appendix B you can
clearly see that for the first half of 2012 dairies in
Sout hern California, Kern County and the San Joaquin Vall ey
have | ost a significant anount of noney, w th average net
i ncones of -%$2.24 per hundredwei ght, -$0.92 per
hundr edwei ght and -$1. 75 per hundredwei ght respectively.

A conparison of California overbase prices to the
average cost of production in California since 2001 reveal s
the chal |l enge faced by producers. Productions costs were on
a steady upward trend until the begi nning of 2009. At the
sanme time prices were not only volatile but far bel ow costs
in many nonths. The difference between the cost of
producti on and overbase price in 2009 is striking evidence
of the catastrophe that occurred for California' s dairy
famlies. Please see Table 1.

A disturbing fact about this picture is the trend
that clearly stands out. Cearly, margins have been
deteriorating.

A mninmal softening in feed costs have been a
not abl e nover in the reduction in cost of production

observed fromthe first quarter of 2009 to early 2010.
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According to CDFA data, feed costs rose fromjust over 51
percent of the total cost of production in 2003 to 60
percent of total costs 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; |ower but stil
historically high. The slow decline in feed costs was short
lived. Since fall 2010 feed prices have skyrocketed and
reached a record high in the third quarter of 2012 at $12. 09
per hundredwei ght. This caused a record high cost of
production of $19.94 per hundredweight. Figure 2 shows the
dramatic increase in feed costs experienced at the dairy.

In 2011, estimates from USDA reported the corn
endi ng stocks-to-use ratio at its |owest |evel since
1995/96. This outlook has led to dramatic increases in feed
prices, further eroding already tight margins. The issue
remai ned t hroughout the year as feed costs represented an
ever-increasing share of total cost of production, 63.9
percent, 64.7 percent and 65.3 percent for the second, third
and fourth quarter respectively. In the third quarter of
2012, that percentage reached 65.4 percent. The significant
declines in overbase prices conbined with fairly steady
record high feed prices struck California dairy famlies
this sutmmer in a way no one could see com ng. The drought
t hat pl agued nost of the US. this sumer, creating a never-

before seen feed price escalation, is a rather unusual
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1| situation. Figure 2 illustrates the anomaly quite well.
2| Extrene weather resulted in poor corn yields, which in turn
3| sent corn prices skyrocketing.
4 The following figure illustrates the spike in corn
5| prices that resulted. Wile cornis not the only part of
6| the feed cost on a dairy, nost feed followed a simlar
7| trend, so it serves as a good proxy to show the trend.
8 We reviewed the cost of production information
9| because the Departnent nust take it into account:
10 "In establishing the prices, the director
11 shal |l take into consideration any rel evant
12 econonmi ¢ factors, including but not limted to,
13 the follow ng: (a) the reasonabl eness and econonic
14 soundness of market mlk for all classes, giving
15 consideration to the conbined i ncone fromthose
16 class prices, in relation to the cost of producing
17 and marketing nmarket mlk for all purposes,
18 i ncl udi ng manufacturing purposes. In determning
19 the costs, the director shall consider the cost of
20 managenent and a reasonabl e return on necessary
21 capital investnent."
22| The cite is to Section 60262 of the Food and Ag Code.
23 At the hearing this sumrer we testified that while
24| production was increasing at the tine, base prograns had
25| been put in place in the state to take care of potenti al
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pl ant capacity issues. Keeping a lower mlk price in our
state, we argued, would only contribute to the financi al
plight of dairy producers. This is exactly what happened.

The conbi ned i npact of our proposed changes woul d
result in an approxinmate 80 cent increase in the overbase
price. Wile this is not enough to recoup the i mense
| osses incurred earlier this year, it will help bridge the
gap between the cost of production and mlk revenues for the
first half of 2013.

M5. AcMOODY: Based on Table 2 bel ow, one can see
that California has had a conpetitive edge for Class 1, 2
and 3 prices. W recognize that if California were to
conpletely lose its conpetitive edge, sales of products nade
fromthese classes coul d decrease, which could cause
California producer revenues fromthese classes to shrink.
But being that our proposal is tenporary in nature, it wll
not have a long-term adverse effect on dairy producers that
coul d be caused by a potential |oss of higher val ued
cl asses.

The foll owi ng excerpts fromthe 2009 energency
heari ng shows that the Panel agreed with the necessity of
tenporary price relief. The simlarity between now and then
is striking and in bold you can find our comrents updati ng
to the current situation.

"California m |k production has declined

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© 00 N oo o B~ w N PP

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

46

dramatically in the |ast year and has corrected
the mlk supply inbalance that caused the previous
processing capacity issues. Departnent data show
that California m |k production has declined every
mont h from Oct ober 2008 to Septenber 2009 (and in
the present case, as has been said before, since
July 2012) when conpared with the sanme nonth in
the previous year. [...] The current mlKk
production decrease is a nmajor departure fromthe
| ong-termincreasing production trend the
California industry has experienced for various
decades now. It appears this current trend of
decreasing mlk production will continue for at

| east a few nore nonths. Further, Departnent data
and anecdotal evidence does confirmthat the state
currently has processing capacity not being fully
utilized and processors have recently had sone
difficulties in procuring sufficient mlk supplies
to match their business needs. During the Cctober
2008 hearing, the Panel had expressed concerns
about the loss of Class 1 sales to a Nevada fluid
m | k processing plant. The out-of-state processor
had gai ned narket share because of its access to
surplus California mlk supplies that could be

procured bel ow regul ated Cass 1 prices, which
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provi ded the opportunity for the firmto sel
bel ow the finished prices of nost California fluid

products.”

And we add: The concern regarding this Nevada fluid mlKk

processor has di sappeared since it is no longer in business.

And the quote starts again:

"Considering the historical precedence of
previ ous hearings called on an energency basis and
taking into account the changes in the California
dairy industry and the reasons cited for not
maki ng per manent changes in the pricing forml as,
a tenporary price change is appropriate and
warranted. The hearing record shows that
producers, processors and representatives of other
busi ness sectors associated with the dairy
i ndustry all acknow edge that 2009 has been a
financially difficult year for dairy producers.
Depart ment data and anecdotal evidence strongly
corroborate this assertion (and | will add that
all wll nost |ikely recognize again today that
2012 has been a financially difficult year for
dairy producers and our data and anecdot al
evi dence al so strongly corroborate this fact).
[...] The Panel agrees that providing price relief

has nmerit but it should be tenporary in nature.
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The relief will aid sonme dairy producers to

weat her the financial stormuntil their situation
i nproves, but it will not be |arge enough to
recoup all of the financial |osses fromthe past
year."

In this case, six nonths seens to be an
appropriate tine period to inplenent a tenporary price
increase. This should assist producers in weathering the
current financial crisis while providing an opportunity for
the Secretary to work with the industry task force on | onger
termsolutions. Anecdotal conversations with | enders and
producers shed light on the fact that nmany dairies are
barely hanging on right now. A tenporary increase nay be
what allows themto convince their |ender they can make it
t hr ough.

Mar keti ng conditions of high valued products from
Class 1, 2 and 3 differ fromthe manufacturing classes of
Class 4a and 4b. By know ng ahead of tine what one's
conpetitors are paying for mlk, a Cass 1, 2 or 3 processor
is better positioned to weather a price increase. Cass 1
2 and 3 processors should also be able to pass along the
price increase nore readily to the marketplace. The
presence of the "Real California MIKk" seal on dairy
products in Cass 1, 2 and 3 would make it nore difficult

for processors and retailers to suddenly change their

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© 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

49

suppliers. Appendix C highlights the inpacts of the seal
and the nunber of products that are carrying it.

Class 4a and 4b tend to be market-clearing
cl asses. Therefore, inpacting these plants w th higher
m ni mum prices could pose sone added risk. One mmjor
concern is that it is difficult to pass on increased raw
product costs to buyers of manufactured products. These
products are sold regionally, donestically and gl obally.
The tenporary increase proposed for Class 4b is to get to
what the producer side of the industry has been advocating
for alnbst two years now, a fair pool value from cheese
maki ng revenues.

The changes resulting fromthe May 31-June 1, 2012
hearing and i npl enmented on August 1 were a m ni nal
i nprovenent for producers. The whey val ue was now al | owed
to reach 75 cents instead of the previous 65 cents.
However, while Western United appreciated the nodification,
we believe it still fell short of a fair value for whey in
the Cass 4b formula. Wile we understand the Secretary
bel i eves the dry whey issue shouldn't be the only factor to
| ook at when providing price relief, we continue to believe
t he whey factor should nore closely reflect the whey val ue
generated by the current Cass IlIl fornmula. The difference
between California' s whey value and federal orders since the

new sliding scale's inplenentation has averaged a staggering
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$1.69 per hundredweight. California dairy famlies clearly
need a better neans 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 revenue, and as you are aware,
deci ded to support legislation to fix that issue. 1In the

meanti me, we propose a fixed price increase as nentioned

above.

When | ooking at the last 12 nonths of data,
Federal Class IIl has averaged $2 per hundredwei ght higher
t han 4b. The devi ation between Class Il and 4b was caused

by several factors. Notably, formula differences such as
price series, CME versus NASS, nake all owances, yield and
formula construct, all contribute to the divergence. But

t he whey value is what creates the nost variance between the
two class prices and this is a significant concern to our
menbers. According to our analysis, since April 2011 (sic),
over 80 percent of the difference between C ass 4b and the
Federal Class Ill was attributable to the whey val ue.

More specifically, assuming the current fornmnulas
had been in place since the beginning of the year, the
average difference between Class Il and 4b woul d have been
$1. 87 per hundredweight. O that anmount, $0.21 per

hundr edwei ght woul d be due to fornula differences other than
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the whey factor. The renaining $1.66 per hundredwei ght is
due to the difference in whey value. Wth whey val ues that
foll ow market nmovenents in Class IIl and a sliding scale
value in C ass 4b capped at $0.75 (sic) per hundredwei ght,
such a di screpancy was not unlikely to occur.

We woul d much prefer a fornula that allows the
val ue of whey to fluctuate with prices, hence achieving a
cl oser relationship between C ass 4b and Federal C ass I
and renmoving the potential for unbearabl e discrepancies in
t he whey portion of Cass 4b. But considering the scope of
this hearing, we believe increasing the Cass 4b price is as
cl ose as we can get to consistency with this idea.

The concept of pooling was created to all ow
sharing of revenues anong producers. This is what has
al |l owed producers shipping to different plants to get the
sanme price for the sane commobdity, regardl ess of where they
ship their mlk to. An any given nonth, depending on where
class prices settle, sone plants need to pay nore into the
pool than the average overbase price, whereas sone ot her
nmont hs they pay less. To give an exanple, the first nonth
of 2012, a producer shipping to a cheese plant got an
over base of $15.55. The cheese plant had to contribute
$13.42 to the pool. Wthout the pool the plant would have
been required to pay the producer at |east the m ninumprice

of $13.42. This year, the 4b price has been | ower than the
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overbase price in five nonths, whereas in 2011 it was | ower
in all but one nmonth. By not including a fair whey value in
the Cass 4b formula, Cass 4b plants are not sharing into
the pool like other classes are. Producers shipping to
cheese plants benefit from hi gher blended prices fromd ass
1, 2, 3 and 4a when the Class 4b price is |ower than the
over base, but the C ass 4b plant does not share the ful

val ue of what it processes into the pool.

Finally, we include in Appendix D three letters
recei ved from concerned consuners. These people were
di sturbed by the plight of dairy famlies and were seeking
ways to help dairy producers' financial difficulties. The
Secretary has authority to inplenent a tenporary price
increase that would help dairy famlies. And below are the
Code sections that pertain to that authority but I will not
read them because it is not very exciting.

So now a break fromwhat's witten down and j ust
to conclude. According to your analysis | would just |ike
to point out that the overbase price for Decenber |ooks |ike
it will be $1 |ower than where it was in Novenmber. And
| ooking at the futures market, it |ooks |ike January and
February will be another $0.50 to $0.75 lower. Wth the
current price of feed, dairy famlies cannot afford that so
we ask for price relief.

Thi s concludes our testinony and | guess we will
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not be asking for a post-hearing brief.

HEARI NG OFFI CER RONDEN:  Panel ?

MR. EASTMAN. | guess |'ve been designated to ask
guestions first. | have a few questions with regards to
your proposed changes. | noticed that you |list what the

estimated i nmpact would be on pool prices but | see -- |
don't see where you have showed where the individual class
price is, what the effect of those would be. D d you
actually cal cul ate those? Do you know what those are?

MS. AcMOODY: Yes. The increase would be $1 on 1
2 and 3 and $1.25 on 4b.

MR. EASTMAN. (Ckay. So that was $1 on 1, 2, 3 and
then for 4b it was what?

M5. AcMOODY:  $1. 25.

MR EASTMAN:.  $1. 25.

M5. AcMOODY: | just thought you could nentally
cal cul ate that fromthe conponent prices.

(Laughter.)

MR. EASTMAN. Actually | can but | wanted you to
just state it for the record. | appreciate that.

M5. AcMOODY: Ckay.

MR. EASTMAN. Anot her question | have is, howdid
you arrive at that specific nunber? Was there sone sort of
formul a or specific data set or nethodol ogy of anal ysis that

got you to arrive to those specific nunbers?
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M5. AcMOODY: Well -- do you want to go?

MR. MARSH. Yes. It was based upon the board
conference call we had. The board felt that those relative
price increases could be sonething that could be borne by
the processing side of the industry at this tinme, for a
period of six nonths.

MR. EASTMAN. All right. So it's based on what
they felt that the manufacturing side of the industry could
bear .

MR. MARSH: Yes.

MR. EASTMAN. But it wasn't based on any specific
data set or analysis or formula or anything like that?

MR MARSH No, it was not.

MR. EASTMAN. Ckay. And then I noticed that you
proposed increases on four of the five class prices but
| eave Cl ass 4a the sanme. Was there a specific reason for
t hat ?

MR MARSH Yes. There was a concern, | believe,
expressed by our board of directors that with regard to 4a,
that it's very challenging for a plant to manufacture a
product, hold it in inventory at a higher price than the
mar ket will bear. Hold that product in inventory until such
atime as that price would recover enough for that plant to
go ahead and nove that in, into the narket place. So as a

consequence our board felt that it was, it was probably not
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appropriate at this time to increase the Cass 4a price.

Whereas on the other hand with regard to C ass 4b,
there has been a significant variance between the price that
has been paid or pool ed under our marketing systemfor quite
sone tinme and what the actual value is for that mlk in the
mar ket pl ace.

And, of course, | think it got nore into the issue
al so of pooling. Wen we |ook back -- as Annie indicated in
her testinony, when we | ook back in 2011, in 11 of those 12
months in 2011 the overbase price was significantly higher
than the Cass 4b price. And as a consequence there was a
contribution by Classes 1, 2, 3, 4a into the pool that was
then distributed to producer -- to plants handling 4b m Kk,
m |k that was going to cheese processing.

At the sane tine when we | ook at 2012, in five of
the nonths so far this year again we have had the sane
situation where there has been a significant contribution,
actually the entire contribution from1, 2, 3 and 4a have
gone into the pool with very little of the total val ue of
mlk going into 4b processing ever making it into the pool.

MR. EASTMAN. What do you nean by "the val ue of 4b
mlk not making it into the pool ?"

MR. MARSH  The value is in cheese.

MR. EASTMAN. It seens |ike cheese, any cheese

pl ant that would be a pool plant would be paying into the
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pool .

MR. MARSH. The val ue of cheese. Again, and
i ncl udi ng the whey value. Because that has really been the
conponent that's been lacking. So for quite sone period of
time we have seen a | ot of noney flowing into the pool and
out to handlers of 4b m |k that could be distributed to
their producers. But at the sanme tine, because of the
di fference in whey value that we've got in our fornmula,
unfortunately those revenues aren't being pool ed, they are
just not being shared with the rest of the dairynmen in the
st at e.

MR. EASTMAN. Ckay. And then at the begi nning of
t hat answer you mentioned that -- for C ass 4b products you
mentioned that those manufacturers, it would be difficult
for themto pay a higher price.

MR MARSH O ass 4a.

MR EASTMAN.  For 4a?

MR. MARSH:  Yes.

MR. EASTMAN. So they'd nake the product, then
they'd have to store it and wait for a higher price, |
believe is what you said. Wuldn't that al so be applicable
to 4b processors? Do they not nmake cheese or store it?
Wuld it not apply to themin the sanme fashi on based on your
rational e?

MR. MARSH. Yeah, you're exactly correct.
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However, at the sane tine, because there has not been the
sanme val ue contributed into the pool, it does appear that
there needs to be nore value contributed to the pool from
4b.

MR. EASTMAN. CGot you. Wth regards to your
proposed changes in the class prices. D d you |look -- |
notice in your testinony you nentioned that obviously the
alignnment that California class prices would have with
Federal Order class prices with conpetitors in other states,
is an issue that you recognize. Was that any part of your
anal ysi s when proposing your class price increases? D d you
| ook at alignment or does that just go back to the feeling
of your board of what could be borne by manufacturers?

MR MARSH  Yes we did.

MR. EASTMAN.  And how did that work out? In terns
of the conparison, how class prices are now conpared to what
class price alignment would | ook like, if your proposed
changes were to be inpl enented?

MR. MARSH. Well, we recognize that for Cass 1, 2
and 3 for that period, for the six nonth period, it would
put us out of alignment with surrounding states. At the
sanme time with regard to 4b, we would still be bel ow
regul ated mninmum prices for mlk going into cheese plants
i n surroundi ng states.

MR. EASTMAN. So do you believe that it would be
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nore inportant that there be nore of a conpetitive advantage
for cheese plants by keeping that price a little bit |ower
conpared to Classes 1, 2 and 3?

MR. MARSH. Today there exists a significant
conpetitive advantage because of the fact that whey is not
-- the value of whey in our formula is not reflective of the
actual value of the product nationally.

MR. EASTMAN. |'msorry, let ne rephrase the
guestion, | mght not be asking this correctly.

MR. MARSH. Ckay.

MR. EASTMAN. I n essence, based on what you state,
t he proposed changes woul d be about $1 per hundredwei ght on
1, 2 and 3, which would then put California at a conpetitive
di sadvant age based on what you stated, and then the $1.25
per hundredwei ght increase on 4b prices would still allow a
conpetitive advantage for California.

So the question | have is it seens that if the
Department were to inplenent your proposed changes, Cass 1
2 and 3 manufacturers would very -- they would be at a
conpetitive di sadvantage for the six nonths whereas 4b
manuf acturers would not. And so the question | have is, do
you think it's nore inportant for C ass 4b manufacturers to
not | ose their conpetitive advantage conpared to Class 1, 2
and 3, who apparently woul d?

MR. MARSH. To respond |I'd say yes. However, with
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regard to the short-termduration of the changes we're
requesting in 1, 2 and 3, | think that our manufacturers
woul d -- our processors would be able to still retain their
cust oner base.

M5. AcMOODY: We feel that six nonths is not |ong
enough to basically cause themto | ose their custoners.

MR. EASTMAN. Do you think if you would have
pursued a larger increase on 4b that there would have been a
nore disruptive inpact? That maybe the cheese industry
woul dn't be able to keep their custoners?

MR. MARSH: Yes.

MR. EASTMAN. And then | just have a couple of
guestions regarding your figures just to make sure |
understand them One of themis a little visually --

M5. AcMOODY: Appealing is probably the word
you' re | ooking for.

(Laughter.)

MR. EASTMAN. Yeah. | was thinking visually busy.

So | guess that's Figure 3 on page five. It |ooks |ike
that's just tenperature anomalies for the United States.
What does that show or how does that contribute to what your
argunment is today?

M5. ACMOODY: It's just to show how 2012 was an
anonmaly in terns of weather on the country and how t he

drought has inpacted feed prices. You can just see the line
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on top is 2012. Cdearly it stands way out of what's
happened in the last, | think it's 100 years on this chart
SO -- since 1895. So just to show how 2012 is an anomaly
for feed in the country.

MR. EASTMAN. Geat. And then on page five still.

Figure 4 lists sonme corn yields and the next page there's
sonme corn future prices. Were did that data conme from
what was the source?

M5. AcMOODY: | should probably put that down.
The corn yield is USDA data so that's NASS data and the corn
futures is based on the CME, but those are extracted from
the University of Wsconsin dairy data website.

MR. EASTMAN. And then -- I'msorry, |I'm going,
| " m backtracking here. On page four for Figure 2, the
California feed costs. The source of that data was?

M5. ACMOODY: It's the California Departnent of
Food and Ag so it's the cost production unit data.

MR. EASTMAN. | think those are ny questions,

t hank you.

M5. GATES: Wth Western United' s nmakeup of its
menbers, what percentage do you attribute to co-op nenbers
versus proprietary plant shippers?

MR MARSH  Oh, heavens.

M5. GATES: |If you had to guess. | nean, | know

| ' m ki nd of --
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MR. MARSH. | would guess it's about two-thirds/
one-third. Two-thirds cooperative --

MS. GATES: Co- op.

MR. MARSH. Yeah. That's probably fairly cl ose.

M5. GATES: Ckay. Wth the anount of utilization
going into 4a, just a little bit nore on why you chose to
stay away fromthat. You know, when you're |ooking at total
i npact that would be back to producers.

MR MARSH. Right. Wll, M. Gates, let's say,
for instance, you' re manufacturing a pound of butter.

MS. GATES: Um hmm

MR. MARSH. And you add an additional charge for a
period of six nonths of another 20 cents a pound. You start
out at $1.50. The nmarket is only going to pay you $1.50 for
that butter. So if you pass that cost on to the plant or
t he manufacturer, that additional 20 cents, they're sinply
going to have to hang on to that butter until the market
woul d respond above the $1.70 that consequently they woul d
have paid before they could either rel ease that product into
the market or else take the inventory loss. So it's very
chal l enging. And the sanme would go with regard to the
nonfat dry m K.

M5. GATES: And | guess applying that to O asses
1, 2, 3 and 4b, how woul d that be different?

MR MARSH. Cearly it's different because our 4b
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price does not reflect the actual value of cheese.

M5. GATES: (kay, thanks.

MR. MARSH  You're wel cone.

HEARI NG OFFI CER RONDEN:. All right, thank you very
much.

MR. MARSH. Thank you.

HEARI NG OFFI CER RONDEN: The testinony from
Western United Dairymen will be Exhibit 43.

(Exhi bit 43 was received into evidence.)

HEARI NG OFFI CER ROADEN:. Ckay, next | would |ike
toinvite up the representative fromCalifornia Dairies,
Inc. For the record, please state your nanme and spell vyour
| ast nane.

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

HEARI NG OFFI CER ROADEN:. And the organi zation
you're representing, again for the record.

DR ERBA: California Dairies, Inc.

Wher eupon,
DR. ERI C ERBA
Was duly sworn.

HEARI NG OFFI CER RONDEN:. (Ckay, pl ease proceed.

DR. ERBA: M. Hearing Oficer and nenbers of the
Panel :

Good norning. My name is Eric Erba and | hold the

position of Senior Vice President and Chief Strategy Oficer
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for California Dairies, Inc., whom| amrepresenting here
today. California Dairies is a full-service m |k processing
cooperative owned by 415 producer-nenbers | ocated throughout
the state of California and collectively producing al nost 17
billion pounds of m |k per year, or 43 percent of the mlk

produced in California. Qur producer-nenbers have invested

over $500 million in large processing plants at six

| ocations, which will produce about 380 m|lion pounds of
butter and 780 mllion pounds of powdered m |k products in
2012.

On Decenber 18, 2012 the Board of Directors for
California Dairies approved the concepts contained in the
testinmony that | will be presenting here today. CQur
proposal is consistent with the guidelines given in the Food
and Agricultural Code, Division 2, Part 3, Chapter 2,
starting with Article 1 and including Article 9 that
di scusses establishnment of m nimum prices.

We thank the Departnment for calling this mlKk
pricing hearing and allow ng us the opportunity to present
our alternative proposal to changes to the mlk pricing
formulas that will provide California dairy producers the
relief that they need. As everyone associated with the
California dairy industry is painfully aware, California
dairy famlies have been and continue to be under a great

deal of financial stress, some unable to achieve a margin
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substantial enough to remain in business. Sone of the
financi al pressure being experienced in California can be
attributed to the drought in the nost significant feed-
growing regions in the US, leading to escal ated feed costs.
The Departnent's own data shows that feed costs are up by
55 percent since 2010, and feed costs nmake up about 70
percent of the cost of producing mlK.

As you m ght expect, the financial pressures are
having an effect on m |k production. W can verify that
after extraordinarily high levels of mlk production in the
spring nonths, we have w tnessed an unprecedented drop-off
in mlk production. California Dairies' daily mlk
production hit its peak in March 2012, but in Septenber we
fell to the Iowest |evel of m |k production since 2005,
about 13 percent |ower than our peak nmonth this year. W
have recovered mnimally since then and are still 12 percent
| oner than our peak. For a full-service cooperative with
custoners throughout the world, these m |k production
statistics are unnerving. W are beginning to question how
well we will be able to follow our various mlk and dairy
product marketing plans if m |k production continues to fal
wel | bel ow our projections. |In response to the question
asked of our nenbers about when m |k production will return,

the answer is invariably, "Wien the m |k price comes back

up.
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We recogni ze that attenpting to fully recover the
| osses sustained by producers as a result of high feed costs
is problematic for both producers and processors in
California. W have chosen not to pursue that agenda.
| nstead we are proposing what we believe is a reasonable
approach that will provide dairy producers with a higher
mlk price tenmporarily and one that can be justified based
on the market conditions facing the dairy industry. W are
al so confident that our proposal is reasonable for al
classes of mlk, falls within a desirabl e paraneter space
and is imredi ately actionable by the Secretary.

The hearing notice on Decenber 6th set forth the
gui delines for proposals that will be considered at this
hearing. Wth our proposal we have given a good faith
effort to present an alternative that can be acted on
wi t hout nodification and yet still acconplishes the goal of
providing dairy producers with a tenporary increase in their
mlk price. Again, as requested, the proposal was designed
to follow the format found in Article 111, Section 300,
paragraph (H) of the Stabilization and Marketing Plans for
Market M1k for the Northern California and Sout hern
California Marketing Areas.

California Dairies proposes that the m nimm
prices for Classes 1, 2, 3, 4a and 4b be increased for the

six nmonth period February 1st, 2013 through July 31st, 2013
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by the foll owi ng anounts:

For Class 1 mlk fat, three and five-tenths mls
per pound.

For Class 1 mlk solids-not-fat, two and ninety-
ei ght hundredths cents per pound.

For Class 1 mlk fluid carrier, nine-tenths mls
per pound.

For Class 2 and Class 3 mlk fat and m |k solids-
not-fat, two and five hundredths cents per pound.

For Class 4a mlk fat and m |k solids-not-fat,
eight and two tenths mls per pound.

For Class 4b mlk fat, eight and two tenths mls
per pound.

And for Class 4b mlk solids-not-fat, five and
forty-two hundredths cents per pound.

As proposed, the projected effect would be
expected to increase the Cass 1 price by $0.35 per
hundr edwei ght, increase the Cass 2 and Class 3 prices by
$0. 25 per hundredwei ght, increase the C ass 4a price by
$0. 10 per hundredwei ght, and increase the Cass 4b price by
$0. 50 per hundredwei ght. Cumul atively, the proposal is
projected to increase pool prices by about $0.31 per
hundr edwei ght for the six nonth peri od.

Pl ease note that the tenporary increases on fat

and solids-not-fat for each class of mlk are nearly
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identical to those prescribed for the three nonth period of
January 1st, 2010 through March 31st, 2010. These price
i ncreases were adopted purposefully by California Dairies
proposal, as these represent price increases that the dairy
i ndustry has already endured on a tenporary basis. The only
di fference found when conparing our proposal with the price
i ncreases actually inplemented in 2010 is the additional
i ncrease placed on C ass 4b solids-not-fat.

The C ass 4b solids-not-fat conponent bears a
| arger increase for three major reasons. First, as we have
argued in the past, the sliding scale that determ nes the
contribution of the value of whey to the Cass 4b formul a
does not cone close to matching the val ue placed on whey in
federal m |k marketing orders, especially at current market
prices for dry whey. Second, two |arge cheese plants
representing approxi mately 20 percent of the m |k produced
in the state and 40 percent of the mlk processed as C ass
4b products in California have been voluntarily paying on
the order of $0.50 to $0.60 cents per hundredwei ght to
producers since Septenber. Irrespective of what the
addi ti onal noney being paid to producers actually
represents, it does suggest that there is additional revenue
in Cass 4b that is not being captured by the regulated mlKk
pricing formula. Third, when conparing federal announced

m nimum prices for mlk with those in California over the
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| ast two years, all California class prices have been within
the range of $0.25 to $0.50 per hundredwei ght | ower than
their federal counterparts except C ass 4b, which is closer
to $1.80 per hundredwei ght |ower than the federal Cass |1l
pri ce.

Being a large and prom nent butter and m |k powder
processor, California Dairies has fundanmental concerns about
t he consequences of instituting higher mlk prices for C ass
4a m | k. Because nearly all butter and powder processing
facilities are owned by producers and not proprietary
conpani es, increasing the Class 4a price only functions to
redi stribute noney fromthe producers who have nade
investnments in butter and m |k powder processing facilities
to those producers who have not. This is entirely counter
to the concept of increasing mlk prices tenporarily to
provi de equitable m |k price assistance to all producers.
However, having stated that, the California Dairies' Board
of Directors recognizes that the dairy industry is in
difficult financial straits and has decided to step up and
contribute to the solution, even though inplenentation of
the proposal will have a direct negative financial inpact on
each nmenber of California Dairies. W do offer the caution
that the higher the increase on the Class 4a mlk price, the
| ess equitable the tenporary mlk price assistance becones

when conparing the nmenbers of cooperatives who own
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processing plants and all other types of dairy producers in
t he state.

We are mndful of the Secretary's efforts to forge
a foundation for a stronger and nore viable dairy industry
in the future, and California Dairies understands its
obligation to be engaged in the process. However, our
menbers need to survive in the short termfirst. CQur
proposal provides a reasonable and actionable nmethod to
bridge the financial gap fromwhere California mlk prices
are today and where they need to be to prevent further
attrition on the producer side of the industry.

Thank you for your attention and | | ook forward to
any questions you nay have.

HEARI NG OFFI CER ROADEN. Questions fromthe panel ?

MR. EASTMAN. Thank you, Dr. Erba. | do have a
few questions that are pretty nuch the sane questions that |
asked of the representatives fromDFA. As the | argest
California cooperative you nove such a | arge percentage of
the mlk. And so you nentioned how your m | k production has
definitely decreased. | think on the first page of your
testinmony you nmention that the mlk production for CD is 12
or 13 percent |ower than your peak nonth.

DR ERBA: Correct.

MR. EASTMAN. So that's conparing to the peak
nont h of 20127
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DR ERBA: That is correct.

MR. EASTMAN. So the question | have is,
oftenti mes when reviewi ng mlk production, obviously there
is a seasonality to m |k production. And so how does your
reduced m |l k production conpare to possibly the sanme nonth
of say, last year or prior years, in order to correct for
seasonal ity?

DR. ERBA: W're running about four to five
percent behind what we were |last year. Probably nore |ike
six to eight percent where we have been at our nopst
productive, nost productive year, which would have been
2007.

MR. EASTMAN. (Ckay, so you said four percent from
probably | ast year and you said six percent?

DR. ERBA: Right.

MR. EASTMAN. And so obviously CDI processes a
certain percent out of this mlk and then has mlk
cust omers.

DR. ERBA: That's right.

MR. EASTMAN. Have your m |k custonmers been asking
for mlk? Have they been nervous about getting enough mlK,
do you think? How do you view that or how do you view our
m |k production or mlk supply conpared to the denmand that
is out there, so to speak?

DR. ERBA: | think the witnesses from DFA actually
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covered this pretty well. A lot of the mlk that we sell is
on contract and so we are obligated to sell that mlk to
them and we provide it to themand that's our first
obligation. |If there is going to be a shortage the shortage
occurs at our plants, not to our custoners.

For the spot mlk that we do sell, there is that
concern about is there going to be enough m |k and how much
nore do | have to pay for it? That's been ongoing since
probably June of this year. Were we had extraordinarily
high m |k production we didn't have that issue. Since then
we have been able to extract nore noney fromthe market for
not just mlk but for cream and condensed and our ot her
dairy products as well. But there has been a concern anong
our custonmers who are not under a contract to what they are
confortable with, continuing to receive the mlk they need.

MR. EASTMAN. W th regards to your regul ar nenbers
-- your reqgular custoners, |I'msorry, that have m |k supply
contracts with CDI. Do you find that the testinony of the
representatives fromDFA are accurate with regards to being
able to negotiate premuns in the short termor the short
run or does CDI do that in a different fashion?

DR. ERBA: That opportunity is out there and we
have actually just recently sent letters to our major cheese
custoners explaining our situation. And also as | indicated

in ny testinony, indicated to our other buyers that we have
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had some custoners step up and voluntarily pay prem uns that
they were not required to pay via contract and ask that they
consi der our situation, the inpact on our nmenbers, and

consi der doing the sane thing. W have contacted them
formally to do that.

MR. EASTMAN. Thank you. And then obviously no
one has a crystal ball and we can't predict what will happen
in the future. But we have heard testinony already this
nor ni ng about how obviously feed costs are higher, it's
having an inpact for our dairynmen. Going into the future,
there are sone predictions that feed costs will remain at
hi gh | evel s and basi c econom ¢ theory woul d suggest that
that would affect m |k production.

But there has been ot her anecdotal evidence of
t hings such as a | ot of placenent heifers available. There
has been anecdotal evidence that nmaybe sone dairynen dried
up sone of their cows a nunmber of nonths ago that are going
to be comng fresh again, that are going to start m |l king
again. There are sonme that believe that m |k production
m ght even increase or sort of rebound as we go into the
begi nni ng of next year into the spring flush. Do you have
any sense of whether that's true or what you could predict?

DR. ERBA: As you pointed out, mlk production is
seasonal. W definitely see that in our cooperative, as you

woul d see across the state. So we would expect to see mlk
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production clinb fromnow until March or April. W
typically hit our peak in March or April every year. That's
not going to be that unusual, to increase from now unti

t hen.

| guess, M. Eastnman, to answer your question, the
thing that we ook at the nost is what is the health of our
i ndi vi dual nmenbers and how nmany nenbers are resigning every
nonth. W have | ost about 20 nenbers in the |ast six
nmont hs, about 30 dairy farnms, and we don't see that trend
st oppi ng anyti ne soon.

MR. EASTMAN. In the past oftentines in the dairy
i ndustry we have noticed the consolidation on the farm/l evel
where traditionally if you go back decades, the nunber of
dairy farnms have been on the decline and the relative size
of dairies, on average, have increased. And so | don't --
we haven't heard from any nenbers of the processing side of
the industry yet but there could be an argunent that maybe
we're just in the sane sort of circunstance we have al ways
been in, that dairies always go out of business.

And what coul d end up happening are that other
dairies that will survive will just take on the cows and the
net result is the sane, where there is no change. Do you
believe that is a part of what's happening or do you not
believe that's going to be true, say, the next year going

and t hroughout the next year, year and a half or so.
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t he background no matter what the circunstances are. But we

are far above a level that you could say it's only a matte

r

of we're just consolidating and that's the way the industry

is going. W' ve got sone very -- or had -- some very larg
good, profitable producers that just said, forget it, |I'm
done with this industry. It's too up and down for ne,

can't predict where I'mgoing. They are not being forced
out necessarily financially, they just had enough of this
i ndustry and have gotten out. And as | said, very |arge
facilities. Not on the order of a couple of hundred cows,
these are facilities that are a couple of thousand cows.
Wel | -established famlies, a lot of farmground. No real
reason to exit the business other than they' ve had enough
it. So it's a different circunstance for us.

You're going to have the consolidation that you
speak of. We will see that continue, |I'msure. The one
thing we have noticed is that in the past when dairies go
out of business the cows typically don't | eave. Now what
we're seeing is a nunber of those cows end up in the
sl aught erhouse. They didn't have any option other than go
to the slaughterhouse. And that's not sonething we
typically have seen. So those two factors by thensel ves
woul d indicate to me we are not in the sanme place we have

been in the past.

€,

of
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MR. EASTMAN. | felt like I had one nore question,
| felt like that wasn't enough. Actually, if you want to --

MS. GATES: Dr. Erba, in 2009 when we saw the
wor st financial condition that dairy farnmers were in, like
|"d asked DFA, nost of the co-ops had stepped up and
returned the retains during the nmonth -- during the year
every nonth as opposed to waiting to the end of the year.
Did CDI step up and do that at that point in tinme, this
sunmmer ?

DR ERBA: W -- this summer?

MS. GATES: You know, throughout this year.

DR. ERBA: Yes. W have made snall paynents to
our nmenbers each nmonth this year. W have tried to nmake
paynents twice a year that are a little larger than that, an
early advance of dividends. W were not able to do that
after the first six nonths. W had to prolong it until
|ater in the year because our financial position at the co-
op wasn't sufficient to do that. But the board of directors
did take action to make a paynent in addition to the snal
nmont hl y paynment, an additional paynent to our menbers in
Decenber .

M5. GATES: Conparing this year to 2009, are you
| ooki ng at that as kind of conparable as to the financial
duress or one higher or |ower than the other?

DR. ERBA: | would put them on the sane pl ane.
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think the difference, the distinction | would nmake is in
2009 | think the lending institutions were a |ot nore
willing to |l et producers stay around and continue to
produce, hoping that they woul d produce out of the situation
that they are in. After they got through that period in
2009 it was pretty clear that nost |enders were not willing
to do that again and they have taken action agai nst,
financial action against our nmenbers. And | wouldn't say
"forced themout" but don't |eave thema lot of alternatives
but to get out. So we are not having the support fromthe

| ender side that we had in 2009. And to put it in very
anecdotal ternms, they don't seemto have the patience that
they did in 2009.

M5. GATES: In 2009 we saw lower milk prices than
we see in 2012 here, which the nmarket seens to have
rebounded quite a bit with $18, $19 mlk. So | amtrying to
understand the difference between those two tinme periods.

DR. ERBA: Well they pay attention to margins just
as our nmenbers do and the mlk price today by historical
standards is pretty good, it's actually quite good. The
margin is not there, just like the margin wasn't there in
2009, and that is, you know. Even though people tal k about
mlk price the real key nowis mlk margin. [If it's not
there, like it isn't right now, there will be action taken.

MS. GATES: Thank you.
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HEARI NG OFFI CER RONDEN:. All right, thank you very
much. The California Dairies, Inc. testinmony will be
Exhi bit 44.

(Exhi bit 44 was received into evidence.)

HEARI NG OFFI CER RONDEN: | invite up the
representatives fromDbDairy Institute of California.

kay, for the record, please state your nanme and
spel |l your |ast name.

DR SCHEK: MW nane is WIlliam Schiek, that's S
CHI-EK

HEARI NG OFFI CER ROADEN:. And pl ease | et us know
who you represent.

DR, SCH EK: The Dairy Institute of California.
Wher eupon,

DR WLLI AM SCH EK
Was duly sworn.

HEARI NG OFFI CER RONDEN: Pl ease proceed.

DR. SCH EK: Ckay. M. Hearing Oficer and
menbers of the Hearing Panel:

My name is WIliam Schiek and I am Econom st for
the Dairy Institute of California and I amtestifying on the
Institute's behalf. 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
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percentage of the butter in the state. Menber firns operate
in both marketing areas in the state. And the position
presented at this hearing was approved and adopted by Dairy
Institute's Board of Directors.

Dairy Institute appreciates the opportunity to
testify at this energency pricing hearing to propose a
tenporary and nodest adjustment to certain prices under the
California Food and Agricultural Code, Division 21, Part 3,
Chapter 2, Articles 1 through 9.

Ski ppi ng down to Current MIk Situation.

There is no question that producers are now facing
challenging tines in the face of extrene volatility of both
m | k revenues and input costs. During nmuch of 2012, prices
have been bel ow average m | k production costs. This
situation has led to financial |osses and erosion of equity
for many producers. Wile these struggles are undeni abl e,
it is inportant to recognize that there is trenendous
diversity with respect to the financial position of
i ndi vi dual dairynen, as evidenced by the cost of production
feedback data recently rel eased by the Departnent. The
third quarter of 2012 m |k production costs for the
Departnment's sanpl e of conventional dairies ranged from
$14. 76 per hundredwei ght to $29.47 per hundredwei ght. Wen
feeds grown by the dairynmen are evaluated at their grow cost

as opposed to their market price, it is likely that these
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spreads becone even w der.

It is inportant to note that 2012 foll ows what was
for many dairymen a very profitable year in 2011. Cycles in
profitability have been a feature of the dairy industry for
many years. Wat is different today is that our exposure to
the worl d nmarketpl ace has increased the anplitude of those
cycles. Another inportant context is that the financial
pressures facing dairynmen are not unique to California.

They are playing out in other parts of the US, Europe, South
America, Australia and in any regi on where grain
concentrates are fed. Only grazing production systens seem
exenpt fromthe current dairy financial crunch

The primary culprit behind these difficulties has
been the high feed costs that have resulted fromincreased
demand new uses for feed crops, both donestically and
globally. While these forces elevated feed prices in the
spring, sumrer saw the worst drought in 25 years take hold
in the central part of the United States; driving feed
prices, which had started to decline, to new heights. Once
the extent and severity of the drought becane clear, corn
prices shot upward to $8 a bushel. And while they have
declined sonme in recent nonths, nearby futures prices are
still close to $7 a bushel. These inpacts stem from what
has been an event of global reach. Unfortunately, our

regul ated pricing systemis not capable of mtigating such
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events, nor was it designed to do so.

M| k Producti on.

Since July, California m |k production has been
bel ow year-earlier levels. This decline follows a period of
very strong production growth where plant capacity was
i nadequate to handle the mlk produced in the state. To
sone degree, a reduction in mlk supply was needed to
restore orderly conditions to the market, but the painful
way it canme about was not desirable. Negative on-farm
fi nances were obviously a factor in the production
adj ust rent but not the only one. The problem was nmade worse
by the rapid expansion of mlk output that occurred early in
the year, which led to the re-inplenentation of base pl ans,
and in some cases, marketing penalties for producers who
exceeded their base. |In August, California experienced a
severe two week heat wave that reduced production
substantially. The |argest negative inpact on m |k output
was seen in August, but m |k production stabilized in
Sept enber and Cctober. The USDA data just rel eased for
Novenber showed solid inprovenent in California m |k output,
not surprisingly, coinciding with higher mlk prices. 1In
terms of cow nunbers -- Ch, and that pricing, that
production chart is shown as Exhibit 1-Ain the list of
exhibits. In ternms of cow nunbers, California has fared

better than the nation as a whole, showing a fairly stable
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m | ki ng herd, whereas the rest of the US saw its m |l king
herd contract for several nonths before increasing a bit in
Novenber. And that's shown in Exhibits 1-B and 1-C

Looki ng ahead, it seens likely that California
m |k production will remain bel ow year-earlier |evels
through the first part of 2013, in part because m | k out put
was so strong in early 2012; however, the situation could
change quickly if large nunbers of replacenents enter the
herd. The information currently avail able does not point to
production falling off a cliff, at |east not based on the
trends we have seen so far. The production data, bankruptcy
and herd sales reports and dairy cow sl aughter information
all seemto suggest that the industry is undergoi ng anot her
round of consolidation, nmoving m |k production unto fewer
but | arger farnmns.

MIk price.

While m Ik prices, as neasured by the statew de
blend, fell during the first part of 2012, reaching a | ow
point in May, they have rebounded sharply since then, as
shown in Exhibit 1-D. By Cctober, prices had risen al nost
40 percent fromtheir springtine lows. Slowing mlk
production growth has been noted in many countries during
t he second hal f of 2012 and sl ower overall global growh is
expected in 2013. These contractions in the global mlk

supply growth are expected to nove dairy conmodity prices
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hi gher again by the second quarter of 2013. And this is
di scussed in an article froma press rel ease by Rabobank,
it's contained as Exhibit 2. G ven these changes, we are
anticipating nore profitable pricing in the com ng nonths.
At past hearings there have been proposal s that
woul d substantially increase the regul ated prices paid by
m |k and dairy product plants. W urge the Secretary to
show restraint in responding to such proposals. Processors
and manufacturers sinply do not have the margins to support
| arge, unilateral revenue transfers to producers, nor are
they able to get such revenues fromthe market in today's
conpetitive environnent. \While producers' costs have been
hi gher than their revenues in recent nonths, it is inportant
to note that mlk prices are not, and should not be,
determ ned by m |k production costs alone but by supply and
demand in the marketplace. Actions by individual states to
deal with low prices that result fromthe natural working of
supply and dermand ri sk being ineffective at best, or nore
likely, harnful to the industry. State-nandated regul ated
price increases do not create new noney but transfer it from
processors to producers. There is no way for a state to
increase its regulated prices without nmaking the state's
processing industry | ess conpetitive. 1In so doing, the
state risks losing dairy product sal es and processing or

manufacturing investnent. |If California increases its
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regul ated prices and other states do not, and we know of no
pl ans by the Federal Orders to do so, California processors
will |lose sales and overall demand for California mlk wll
fall. There is no way to raise California' s regul ated

m ni mum prices w thout doing sone damage to the processing

side of the industry and consequently hurting producers in

the long run.

We continue to stress that regul ated prices should
be m ninum prices that serve to stabilize and underlay the
market. M nimum prices should be set at levels that stil
allow the market to set the actual prices at which mlk and
dairy products trade, so that supplies are correctly
all ocated to their highest and best use. Regulated prices
that are set too high interfere with market signals.
Currently, production is down in California fromwhere it
was | ast year. However, reduced production is not
necessarily an indication that regul ated prices should be
rai sed. Reportedly, market-based, over-order prem uns have
been increasing to ensure that m |k noves to where it is
needed, and this devel opment is precisely what shoul d happen
in a properly structured market.

Any action taken by the state as a result of this
heari ng, or indeed any pricing hearing, will not reverse the
structural changes facing the industry today. The

California dairy industry's success has been built in large
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part on scal e econom es at the producer |evel, utilizing

i nexpensi ve, purchased feed. Cearly, feed is not cheap
today. It is difficult to see feed costs returning to their
historic price levels, given the changes that have taken

pl ace in feed demand and the incone growh that has occurred
in emerging markets. These changes nean that it will be
difficult to remain profitable with a producti on nodel that
relies exclusively on purchased feed. No sustainable
changes to regul ated prices exist that can alter the

ram fications of structurally higher feed prices that are
likely with us for the long run.

G obalization inpacts are driving a new econonic
reality that will stress the industry. A key point here is
that the shocks that are global in their nmarket inpact are
| argely responsible for increased price volatility and
addi tional cost pressures. California dairynmen used to
conpete with dairymen in the M dwest and Northeast and w n
easily due to their production cost advantage. Today,
California dairynen are conpeting with mlk producers in New
Zeal and, Europe, Australia, South America, as well as other
regions of the United States. There is nore pressure than
ever to increase productivity and efficiency. But while
gl obal i zation of dairy markets creates challenges it al so
creates opportunity. The US is selling a significant anount

of product abroad and vol unmes are expected to continue
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growing in the future. Wrldw de dairy demand is expected
to grow faster than supply at current prices, and therefore,
hi gher prices will be necessary to ration demand and bring
nore product to the market.

Taki ng advantage of the rising global demand neans
we mnmust have an industry and a policy environment that
encour ages the investnent needed to access, serve and thrive
in the global marketplace. W continue to believe that
fostering a policy that supports our international marketing
efforts is crucial. Conversely, sinply raising the
regul ated price as an ongoing strategy to inprove incones
for dairynmen is like putting the proverbial cart before the
horse. It is a policy that will fail. A better solutionis
to put the horse before the cart, or in other words, to
attract and encourage the kind of investnment that vyields
hi gher returns so that increased demand for California dairy
products will |ead to higher demand and greater conpetition
for mlk, and ultimately, higher prices. |nvestnment mnust
conme before higher returns or prices, not the other way
around. Dairy Institute supports the CDFA Dairy Task Force
and its efforts towards reforns that will deliver nore for
the industry over the long run. W urge the Secretary to
consi der the inpact of proposed pricing changes on the
ability of California processors to conpete and sel

product, both nationally and gl obally.
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Gover nment mandat ed i ncreases to regul ated prices
cannot give lasting relief to producers and run the risk of
hurting the industry's market opportunities. W maintain
that the real solution to producers' financial nightnmare is
a rebound in the market price. | think you just heard that
as well. As we have already noted, the market responds to
tighter financial conditions and shorter m |k supplies
t hrough increases in dairy cormmodity prices, which results
in higher prices for mlk. W have seen the market-based
relief in action during the second half of the year. The
mar ket al so responds to tightening local mlk supplies by
delivering premiumdollars, which increase as market
conditions warrant. Tightening mlk supplies in California
this summer | ed a couple of magjor mlk buyers in the state
to increase premuns paid to their mlk suppliers. Finally,
for the market to deliver the nmaxi mum possible to producers
t here nust be adequate investnent as we noted earlier. The
regul ated pricing structure that is nost encouragi ng of
investnment will do a better job of delivering higher and
sust ai nabl e returns to dairynen

We continue to believe that in general the market
signals that conme via changes in commodity price |evels
shoul d be allowed to bring about the m |k supply changes
that are needed. The lower prices lately for butter and

cheese are a reflection of changes in the bal ance of supply
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and demand and those signals need to be transmtted through
t he market pl ace. However, the anticipated brief period of

| oner prices that we expect early in 2013 could be bridged
by a nodest and tenporary increase to the state's regul ated
prices wthout too nuch market distortion and woul d be
acceptable in light of the financial difficulties California
dai rynen have faced this year.

In light of the foregoing, Dairy Institute
proposes that prices for Casses 4a and 4b mlk be increased
by $0. 10 per hundredwei ght for the three nonth period
begi nni ng February 2013 and continuing through April 2013.
Because the current plans calculate Cass 2 and 3 prices by
referencing prior nonths' C ass 4a prices, any increase in
the Cass 4a price levels will be passed through to Cl asses
2 and 3, albeit with sone delay. W have intentionally
excluded Class 1 fromthe proposed increase. Cass 1
processors already pay the highest price into the pool by
virtue of the higher of feature of the Class 1 pricing
formula. In addition, Class 1 sales are struggling. They
are down two percent for the year to date and have posted
nmont hly year-to-year decreases for much of the past severa
years. Also, current Cass 1 prices are already high and we
do not want to exacerbate sales | osses by increasing prices
even nore.

Stabilization Plan anendnents.
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Al of Article Ill, Section 300, Paragraph (H)
the current Northern and Southern California Stabilization
Plan shall be deleted and replaced with the follow ng text
in both plans:

"(H) The mninmum prices for conponents used

for Cass 4a and C ass 4b, as set forth
respectively in Paragraphs (D) and (E) of this
Section, shall be increased only for the period of
February 1, 2013 to April 30, 2013 by the
fol |l ow ng anounts:

"(1) For Class 4a and 4b m |k fat

and mlk solids-not-fat, eight and two-

tenths mls per pound.”

Qur proposed increase will inpact roughly 87
percent of the mlk in the pool, the conbi ned usage of

Classes 2, 3, 4a and 4b. The increase in pool prices wll

88

n

provide nore than 9.2 mllion additional dollars to the pool

by our estinmates, which are contained in Exhibit 3. The
amendnents we have offered here no doubt will fall well
short of what nmany hope or expect, However, we continue t
believe that the market is a better nmechanismfor inconme
relief and have the expectation that the gl obal supply
contraction will deliver higher comodity prices by the
second quarter of 2013. |If supplies in California becone

further chall enged because of continuing financial hardsh

(0]
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on the dairies, we have no doubt that additional prem um
nmonies wll be paid if revenue is available in the

mar ket pl ace. In such a turn, plants will pay what they can
so that mlk production in California remains viable. W
have advanced a nodest proposal because of conpetitive
concerns and we note that USDA currently has no plans to
provi de energency price relief through anendnments to Federa
Order price forrmulas. Put another way, our conpetitors are
not seeing higher costs due to increased regul ated prices,
so we believe any regul ated price increases for California
shoul d take conpetitive concerns into account.

Efforts by California to unilaterally raise the
state's regulated m Ik prices by anobunts that are anything
cl ose to what has been proposed at recent hearings wll
di sadvantage California processors and manufacturers
relative to their counterparts in other states, likely
resulting in fewer sales of California dairy products and
di m ni shed mar ket opportunities for producers. Dairy
Institute's proposal is an option that is both nodest enough
inits price inpact and short enough in duration to limt
t he negative damage that will result froma unilateral state
action to increase prices. |If the Secretary feels she has
no choice but to increase regulated prices then the Dairy
Institute proposal is one that should be considered.

However, we reiterate that true price and incone relief for
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producers nust come fromthe market. That relief is onits
way as evidenced by rebounding mlk prices and additional
prem um nonies paid to dairynmen and m |k suppliers. W urge
the Secretary not to take any action that woul d
significantly inpede California processors' ability to
conpete in the marketplace or disrupt needed signals
regardi ng the bal ance of supply and demand in the market.
Thank you for the opportunity to testify and | amwlling to
answer any questions you nay have.

HEARI NG OFFI CER ROADEN:  Panel ?

MR. EASTMAN. Dr. Schiek, with regards to your
proposed increases in the Cass 4a and 4b prices. It
appears they mmc the sane increases that were inplenented
back as a result of the Novenber 2009 heari ng.

DR SCH EK:  Um hnm

MR. EASTMAN. |Is that the only way at which you
derived the | evel of those proposed price increases or did
you | ook at any other data, forrmula or sone other source of
income that |led you to that nunber?

DR. SCH EK: W did review the existing price
rel ati onshi ps between the California and Federal Order
prices. But we also |ooked at the marketing environnment
that California processors have and the cost environnent
that they operate in and believed that this type of increase

is one that there's roomfor. But, you know, just | ooking
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at price parity and saying there's roomto increase to a
conparabl e price we don't believe is accurate because of the
difference in the cost environnment and the structure of the
i ndustry in California.

MR. EASTMAN. \What types of costs are you
referring to?

DR. SCH EK: Operating costs, |abor costs,
envi ronnmental costs, various regulatory costs, workman's
conp.

MR. EASTMAN. So you build -- you view those costs
as higher in California conpared to other states, is that
what you're referring to?

DR. SCH EK: Yeah. And I think, you know, at the
| ast couple of hearings | submitted as an exhibit a ranking
of states by business costs and California routinely ranks
as one of the highest. | think there was another -- 1 think
CNBC or anot her organi zation ranked states by their sort of
busi ness friendliness and California ranked near the bottom

So yeah, those are pretty well established.

MR. EASTMAN. Wth regards to the supply, the
California mlk supply in relation to the denand. W've had
producer cooperative and producer trade association
representatives explain that it appears that there appears
to be an inbal ance, so to speak.

DR. SCH EK: Um hmm
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MR. EASTMAN. |s that how your nenbers view the
current situation as well?

DR. SCH EK: You know, | heard nost from ny
menbers regarding a supply back in August when the heat wave
hit and we were down five percent relative statewi de, on a
statew de basis. And | know that in sone cases there are
sonme plants that would take nmore mlk if they could get it
but 1 haven't heard anyone saying that they are crucially
short. O my nenbership. Now you' re hearing from sone of
t he cooperatives, they can speak to their own processing
operations. And you'll hear from sone of mnmy nenbers today,

You can ask that question directly to them and probably get
a better, nore conpl ete answer.

MR. EASTMAN. Ckay. Wth regards to your proposed
increases. | know that based on conpetitive advantage and
mar keti ng conditions, et cetera that you nention, you
pur posely stayed away from any proposed increases on Cl ass
1, 2 and 3. So the question | have, you do nention that you
feel that sone sort of relief is warranted to producers,
hence why you propose sone changes on 4a and 4b. The
guestion | have is, all manufacturers need the mlk, al
manuf acturers have to have mlk in order to neet their
busi ness needs, which would include 1, 2 and 3. So why
woul d you expect that, say, Cass 1, 2, 3 manufacturers,

al beit just for a tenmporary period of tinme, shouldn't also
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provi de sonme sort of price relief through a tenporary price
increase on the m |k they purchase?

DR. SCH EK: Good question. | think -- maybe |
didn't make this clear in ny testinony. But | think what we
are anticipating is that a 4a increase becones a 2 and 3
i ncrease, just because of the way the forrmulas work. [|f you
add a 2 and 3 increase on top of that, then you'll get an
addi ti onal bunp from whatever 4a increase is proposed. So
we are anticipating 2 and 3 to pay nore just mght not
happen coincidentally at the sane tine as 4a and 4b.

The Cass 1 situation, yeah, we've had -- it's
been a while since we've had a Cass 1 hearing. But one of
the things that we've argued for a long tine is that for a
state with such a ow Cass 1 usage, our Cass 1
differential or Class 1 premiumin the regulated structure
relative to the manufacturing price |levels, is considerably
hi gher than other Federal Order regions in places that have
a simlar kind of low Class 1 utilization.

So | think there is some sense -- and if you talk
to Class 1 nenbers of mne | think they would say that they
feel like they have been contributing to the pool probably
in excess of what, you know, would be happening in other
regions in terns of a prem umanount. So there's that
aspect. But, | nean, you guys have the sales data that's in

the div (phonetic) and you can see Cass 1 has just been
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beaten up for the last two or three years. W're |osing
sales. Consuners are price sensitive. | think the idea
that we have this great inelastic product and you can charge
what ever you want and the market will just take it is not
bei ng borne out today, in part because there is a |lot nore
substitutes out there.

And then you have the anti-m |k crusaders that are
out there trying to get mlk, chocolate m |k out of schools.
Well, if you take chocolate m |k out of schools kids don't
drink as much white mlk so you have a | oss of sales there.
You know, it's just there are a |ot of challenges for that
segnent and we just feel |ike another price increase on top
of all the challenges that they are facing, given that they
al ready contribute the highest price in the pool, doesn't

real ly nmake good policy sense.

MR. EASTMAN. COkay. Wth regards to market
adj ustments that you nentioned. bviously you can refer --
you did refer to how mninmum cl ass prices have increased
since the sunmer because commodity prices have risen

DR SCHI EK: Right.

MR. EASTMAN: So there has been a market novenent
there. Has there been any market adjustnents with regards
to over-order prem uns paid by your nmenbers as well?

DR. SCH EK: Yeah. | know of a couple of cases

where sone of the larger, sone of the |arger cheese naker
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menbers have stepped up and increased their prem um | evels.
There was allusion to that fromthe DFA w tness, you know.
| think that's a good question. Keep asking, again, other
processor nmenbers who will be up here testifying today. But
we have seen, we have seen prem um | evel s increasing, you
know, starting with when the heat wave knocked m |k
production back in August.

MR. EASTMAN. And were those prem umincreases
across all the classes or primarily just focused on 4b
manuf act urers?

DR SCHI EK: The one |I'm-- the ones |I'm aware of
are 4b. There may be others but those are the ones |I'm
awar e of.

M5. GATES: Dr. Schiek, |I'massum ng that your
menbers have picked three nonths for a reason and not | ooked
at anything farther. Do you think that your nenbership
could take it a little bit father out besides three nonths?

DR. SCH EK: Could they take it out? | suspect
that if it's nodest enough, yes, they could. | think the
reason we picked three was, one, for the conpetitive
concerns, and two, because that's kind of the range of the
gap. We see a first quarter gap in pricing where we're kind
of com ng down off the fall seasonal, the holiday seasona
demand. But we see global m Ik supply contraction occurring

and we expect prices to begin increasing later in the spring
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so we're kind of trying to bridge that gap.

M5. GATES: Ckay. And | think you expl ained the
Class 1 question that | had pretty thoroughly w th what
Hyrum had asked you. | think that's it, thank you.

HEARI NG OFFI CER RONDEN:. All right, thank you very
much. The testinony fromthe Dairy Institute will be 45a
and the exhibits wll be 45b.

(Exhi bits 45a and 45b were received

i nto evidence.)

HEARI NG OFFI CER ROADEN. COkay, next up I'd like to
invite the BESTWHEY, LLC representative.

For the record please state your nane and spel
your |ast narme.

MR. MJURPHY: Barry Murphy, MURP-HY.

HEARI NG OFFI CER ROADEN:. Again, for the record,
state who you are representing.

MR, MJURPHY: BESTWHEY, LLC
Wher eupon,

BARRY MJRPHY
Was duly sworn.

HEARI NG OFFI CER RONDEN: Pl ease proceed.

MR. MJURPHY: M. Hearing Oficer and Menbers of
t he Hearing Panel :

My name is Barry Murphy. | have spent the last 25

years in the cheese and whey processing business, in
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cor por at e managenent positions and for the past 12 years as
a consultant to investors with a desire to devel op cheese
and whey products businesses in California and throughout
the United States.

While this hearing is focused on tenporary price
relief amendments to all mlk classes, ny expertise and
testinmony is limted to the California Cass 4b mlk pricing
mechani sm and how this inmpacts the nmedi umand snmall cheese
producer. Over the long term protectionismhas not worked
when gl obal and free markets dictate the value chain. W
must nove toward free market pricing if we are to capitalize
on the current and | ong-term gl obal opportunities open to
California's dairy industry. California's mnimmmlKk
price systemworks if mlIk premuns are used effectively to
bal ance supply and demand dynami cs in normal markets.
However, the m ninmum price system does not work in over-
supply situations such as those during the serious mlKk
over-supply periods seen in recent tinmes. California's
| ar ge cooperatives, DFA, CDI and Land O Lakes, are not using
the mlk prem um above m ni mum pricing opportunity
effectively, and thereby, in ny opinion, are directly
responsi ble for lower inconmes to dairies. Their focus is on
clearing mlk rather than creating markets for m |k use.

For exanple, these | arge cooperatives could easily be in the

whey products business through mlk protein fractionation
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into casein, mlk protein concentrates and isol ates, and
t hereby using the perneate or whey fractions to manufacture
whey products.

My position regarding a tenporary anendnent to
Class 4b m Ik pricing is that there should be no change. No
change is justifiable since Cass 4b mlk has already seen a
significant increase in the whey factor this year with the
smal | and medi um si zed cheese plants already paying $0.75 a
hundr edwei ght for mlk or $0.075 per pound of cheese. The
whey factor assunmes that all small and nmedi um si zed cheese
pl ants are manufacturing whey products; and for nost small
cheese plants in California, this is absolutely not the
case. For exanple, while a small cheese plant with a five
truckl oad use of mlk per day, this plant is currently
payi ng $47,000 a nonth in whey factor, plus $19,000 to
di spose of that whey. These plants are too small to extract
even whey creamor to invest in a whey processing plant. As
a small cheese plant grows to, say, over 25 truckl oads of
mlk a day, the economes of scale will work to invest in a
whey protein plant. But at a mninmminvestnment cost of $25
mllion and using the current whey factor and whey narkets,
this still accounts for the dairies receiving well over 50
percent of the net profitability fromthese investnents,
wi t hout any investnment on the part of the dairies. Even

with a whey protein plant, nore than 50 percent of the total
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solids-not-fat in raw mlk is disposed of to animal feed at
a financial |oss.

Most of California' s cheese plants are small and
medi um si zed operations and these operations are under
severe financial pressure with the 4b whey factor.
California' s specialty cheese industry has seen little
growh relative to Wsconsin, where Wsconsin now produces
about 50 percent of the nation's one billion pounds per year
of specialty cheese, and California has about 10 percent of
this market. Federal M1k Marketing Order pricing
mechani snms are broken. And for those cheese plants playing
those levels -- what | nmean by this is in Wsconsin or
M nnesota, they are marginally profitable on cheese with
zero profits on the whey protein side. And what this | eaves
for themis the only opportunity for themto nove forward is
to invest -- is to invest significant dollars with very high
risk to build pernmeate and | actose plants, fromwhich to
draw i ncone.

California' s cheese industry is at a crossroads.
The last major investnent in California' s cheese industry
was over ten years ago by Land O Lakes in Tulare. This
resulted in several years of financial |osses and the
eventual sale of the entire plant because it was not
profitable. Shortly after the 2007 mlk price hearings, F&A

Cheese sold out after a few years of financial |osses as a
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direct result of the 4b whey factor, which at the tinme was
simlar to the Federal M|k Marketing Order. Lactalis USA
is closing its specialty cheese plant in Tipton next year to
nove its operations to unregul ated Idaho. Gossner Cheese
specialty cheese plant in the Inperial Valley is in jeopardy
of closure but is not closing its unregul ated Utah plant and
Cantare Cheese in San Diego went bankrupt a little over a
year ago. In the nmeantine the cooperatives are expandi ng
their ml|k powder operations at the expense of incone to
dairi es.

Regul atory stability is inperative if the
i nvestment community is to conmt to expanding California's
cheese and whey products industry. Wthout a stable mlk
pricing policy environment investors cannot nove forward
wi th cheese and whey expansi on, despite the major gl obal
opportunity available to California's dairy industry. This
regulatory instability is stunting the significant potenti al
demand growth for mlk in California.

In conclusion and in the interest of preserving
California' s cheese industry while providing an incentive
for future investnent, the CDFA should not anmend the 4b m |k
price. Thank you.

HEARI NG OFFI CER RONDEN: Questions fromthe Panel ?

MR. EASTMAN. | just have a couple of questions.

Are you currently working with any cheese plants here in
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California to devel op whey processing facilities?

MR. MJURPHY: Yes, about four conpani es.

MR. EASTMAN. How woul d you characterize their
size? Are they the small and nmedi um si ze type plants or
| arger?

MR. MJRPHY: Yeah, it's very difficult to do it
with less than a mllion pounds of m |k per day; very
difficult to make the econonmies work. And you can't, you
can't really go in on process -- | indicated in ny testinony
t hat about 50 percent of the solids-not-fat in raw mlk
still ends up as animal feed. |'mtalking about relatively
smal | just whey protein plants where you're taking out --
say, of the 3.2 percent protein in raw mlk you re taking
0.6 percent of that protein, that's really all you're
i sol ati ng.

MR. EASTMAN. So besides -- you don't have any
other affiliation with any other organi zations that, say,
| obby on behal f of producer or processing interests? You're
just sinply a consultant?

MR. MJURPHY: No, no, |I'man independent. | work
on cheese and whey devel opnent projects with investors.

MR, EASTMAN. Got you.

HEARI NG OFFI CER RONDEN:. All right, thank you very
much. The testinony from BESTWHEY wi || be Exhibit 46.

(Exhi bit 46 was received into evidence.)
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HEARI NG OFFI CER RONDEN:. At this tine we are going
to take a break for 15 minutes so we will reconvene at 9:35.

(OFf the record at 9:20 a.m)

(On the record at 9:35 a.m)

(A nonent of silence was observed for the

victinms of the Newtown, Connecticut shooting.)

HEARI NG OFFI CER ROADEN. | would like to invite up
the representative of the California Dairy Canpai gn, please.

kay, please state your nanme for the record and
spel |l your |ast name.

M5. McBRIDE: Lynne McBride, MC capital B-R1-D

HEARI NG OFFI CER RONDEN. And the organi zation that
you are testifying on behalf of?

M5. McBRIDE: California Dairy Canpaign.

Wher eupon,
LYNNE McBRI DE
Was duly sworn.

HEARI NG OFFI CER RONDEN: Pl ease.

M5. MBRIDE: M. Hearing Oficer and Menbers of
the Panel, ny name is Lynne McBride. | currently serve as
Executive Director of the California Dairy Canpaign. CDC is
a nmenber organi zation of California Farmers Union, which
represents nore than 1,400 farnmer and rancher nenbers

statewde. CFU is a state chapter of the National Farners
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Uni on, which represents 250,000 farners and ranchers
nati onwi de. The testinmony | will present today is based on
positions adopted by the CDC Board of Directors.

| would like to begin by thanking California
Department of Food and Agriculture Secretary Karen Ross for
hol ding this hearing today to consider anendnents to the
cl ass prices.

The publication Hoards Dairyman nost accurately
and effectively described the situation facing California
dairies in their Septenber publication. The headline read,
"What ever you have heard about California' s dairy situation,
it is wrse." Hoards Dairyman began publication in 1885 and
it takes a neasured view on nost issues and does not speak
in hyperbole, making this statenent all the nore striking.
The publication went on to state, "The industry is crippled,
it will likely get worse and it may never recover." Since
early in 2012 | have heard simlar descriptions from our
dai ry producer nenbers about the ongoing crisis they face,
whi ch the Associ ated Press called the "doubl e whamy:
exorbitant feed costs and lower mlk prices.”™ The AP went
on to explain, "The M dwest drought has led to corn and
soybean costs increasing by nore than 50 percent this
sumer, stressing dairynen from Wsconsin and M nnesota to
M ssouri. But in California, mlk prices have al so | agged

behind those in the rest of the nation, exacerbating the
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crisis.”™ Nunerous news stories in the nmedia have clearly
stated the grimreality being experienced by dairy farners
and confirmjust how bad things have been this year for
dairy famlies in this state. The evidence points to the
urgent need for CDFA to act to increase producer prices to
provi de nmuch-needed relief to dairy producers across the
st at e.

Al t hough CDFA data is not currently avail abl e on
t he nunber of dairies that remain in California, it is
wi dely estimated that nore than 100 dairies will close their
doors in 2012, a greater |loss than occurred in the
devastating year that was 2009. Many of the dairies that
have cl osed their doors in 2012 have been in operation for
generations. The inpact of the closure of a dairy operation
has a ripple effect on the local, regional and state econony
and the social fabric of these affected comuniti es.

| just had an opportunity to speak with a dairy
producer out in the hall and he enphasized, and | hear this
repeatedly, how difficult it is when you can't pay your
bills and you can't -- you don't know how you're going to be
able to survive in this climate, it's just incredibly
difficult.

The situation facing dairy famlies in this state
is dire and our organization has joined with other dairy

producer organi zations to call for reforns to our state
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dairy pricing systemso that prices paid to producers are
nore equitable conpared to prices paid in federal order
states. Despite the unprecedented unity anong the dairy
producers on the need for reform particularly of our 4b or
cheese price, CDFA has failed to act to increase dairy
producer prices so that they are in reasonable and sound
econonmic relationship with prices paid in other states.

Dai ry producers are repeatedly told that if only they could
get together and agree on the reforns necessary to inprove
our system | awrakers woul d respond. The | ack of response
fromthe Departnent, despite the unified call for reform
has caused our nenbers to | ook toward joining the Federal
M|k Marketing Order Systemin order to receive a price for
their mlk that is in line with prices paid in the rest of
the country.

For the hearing today CDC is calling for CDFA to
increase the prices paid on all classes of mlk so that they
are conparable to prices paid in the federal orders. W
believe this should be a permanent change; however, for the
pur poses of this hearing we are calling for this change over
the next six nmonths. W testify today in support of an
upward price adjustnment that would increase Casses 1, 2 and
3 by $0.40 per hundredwei ght, Cass 4a by $0.30 per
hundr edwei ght and C ass 4b by $1.90 per hundredwei ght. W

cal cul ated the upward adjustnments based upon the average
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di fference between the California price for each of these

cl asses of mlk and the equival ent federal order class
prices on average over the nost recent 24 nonth period. And
there we have listed howit would break out on a fat and
solids-not-fat basis.

The | ast cost data from CDFA indicates that the
cost of producing mlk is currently $18.46 per hundredwei ght
and the cost including nmanagenent and return on investnent
is $19.94 per hundredweight. On Attachment 1 titled North
Val | ey Cost Survey - Percent of Dairies with a Net Loss,
whi ch we consider to be representative of the situation
facing producers in the state, we have included a graph that
shows at current prices paid and current production costs,
80 percent of dairies in the state are operating at a net
loss. In order to keep 50 percent of producers at break-
even |l evels we estimte the overbase price nust be no | ess
than 87 percent of cost of production. The graph indicates
that in the first quarter of 2012 approxi mately 80 percent
of dairies were operating at a loss. And that percentage
increased to 90 percent in the second quarter and stands
today at 80 percent. The conparable period in terns of
dairies operating at a |l oss was the fourth quarter of 2008
until the third quarter of 2009 and that period was a
catastrophe for dairy famlies in our state. This year has

been even nore difficult because many of the dairies that
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remai n in operation exhausted their equity during the crisis
of 2009.

In contrast to the bleak econom c situation facing
California dairy producers, others in the dairy food chain
are enjoying considerable profits. According to third
gquarter reports, Kraft Foods posted a net incone of
approxi mately $470 mllion, anmounting to a 13 percent
i ncrease over the previous quarter. Dean Foods reported a
third quarter 2012 net incone of $36 million, and that
conpany's earnings increased by approximtely 83 percent
conpared to the year-ago earnings. This Janes Leprino,

Chai rman of Leprino Foods, was ranked Nunber 170 on Forbes
list of richest people in Arerica with a net worth of $2.6
billion. W don't begrudge the ability of others in the
dairy sector to be profitable, however, dairy producers
deserve to profit as well given the fact that the mlk they
produce is the foundation upon which the entire dairy sector
is built.

Record feed prices caused by the usage of nore
than 40 percent of the corn crop in ethanol production and
the historic drought that is being conpared to the Dust Bow
have led to an incredible rise in input costs that is
pushing dairies across the state near the brink of ruin.

The fact that California prices |ag behind prices paid in

the rest of the country is worsening the crisis for dairy
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famlies in our state. CDFA can provide sone relief by
restoring equity in our dairy pricing systemso that prices
paid to California producers are aligned with prices paid in
the Federal Order system Adoption of our proposal would
achieve this objective by increasing the overbase price by
approxi mately $1 per hundredwei ght. However, the increase
we are calling for today would not bridge the gap between
the cost of producing mlk and producer inconme. According
to the Statew de Cost Conparison Summary, third quarter
i ncone was $16. 75 per hundredwei ght. G ven the $19.94 per
hundr edwei ght cost to produce mlk, including return on
i nvest ment and managenent, dairy producers in this state are
| osi ng over $3.19 per hundredwei ght, and that anount has
only increased since then. Qur proposal would not bridge
the gap between the cost to produce m |k and producer
income, but it would be an indication that CDFA is
responding to the crisis at hand to prevent additional
closures of dairies in the state.

Concl usi on.

We urge CDFA to increase the prices paid on
Classes 1, 2 and 3 by $0.40 per hundredwei ght, on d ass 4a
by $0. 30 per hundredwei ght and C ass 4b by $1.90 per
hundr edwei ght. The upward adj ustment we have called for
today will bring California class prices in line with

Federal Order prices. Adoption of the producer price
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i ncreases that we have called for today will provide nuch-
needed relief to dairy producers across the state who
continue to struggle to remain in operation under incredibly
difficult circunstances.

The California Dairy Canpaign would Iike to thank
the Departnent for the opportunity to present our testinony
today. We would also like to request the opportunity to
submit a post-hearing brief. W |look forward to working
with CDFA to inprove the outlook for California dairy
producers now and in the future.

(Appl ause.)

HEARI NG OFFI CER RONDEN. First of all, your
request for a post-hearing brief is denied. W are not
accepting post-hearing briefs on this hearing.

M5. McBRIDE: Ch, okay.

HEARI NG OFFI CER RONDEN: Questions fromthe Panel ?

MR. EASTMAN. | have a couple of questions.

On page two where you list the actual per pound
i ncreases to the conmponents. | know you've kind of witten
in-- you wote in a nunber.

M5. McBRIDE: Yes.

MR. EASTMAN. | assune the nunber that you want is
the one that you wote in.

M5. McBRIDE: Correct.

MR. EASTMAN. For the 4a fat and solids-not-fat,
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the $.02467?

M5. McBRIDE:  Yes.

MR. EASTMAN. COkay. Then with regards to the
nmet hod that you arrived at your proposed increases. It
| ooked |i ke you conpared the alignnent of California class
prices with Federal Order prices.

M5. McBRIDE:  Um hmm

MR. EASTMAN. And in terns of where your proposed
increases will go. Do you have a sense of, will that bring
the alignnment to the exact nunber? Meaning that there would
be zero difference during the course of the six nonths when
your proposed changes would be in effect or does it |eave
sonmet hing on the bottom or somethi ng above? Were exactly
does the alignnent go based on your proposal ?

M5. McBRIDE: You're asking me to predict prices
for the next six nonths?

MR. EASTMAN. No, what I'msaying is, it appears
that you | ooked at the alignnent of California class prices
and Federal Order prices over the |last 24 nonth peri od.

M5. McBRIDE: Correct.

MR EASTMAN: And so there was sonme sort of on
aver age, sonme nunber difference, right?

M5. McBRIDE: Right.

MR. EASTMAN. So how does that, where does that

difference go to, if you were to | ook at whatever that is,
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based on the 24 nonth average and what your increase would
do, your proposed increase. Were does the alignnment go to
at that point?

M5. McBRIDE: Well again we are just using the
average over the last 24 nonths. And because it's a six
nmonth period we just think it would bring our prices again
closer to what is being received in the Federal Order
prices. | can't predict what prices will be noving forward.

But we wanted to | ook back and see that our current system
whi ch we repeatedly expressed to the Departnment, is not in
alignnment with the prices received in the Federal O der,
which is creating tremendous stress and financial difficulty
here in California. So we're just going to add that chunk
that we've seen over the last two years, which has been very
evi dent and obvi ous, and nove forward with that additional
i ncrease.

MR. EASTMAN. Ckay. Those are ny questions.

HEARI NG OFFI CER ROADEN. Thank you very nuch. The
testinmony for California Dairy Canpaign will be Exhibit 47

(Exhi bit 47 was received into evidence.)

HEARI NG OFFI CER RONDEN: Next 1'd like to invite
up the representative from Farndal e Creanery.

For the record please state your nane and spel
your |ast narme.

MR. HOFFERBER: M nane is Scott Hofferber,
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spelled HO F-F-E-R- B-E-R

HEARI NG OFFI CER ROADEN:. Again, for the record,
you are representing?

MR. HOFFERBER: Farndal e Creanery.

Wher eupon,
SCOIT HOFFERBER
Was duly sworn.

HEARI NG OFFI CER RONDEN: Pl ease proceed.

MR. HOFFERBER: Good norning, Hearing O ficer and
menbers of the Hearing Panel. | am Scott Hofferber, the
Controller at Farndale Creanery, and | am here at the
direction and on the authority of our Board of Directors.
Farndale is a third-generational fam |y-owned and operated
dairy processing facility in Southern California. Wth
about 80 enpl oyees, Farndale is processing an average 24.2
mllion pounds of m |k and cream per nonth, about 100 | oads
a week, into cheese, sour creamand butterm k. And we are
grateful for this opportunity to provide Farndal e's
perspective on the matters before the Panel.

Orderly Marketing.

Regul atory stability is a necessary conponent to
pl anni ng and executing a growmh strategy in manufacturing
i ndustries where |large capital investnment and | ong-term
physi cal plant assets are required. Farndale has relied

heavily on the fundanental precept in the Marketing and
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Stabilization Plan that "orderly marketing" would rule the
process. Qur reliance on that precept |led us to undertake a
substantial investnment and inprovenent to our facilities
earlier this year. However, the current clinate of
continual petition, along with other recent |egal and
| egi sl ative actions, are undermning that stability and
creating a very negative environnent that may lead to a
di sastrous outconme for our substantial investnment and
inhibit the future of other processing grow h.

Wiile there are trenendous opportunities for
growt h and prosperity donestically and abroad, discord
wi thin the producer community abounds and is fueling
counter-productivity, while stifling constructive debate
within the industry. No affirmative progress toward
reform ng some of the nost pressing internal industry issues
appears to be forthcom ng. The good and hopeful effort of
the Dairy Future Task Force has been threatened because of
this discord. W are now here to testify to how best to
address "The Crisis.”

Perspective is everything. Farndale' s cheese
busi ness was "in crisis" back in '07 under the variabl e whey
factor in place at that tine. Through a hearing and with
t he cooperation of our custoners and our suppliers, we
created a way to continue to serve the industry and provide

a conduit for mlk to clear the market. And when | say
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"suppliers” in there I amincluding the producer comunity
in a very large part in our favorable outcone in that
situation. Today, our industry is going through a difficult
transition. It has been stated repeatedly in the press, in
recent neetings and at the | ast couple of hearings that feed
costs are putting certain California producers into an
unsust ai nabl e busi ness state. No argunent. Although
McKi nsey's 2006 study didn't anticipate the current drought
and feed supply constraints, it did warn us that such a
stressor on the California dairy farm ng busi ness nodel
woul d likely trigger the effects we are experienci ng now.

And I"'mgoing to go off the page for a second.
We've heard Attorney Riley Walter comments inserted into
testinmony early today. Along with those conments he
presents a nunber of factors that go into creating the
envi ronnments of bankruptcy for his clients. And | would
encourage, if the entire article isn't included in the
testimony where he was originally referenced, get your hands
on that and read all of the business nodel issues that he
cites as part of that destructive forces in these bankruptcy
si tuati ons.

The Relief Effort.

We believe in a free market econony and al so
believe there is enough latitude in the current construct of

the Marketing and Stabilization Plan to allow for tenporary
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relief to come fromdirect dealings anong arns-|ength
parties through conmunicati on and negotiation. W are
seeing that in action right now

Earlier in testinmony it was discussed with respect
to excluding 4a fromany kind of adjustnent, that the
significant investnent in 4a plants garners particul ar
protection fromwhatever we're dealing with here. And |
woul d submit that there's a | ot of have and have- not
elenents to this entire matrix that this panel has to dea
with. There's Iots of have and have-not constraints wthin
t he producer community itself. There was the discussion
earlier about smaller cheese plants having or having not the
ability to process whey. The have or have-not thing is
ranmpant in this entire discussion. And that solution as far
as work -- well, I'Il continue.

To state the obvious, Farndale needs a mlKk
supply. W are hopeful that our producer partners already
have and will continue to change their dairy farm ng nodel s
to allow for continued, nmutually beneficial business
ventures, as we have enjoyed since 1979 in Southern
California. Sonme sort of reasonable short-term bl anket
relief appears inevitable at this point. And by
"reasonabl e" we nean sonething that doesn't kill the patient
with the treatnment. The discussion around which of the

utilization classes have the greatest margins, and thus the
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ability to suffer the added expense of a relief pricing
schene, is beyond the scope of this hearing.

What ever net hodol ogy or nmagnitude of relief
results fromthis hearing, Farndal e supports:

No change to the pricing formulas. A recent trip,
by nme, to the local grocery store reveal ed that store-
| abel ed, "Real California" sealed, in-state jack and cheddar
cheeses were being sold at the very sanme price as
identically graded, fanmous nane branded out-of-state cheese.

This is what we're conpeting wth.

If there is a tenporary price adjustnment enacted
then it should include all classes of mlk. Since feed
costs seemto be the primary problem and since the cows eat
the sane thing regardl ess of howtheir mlk is utilized, for
the nost part, all m |k users should participate.

And thirdly, no nore than three nonths for any
energency relief program

And this testinony is respectfully submtted.

Far ndal e Creanery.

HEARI NG OFFI CER ROADEN:  Panel ?

MR. EASTMAN. | have a couple of questions.
Earlier there was testinony on behalf of the major, a couple
of the mmjor cooperatives in the state that handle a | ot of
the mlk supply, that state that it appears the m |k supply

in a certain extent has been, maybe not conprom sed but
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there's sone nervousness by sone manufacturers according to
their testinmony, with regard to being able to maintain their
m |k supply. Do you feel any nervousness about the future
supply of your mlk supply?

MR. HOFFERBER: Southern California is extrenely
chal l enged in that the Chino Preserve is disappearing at an
alarmng rate. So we are nervous about the future, a couple
of years out kind of a future. But in terns of current
operations and current availability for us, we are running
what we can sell at this point.

MR. EASTMAN. Wuld you state then, you are
receiving the exact amount of mlk to neet your needs then?

So there hasn't really been a change over the last six
nont hs or so?

MR. HOFFERBER: W have had great cooperation from
our supplier in both directions as the markets dictated our
ability to nove the product through.

MR. EASTMAN. So does Farndal e currently pay
premuns to get mlk?

MR, HOFFERBER:  Yes.

MR EASTMAN. Over the last five to six nonths
since last sumer, has Farndal e paid any increased prem unms
above what they normally pay to procure mlk?

MR, HOFFERBER:  No.

MR. EASTMAN.  Your m |k supplier, have they
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reached out to you to discuss or negotiate the prem um
structure in lieu of what's happeni ng?

MR HOFFERBER:  Yes.

MR. EASTMAN. Have those negotiations started?

MR. HOFFERBER: The extent of those negotiations
really would remain proprietary. But | will say that we
have sat down in a face-to-face neeting with our supplier
and di scussed the overall situation and we understand each
other at this point.

MR. EASTMAN. Ckay. In the past has that type of
di scussion occurred with regards to renegotiating prem uns?
Is this an unusual circunstance or does it happen regularly?

MR. HOFFERBER  Yeah, no, no, this is an unusual
circunstance. Typically the contract would run whatever it
woul d run, a year or two or whatever the |ength of any
particul ar contract would be. And maybe four to five nonths
prior to the renewal of that contract we would be sitting
down with the suppliers and saying, they would be comng to
us and saying, this is what we think we need to do, and we
woul d say, this is what we think we need to have. And we
woul d conme to a nunber under typical, you know, arns-|ength
negotiations. But this particular one is outside that
scope.

MR. EASTMAN. So it's sort of mdstream [It's in

the m ddle of your current --
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MR HOFFERBER: That's correct.

MR. EASTMAN. Do you feel that you have an
advant age because you do have sone sort of long-termmlk
supply contract? That you sort of have a | everage there in
negoti ati ng additi onal prem uns.

MR. HOFFERBER: It's an elenent -- yeah, it's an
el enent of regulatory stability for us in terns of making
our investnent. You know, I'Il give it credit for that. As
an advantage in the marketplace, it is what it is, you know,
we suffer or take advantage of however those things work
out. Currently we're still making commodity cheddar cheeses
and are subject to the CME narket and whether or not we can
cover our costs with our custoner base.

MR. EASTMAN. So it doesn't seemthat you're
really conpeting for mlk against other manufacturers.

MR HOFFERBER: W have not had to reach out. To
my know edge, and | amnot in the direct line for that. But
as | understand it we are running, we are currently able to
run what we can sell

MR, EASTMAN. Got you.

MR. HOFFERBER. And we haven't had to, you know,
go | ooking around at this point.

MR. EASTMAN. And then the other -- obviously this
happens fast. | know you nentioned sone mnet hodol ogy t hat

you woul d support if there's going to be sonme sort of change
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or tenporary price relief. Do you support any other
proposal s? Do you support the Dairy Institute proposal?
Because | know you're a nenber

MR. HOFFERBER: Wel | our primary, our primary
offering is just make no change at all and let's continue to
have these negotiations and work this thing out, you know.
The problemthat cones in there is what we've seen in the
have and have-not argunent, is how does the pool get the
benefit when we're having these vertical conversations. And
that's a rub | just, | can't approach. | nean, that's --
we're going to | eave that up to you guys in terns of a
nmet hodol ogy.

MR. EASTMAN. COkay. Those are ny questions.

MS. GATES: Just one quick question on your
substantial investnment that you have engaged in. [|s that
fully realized yet? 1s that on-line?

MR. HOFFERBER: Absolutely not. W're in sone
permtting delays at this point intime with that project.
W're still within the paraneters that we di scussed with our
financiers but, you know, we continue and see a conpl etion
to that project.

M5. GATES: On the sane tine line that you --
HOFFERBER:  Yeah
GATES: Pretty cl ose?

2 P 3

HOFFERBER: In ny grand tine line, not the --

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© 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

121

MS. GATES: Exactly.

MR. HOFFERBER: -- engineer's original idea.

M5. GATES: Ckay, thank you.

HEARI NG OFFI CER RONDEN:. All right, thank you very
much.

MR, HOFFERBER:  Yes.

HEARI NG OFFI CER RONDEN: And the Farndal e Creanery
testinmony will be Exhibit 48.

(Exhi bit 48 was received into evidence.)

HEARI NG OFFI CER ROADEN: Next | would like to
invite up the representative from Land O Lakes.

For the record, please state your nanme and spel
your |ast narme.

MR VWEGNER: Tom Wegner, WE-G N E-R

HEARI NG OFFI CER ROADEN: Agai n, please state who
you are representing.

MR. WEGNER: | amrepresenting Land O Lakes.
Wher eupon,

TOM VVEGNER

Was duly sworn.

HEARI NG OFFI CER RONDEN: Pl ease.

MR VEGNER: M. Hearing Oficer and Menbers of
t he Panel .

My name is Tom Wegner. | amhere to testify on

behal f of Land O Lakes. M business address is 4001
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Lexi ngt on Avenue North, Arden Hills, Mnnesota. M current
title is Director of Econom cs and Dairy Policy. Land

O Lakes thanks the Departnent for calling this hearing on
its own notion to consider tenporary anendnents to the

Mar keting Plans. This hearing will address issues of
critical inportance to the future of both our California
dairy producer nenbers and the entire California dairy

i ndustry.

Land O Lakes is a dairy co-op with 3,000 dairy
farmer menber-owners. Land O Lakes has a nationa
menber shi p base, whose nenbers are pooled on the California
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 240 California nenber-owners
supply us with over 15 mllion pounds of mlk per day that
are primarily processed at our Tulare and Ol and pl ants.

Land O Lakes proposes that all classes of mlk be
increased for a period of no | ess than six nonths to provide
much needed financial support to California' s dairy farm
famlies who have experienced ever-narrow ng margi ns over
the past 12 nonths. Land O Lakes agrees that current market
conditions support an adjustnment to the California class
prices of mlKk.

Specifically, Land O Lakes proposes the foll ow ng
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increases in the class prices:

| ncrease the Class 1 price approxi mately $0.40 per
hundr edwei ght by raising the Cass 1 nm|kfat price by $0.004
per pound; the Cass 1 solids-not-fat price by $0.034 per
pound; and the Cass 1 mlk fluid carrier by $0.001 per
pound.

I ncrease the Cass 2 and 3 prices approxi mately
$0. 45 per hundredwei ght by raising the Cass 2 and 3 nil kfat
and mlk solids-not-fat by $.036 per pound.

| ncrease the Class 4a price approxi mately $0. 10
per hundredwei ght by raising the Class 4a mlkfat and mlk
solids-not-fat by $0.0082 per pound.

And increase the 4b price approxi mately $1.65 per
hundr edwei ght by raising the Cass 4b m | kfat price by
$0. 0082 per pound; and the Cass 4b milk solids-not-fat by
$0. 1864 per pound.

We are assum ng that the Departnment woul d
i npl enent the tenporary increases for six nonths beginning
on Feb. 1, 2013. Wth that assunption in mnd the specific
proposal is as follows:

|"mnot going to read that direct citation, you
can have that for your record.

Land O Lakes proposes a tenporary $0.40 increase
in Cass 1 prices. 1In 2012, California's Class 1 prices

averaged $1.62 less than in 2011 and are projected to
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continue to nove lower in 2013. W already know that the
California Class 1 prices for January will decrease by $2. 84
fromthe Decenber prices. W also know that the Federal
Order ass | price for January will decrease by $2.42 | ower
t han Decenber for January 2013. So raising the Cass 1
price by $0.40 per hundredwei ght represents a nodest

i ncrease conpared to this $2.84 decrease. |f the typical
seasonal pattern of Class 1 prices prevails in early 2013,
the cost to California's fluid processors will continue to
drop as we nove into the second quarter of 2013.

Addi tional, the Southern California Cass 1 price has
averaged $0.48 less than the Arizona Federal Oder Cass |
price for the 12 nonths of 2012, providing roomfor this
nodest increase in Class 1 prices.

Land O Lakes proposes a tenporary $0.45 increase
in Classes 2 and 3. Both of these prices have averaged over
$3 less in 2012 conpared through 2011. Through Novenber
2012, the California Class 2 price has averaged $0.51 |ess
than the Federal Order Class Il price. Over the sane 11
nonth period the California Class 3 prices averaged $0. 80
| ess than the Federal Order Class Il price. These price
di fferences appear to provi de adequate roomfor Cass 2 and
3 processors to accommodat e a nobdest increase of $0.45.

Land O Lakes proposes a tenporary $0.10 increase

in the Class 4a price to recognize the Secretary's interest
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in having all classes of mlk contribute to a lift in prices
paid to California's dairy farnmers. W propose this

i ncrease despite the fact that the current California

manuf acturing all owances renmai n bel ow the 2011 aver age

manuf acturing costs reported by the Departnent. The butter
manufacturing all owance is $0.014 bel ow the 2011 average
manuf acturing cost and the nonfat dry m |k manufacturing

al l omance is $0.0179 cents bel ow the 2011 average

manuf acturing cost. Additionally, since Septenber 1, 2011
when the Departnent | ast anended the Class 4a formula, the
Federal Order Class IV price has exceeded the C ass 4a price
by an average of roughly $0. 33.

By contrast, over the sane 15 nonths, the Federal
Order Cass Il has exceeded the C ass 4b price by an
average of $2.07 per hundredweight. Year-to-date in 2012,

t he discount on 4b has averaged $1.87 per nmonth. Even after
t he nost recent change nade by the CDFA in Septenber of this
year, the Federal Order Class |Il price has averaged $1. 65
nore than the 4b price.

Additionally, the current California cheese nmake
al l omance cones within one-half cent of approximating the
2011 average manufacturing cost reported by the Departnent
for cheddar cheese. As you are well aware, California's
cheese plants, large and small, have benefited fromthe whey

factor adopted by the Departnent in 2007 and nodified
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slightly in 2011 and again in 2012. It is inmportant to note
that the nonthly Western dry whey price series used by the
Department in the whey portion of the Cass 4b formula has
continued to exhibit significant market strength in 2012.

Equal Iy inportant, many dairy market analysts are
projecting that whey prices will remain at |evels of $0.55
to $0.65 in 2013, which will continue to ensure that the
|arge California cheese plants will return significant
mar gi ns on their processed whey operations. |In |ight of
these market factors and the adm nistrative price
constraints, Land O Lakes proposes a tenporary increase of
$1.65 in the dass 4b price.

Applying the class utilizations of the California
state mlk order from 2012 year to date, we estimte that
our proposal would result in an increase of roughly $0.82 on
the overbase price for six nonths. Land O Lakes suggests
t hat adding $0.82 to overbase prices for six nonths woul d
have a significant, positive financial inpact on
California's dairy farnmer famlies. This would also send an
i nportant nmessage to California dairy farnmers that the CDFA
Secretary understands the seriousness of the financial
pressure that California dairy farnmers have been under in
2012 and will likely to continue to be under in 2013.

Next, let ne offer sonme observations about the

mar ket factors that support the tenporary price increase.
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These factors include the trends in m |k production, farm
mlk prices, mlk production costs and market projections
for 2013.

California's mlk production has sl owed narkedly
fromthe growh rate experienced in the first half of 2012.
since June 2012 when m | k production posted a year on year
i ncrease of +0.4 percent, California's mlk production has
contracted for four straight nonths, posting decreases of
-1.0 percent, -5.6 percent, -3.9 percent and -3.5 percent in
July, August, Septenber and Cctober, respectively. The
sl owdown continued in Novenber as California's mlk
production decreased by 2.3 percent, representing a daily
m | k production decrease of 2.6 mllion pounds or 50 fewer
| oads of m Ik per day in California during Novenber 2012
conpared to Novenber 2011.

In addition to the production danpeni ng i npact of
t he high tenperatures of August, two production factors
drove these decreases-5,000 fewer cows since July 2012 in
California; and nore inportantly, a drastic decrease in milk
per cow on California dairy farns. Typically, we observe
continual inprovenents in mlk per cow as dairy farners
adopt nore efficient production nethods. |In recent nonths,
however, California's m |k per cow has posted decreases of
-1.8 percent, -6.3 percent, -4.0 percent, -3.6 percent and

-2.4 percent, representing decreases for five straight
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mont hs from July through Novenber.

By conparison, Land O Lakes nenber m |k production
has decreased even nore than the state. Land O Lakes m |k
production has decreased by -1.8 through Novenber 2012,
conpared to the same 11 nonth period in 2011. In sone
periods since April 2012 our daily mlk vol unes decreased by
over one mllion pounds conpared to 2011's | evels.

Adm ttedly, the heat of August negatively inpacted our
menbers' m |k production as well, but the conbination of
decreasing mlk prices and increasing production costs have
put many of our dairy farners under extreme pressure as our
mar gi ns have narrowed to unprofitable |evels.

Forty-three dairy farmer nmenbers of Land O Lakes
have di scontinued mlking in 2012, in large part due to the
financial distress. And as you know, Land O Lakes took a
significant step in early 2012 by offering our dairy nenbers
an option designed to help them avoid additional financial
consequences. W are fully aware that sonme of our nenbers
are currently operating under negative margi ns and have been
in frequent negotiations with their |lenders. This tenporary
price increase conmes at a very critical point for sone of
our dairy nenbers

By any price neasure, California s dairy farners
have received far less for their mlk in 2012 than they

received in 2011. California' s overbase price through
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Oct ober 2012 has averaged $2.48 per hundredwei ght | ess than
t he average overbase price for the sane ten nonth period in
2011.

California mail box prices have followed a simlar
pat h downward. The California nailbox price has averaged
$3.11 per hundredwei ght [ess in 2012 conpared to the sane
ei ght nmonth period, January through August, in 2011. For a
dairy farmw th 1,000 averaging 70 pounds of m |k per day,
this decrease of $3.11 represents a decrease of $529,000 in
revenue conpared to the revenue frommlk sales for the sane
ei ght nmonths in 2011. This huge revenue reduction in and of
itself has had a severe financial inpact on California's
dairy farmers. But this, conbined with a significant
increase in production costs, has put dairy farners in a
price-cost squeeze simlar to the catastrophic financial
conditions they experienced in 2009.

The bi ggest factor driving up production costs has
been rising feed prices. The drought in the Corn Belt has
had a devastating inpact on California producers, especially
t hose who cannot grow their own crops and instead rely on
purchased feeds. Corn prices have directly reflected the
drought when they rose to all-tine highs of $8 in August.
More specifically, corn prices in lowa increased by $1.05
per bushel from August 2011 to August 2012, as reported by
USDA' s National Ag. Statistics Service. The NASS reported
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corn price of $7.89 per bushel in August 2012 represents a
15 percent increase over 2011 levels. This translates
directly into higher feed costs for those dairies that rely
on purchased feeds. Qur Land O Lakes mi |k production
specialists estimate that for every $1 increase in corn a
California dairy farner's feed costs increase by roughly
$0. 30 per hundredwei ght, depending on their rations. Sone
dairy farmers may have changed their rations in an attenpt
to mnimze the inpact of rising feed costs; our mlKk
production specialists suspect that this change may have
been one of the factors that led to the decreases in mlKk
per Ccow.

The managenent strategy of purchasing or even
renting additional land to better control feed cost has been
and will continue to be an expensive option for California
dai rynen. Farners who grow crops |ike al nonds, wal nuts and
pi stachios can typically outbid dairy farmers, making it
very difficult for dairy farnmers to purchase or rent
additional land to grow their own feed.

During the first quarter of 2012, the Depart nent
has estimated the statew de total cost of m |k production at
$16. 63 per hundredwei ght, representing an increase of $1.48
per hundredwei ght over costs fromthe first quarter of 2012.

During the second quarter of 2012, the Departnent estimated

that the statew de cost of production had risen to $16. 84
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per hundredwei ght, representing an increase of $0.21 over
costs fromthe first quarter of 2012. And earlier this week
t he Departnent rel eased the production cost estinmates for
the third quarter of 2012; the Departnent estimated that the
cost of production had increased to $18.62 per
hundr edwei ght, representing an increase of $1.62 per
hundr edwei ght from the second quarter, nearly a 10 percent
increase in cost fromthe production cost estimated in the
second quarter.

Accordingly, feed costs in the third quarter of
2012 averaged 11 percent nore than in the second quarter of
2012. Historically, feed costs nake up approxi nately 60
percent of total production costs on dairy farns, the
Department's data fromthe Statew de Cost Conpari son Sunmary
confirms this. In the third quarter of 2012 feed costs
represented 65.3 percent of total costs.

| ncone over feed costs has narrowed consi derably
over the past 12 nonths. Conpared to the third quarter of
2011, the Departnent's estinmates show that the income over
feed costs have fallen to $4. 66 per hundredwei ght in the
third quarter of 2012, a | evel considered to be
catastrophically low by the National Producers Federation in
t heir devel opnent of the proposed dairy margin insurance
programincluded in the Dairy Security Act adapted (sic) by
t he US Senate.
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One year earlier the statew de average incone over
feed was $9.12 per hundredweight. |In 12 nonths the
statewi de average incone over feed fell by $4. 46
representing a decrease of 49 percent fromthe | evel
experienced in the third quarter of 2011. Few businesses
could withstand this kind of drastic |oss of inconme and be
expected to continue, nmuch | ess expand their business.

The Departnent reported that the statew de bl end
price for the first quarter of 2012 was $15.93; this price
was $0.70 bel ow the statew de total cost of production of
$16.63. In the second quarter the Department reported that
the statewi de blend price was $14.62; this price was $2.22
per hundredwei ght bel ow t he statew de total cost of
production of $16.84. And in the third quarter the
Departnment reported that the statew de blend price was
$16.49; this price was $1. 97 per hundredwei ght bel ow t he
st at ewi de cost of production of $18.46. dCearly, the
financial condition of California's dairy farnmers calls for
this energency action by the CDFA

Projections for feed costs in 2013 do not |ook to
of fer much relief. USDA has estimated corn to average $7.40
per bushel and soybeans to average $14.55 in the coni ng
year. Corn futures have been trading slightly | ower but
still well above $6 for Decenber of 2013 and soybeans have

been trading in the $13 and above range. Unl ess current
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drought conditions inprove in the US Corn Belt, feed prices
| ook to stay at levels that will continue to chall enge
California's dairy farnmers and especially chall enge those
who rely on purchased feeds.

We again want to thank the Secretary of
Agriculture and the Departnent for calling an energency
hearing on their own notion. There is no question that
energency conditions exist in the California dairy industry
and this tenporary increase in the prices of mlk in al
cl asses will have a positive financial inpact on
California's dairy farmers at a tine when they need it the
nost .

HEARI NG OFFI CER RONDEN: Questions fromthe Panel ?

MR. EASTMAN. When revi ewi ng your proposed changes
| noticed that it |looks |ike one of the factors that you
used, the nethodol ogy that you used to conme up with a
magni t ude of your proposed price increases has to do with
alignnment with Federal Order class prices. And it appears
that for the nost part -- or it appears that your proposed
changes in the class prices actually | eave sone sort of
conpetitive advantage for California manufacturers, based on
t he average conparison there. Ws that done on purpose? |Is
there sone sort of conpetitive advantage that you think is
necessary for California manufacturers?

MR. VEGNER: Well, our stake is certainly in the

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© 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

134

4a side. And like | said in nmy testinony, the increase in
4a was an acknow edgenent that the Secretary was | ooking for
a class price increase in all five of the classes here so
that's where the $0.10 probably canme from Hyrum Regarding
1, 2 and 3, we definitely thought that that would still
al | ow sone piece of conpetitive positioning for those three
classes and in 4b there was still a little bit as well. W
felt that $0.82 was a fair nunmber to return to our producers
in this condition and adjust it accordingly fromthere.

MR. EASTMAN. So based on your proposed increase
it appears that your proposed 4b price won't affect over the
| ong-term your operation of the Land O Lakes cheese pl ant
that is still here in California.

MR VWEGNER: Ch, that's not true. It wll
definitely inpact the financial situation of the Ol and
cheese plant and we are | ooking at that as sonething that we
need to address in light of what our producers need.

MR. EASTMAN.  Ckay.

MR. VEGNER: And just to be clear, six nonths at

$1.65 will inmpact Oland' s financial picture.

MR. EASTMAN. Ckay. | think I have anot her
guestion but I'"'mmssing it here, | need to |look for a
second.

M5. GATES: M. Wegner, on page five you tal ked

about, | guess it's the bottomof four and into five, the

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© 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

135

decrease in production that happened in Land O Lakes. In
your nunbers there does that include the 17 that were kind
of part of the incentives that you guys put together to kind
of get your base prograns where it needed to be? Is that
included in that?

MR. WEGNER: I n the nunber that says it's 1.8
percent |ess?

M5. GATES: Yes.

MR, VEGNER  Yes.

M5. GATES: (kay.

MR. VEGNER: And we realized, just if I may follow
up, that that decrease, even controlling for the 17 nmenbers,
is far greater. | nean, it's far greater than the 17
menbers' decrease, if you understand my point.

MS. GATES: Um hmm

MR. VEEGNER:  Ckay.

M5. GATES: When you were referring to production
per cow being down on page four. | think you tal ked about
it alittle bit later. Wre you attributing nost of that to
di fferent managenent practices based on changing feed
rations, that kind of thing, to bring that down?

MR. VEGNER: Well, | nean, certainly the heat had
an inpact on it, | amnot denying that fact. But certainly
trying to escape feed costs by either cutting back on feed

or substituting other feeds that are less, let's say
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productive for the dairy cow, can have inpacts. So | would
say -- what percent. 1'd say the majority of it had to do
wi th rationing.

M5. GATES: Okay. | think |I've asked the other
co-ops and 1'll ask Land O Lakes also. Wen it conmes to --
back in 2009 we saw retains distributed out through the year
as opposed to just waiting until the end of the year. And
seeing as Land O Lakes does have a cheese operation, was

that returned back to your producers during that tinme?

MR VWEGNER: |'mnot quite sure what you nmean by
"the cheese operation.” |I'mnot sure | understand the
guestion beyond that. | understand the question about did

we pay out nonies in 2009 in addition to what we typically
pay out, | suppose, or usually pay out, but | don't
under stand why you bring up the cheese operation.

MS. GATES: Because | was | ooking at your
testinmony to the cheese industry saying how nmuch they
benefitted fromthe whey factor and different things so |
just attributed that back to Land O Lakes too since they
have a cheese operati on.

MR VWEGNER It's a rather small cheese pl ant
conpared to our volume of mlk. But laying that aside for a
nmoment, we did not pay any additional nonies out. W feel
that the patronage earning that we pay out during the year

-- typically when we pay it out, not over the year -- and
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the conpetitive prem uns we pay were adequate.

M5. GATES: Ckay, thank you.

HEARI NG OFFI CER ROADEN. Thank you very nuch. The
testinmony fromLand O Lakes wi |l be Exhibit 49.

(Exhi bit 49 was received into evidence.)

HEARI NG OFFI CER ROADEN:. Next 1'd like to call up
the representative fromR Doornenbal Ranches.

Pl ease state your nane and spell your |ast name.

MR. DOORNENBAL: M/ nane is Ri en Doornenbal, the
| ast nane is spelled DO ORNE NB-A-L.

HEARI NG OFFI CER ROADEN:. And you are representing,
again, for the record?

MR. DOORNENBAL: | amrepresenting R Doornenbal
Ranches.

Wher eupon,
Rl EN DOORNENBAL
Was duly sworn.

HEARI NG OFFI CER RONDEN. Ckay, pl ease.

MR, DOORNENBAL: On June the 1st when | sat in
this probably exact sanme chair | was asked to state ny nane,
which I did in the same manner, the sanme way as | did now.
| was asked to state who | was representing and it was
slightly different, | told you | was representing R
Doornenbal Dairy; today | represent R Doornenbal Ranches.

Now that's significant and I'Il get to that later in ny
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t esti nony.

| belong to California Dairies, |ncorporated.
Hal f of our m |k production goes to California Dairies,
| ncorporated, the other half of our mlk production goes to
Dairy Farners of Anerica. W operate three dairy farns,
al t hough basically operate as one unit. They are not
extrenely antiquated but neither are they nodern by any
stretch of the inmagination. |1 amalso a board nenber of
Western United Dairynmen. And | want to make it very plain
that I do not represent any of the organizations that |
bel ong to, | am speaking here only on ny own behalf and for
nmy nei ghbors and friends in the Escal on area who | am
feeling very responsible to.

One thing that's happened since | sat in this
chair last tine is that | amnot a rich man. But | wll
tell you that | have -- that ny equity is about a half a
mllion dollars less than the last tine | sat in this chair.

Yesterday | visited with -- ny banker canme and we
si gned new | oan docunments. His nane is Fred, he m ght even
be here, | don't know, | haven't seen himyet. But he nmay,
soneti mes he cones to these hearings. And so we went and we
signed the different lines of credit. And there was only
one line of credit that had some roomon it. And | said,
Fred, there's only one line and it's close to full. Wat do

we do when that fills up and I"mstill not cash flow ng? He
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told me, then you're out of noney. | said, what? He says,
you're out of noney then. Basically, |I'd be out of
busi ness.

| suppose that | should be overjoyed at testifying
at this hearing. I1'mnot. At best |I'm anbival ent about
this hearing. Definitely I could use the help. Any noney
that could be added to ny m |k check would definitely help.

But | think that we all know that the big elephant in the
roomis 4b pricing.

And to stay in the spirit of this hearing,
beli eve | propose that we increase the price of 4b by $1.75
per hundred pounds. This still puts 4b at about $0.55 bel ow
the Federal Order Class Il price.

| personally think that an adjustnent to the whey
factor woul d probably be better. Maybe even to recognize
that in this state there are a variety of different types of
whey and from ny understanding very little of it is the
actual dry whey.

But | don't think that is in the scope of what the
Department has proposed. If | understand correctly the
Depart ment has asked participants in the industry to | ook at
an exact dollar anmount increase in the different classes and
so that's why | amstating $1. 75 and not proposing sone type
of fornula.

| would Iike to ask the Departnent sone questions
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to help ne understand mlk pricing. | just turned 62.
have been mlking cows since | was a kid. | have been in
t he dairy business since 1975.

Here is my first question: Gven the fact that al
dai rynen are produci ng under sonme type of a contract, and
t hose who process the mlk are under no obligation to accept
nmore mlk than the contracted anount, why is the Departnent
so concerned about processing capacity within the state
whenever producers request an increase in the regul ated
price? 1It's not a rhetorical question, | would really |ike
a better understanding of that.

| have a friend of mne, his name is Joey Ratto.
Joey grows tomatoes. Joey has got tomato juice running in
his veins. He |loves growing tonmatoes. And he grows a | ot
of tomatoes and he has contracts for his tomatoes. And he
is not always able to predict and control the weather and
control how many tomatoes are ripe during a certain tine.
So what happens to his extra tomatoes that are over and
above the contracted amount? That is Joey's problem It's
no one's problem but Joey's problem

| f we produce nore m |k as individual dairynen
t han what our contracts allow us to produce or our bases are
set, that is our own individual problem And | really think
| amgoing to put it as bluntly as | can because |'ve stated

this -- this is the third tine that |'ve stated this at this

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© 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 o0 »h W N R O

141

panel. | really think that the Departnent is taking on a
responsibility when it cones to plant capacity that they
have no business taking on their shoul ders.

Much testinony has been given today and at ot her
heari ngs concerning the difference between the Federal O der
Class Ill and California 4b. Data shows that from 2003
t hrough 2009 the difference between Federal Order Cass I
and California 4b averaged | ess than a $0.50 difference,
with 4b always being lower. During the last three years the
di fference has grown to average nore than $1.50. So from
2003 through 2009 the difference was | ess that $0.50, the
last three years it's nore than $1.50. M question to the
Panel and to the Departnent is, is the Departnent concerned
about that or not? | would like to know. |Is the Departnent
concer ned?

Anot her question | have is from page 23 of the
Hearing Panel report based on the public hearing held on May
31 and June 1, 2012 which addressed the 4b price fornmul a.
And | have the report here and |I'm | ooking at page 23. And
| really need sone help to understand this. And | will read
as follows:

"An anal ysis of the correlation between the

Class 4b and Class Il prices shows that the
current Class 4b price is highly positively

correl ated and noves closely with the current
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Class IIl price. A positive correlation inplies

that as one price noves up or down, the other

price noves in the sanme direction. Although the

spread between the two prices has grown in recent

years, the correlation has remained relatively

consistent, indicating that the two prices

continue to nmaintain a reasonable and sound

econonmic relationship.™

So what | amgathering fromthis is that the
Departnment is concerned about maintaining a reasonable and
sound rel ati onship between 4b and Class Il1. But what | am
al so gathering fromthis is that the relationship, the nost
important part of the relationship is that the two prices
track each other and that it doesn't nake any difference at
all how nmuch difference there is between the 4b price and
the Cass Ill price. That is how!| amunderstanding it. |If
| am not understanding it correctly I would really like to
be educat ed.
A few points | would Iike the Panel to consider.

During tinmes such as this as today when the cost of
production is nore than revenues, individual producers have
one of two choices, get out of the business conpletely or
produce as much mlk on a per cow basis as possible. Mbst
attenpts to reduce inputs on dairy farns during times of |ow

m |k prices succeed in lowering mlk production, however,

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© 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 © 0 N o 00 »h W N L O

143

the net effect to the individual dairymen generally is to
| ose even nore noney.

You know, when | was a kid in the dairy business,
my dad was in the dairy business. And even in the '70s
times woul d get rough and you'd say, you know, you woul d
say, man, | amjust not going to buy that extra | oad of
grain this nonth. And you'd just hope that the cows
woul dn't go down in production too nuch and that you could
decrease your inputs nore than you would | ose on the revenue
side. We were never really sure howit all worked out.

But in recent years we have all had to get nore
sophisticated. Well, | would say 90 percent of the dairynen
inthis roomwork with nutritionists, we work with other
ki nds of consultants. W even have folks cone into the
state fromother states that educate us or help us to manage
our dairies.

And | remenber distinctly going to a neeting and
Dr. Hutchins from Wsconsin was there. It was very
enl i ghteni ng because this was in 2009 when things were
really, really rough as well. And he had a Power Poi nt
presentation with a spreadsheet and he went through one by
one by one of the different options that dairymen m ght
choose to try to lower costs and perhaps | ower sone revenue
but still capture -- at the end of the day be in a better

position. And one by one, everything he showed us. You
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coul d cut back on your hoof trimmng, you could cut back on
your |evel of feeding concentrates and all of the things
that we normally do to take care of our cows.

And all you do is lose nore noney. That's all you
do. There is no way for us to reduce our expenses nore than
the revenue that we would lose. And | could share nore of
that topic with you in a different venue.

So, you know, when you -- ny point is, when you
see that the individual dairyman and the production per cow
doesn't go down, it doesn't nmean that they are doing it
because they're nmaki ng noney, no, it's preservation is al
it is.

We hear a | ot about the high feed costs in
California. And high feed costs affect all dairy farners
across the United States. | have a very good friend, very
good dairynen, he's in Northwest lowa. Huge corn grow ng
area. He's got a very nodern 4,000 cow dairy; does an
excellent job. But his nodel is that he dairies and he
purchases the feed. The feed cost portion of his business
is eating himup. He's in Northwest lowa, he is in the
m ddl e of the corn, because that corn farner next to him
that he hopes to buy the corn sal vage from has got two
options, he can sell it to ny friend Harvey or he can run
the conbine through it. So high feed costs affect all of

the dairynmen in the United States.

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© 00 N o o b~ w N P

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

145

And the only -- the best thing -- the best
position to be inis if you re a dairynen now and you're
al so doing a large amount of farmng. And if you are doing
a |large amount of farm ng and you have | and that has been
paid for that you don't owe a |ot of nobney on, there's sone
cash flow there that can go to help fund the | osses on the
dairi es.

Qur problemin California is that for the nost
part we in California, we keep tal king about the high feed
costs. But here in California we're operating with a | ower
mlk price than the rest of the country. The testinony from
California Dairy Canpaign quotes a recent Hoards Dairyman
article that bears this out.

Sonme of this mlk price problemthat we experience
here in California could be rectified with an increase in
the 4b price and | believe there is some sound econom c for
that, that the Departnent could justify that increase and
still allow a reasonable profit for the state's cheese
makers.

Eric Erba gave sone excellent testinony to the
Panel ' s questions concerning dairymen goi ng out of business
and what happens to the cows in the facilities. W are not
by any stretch of the imgi nation seeing a normal kind of
consolidation. And that's comng froma guy, right here,

that woul d rather be at honme on ny dairy wearing rubber
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boots with nmy dog Rusty follow ng ne around. Unfortunately,
| need to be here to do what little |I can to encourage the
Departnment to carry out part of its mandate, and that is, to
align the 4b price nore closely to Federal Order Class II1.
And | amnot only here for own sake but also for ny friends
and nei ghbors.

And let me give you a little, just alittle
pi cture of what's going on in Escalon, okay. This little
flyer here, the red flyer, 1'll tell you what the yell ow
paper is later. The red flyer is a flyer | received in ny
mail. | can't tell you when it was dated but it was two
weeks ago. And |I'mlooking at -- oh, ny friend Carl is -- |
can't believe it, my friend Carl is selling out. You know,
what is going on, ny friend Carl, | couldn't believe it. So
| called another friend who al so knows Carl and he says, oh,
Carl has been talking to ne for a couple of nonths already
because he's | ooking at meki ng a change.

Vel | what Carl decided -- he wasn't broke. The
bank didn't, the bank didn't sell himout. |If he would have
kept going indefinitely this way he woul d have but the bank
didn't sell himout. This is what Carl said: | have
decided to exit the dairy business because -- and you'l
| earn nore about him his famly has been in it for 70
years. "l have decided to exit the dairy busi ness because |

want to nake a deci sion before soneone makes a deci sion for
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me, i.e., the bank.” So that's just one little story of
what you see goi ng on

| think what we heard earlier as far as dairynen
exiting the dairy business where those dairynmen who had no
choi ce but the bank canme in and forced themout. W' ve
heard those stories. Wat you are not hearing about are the
people like Carl. What you are not hearing about is another
friend that 1'mthinking of, and I can't his nane because it
woul dn't be fair, who had sone different options and said,
you know, why would | stick with the cows, it |ooks like a
| oser to ne over the last four or five years.

HEARI NG OFFI CER ROADEN:  You have a little |ess
than a mnute |eft.

MR. DOORNENBAL: kay. |1'd like to tell you how,
and | may take just another mnute if you would because |'m
al nost finished. R Doornenbal Ranches and how it cane
about. The hard part of |eaving the dairy industry or the
dairy business is who to becone once you are not m |l king
cows, okay. What do | norph into? Wat do | change to?
|"'ma dairyman. So that's the hardest part.

W also farm W farmroughage for our cows,
we're in the beef cattle business, we grow sone al nonds as
wel | as wal nuts, although dairying is by and far the nost
significant portion of our business.

Ri ght now nmy farm ng operation is subsidizing ny
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dairy operation. How long do | continue? And |I'mjust
bringing this up because I'mjust one guy anongst hundreds,
okay. How long do | continue? The hard part has been done,
| no |longer see nyself as a dairyman. | amnow a rancher or
a farnmer or an agri-businessman. Do | continue to produce
m | k? Unfortunately, nmuch of that decision is in the hands
of CDFA. CDFA needs to act to bring 4b in alignnment with
Class |11

(Appl ause.)

HEARI NG OFFI CER ROADEN:  Panel ?

MR. EASTMAN. | have a couple of questions. You
menti oned at the beginning of your testinony that you
changed from being a representative of your dairy to being
one with the nane of Ranches at the end. So does that nean
t hat since about |ast sumrer is that when you started to
diversify into a couple of the things that you nentioned
i ke the beef and the al nonds?

MR. DOORNENBAL: No, | have al ways been sonewhat
diversified but not in a serious way. But -- for exanpl e,
had an opportunity to buy a small al nond orchard as well as
wal nuts. One of the reasons | took that opportunity was to
| earn about that business in case | ever had to reinvent
nmyself, so to speak. But not with, not with the intention
at least at that time not with any intention of getting out

of the dairy business.
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MR. EASTMAN.  About how | ong ago was that?

MR. DOORNENBAL: That's four years ago.

MR. EASTMAN. Four years ago. Do you foresee that
for California dairynmen and dai rywonen, or even those in the
whol e western region of the United States, what you read is
the western style dairy where you purchase a | ot of feed
concentrates, et cetera. Do you think in general that in
order to get through the volatility that is always there in
the industry that there's going to have to be neasures |ike
that taken by a majority of dairies in order to survive the
ups and downs going into the future?

MR. DOORNENBAL: Well it's certainly not a bad
strategy. But if the dairy itself -- and | would say that
-- | would guess that 90 percent of the dairynen that are in
this room keep separate records of the dairy's inconme and
expenses and al so separate records on the farmng. And so
when you see that the farm ng operation continually
subsidizes the dairy it doesn't take |long and the decision
makes itself.

MR. EASTMAN. Cbviousl Y I know you can't speak for
all dairymen. | know that you mentioned your friend that's
in what, Northern lowa. That friend of yours, does he do
any farmng, has he tried to diversify into anything el se?

MR. DOORNENBAL: No, he does -- no, he does no

farmng at all, he does no farmng at all. But | take issue
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with those fol ks who bl ane the dairynmen that don't farm who
feel like they -- people that are in positions such as yours
per haps who m ght take a position that people should be
farmng if they are dairying. And | really don't believe
that is correct because you cannot, you cannot have one

busi ness that constantly subsidi zes anot her business. They
are two separate businesses, they are two separate types of
busi nesses.

MR. EASTMAN. Actually, I"'msorry, | was going to
menti on one other thing. | know you had sone serious
guestions that you wanted answers to. The purpose of the
hearing is just to receive information. But once the
hearing is all said and done, if you would like to have a
conversation I'mw lling to have a conversation with you.
Once the hearing process is conpleted, which would be the
end of January when nore open di scussions can be nmade, if
you're interested.

MR. DOORNENBAL: Thank you very much, | would
definitely be interested, yes. Thank you.

HEARI NG OFFI CER RONDEN:. Thank you very rmuch

Next | would |like to invite up the representative
for the M1k Producers Council .

Pl ease state your nane and spell your |ast name.

MR. VANDENHEUVEL: My nane is Rob Vandenheuvel ,
V-A-N-D-E-N-H E- U V-E- L.
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HEARI NG OFFI CER ROADEN. And agai n, who do you
represent?

MR. VANDENHEUVEL: M Ik Producers Council.

Wher eupon,
ROB VANDENHEUVEL
Was duly sworn.

HEARI NG OFFI CER RONDEN: Pl ease.

MR. VANDENHEUVEL: M. Hearing Oficer and Menbers
of the Panel, ny nane is Rob Vandenheuvel and | amthe
CGeneral Manager of M|k Producers Council. MCis a
nonprofit trade association with office |ocations in
Ontario, Bakersfield and Turlock, California. W represent
a voluntary nenbership of dairy fam|lies throughout Southern
and Central California. M testinony today is based on
positions adopted by the MPC Board of Directors.

On a recently created page of CDFA s website, the
role of COFA in pricing mlk is stated as such:

"CDFA is the regul atory agency charged with

bal anci ng the needs of dairy farmers producing
mlk on the farm manufacturers taking mlk from
the farmand converting it into dairy products,
and consuners | ooking for a reliable supply of
reasonably priced products.”

It has been abundantly clear that the needs of

manuf acturers have certainly been a priority of CDFA over
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the years. Sone exanpl es incl ude:

An end-product pricing structure that largely
mtigates the market risk for our manufacturers, through the
use of regul ated nmake all owances in our fornmula,

A dry whey factor, as we heard about in nunerous
testinmony here, that is significantly Iimted when conpared
to the benchmark pricing formula in the Federal Order
syst em

An f.o.b. adjustnment in our Class 4a and 4b
formul as to account for |ocation challenges associated with
bei ng on the West Coast,

A transportation subsidy program funded by dairy
farmers, to ensure that Cass 1 plants have an adequate
supply of mlk, and

A pooling plan that just fundanentally all ows
processors of all classes of mlk to equally conpete for a
m |k supply, regardless of how their individual class
conpares to the rest of the cl asses.

Al these itens are ained at providing
opportunities for our dairy product manufacturers to: (1)
secure an adequate supply of mlk; and (2) have a reasonabl e
opportunity for a return on their investnent.

What has been missing is the other side of the
coin, the bal ance; the bal ance of al so | ooking at the

econonmi ¢ needs of California's dairy famlies. While our
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manuf act urers have been able to enjoy sone of the structural
advant ages |isted above, our state's dairy famlies have
been financially massacred in recent years. To anplify this
point we need to go no further than CDFA's own data on the
cost of producing mlk versus the conbined incone from al
five classes of mlk, which consequently is one of the
outlined considerations specifically nmentioned in the
California Food and Ag Code. The table and chart there on
page two shows the average statew de cost of production as
cal cul ated by CDFA's cost of production unit, conpared to
the statewi de blend price. And you can see there, there's
three col umms, the statew de cost of production, the
statewi de blend price and the difference, along with an
illustration there showing the last -- from 2006 to 2012.
As CDFA' s data denonstrates, California's dairy
famlies were subjected to financial losses in five out of
t he past seven years. To put these figures in perspective,
a 1,000 cow dairy produci ng 65 pounds of m |k per cow per
day, about the average operation here in California, would
reasonably assume to have | ost, according to CDFA' s own
econom ¢ data, a conbined $2, 135,523 during that seven year
period. That's over $2100 per cow in | osses accunul ated
over that period of time according to that data. Testinony
at today's hearing will undoubtedly and has uncovered the

reality behind these financial estinmates; nassive debt
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accurul ati on, dispersal sales and bankruptci es.

California's dairy famlies are hopeful that
today's hearing marks a change of course and the begi nning
of a real bal ance anbngst industry participants.

A Strong Case for Increasing the Regulated M ni mum
Price.

W are in the mdst of killing the dairy producer
sector in California. Mnth after nonth our dairy farners
are selling their mlk at prices well below the cost of
producing that mlk. Some on the processing side of our
i ndustry have hinted that dairy farnmers and their
cooperatives ought to just negotiate better prices for their
ml k. Wat that statenent ignores is the fact that our
dairy farmers and their marketing cooperatives often sel
their mlk supplies under |long-termcontracts for econom c
stability. W heard about that earlier today. These
contracts are typically, if not exclusively, pegged to the
regul ated prices announced by CDFA. Modest service prem uns
are often attached, nostly to conpensate for bal anci ng costs
and encourage higher quality standards.

Wiy have dairy farnmers and their co-ops contracted
m |k using regulated prices as the benchmark? Well it nakes
perfect sense when you | ook at CDFA's responsibilities as
outlined in the California Food and Ag Code, the |aw of the

| and here.
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This is one of the things in the Food and Ag Code:
A goal of the regulations is to enable the dairy industry,
with the aid of the state, to devel op and mai ntain
satisfactory market conditions ... and bring about and
mai ntai n a reasonabl e anobunt of stability and prosperity in
the production of market mlk. And that's 61805(d).

W' ve tal ked about the reasonable and sound
econonmic relationship with around the country, it's been
ment i oned before.

And the third bullet there, rather than read it
because it's legal lingo, basically that CDFA needs to
consi der the cost of producing mlk, including reasonable
return on investnent and managenent as conpared to what the
average prices being paid for that mlk are.

Dairies and their co-ops rely on CDFA to foll ow
t he Food and Ag Code when they establish contracts to sel
mlk to their manufacturers. W rely on the fact that one
of the stated goals of CDFA is to "bring about and naintain
a reasonabl e anobunt of stability and prosperity in the
production of market mlk.”" W rely on the fact that prices
nmust be conpetitive with what conparable mlk is worth in
ot her parts of the country. W rely on the fact that CDFA
nmust consi der producers' cost of production, including a
return on investnent and cost managenent when establ i shing

prices.
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Wiy woul d sellers of rawmlk in California agree
to long-termcontractual relationship fundanentally based on
CDFA- announced mninmum prices if they thought those prices
woul d result in on-the-farmlosses in five of the past seven
years? Wiy would we | ock ourselves into contracts pegged to
CDFA- announced prices if we knew those prices would be
systematically discounted bel ow prices paid for conparable
m |k around the country? It's sinple, we wouldn't.

Processors (sic) desperately need, and the
California Food and Ag Code all ows, for CDFA to nmake a
meani ngf ul upward adj ustnment to mnimum prices, even if only
for the short time period being allowed by the call of this
heari ng.

The M1k Producers Council's Board of Directors
has had the opportunity to review the proposal put forth by
Western United Dairymen and we strongly support it. The
proposal, if inplenented, would result in nmuch-needed
addi ti onal market revenue being paid to our state's dairy
farmers.

Restoring Fairness and Equity in the System

The issues before us are not new. The dairy
producer conmunity has been extrenely vocal and active in
the past two years, pointing out the desperate need for an
increase in the pay price for mlk, particularly with

respect to the Cass 4b price. While producers have been
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fighting for their financial lives, we have seen a specific
line of rhetoric energe fromthe state's cheese
manuf acturers. Their basic argunent is that the m ni num
prices are fine where they are, sone have even proposed in
past hearings to |l ower them and prem uns should be the only
tool we use to increase our pay price for mlk. Here's a
f ew exanpl es of those quotes:
Fromthe testinmony of Hil mar Cheese, May 31, 2012.
"Hi | mar Cheese Conpany supports a | ow
regul ated mninmum price that allows the narket to
efficiently set high market-driven prices."
From the testinmony of BESTWHEY, LLC.
"Cooperatives should use m |k prem uns over
mnimumpricing as a way to i nprove producers’
i ncome based on the supply and demand of mlk in a
wor ki ng mar ket . "
A letter from Farndal e Creanery in March:
"Why don't these producers nerely go to their
custoners and raise their price?”
And finally, testinmony fromthe Dairy Institute of
California in 2011:
"The role of regulated prices should be to
undergird the market, providing sone stability yet
| eaving room for market forces to work."

Even CDFA has referenced this line of thinking in

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© 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

158

recent nonths. Froma press release in Cctober:

"Additionally, sonme mlk buyers have

announced they will add a whey revenue-sharing
premumfor their m |k producers imedi ately,
equating to an increase of over 50 cents per
hundr edwei ght. So we are seeing sonme positive
activity in the mlk market driven by changes in
supply and demand. "

To those that don't fully understand how mlk is
marketed in California, this rhetoric sounds pretty | ogical.

Way should we worry about mninmumprices? They're just

m ni muns. Way not just focus on generating higher prem uns?
One of the reasons that logic fails the snell test was

di scussed earlier in this testinony, the issue of |long-term
contracts. But beyond that, there is another reason why
proper mninmum prices are needed.

One of the Secretary's considerations specifically
spelled out in the Food and Ag Code is the reasonabl eness
and soundness of the rel ationship between the various
cl asses, it's a paraphrase from Section 62062(c). That
consi deration was al so specifically included in the official
notice for today's hearing. Wy is that in there? The
reason is sinple. While today's hearing is specifically on
the five mnimmprices established each nonth, we need to

remenber that these m ninmum prices do not exist in a vacuum
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California operates under a pooling plan that pools the
revenue fromthe sale of mlk in each of the five classes.
One of the fundanental tenets of that pooling structure is
that each of the five classes nust make a fair and equitable
contribution to the pool.

We recogni ze that this does not nean all five
class prices nust be equal. But the Secretary is
nonet hel ess tasked with maintaining a fair and reasonabl e
rel ati onship between the classes. Let ne specifically | ook
right now at the relationship over the past several years
bet ween our two main manufacturing classes, C ass 4a and 4b.

Over the past three years, since January 2010, the
Class 4b price has averaged $14.88 per hundredwei ght, while
the Class 4a price, butter/powder, has averaged $16. 33 per
hundr edwei ght, an average difference of $1.45 per
hundredwei ght. At the sane tinme, the overbase price, which
is ultimtely the price that plants are obligated to pay
their mlk suppliers, has averaged $15.57 per hundredwei ght.

What this means is that since January 2010, in order to be
able to pay their producers the bl ended overbase price, our
cheese plants have collectively received al nost $344, 700, 000
out of the California pool. At the sane tinme, our butter/
powder plants have had to not only pay their mlk suppliers
t he bl ended overbase price, but on top of that they have

col lectively contributed nore than 283, 200, 000 pounds (sic)
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into the California pool.

What does this nean? Through the California
regul ated pooling system our butter/powder plants have been
heavi |l y subsidi zing the cheese plants over the |last three
years. Wthout our pooling system how much m |k woul d our
cheese manufacturers have been able to purchase in 2011 at
the Class 4b price, which was $2.45 below the C ass 4a price
| ast year. Instead, those cheese plants were able to
conpete for mlk on an equal playing field with the
butter/powder plants, since hundreds of mllions of dollars
were taken fromthe butter/powder plants and given to the
cheese pl ants.

It's frankly di shonest for our cheese
manuf acturers to lecture dairy farners and their
cooperatives about going to the marketplace for additional
revenue, while the regul ated system has overseen the
transfer of $344,500,000 in pool revenues that they did not
earn in order to pay the nmarket price for the mlk that they
do need. This is why M|k Producers Council believes that
the Western United Dairynmen proposal, which includes a
significant increase in the Cass 4b price while proposing
no increase in the Class 4a price, is an appropriate
adjustnment for CDFA to nake. [It's about justice and
fairness; sonmething the Secretary is sworn to uphol d.

In conclusion, there is anple evidence that dairy
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farmers are in desperate need of a neaningful increase in
the price they are paid for their mlk. W've also
denonstrated that a significant adjustnent to the C ass 4b
price is in the interest of fairness and justice. CDFA and
Secretary Ross are enpowered by California |aw to nmake these
adj ustnments, and we along with our fellow trade

associ ations, nmarketing cooperatives and the roughly 1,600

i ndividual dairies that are left in California, are hopeful
that Secretary Ross will heed our requests.

That concl udes ny testinony.

(Appl ause.)

HEARI NG OFFI CER ROADEN:  Panel ?

MR. EASTMAN. Apparently | get to go first no
matter what. On your testinony you nention -- it |ooks like
on page two and page three you tal k about how with regards
to mlk pricing, a big conponent of that is the role that
the Departnent plays in setting a mninmmregul ated pri ce.
do you feel that producer organizations or cooperatives that
handl e a | arge portion of producer mlk have no role to play
with regards to the marketing of their mlk with the prices
that are negotiated? O would they have a role as well?

MR. VANDENHEUVEL: Well of course they have a
role. M point was |ooking -- we can only deal with the
here and now. And so the here and nowis we are engaged in

these long-termcontracts, sonme of which nay expire at sone
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short period of tinme, others that are going longer. And the
guestion being, how did you get into this nmess? Those

parti cul ar paragraphs were explaining why it made perfect
sense to enter into contracts that were pegged to the

regul ated m ni mum pri ces.

Qoviously if over the long-termwe are going to
see reqgul ated prices that are discounted significantly bel ow
what we can afford to sell the mlk for, we are going to
have to change our behavior. But in explaining why woul d
dairy farmers enter into a long-termcontract fundanentally
based on the Class 1, 2, 3, 4a or 4b prices, the reason that
| was pointing to is sonme of the responsibilities that are
outlined for CDFA and why it woul d be reasonabl e for our
industry to believe that those mnimumprices will take into
account our costs, will take into account reasonable
rel ati onshi ps around the country.

MR. EASTMAN: So would that nean that in the
future you believe that maybe the nature of supply contracts
shoul d change or the manner in which those are negoti ated
shoul d change going into the future or do you see this only
as a tenporary sort of circunmstance of current present
conditions or do you view going into the future that that
woul d have to change at sone point?

MR. VANDENHEUVEL: Well, | conme froma trade

associ ati on which doesn't market mlk so ny thoughts are

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© 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

163

purely academ c as opposed to, you know, on the ground at
t he cooperatives, it would be a better question for them
But when you | ook at, you know, a |ot of how our future is,
is going to depend on what's going on now. Wat is the
regul ated price going forward? And we're going to have to
respond to that.

| think the testinony |later on tal ks about why
it's fundanmental |y unsound for a pooling systemto have one
class that we believe is deeply discounted while the other
cl asses are paying a fair and equitable contribution. So |
woul dn't say we ought to just throwin the towel and say,
set the regul ated m ni munms wherever they want and |l et the
co-ops contract that mlk. | was nerely trying to explain
why we are in the position we are today, not tell the co-ops
how to set their contracts in years to cone.

MR. EASTMAN. W th regards to pooling. Gbviously
if class prices are set at different |l evels and you have a
pool i ng which then blends the revenues fromall the cl asses
into a pool price, ultimtely there's going to be sone
cl asses of mlk, some manufacturers that would be paying
into the pool because their class price is higher than the
pool price and others that wouldn't.

How woul d that argument -- | know you make an
argunment anongst 4a and 4b nmanufacturers. | suppose there

could be sonme people in the roomthat are representing C ass
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1 or dass 2 or ass 3 nmanufacturers that m ght be ones
that also pay in the pool. Wuldn't they have the sane
argunent that, hey, you know what, maybe it should go the
ot her way around. WMaybe ny price should be one of the ones
that are under the pool price, so to speak. Wy would only
those two prices cone into consideration when we have three
others that pay into the pool or participate in the pool as
wel | ?

MR. VANDENHEUVEL: Well, when you | ook at the
California pool, 75 percent of the mlk is covered by C ass
4a and 4b, so those are the two primary manufacturing
classes. | realize that historically markets shift and
sonetimes the opposite is true. M point was to denonstrate
what, quite frankly, is the hypocrisy of telling dairy

farmers to go to the nmarketplace, rely on prem uns, and

don't keep tapping the governnent well, go to the
mar ket pl ace, while at the sanme tine that governnment well is
provi di ng those processors with $344 million in subsidies to

pay for mlk that they need fromrevenue that they did not
earn. So it was to denonstrate that intellectual dishonesty
as opposed to nake a policy statenment about the future of,
you know. |Is 4a always going to be contributing? Actually
over the past five nonths it has reversed. |1'mlooking at a
nore macro scal e over the last three years.

MR. EASTMAN. So your argunent necessarily isn't
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one that -- | guess it' nore theoretical in the sense
t hat --

MR. VANDENHEUVEL: Well, it's not theoretical,
it's real. W've heard nore of it today, rely on premn uns.

Well prem uns don't go in the pool, they don't go through
the pool. So you've got plants that have been coll ecting
hundreds of mllions of dollars fromthe pool, and then when
mlk gets short they publicly provide sone prem uns, we read
about it in a press release from CDFA a coupl e of nonths
ago, and are heral ded sonehow as the heroes, when they have
been extracting mllions of dollars fromthe pool
previ ously.

And so ny point was to point out the double
standard. Rely on the regulations to provide us with the
subsidy to allow us to pay for our mlk. But when it cones
to raising the regulated mninmum price, those dairynen
really shouldn't be going after the regul ated system they
shoul d go to the market pl ace.

MR. EASTMAN. So do you feel that it's nore a
guestion of froma system c or structural standpoint there
is no way to get at those premiuns? You' re not opposed to
the idea, you just don't think it's possible to get it, or
you're just opposed to that concept all together?

MR. VANDENHEUVEL: |' m opposed to double

standards, that's what | was tal king about.
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MR. EASTMAN.  Ckay.

HEARI NG OFFI CER ROADEN. Thank you very nuch. The
testinmony of the M|k Producers Council will be Exhibit 50.

(Exhi bit 50 was received into evidence.)

HEARI NG OFFI CER RONDEN: The representative from
Lepri no Foods, please.

Pl ease state your nane and spell your |ast name.

M5. TAYLOR MW nane is Sue Taylor, the |last nane
is T-A-Y-L-OR

HEARI NG OFFI CER RONDEN: And for the record,
you're representing?

M5. TAYLOR  Leprino Foods Conpany.
Wher eupon,

SUE TAYLOR

Was duly sworn.

HEARI NG OFFI CER RONDEN: Pl ease proceed.

M5. TAYLOR | am Sue Tayl or, Vice President of
Dairy Policy and Procurenent for Leprino Foods Conpany.
Leprino operates ten nozzarella plants in the United States.
Three of these are located in California, two in Lenpore
and one in Tracy. W also process our whey into sweet whey
or whey protein concentrate and | actose. Al whey from our
California plants is processed into protein concentrates and
| act ose.

Dai rymen nust be profitable over the long termto
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remain viable. But regulated mnimummlk prices are only
one of several factors that drive the level of net returns
and should not be viewed as the sole solution to farm
financial stress. The national supply and denmand bal ance
that drives the finished product values that determ ne the
overall market value of mlk through the regul ated pri ce.
Addi tionally, local supply and demand bal ance i npacts market
prem uns that are paid in excess of the regul ated m ni nmumns.

It is therefore inportant to recogni ze that a change in the
regulated mnimummlk price formula is not the sole source
of relief for dairy farmprofitability issues.

At the June 1st hearing | acknow edged that dairy
producers in California, |like many dairy producers in areas
dom nated by a purchased feed dairy nodel, were under
financial stress after experiencing significant |osses in
2009, followed by a couple of recovery years prior to what
has becone a negative cash flow period for many throughout
this year. Producers across the country experienced simlar
patterns of stress and profitability at varying | evels over
the | ast several years. This stress and the associ ated
contraction in mlk supply and dairy product production
nationally resulted in an increase of $0.635 per pound
cheese frombottomto peak, $0.633 per pound butter, and
$0. 488 per pound nonfat fromtheir lows earlier in the year

based upon the weekly quotes. Consequently, Cass 4a prices
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were $5.10 per hundredwei ght higher in Novenber than in June
and O ass 4b prices peaked at $6.01 per hundredwei ght above
their February |low in Cctober, before receding to $5.06
above the low in Novenber. Blending the effects of all of
the class price novenents, the Novenber overbase price for
producers at $18.49, was $4.84 above the May price and
slightly above the B CDFA estimate of cost of production.

In addition to the mIk price increases that have
resulted fromrising comodity prices, we have al so
responded to the dairy producer stress with increased
prem uns above the regulated price. Isolating out the
protein prem uns that we pay that change fromnonth to nonth
dependi ng upon mlk conposition, the value we paid for mlk
in excess of the mninmmregul ated price in Novenber was
nore than 2.5 tines the level that we were paying in the
spring. 1In short, we stepped forward with higher prem uns
out of concern for our mlk suppliers and in the interest of
ensuring that we continue to the be able to operate our
California facilities efficiently. | cannot speak to other
manuf acturers' actions regardi ng over-order prem uns, but it
is logical to expect that conpetitive issues will drive
ot her manufacturers to simlarly increase paynents as mlKk
shifts to higher paying markets.

We appreciate the Departnent's interest in

eval uating the health of the dairy production sector and the
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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 relieve and we have acted
accordingly. To the extent that the Departnent adopts an

el evat ed energency price through this hearing, it sinply

di verts noney that we are already paying into the pool, and
dependi ng upon the -- that should be instead of "into the

pool ," "to our suppliers.” And depending upon the construct
of the regulated relief and the dilution as the noney is
washed through the pool, reduces the mlk price to our
suppliers. That is a counterproductive effect. Therefore,
to the extent that the Departnent determ nes that regul ated
price relief is warranted, we urge the Departnent to apply
it across all manufacturing classes as proposed by Dairy
Institute. Additionally, we urge the Departnent to apply it
over a maximumof a three nonth tine frane to mnimze the
di sruption to marketpl ace responses that have al ready
devel oped.

MR. EASTMAN. So it appears your position here is
that there shouldn't be a change, but if there were to be a
change you woul d suggest the Dairy Institute proposal; is
t hat correct?

M5. TAYLOR: Correct.

MR. EASTMAN. Now the question | have is, as a

purchaser of mlk, as a manufacturer in the state, | know
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that Leprino had announced that they were going to be paying
prem uns. Was there a nervousness or worry about the future
of your supply of mlk, is that what pronpted that?

M5. TAYLOR  Yeah, it was really seeing what
happened to m |k production in August, in recognizing that
it was due to a conbination of heat stress and financi al
stress. And we decided that in the interest of our |ong-
termoperations in California and the viability of the
supply to keep themefficient we would step forward and
i ncrease our pren umns.

MR. EASTMAN. Did you get a sense that you had to
conpete with other manufacturers to nake sure that you
mai nt ai ned your m |k supply or do you not -- do you have any
sense of any conpetition |ike that happening currently in
t he market pl ace?

M5. TAYLOR At the time | believe we led the
mar ket. We do have conpetitive conditions. W are one of
t hose manuf acturers probably referenced by other w tnesses
that has a long-term supply agreenent, we do have one. It
is indexed to regul ated prices but there are conpetitive
conditions clauses, as | suspect there would be in nopst
| ong-term arrangenents, so that if there are players in the
mar ket pl ace that adjust their prem uns up our suppliers have
the right to approach us and say, you are not being

conpetitive. Qur sense in August was that that had not
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happened. W were | ooking nore at the overall production
sector health and production trend and deci ded to nove
forward under our own notion to sone extent to nove forward
wi th a higher price.

MR. EASTMAN. So do you expect then that going
into the future over the next few nonths, going into the
spring flush period of our production cycle, that that sane
-- you are going to be followi ng the same sort of path with
regards to how you are going to pay those prem uns or do you
think that once the spring flush starts that the conditions
are going to change?

M5. TAYLOR: Qur intent is to continue to maintain
the programthat we've put into place, ultimately it wll
depend upon conpetitive pressures. And if in fact on the
flip side, on the unfinished product side, we becone
unconpetitive, then we'll have to reevaluate. But our
intent is to make this a long-termchange in our milKk
pricing program

MR. EASTMAN. I n your view, obviously as a cheese
maker your class of mlk, 4b along with 4a, is one of the
manuf acturing classes. Typically those tend to be the
cl asses that seemto suffer the brunt of any sort of mlKk
price decrease. You would think that based on our
classified pricing structure the higher value cl asses, the

1, 2 and 3 that carry the higher prices, would tend to get

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© 00 N o o b~ w N P

N NN N NN R PR R R R R R R R
O D W N B O © 0 N o 00 »h W N R O

172

the mlk that they would need and then 4a and 4b
manufacturers would sort of be stuck with what's left over.
Do you find that to be an accurate statenent?
M5. TAYLOR Yes, | think that's a fair statenent.
HEARI NG OFFI CER RONDEN:. All right, thank you very
much. The testinony from Leprino Foods will be Exhibit 51.
(Exhi bit 51 was received into evidence.)
Next up I'd like the representative of H |l mar
Cheese Conpany.

Coul d you pl ease state your nanme and spell your

| ast nane.
MR AHLEM M nane is David Ahlem the |ast nane
is AHL-E-M
HEARI NG OFFI CER ROADEN. And you are representing?
MR. AHLEM Hi |l mar Cheese Conpany.
Wher eupon,

DAVI D AHLEM
Was duly sworn.

HEARI NG OFFI CER RONDEN: Pl ease.

MR AHLEM Before | start | nust note, | nust
collect alittle credit. And for those of you famliar with
that process, to get to foll ow Sue Tayl or, that doesn't
happen very often.

(Laughter.)

MR. AHLEM  Sonet hi ng nust be different today than
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in nost hearings |'ve been to. | didn't think that would
happen at this point in nmy career.

My nanme is David Ahlem | amthe Vice President
of Dairy Procurenent and Policy for Hi |l mar Cheese Conpany.
Hi | mar Cheese Conpany is a cheese and whey products
manufacturer with locations in California and Texas. In
California, H |l mar Cheese Conpany processes over 12 mllion
pounds of mlk per day, nore than ten percent of the mlKk
produced in California, and purchases fromover 200 dairies.

Fi ni shed products are sold to over 50 countries around the
gl obe.

Hi | mar Cheese Conpany was forned in 1984 by a
group of innovative, market-oriented Jersey dairynen who
sought to capture the full value of their high quality mlK.

They founded the conpany on the ideal that producers should
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
supports a low, regulated mnimumprice that allows the
markets to efficiently set high market-driven prices. Wile
we are supportive of the spirit of the Dairy Institute of
California' s proposal, we don't believe price increases
shoul d come through increases in the regul ated pri ce.
| ncreases should cone through the marketpl ace.

The Situation.
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Hi gh feed prices, which are a direct result of
intrusive federal policy to pronote ethanol production, have
dramatically changed the conpetitive position of producers
t hroughout the Western United States. Those who have the
ability to grow their own feed are in a nuch better
financial position than those who purchase outside
feedstuffs. The purchased feed nodel that was once integral
to California' s success is now a detrinent to some and the
i ndustry is undergoing a painful adjustnment to this change

and we continue to see consolidation.

| think that's illustrated by sonewhat stable cow
nunbers as well. And | would also just note when | say
"Western United States.” W see the sane trend at our
facility in Texas as well. W have | ost dairy producers,

actually probably twi ce as nany cows on equi valent terns, on
a smaller plant out in that region than we have in
Cal i forni a.

Hi | mar Cheese Conpany Supports Hi gh Market-Driven
Prices.

Qur conpany was Founded to pay nore for mlk. The
dai rynmen who established this conpany sought to get nore
val ue out of mlk and pay high market-driven prices to its
suppliers. Hilmar Cheese Conpany continues to invest and
innovate, and is a leader in returning value to dairynmen in

California.
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California producers should continue to ask why
they receive less revenue for their mlk than many of their
donestic and gl obal peers. Wiy do producers in regions wth
no mninumregul ated prices get nore for mlk, for exanple
| daho and New Zealand? In the end it has nothing to do with
regul ated prices and everything to do with supply and demand
conditions and conpetition for mlk. This is especially
apparent in regions |like Idaho that have no m ni mum pri ces.

Mar ket demand and conpetition drive value, not regul ated
prices.

I ncreases in the regulatory price will not
generate nore revenue for the industry. The Secretary
cannot wave a nmagic wand and pull nore revenue out of the
sky. Unless driven by market fundanentals, regulated price
increases are artificial and the benefits to producers wll
be short lived. 1In the end, these changes via price
regul ation are sinply about incone/revenue redistribution.

Qur industry nust shift our focus from debating
about how the pie is sliced to what we nust do to grow t he
revenue pie for all. W nust enbrace market-oriented policy
that allows us to grow the value of mlIk for dairy producers
and processors.

Mar ket Can Respond; M ninuns are M ni nuns, Not
Maxi mumns.

M ni mum prices are just that, mninmunms. Nothing
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precl udes processors from payi ng nore and not hing prevents
mlk sellers fromasking for nore frombuyers. Many
California processors pay prem unms to producers above the 4b
price. Hilmar Cheese Conpany is one such exanple of a
processor who pays market-driven premuns for mlk. Since
its inception, H |l mr Cheese Conpany has consistently paid
premuns to its producers well above the 4b pri ce.

As mar ket conditions change, the marketpl ace can
and will respond. Hilmar Cheese Conpany has al ready
responded to concerns about the supply situation going
forward. In Cctober, we nmade significant proactive
i ncreases in our pay prices above and beyond the prem uns
that we have paid for years. And | say "proactive" because
in general today |ooking at kind of our intake, our intake
is flat to slightly above |ast year |evels, although we did
see sonme drop offs in the sumrer nonths in a dramatic shift
fromthe spring. But we anticipate going forward that if
t hi ngs continue, that was necessary to be a | eading
conpetitor and a | eading buyer of mlk out there in the
mar ket pl ace.

Furthernore, California cooperatives that control
80 to 85 percent of the mlk in California have the ability
to increase the price for mlk to all of their custoners
tomorrow. |Instead of going to the marketplace and asking

their custoners, processors, for a higher price, many of the
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cooperati ves have chosen to delegate this responsibility to
t he Departnent of Food and Agriculture. This is not the

i ntended function of the regulatory system The regul ated
price should be a nmarket clearing price, not a market making
price. |If allowed to function, the marketplace will drive
prem uns and establish value for m |k above and beyond the
regul ated price, which often occurs today.

I ncreases in the Mninmum Price Do Not Benefit All
Producers.

Any increase in the mninum4b price will take
noney away from those prem um earning producers who supply
Hi | mar Cheese Conpany. Any increase in the regulated price
will not aid our producers, it will sinply erode their
mai | box pay prices as prem uns get redistributed to others
via the pool.

In the first 11 nonths of this year, nearly $6
mllion of H I mr Cheese Conpany prem uns were redistributed
t hrough the pool as a result of the last two 4b heari ngs.
This means that our producers took home $6 million | ess than
t hey woul d have if there had been no change in the 4b pri ce.

This is not $6 million that H | mar Cheese Conpany had to
di g deeper into our pockets and cone up with, as sone
presune, but this noney we already paid out for mlK.
Increases in the 4b price sinply redirected m |k val ue that

was al ready established in the marketplace away from our
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producers who were supplying our facility. Wen the m nimum
4b price increases, our prem untearning producers | ose.
Those who invest, innovate and perform |ose, and those who
haven't invested are not required to conpete.

The Big Question: WII|l W Pursue Regul at ed
Sol utions, or Market Sol utions?

Trade organi zati ons and cooperatives in California
have been trained by our state pricing systemto | ook for
artificial ways to inflate prices. Their efforts have
resulted in several mlk pricing hearings over the years,
with a recent enphasis on the whey factor portion of the 4b
formul a.

Lately, tactics have included unsuccessful
litigious attenpts to force the CDFA to increase the whey
factor in the 4b fornmula and the introduction of an Assenbly
bill that attenpts to bypass the CDFA and | egislate a
m ni mum price for one class of mlk. These are all varying
forms of "regulated solutions.” None of these efforts
contribute to increasing the market value of mlk or dairy
finished products. Increasing the regulatory price does not
create nore revenue or increase the value of mlKk.

As long as we continue down the track of pursuing
regul atory solutions, California producers will continue to
see margins erode relative to our global conpetitors. W

will sinply continue the pattern of redistributing revenue
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via the pool, which reduces conpetition for m |k and shiel ds
processors fromrisk. W need to nove toward a systemt hat
forces all market participants to conpete for mlk and
create value. This is the only way to grow t he val ue of
mlk |ong-term

If we really want to grow the value of mlk in
California we nust pursue market-based sol utions.

Regul atory sol utions are unsustainable and will only yield
nore of the sane poor results for producers.

Qur out-of-state conpetitors have the ability to
choose whether or not to participate in the regul ated
system This is not an option in California. M ninumprice
i ncreases puts California cheese processors at a
di sadvantage to our primary conpetitors in unregul ated
mar ket s, both donestically and abroad.

Qutside of California, nost cheese and whey
processors operate, or have the option to operate, outside
of the confines of federal and state price controls. In
t hese unregul ated markets, our conpetitors are not obligated
to pay mninmumprices or pay for mlk according to regul ated
end- product pricing fornulas. |If the Secretary increases
the regul ated m ni mum price above the market price to pursue
parity with another region, we run the risk of being
unconpetitive in the marketplace we currently conpete. |If

we beconme unconpetitive, California will | ose business to
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its conpetitors out of state who are not subject to the sane
constraints. The outcone will be processing facilities wll
nove to other states, causing a further reduction in the
demand for California mlK.

Regul atory Uncertainty | npedes |Investnent.

In the past ten years we have had 26 m |k pricing
hearings in California, not including today's. Each of
t hese changes significantly inpacted margi ns and the returns
for processors and producers. This frequently changing
regul atory environnent creates uncertainty and di scourages
long-term capital-intensive investnments. As sone in the
i ndustry have recently noted, processing capacity, or the
| ack thereof, is a key issue in California. Wat they fai
to recognize is that an uncertain regul atory environnent,
one with frequent hearings and legislative efforts to
regul ate price, do nothing to create capacity in the state.

They only serve to be extrenely effective deterrents to new
investment. We will not incent new capacity in California
as long as we continually return to Sacranento to | ook for
regul atory price enhancenents.

In this environnent, is it any surprise that new
investrment in California has been scarce? Even if the
appropriate market signals existed today, any potenti al
i nvestor would have put their plans on hold while they

wai ted for the outcome of this hearing. This does not
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benefit a state that desperately needs additional plant
capacity to create nore conpetition for mlK.

This regulatory uncertainty paralyzes the industry
and increases the risk of new investnent. Continuing
instability will drive investnent to other regions. |It's
time we introduce sonme stability into our pricing
envi ronnment and al |l ow market signals to drive investnent
deci si ons.

The Real Solution: Real Reform

As a producer-owned entity, we believe the
California dairy industry would be better served to focus on
fundamental reformthat noves us towards grow ng the val ue
of mlk over tine.

As long as we remain entrenched in formula

pricing, we will continue to have these contentious debates
around val ue sharing, producers will continue to bear al
the market risk, and our industry focus will be on the

system and not the custoner.

Instead of trying to extract value fromthe
regul atory system it's time we let market signals reign and
turn our focus towards custoners, narkets and grow ng the
value of mlk. Further insulating the industry from market
signals will not benefit dairymen. W need to learn to
respond to the market signals and develop the skill set

necessary to conpete in the global narketplace.
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Bot h the McKinsey Report and the Innovation
Center's Report on d obalization concluded that there is
t remendous opportunity for California and the US in the
gl obal mar ket pl ace. However, they both suggested that the
i ndustry adopt market-oriented policy initiatives and
pricing reform Both warned that failure to do so m ght
conprom se our conpetitive position |ong-term

W are now at that critical juncture. W nust
choose a path. If the California dairy industry is to
retain its position of strength, we nust make fundanenta
reform Sinply tweaking the forrmulas will not alleviate
today's chal |l enges, but only continue to place the enphasis
on regul atory solutions versus creating val uabl e m | k-based
products for custoners here and abroad.

On behalf of Hilmar Cheese Conpany and its
producer owners, | urge the state not to increase the
m nimum price. Further increases in the regulated m ni num
price are a step in the wong direction for both processors
and producers. Continuing to seek regulatory solutions in

the short-termis a long-termchoice. As long as we

continue to avoid real reform we will continue to see nore
of the same poor results. Reformcan and will |ead to val ue
creation, which will benefit all industry participants over

time. Nowis the time to enbrace a narket-oriented approach

and work together to capture the opportunity that exists in
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our gl obal market pl ace.

Thank you for your tine and consideration. |
woul d be happy to answer any questions you may have.

HEARI NG OFFI CER ROADEN:  Panel ?

MR. EASTMAN. | just have a couple of quick
guestions. | know in the past Hilnmar, they have their own
di rect shippers or producers and then in the past sonetines
t hey have al so purchased m |k on the spot market basis. Do
you still purchase spot nmarket m |l k?

MR. AHLEM Very, very little.

EASTMAN:  Very little?
AHLEM Very little.

2 3 3

EASTMAN: |Is that just because you have been
able to get the type of mlk production you need out of your
own producers, have you kind of gone towards that direction?

MR AHLEM Part of it is that it's wanting to be
closer to our mlk supply for both mlk quality and ani mal
wel fare reasons. The other part is just the strategy to
make sure that we have secured our supply in the marketpl ace
so we have taken on nore control of that.

HEARI NG OFFI CER ROADEN. (Ckay, thank you very
much.

MR. AHLEM  Thank you.

HEARI NG OFFI CER ROADEN:. The Hil mar testinony is
Exhi bit 52.
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(Exhi bit 52 was received into evidence.)

HEARI NG OFFI CER ROADEN:. The next part of the
hearing what we like to do is invite those fol ks that had
signed up for three mnute presentations. And | wll be
calling you in the order that you signed up

Antoi nette Duarte. Please state your nanme and
spel |l your last nanme for the record.

MS. DUARTE: Antoinette Duarte, DU AR T-E

HEARI NG OFFI CER ROADEN. And today you are
representing?

M5. DUARTE: Representing ny dairy, ny husband and
nmy son, Duarte Dairy, Inc. in Elk Gove, California.

Wher eupon,
ANTO NETTE DUARTE
Was duly sworn.

HEARI NG OFFI CER RONDEN: Pl ease.

M5. DUARTE: Good norning, Hearing Oficer.

The Secretary, Madane Secretary Karen Ross and |
and 11 ot her dairymen and wonmen net here about al nbst ten
nmonths to the day. Qur nmessage to the Departnent was that
we were losing equity due to the lowm Ik prices, and
particular to the 4b. At that tinme we had the endured
econom c | osses of 2009. | call it the earthquake of the
dai ry producers.

Little did we know at that neeting we would be

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© 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

185

paying for high feed and high fuel prices at the highest

| evel due to the drought in the Mdwest. This | | abel ed,
the tsunam , because we producers are and had been receiving
$2 per hundredwei ght | ess than anyone in the surrounding
states, and this has caused a collapse or a wi pe-out to the
dairy producers of California. Al of the costs that are
obtained fromthe dairynen that are on the cost production
programdon't lie. This Departnent sees and reviews them
nonth after nonth.

W will not know what will happen this com ng fal
of 2013 with the corn crops. The hay prices have gone
t hrough the roof and the creditors are at bay.

Cenerations of dairies have gone out of business
and will never return. The |osses are trenmendous, not only
financially but the health and the nental well-being of the
famlies that own the dairies. | doubt that nmy son wll
ever see the loans paid off that we have had to borrow to
stay in business. There is not nmuch equity left.

Thi s business is not only our business but is our
livelihood. W have four enployees. They and their
famlies are an extension of our famly; we all work
together. They are concerned also, not only for their job
but they see the trenendous anount of stress on my son's and
nmy face each and every day. W try to be optim stic because

it hel ps us through the day and it hel ps our enpl oyees.
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It is ironic because when things cone up to one's
attention at a tinme is when you need it. | did not know
what to say today, for | have said it many tinmes to you, the
Secretary and the Departnent, not only at presses, through
the TV and through the newspaper but at both rallies. But
just this Wednesday ni ght we were watching Anerica's
Heartland. The interview was focused on a gentl eman who
makes cheese here in California and he is a very prom nent
cheese nmaker. He nentioned tinme and tinme and tinme again how
the feed costs have taken a hit on his bottomline and that
he al so had hoped he could see his son and grandson carry on
t he busi ness, but he was in doubt. Large and snmall dairies
are being affected.

My husband suffered a stroke two and a half years
ago due to the stress. | do not want to see anyone el se go
through the same thing. It has been very difficult to see
that his i ndependence was taken away and his |ove for the
dairynmen. Just |ike the gentleman who spoke earlier and
said that his friend had tomato juice running through his
veins, we have m |k running through our veins, the
conmi t nent we have to our cows.

This Departnment has an obligation to follow the
law as we are to be paid relatively a price for our high
quality mlk as the surrounding states. | support the

California Dairy Canpaign proposal. And with all due
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respect, this Departnent has been sl eeping at the wheel way
too long. It is tine that we are recognized for the hard
wor k, the sacrifices and investnents that we have put into
our dairies for years. And | thank you for the opportunity.

(Appl ause.)

HEARI NG OFFI CER RONDEN: Thank you very rmuch

Loren Lopes. And you're signed up on two |ists.
Do you want the short list or do you want the long list?
Wul d you rather talk |long or short?

MR LOPES: [I'Il talk short.

HEARI NG OFFI CER ROADEN:  Ckay.

MR. LOPES: | need five m nutes, though.

HEARI NG OFFI CER ROADEN. That's fine. kay,
pl ease state your nane and spell your |ast nane.

MR. LOPES: M nane is Loren Lopes, L-OP-E-S.

HEARI NG OFFI CER ROADEN. And today you are
representing?

MR. LOPES: Dairy producer, nyself and ny dairy.
Wher eupon,

LOREN LOPES

Was duly sworn.

HEARI NG OFFI CER ROADEN:. Ckay. Pl ease.

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

My name is Loren Lopes from Turl ock, California.
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| have been in the dairy business since 1968, just as
pool i ng was adopt ed.

| have been an activist for fair dairy prices that
will allow the average producer to receive the cost of
production and return on investnent for their mlk. | have
been on the California cost study for over 20 years. I
have served on national dairy policy commttees with the
National Fam |y Farm Coalition, National Farners Union, and
nost recent the Progressive Agriculture Organi zation to
devel op a cost-based pricing system the Federal MIk
Mar keti ng | nprovenment Act of 2012. This proposal was
supported by 65 percent of the dairy producers in a poll by
Progressi ve Dairyman magazi ne.

The Young Act was adopted in 1935 because of
producer pricing inequities in the 1930s. The CGonsal ves
M| k Pooling Act was adopted in 1969 because of the
inequities of the pricing systemthrough the 1950s and early
1960s. Desperate prices anong producers in the same region
were a source of frustration and led to disorderly marketing
practices, nmuch as it is today. Most contracts were subject
to cancellation by either party upon 30 day notice. 1In 1969
pool i ng was adopted and the quota systemto address the
Class 1 market share. Prior to pooling the mpjority of
producers could not cover their cost of production with the

pricing systemthey had then. There were a few sel ect
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producers that held Class 1 contracts that received a nuch
hi gher price than the mgjority. Wen the mgjority of
producers can no longer afford to supply the market, the
pricing system nmust change or the industry wll vani sh.
This is nmuch |like what we are experiencing today with the
maj ority of producers underwater between the cost of
produci ng and the price of mlKk.

Pool i ng was adopted to achieve a nore equitable
bl end price so that the mpjority of producers could receive
a fair break-even price and supply the markets. In the
early years we had a support price that was based on parity
and was set for five years at a tine through the farmbill.

This was the foundation or the floor price for the
manufactured m |k prices. The support price, along with
cost of production and consunmer net spendabl e earnings, was
a part of a formula to set the Class 1 price. The parity
prices were not get-rich prices by any neans conpared to the
cost of production, however, they kept the majority of
producers at break-even and the Cass 1 narket achieved the
profitability. During this period, producers' efficiency
was maxim zed and resulted in | ower cost of production.
Since that time the support price was decoupled fromparity
and then decoupled fromthe m ni num price and now only
serves as a floor for the basic conmodity price of cheese

powder and butter if sold to the Coomodity Credit
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Corporation. The decoupling fromthe m nimum price has
caused increased volatility and instability in the markets
with | ower producer profitability at a steady trend since
1990. The mpjority of growh in California cane fromtax
code noney, sonetinmes referred to as "Chino noney." This
put increased pressure on prices and made it difficult for
producers that were just trying to make a living fromjust
m | ki ng cows.

Prior to 1983 there was a single Class 4 price in
California. Wth continued production growh and the need
to produce nore cheese the 4b pricing fornula evol ved
t hrough several hearings from 1983 to 1996. 1In 2007 a whey
val ue was included. The 4b price fornula is a very
lucrative formul a designed to keep the cheese processors
conpetitive with the rest of the country. The California
dairy producers have vested in the cheese processing through
this fornula by accepting a | ower price than the Federal
Order cheese mlk price. The California 4b price formula
has guaranteed cheese processors trenmendous profitability.
The profitability of the California dairy producers has
continued to deteriorate and many good dairy producers have
| eft the business through attrition because of the current
end- product pricing system There have been several hearing
petitions asking CDFA to have the cheese processors vest

back the in-California producers. They have refused the
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idea up to now. They are buying mlk 10 percent bel ow t he
Federal Order price and that is their focus, not producer
sustainability.

From 1969 to 2009 the California pricing systemis
back to where it was 40 years ago with prices far bel ow the
cost of production for a continued period of tine. 2009 to
2012 is the financial clinch pen for the majority of
California dairy producers. Feed costs have had the biggest
effect on cost because of the ethanol mandate and now the
drought. The export market and gl obalizati on has been
exaggerated as a cure-all for California producers. There
is nothing wong with exploring enmerging markets if they are
profitable for all stakehol ders, including the producers.

Al falfa hay is being exported every day to China, Japan and
the M ddl e East for devel oping those countries' dairy
production to supply their needs. This is done by
guaranteed lines of credit by those governnents and ours.

The California third quarter cost conparison
summary i s showi ng an average of $18.46 a hundredwei ght for
total costs and $19.94 with return on investnment and return
on managenent. The third quarter average mail box price was
$17.39. This was an average | oss of $2.55 a hundredwei ght
figuring return on investnent and return for nanagenent.

The California Septenber mail box price reported by
Hoards Dai ryman was $17.36 a hundr edwei ght.
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The W sconsin mail box price for Septenber by the
sanme magazi ne was $20.48. This is $3.12 a hundredwei ght
above the California Septenber mail box price of $17. 36.
This shows that there is roomfor an increase in the
manuf actured price of mlk and California would still be
conpetitive with other states.

The majority of California dairy producers wll

need $2 a hundredwei ght energency price increase to survive

the next six nmonths. |If this is not achi eved nore producers
will be forced to exit the dairy business, and nore jobs
| ost.

This is the time for the processing sector and the
producer sector to conme together for the purpose of saving
the California dairy industry so both are profitable. It is
the responsibility of the Secretary of Agriculture through
CDFA to facilitate this task and to be fair to the producers
inthis very critical tinme.

The current end product pricing system either in
California or in the Federal Orders and the deregul ated
areas that mmc the two, are fundanentally flawed. W 1thout
a price floor there is no incentive for the process or the
processi ng cooperative to raise mlk prices through
mar ket i ng because that will negatively affect their raw
product costs and profits. So they rely on the producer to

make up the margins, as they say. There is even a proposal
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inthe farmbill for the governnent and the dairy producer
to finance margin | oss insurance. The producers' nmargins
have been exhausted so there is no margin for the processing
cost through increased nake all owances. So then they go to
haul i ng charges assessnents and ot her disorderly marketing
schenmes to get the margin. Wth a cost-based pricing system
the mlk price is stable and the producer covers his or her
cost and nore of the marketing premuns stay with the
processors or cooperative.

Thi s must change because the systemis railroading
way too many people, way too many producers out of business.
This financial environment is discouraging a majority of
young farmers fromthe business and we are | osing that
talent. The system doesn't allow the new producer to build
equity and doesn't allow the old producer to maintain
equity.

| amnot only here for mnmyself but I am here for
the future dairy producers, including nmy son and ny
grandchildren and their love for cows and tractors. W need
to make an effort to correct these producer inequities as
those did before us with the Young Act in '35 and the
Gonsalves M|k Pooling Act in 1969. History will tell us
that dairy cannot function w thout the sanction of
government regul ati on because we have a perishabl e product

that is produced by a living organi smevery 12 hours and
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t hat makes a producer vulnerable to establishing a fair
price for his or her |abor.

Pl ease take this very seriously in your decision-
maki ng process to build confidence back into the California
dairy industry and rel ated support busi nesses.

And I'd Iike to say one nore thing before | thank
you for being able to testify. | also thank Secretary Ross
for giving us access and neeting with the dairynmen as nuch
as she has. She inherited this weck. Governor Brown has
al ways stood up for the underdog and we are they now. So |
t hank her also and thank the Departnent for this opportunity
to testify. There has been a great train robbery here, you
know, out there. And |I am not agai nst anybody being
profitable but this is way out of hand on who has got the
nmoney and who is | osing the noney and this has to be brought
back into balance. So that's ny testinony for today, thank
you.

(Appl ause.)

HEARI NG OFFI CER RONDEN:. Thank you very rmuch
M. Lopes' testinmony will be Exhibit 53.

(Exhi bit 53 was received into evidence.)

HEARI NG OFFI CER ROANDEN: Barbara Martin

M5. MARTIN:. Good norning.

HEARI NG OFFI CER RONDEN. Pl ease state your nane

and spell your last nanme for the record.
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M5. MARTIN:. Barbara Martin, MA-RT-1-N

HEARI NG OFFI CER ROADEN: And you are representing
t oday?

M5. MARTIN: | amrepresenting Tony Martin Dairy,
whi ch has 1,000 cows and enpl oys 10 people. | amalso
representing Dairy Goddess Farnstead Cheese and M1k, which
enpl oys one full-tinme enployee and five part-tine. | am
al so representing ny new entity, which is Dairy Goddess
Pork, which is the way | manage nmy whey factor, nmaking it
profitable for my business.

Wher eupon,
BARBARA MARTI N
Was duly sworn.

HEARI NG OFFI CER RONDEN: Pl ease.

M5. MARTIN: | am here today urging you to
i ncrease the pay price that dairy farmers receive. W have
been receiving nearly $2 | ess per hundredwei ght than the
rest of the United States for far too long. Along with
that, we have the highest costs and the highest regul ati ons,
as well as providing the highest quality of mlK.

Three hundred dairy famlies are gone, along with
anot her 100 this year. W have been pl eadi ng and
petitioning for a year, all to be denied and del ayed. Al
the while many dairy famlies have lost or are losing their

generational farnms and culling generational herds.
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We hear from processors that we need to becone
nore efficient. | can guarantee you this. The dairy
farmers that are still in business today have becone
efficient, or else they would not be in business with the
prices that we have been receiving, which is $2 less than
the rest of the country. | would hope that our governnent
woul d beconme as efficient as dairy farnmers. W would not be
on the fiscal cliff that we are standing on right now

Have any of you ever seen a dairy farner wal k
around his dairy after his cows have left for slaughter? It
is heartbreaking and it is a nenory that I will never forget
and | pray that no nore dairy famlies have to take that
wal k.

Those of us still here are fighting for our lives.

Yet as we fight for our lives our main concern is to feed
and care for our cows. Everything we do revol ves around our
animals. That is a pressure you'll probably never
understand. Getting the cows fed and feeling relieved.

Only then to have the burden of figuring out how you're

going to cover your other bills, like payroll, electricity,
fuel, insurance, environnmental regulation fees. And CGod
help us if we have a blown tire or a punp goes out. | do

not wi sh the stress and pressure on any of you, though
woul d i ke for each of you to walk in ny shoes for one day.

W dairy famlies rallied on the Capitol steps in
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Septenber aid Cctober, only to be treated as a m nor

nui sance. It was disheartening for so many. But | am
extrenely proud that finally California dairy farners and
three of our major co-ops stood together as one.

| am di sappointed in the actions of Secretary Ross
and the CDFA. | would never expect for you to work as you
do and not receive a fair wage. Yet you have sat back and
wat ched the dem se of so many dairy famlies, know ng that
we were receiving so much | ess than the rest of the nation.

Shane on you CDFA. Shane on you for waiting so |ong and
hoping it would fix itself. It has done so in the past but
it is not going to do so now. Shame on you for not
appreciating California dairy famlies and all that we have
contributed to California.

In March of this year was the first | had heard of
the formng of a task force to fix our industry for the |ong
term one that | believe needs to happen. | pray for its
success. But as predicted, it did not start off to be very
fruitful. The one plus | see fromtheir neeting is that
Secretary Ross could see for herself the true line in the
sand between the producers and the processors.

There is a dark, sinister cloud that |oons in our
i ndustry. | hope that we can work to change our systemfor
a healthy dairy industry in the future and to rid the dark

forces that shadow it.
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Here we are at year's end asking yet again to be
gi ven sone type of relief as a result of this hearing.
urge you to act swiftly. W are hanging on by a thread and
for too many it's too |ate.

|"d like to thank you for giving nme the
opportunity to speak here at the hearing. | hope you can
appreciate the difficulty of this early norning neeting on
the Friday before Christmas and the difficulty it is for the
ot her producers to nmake it here. But | would like to thank
you for having the neeting before the holiday and request
your swift action, thank you.

(Appl ause.)

HEARI NG OFFI CER RONDEN: Thank you very rmuch

Li nda Lopes. Please state your nanme and spel
your |ast narme.

M5. LOPES: Linda Lopes, L-OP-E-S.

HEARI NG OFFI CER RONDEN:. And state who you are
representi ng.

M5. LOPES: California Dairy Whnen and nysel f.
Wher eupon,

LI NDA LOPES

Was duly sworn.

HEARI NG OFFI CER ROADEN:. Ckay. Pl ease.

M5. LOPES: M. Hearing Oficer and Menbers of the

Heari ng Panel :
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| am Li nda Lopes, President of the California
Dai ry Wonen Associ ation and al so a dairy producer for 45
years, from Turlock, California.

CDWA represents 180 dairy producers from Sonoma to
Tehachapi. The CDWA is a unique group. W do not claimto
be experts in mlk pricing fornmulas. Mst of our nenbers
are in charge of the financial business of the dairy
operation. This job is getting very difficult. W have
beconme experts in bal anci ng the checkbook and know edgeabl e
in the business' inconme and expenses. W know that we are
not covering our cost of production. W also do the
shopping and are aware of the retail prices for dairy
products. W know that we are not receiving our fair share
of the market price.

This hearing was called to consider whether market
condi tions support short termprice adjustnments to al
cl asses of mlk. The cost of production figures cal cul ated
by CDFA for the third quarter of 2012 show it at $18. 46.

The average nmil box price was $17.03. At today's prices,

per every 500 cows, we are |osing $22,000 a nonth, $264, 000
a year. W are all eating up equity. Equity that took
years for us to build. Wth today's increased costs we need
bet ween $18. 00 and $20.00 to catch up.

On a personal note, | have been on the cost study

for over 20 years. | have been wondering if it is a waste
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of tinme because you see that we have been | osing thousands
of dollars and you are not doing anything to correct the
situation.

We are experiencing many increased costs. As you
are aware, our feed costs have increased dramatically.

Envi ronnental regul ati ons have al so i ncreased our costs. W
cannot pass these increases on to anyone. W are at the end
of the line. It is not right that CDFA covers the costs of
the processing side of the dairy industry but not the
producer side. You mght say that we nust keep the
processors in business to process the ml|k. CDFA nmakes the
statenent that there is always an adequate supply of mlK.
Sonmeone will always produce the mlk for less. Let us turn
the table and conpare it to your jobs. The State of
California is in need of noney. They cut your salaries by
30 percent. They tell you to survive on your equity. The
Governor says he can hire sonmeone else to do your jobs for

| ess noney. How would you like it?

The California dairy business is at this very
nmoment di sintegrating before our own eyes. | hear from many
di stressed dairy wi ves who say they cannot take this
constant pressure much |onger. Sone of them couldn't even
afford the fuel to cone here today. They are |looking for a
ray of hope to keep their business. Thousands of cows have

been sold for beef. It was not their fault, it was yours.
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If we do not start covering our costs many nore cows wll be
sl aughtered. You now have a choice as to whether you wll
take steps to salvage it or to drive the final nail in the
dairy industry's coffin. The dairy industry is not an "it"
but rather a living thing conposed of |iving animals that
once dead cannot be resurrected.

California ml|k producers are nunber one
nationally for production and quality. W have invested
mllions of dollars in our businesses to do this. Many
ot her support businesses both small and | arge depend on the
dairy industry to survive in their business al so.

You are the ones in power in the State of
California who can appeal on behalf of our industry and nmake
t he necessary changes that are needed at the state.

| know you are very know edgeable on the dairy
situation. | just feel that it is a shame that the nunber
one dairy state for production is the |owest priced dairy
state. California mlk producers need an energency price
relief. | leave this problemin your very capabl e hands and
| thank you for your tine.

|"d like to add a couple of things. | would be in
support of the CDC proposal.

And nunber two, it was brought up that dairynen
that are farm ng nake nore noney. Well farmng nore acres

i s advantageous but farmng is not cheap. Al our inputs
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wer e up.

And third, premuns that were paid out to the
producers did not cover our |osses, not even the ones paid
by the cheese plants. And sone of these processing plants
have been able to go out and purchase these dairynen that
have went out of business, their properties, because they
have nade all the noney and the dairynmen have lost all the
money. So that's all | have to say and thank you for your
tinme.

(Appl ause.)

HEARI NG OFFI CER ROADEN:. Thank you very nuch.

W have two nore wtnesses signed up so we are
going to work this thing through. So the next one up is the
Mar quez Brothers International representative.

One nore tinme, if you wish to speak nake sure
you' re signed up.

Pl ease state your nane and spell your |ast name.

MR. MALDONADO: Jose T. Mal donado, ny last nane is
MA-L-D-ONA-D-O

HEARI NG OFFI CER RONDEN:. Again, for the record,
you are representing?

MR. MALDONADO: Marquez Brothers International.
Wher eupon,

JOSE T. MALDONADO

Was duly sworn.
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HEARI NG OFFI CER RONDEN. Pl ease go ahead.

MR. MALDONADO  Thank you. M. Hearing Oficer
and Menbers of the Hearing Panel:

Good afternoon. M name is Jose T. Ml donado,
represent Marquez Brothers International based in Hanford,
California. | have worked for Marquez Brothers for over 15
years.

Mar quez Brothers International is disappointed a
heari ng has been called again to nodify the mlIk price
formulas. At the sane tinme we understand and we are
concerned by the very challenging situation facing many
California farners right now and that this hearing has been
call ed on an energency basis to assist the farnmers. W
woul d also like to point out that the last two hearings have
resulted in price increases which have presented chal | enges
to our conpany, specifically the limt on the value MBI can
derive fromthe cheese and the byproducts side of our
busi ness. The frequency of these hearings are causing us
great concern and hindering our ability to plan for growh.

Mar quez Brothers' position is to support a no change on
mlk price formulas. W respectfully request that no
changes are nade to the mlk fornulas. Dairynen are caught
in a food price crunch right now, but that is a national
problem not just California, and raising the mlk price

will do little to help farners with that and will put plants
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like ours at risk and thereby renove markets from California
farmers' mlKk.

Marquez Brothers International, Inc.'s prinmary
busi ness focus is the manufacturing and distribution of
Hi spani c cheese products. Since the foundation of Marquez
Brothers in 1981, we have grown our business as denand for
our cheese products has expanded. CQur particul ar cheese
mar ket demand is highly price sensitive and very
conpetitive. W are in the business of manufacturing
Hi spani c-styl e cheeses such as Queso Fresco cheese, creans
and drinkable style yogurts. The nmanufacturing of these
specialty cheese products are highly |abor-intensive,
| acki ng the econom es of scale conpared to | arge cheddar
cheese automated plants that produce 40 pound bl ocks.

It is inmportant also to touch upon the whey factor
in the Class 4b price, only because it has been an issue
t hat has been the center of attention in the |ast several
hearings and it will certainly be brought up today, like it
has. Marquez Brothers reluctantly invested in a whey
processing facility in 2004 in order to reduce the cost of
di sposing of whey. This investnment cost was nore than any
ot her investnent Marquez Brothers had ever nmade. The
i nvest ment deci sion was driven primarily by the rising
envi ronnmental concerns with the whey di sposal and the cost

of the whey disposal, not the projected financial return.
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Furthernore, Marquez Brothers is primarily in the cheese
busi ness and investing in a whey plant was a necessary but
unwant ed i nvest nent deci sion outside of our core
conpet enci es.

Wth respect to maki ng whey processing investnents
within the industry, it is generally acknow edged that a
pl ant must produce at least 1.2 mllion pounds of whey per
day in order to reach the econom es of scale necessary for a
whey plant investnent to break even. Adoption of any 4b
mlk price, or changes in the 4b mlIk price, will result in
not only small/medi um size cheese manufacturers not able to
recoup their investnment but the extinction of California's
smal | and medi um si ze manuf acturers.

The |l ast two hearings have resulted in price
i ncreases which have presented challenges to snmall and m d-
si zed cheese manufacturing conpanies, specifically the limt
on the val ue such as the byproducts, which is the whey in
this case.

As you can see here on this graph, we had input of
12.3 total solids that conmes in fromthe -- the solids we
recei ve

And we -- the output is -- that goes into the
cheese is approximtely 5.9 percent of the total solids
going to the cheese and 6.4 percent going to the whey.

Addi ng those two together adds up to what we
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received in input frommlk, 12.3.

So Graph 1 depicts that 48 percent of the total
solids fromthe mlIk go into our cheese and 52 percent of
our total solids go into the whey.

O those 52 percent solids that are in the whey,
5.11 percent of that goes into the whey cream \Which in our
operation we have very little -- we can't really do too nuch
with the whey cream W can't put it back in our product so
we sonetinmes have to di spose of that or feed it back to the
animal s for feed.

WPC 80 percent represents 9.45 percent of those
solids and then the Perneate/lLactose represents 85.44
per cent .

It is well known that in cheese maeking, if one
starts with approxi mtely 100 pounds of m Ik you will get
nore or |less 10 pounds of cheese and 90 pounds of whey, with
a solids content of 6.4 percent before whey cream
separation. O the solids in the original mlk, which is
approximately 12.3 percent, roughly 48 percent of the solids
end up in the cheese and 52 percent the whey, which perneate
and | actose is about 85 percent of the whey solids.
Basically this is recapping what | just discussed so |I'm
going to junp down to the last point here.

In California, out of the 57 plants that nake

cheese, only 11 plants have sone sort of whey concentration
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facilities, if you see Exhibit A O the 11 plants that
process whey, |ess than a handful dry perneate and | act ose.

So goi ng back to what we were discussing, we don't
really -- at Marquez Brothers we don't have the capacity to
dry perneate. And so that is one portion, that's an area
that I think that's m sunderstood a | ot of the whey -- for
t hose that manufacture whey. The WPC 80 percent, you need
to have the econom es of scale to actually get into and
invest an additional $35 million to dry the perneate. W
don't have that kind of noney to invest. | don't think we
could find a bank that would probably | end us that kind of
nmoney to invest. Because, first of all, that particular
commodity is very volatile. It changes very -- it's not a
stable commodity price.

To capture the maxi num val ue of the whey streamit
is inmportant to have the ability to take it all the way to a
dry state. Unfortunately, the installation of the whey
evaporators and dryers is an extrenely capital-intensive
operation and subject to | arge econom es of scale. Snal
and nmedi um si ze cheese conpanies like MBI don't dry
perneate/l actose fraction and don't have the ability to fund
a $35 nmillion pernmeate drying facility so we will be unable
to capture revenues to keep up with the rising mlk costs,
specifically in the 4b whey conponent formula. W don't

recoup the full value of the whey. And also finding
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experienced people to run this conplicated equi pnment is no
smal | task.

Whey evaporation and drying is governed by huge
econoni es of scale and small- and nedi umsized plants don't
i ndi vi dual Iy have enough whey volunme to justify the
expenditures. Sales and narketing expertise is critical to
econon ¢ success and nost snmall and nedi um cheese conpani es
don't currently have this expertise in-house. In tinme when
addi tional plant capacity is needed, the state's regul ated
mlk pricing fornula applicable to cheese plants w ||
di scourage i nvestnment in new cheese plants and WPC pl ants
and will make it difficult for some plants to continue
operations. MBI currently sells its perneate after
operating costs at around .02 cents per pound of solids,
versus the current price of |actose average of nost at .77
cents per pound, a 97 percent price difference. So we are
not recouping the -- two percent of the perneate, |actose.

According to the m |k pooling data table prepared
by CDFA on Exhibit A

Thirty-three plants representing approxi mately,
about 58 percent of the total plants producing cheese in
California are processing |l ess than 664,000 pounds of liquid
whey per day, assuming 17.7 mllion average m | k pounds per
nmonth. These cheese factories are too snmall to dry whey, or

process whey to get whey proteins, they | ose noney every
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month on this portion of the Class 4b m |k price.

Six plants representing approximately 10.5 percent
of the total 57 plants producing cheese in California are
processing less than 1.19 mllion pounds of Iiquid whey per
day.

In other words, 49 plants, representing
approximately 86 percent, approximately 86 percent of the
total 57 total plants producing cheese in California are
ei ther not processing or processing |ess than the break even
poi nt .

Al though all 57 plants woul d be severely
financially inpacted by the increase in the mlk price, 33
cheese processing plants will never recover their investnent
and 6 other plants will break even, taking them decades to
recover or see a return, if they were to build a whey plant.

These plants are financially burdened when t he whey narket
price increases dramatically or reaches certain threshol ds.

Even for conpanies |like ours that have some when
processing capabilities, gromh in cheese manufacturing and
distribution will be severely restricted should we
experience further |losses in our whey business. Qur
experience has been that during the three to four years of
our whey operations we did not see any net profits.

Cheese whey di sposal has al ways been a burden and

an environmental problem costing Marquez about $1.5 nmillion
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per year to dispose of with zero revenue value and no mlk
al l omance in the 4b price to recover whey di sposal costs
over the years. | repeat, there is no real recognition for
our whey di sposal cost losses in the mlk pricing formul a.

Hi storically, whey powder val ues conpared wth
whey protein concentrate values were simlar when cal cul at ed
on a price per pound of protein basis. This led us to a
decision in 2004 to finance a whey protein plant only. The
deci sion was driven by two key factors:

That the environmental problem associated with
whey di sposal woul d be alleviated and Marquez Brothers could
focus nore on their cheese business.

The pricing history in 2003 indicated that the
revenue streamfromthe WPC-80 only would be simlar to a
whol e whey powder plant and therefore justified as building
a WPC-80 only plant, while disposing of the concentrated
perneate as ani mal feed.

Al nentioned earlier, Marquez Brothers
International's primary focus is on cheese manufacturing and
distribution. Prior to construction of the whey plant our
cost to dispose of the whey conponent for the years 2000 to
2005 was approximately $7.5 mllion, or $1.5 mllion per
year. The whey protein plant was conpleted in August 2005,
for an investnent anmount of approximately $20 nmillion.

Despite our multimllion dollar investnent to alleviate the
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envi ronnment al probl ens associated with they whey, we have
not seen a return on the investnment. CQur total |oss

i ncurred from August 2005 to 2007 mainly due to the whey
conponent is approximately $7 mllion. To date, we have not
yet recovered fromthese | osses and we are years away from
RO. Wwy? W sinply do not have enough vol une.

As a result of having the whey plant, we have seen
an increase in our hydraulic BOD and EC | oads. This has |ed
us to make another multimllion investnment in a waste water
pre-treatnent plant with an operating cost of approximately
$200, 000 a nont h.

Cheese pricing at the consuner |evel has becone
much nore difficult to price out to our custoners because we
can no | onger gauge oursel ves based on the CME cheddar
cheese prices. The whey conponent distorts our margins and
pricing nmechani sns. The whey conponent factor in the 4b
formula significantly increases the price of our nunber one
raw material, which is mlk, and whey prices have no
correlation to the CME cheddar cheese price. However, the
cheddar cheese price has a direct correlation to our cost
per pound of mlk and cheese. W are in the cheese
busi ness, not the whey business, and our mlk cost should be
based on the cheese only.

In the Federal Order, the entire value of dry

whey, m nus the make al |l owance, could potentially be
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generated fromthe |iquid whey produced from cheese
production is captured in the Class IlIl mlk price. 1In
effect this neans that a cheese naker is paying his
producers for the value of the whey that could potentially
be generated fromtheir mlk, whether or not the cheese
maker extracted the value fromthe whey.

The producer expresses a |lack of correlation of
the California 4b price with the Federal Order C ass |1
prices. This conparison is not valid. According to an
article witten in the Cheese Reporter by John Umhoefer on
January 6, 2012, "If dry whey in Novenber was worth $2.57
per hundredwei ght for a dairyman, where does a small cheese
plant find that noney?" | provided that article in Exhibit
B as well.

He perforned a study in Wsconsin where he
determ ned "That incone is far below the Class Ill value of
$2.57 per hundredwei ght for other solids." He further
states that the "plants always earn | ess for their wet,
unprocessed whey than they have to pay out to their farns in
the other solids price." The article continues to say that
"one third of Wsconsin's cheese plants are swinmng in red
ink on the other solids price." He also states that "The
only realistic hope for changing this nine-year-old m stake
is recognition of this problemin the 2012 US farmbill."

G ven the fact that the last tw hearings have
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resulted in price increases which have presented chal | enges
to our conpany, we support a no change in the Cass 4b
formula. Leaving 4b prices as is will provide margins for
the cheese makers to invest in new technol ogy to keep the
pl ants operating, to invest funds in research and
devel opnment that will lead to innovation, new products and
expanded markets for cheese and mlk. It will also
i ncentivize the processor community to grow by allow ng the
majority of the returns to be realized by those taking the
risk of the investnent and increase m |k processing capacity
in cheese plants in a tinme when there is excess mlk.\

I n concl usi on:

Changi ng the 4b price specifically adjusting the
whey conponent pricing will discourage cheese pl ant
i nvestment and pl ace near-term plant capacity at risk, at a
ti me when plant capacity growth is essential to the
continued health of both producers and processors. MKk
producers are not contributing to the investnents required
to process the whey and alleviate the environnental problens
associated with the whey. W want to see no change in the
4b m Ik price fornmulas unless the m |k producer is prepared
to contribute to capital investnents required to handle the
whey. We take all the risk processing the whey, producers
don't. W make the capital investnents in whey

manufacturing facilities, producers don't. W take all the
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| osses in the weak markets, producers don't.

In your role as regulators and policy
adm nistrators fromthe California Departnent of Food and Ag
we are asking you for your assistance to | eave the 4b price
formulas as they are. It is not sustainable to keep
adjusting the 4b mlk prices and to suffer further financial
| osses. California cheese plants are still struggling to
adapt to the changes inplenented in 2011 and 2012, which to
date has added $0.50 per hundredwei ght to the cost of mlKk.

Conmpoundi ng our problens due to the whey conponent in the
Class 4b m Ik formula, we are confronting ever-hi gher
energy, |abor, resin, petroleumbased packagi ng material s
and wor ker conpensation costs to operate in California,
whi ch has made it rmuch nore difficult to be conpetitive.

G ven the serious threat that continuation of the
current pricing formula poses to California poses to
California dairy farners and cheese nakers, a regul ated
system needs to have stability. Revisiting a topic that has
been di scussed at | ength nunerous tines over the past decade
is not productive. CDFA nust protect the dairy industry,
and the continued nodification of the 4b price is a recipe
for catastrophic disaster by threatening the ability for
cheese manufacturers of all sizes to continue in the dairy
busi ness. Investments will be limted, innovation will be

hi ndered and buyers on the global scale will not view
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California conmpanies as reliable suppliers.

| f an enmergency price relief is passed it nust be
nodest and of short duration.

Thank you for the opportunity to be here today.

HEARI NG OFFI CER ROADEN: Questi ons?

MS. GATES: Just one quick question.

MR, MALDONADO  Yes.

MS. GATES: Short-termduration, can you put a
nunmber to that?

MR. MALDONADO:  Short-term duration?

M5. GATES: Yes.

MR. MALDONADO | think that sonebody had
suggested t hree nonths.

M5. GATES: (kay, thanks.

HEARI NG OFFI CER ROADEN:. Thank you very nuch.

MR. MALDONADO  Thank you.

HEARI NG OFFI CER RONDEN:. The testinony from
Marquez Brothers International will be Exhibit 55.

Also, just in case | didn't get Exhibit 54, that
was fromthe California Dairy Wnen Associ ati on.

(Exhi bits 54 and 55 were received into evidence.)

HEARI NG OFFI CER ROADEN:. Ckay, |ast on our w tness
list is J & D Star Dairy.

MR. VANDEN HEUVEL: GCeoffrey Vanden Heuvel .

HEARI NG OFFI CER RONDEN: Pl ease sit down. And
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make sure your mc is on

MR. VANDEN HEUVEL: Geoffrey Vanden Heuvel. The
first namée GE-OF-F-RE-Y, the last nanme, V-A-N-D-E-N,
capital HE-UV as in Victor-E-L.

HEARI NG OFFI CER ROADEN:. Ckay. The firm again,
who you are representing?

MR. VANDEN HEUVEL: |'mrepresenting nyself and ny
dairy.
Wher eupon,

CEOFFREY VANDEN HEUVEL

Was duly sworn.

HEARI NG OFFI CER ROADEN:. Ckay. Pl ease.

MR. VANDEN HEUVEL: | do not have a prepared
statenent. | amon the board of the M|k Producers Counci

and have served there for many years as well as many ot her

boards. | have been involved in the dairy industry for ny
whol e career. | started in 1979 in the dairy business. [|'m
acity kid. |1 wasn't raised on a dairy but | had the

opportunity to go into the dairy business and have enjoyed
it very nmuch, the career, the people, the work, it's a
wonderful, it's a wonderful life.

The California dairy industry in 1979 when
started was about half the size of Wsconsin's dairy
i ndustry. They were about 24 or 25 billion pounds of mlk

per year of production and we were about 12 or 11. And we
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built this industry through the '70s, the '80s and into the
'90s, basically on a cheap feed nodel. Corn was $2 a
bushel, they couldn't afford to growit for $2 a bushel but
t hey got a governnent check that hel ped keep the corn
farmers alive. W bought their cheap corn and we nmade mlk
with it. And because of the weather and the innovation and
capital and all the things that we have going for us in
California we were able to rapidly expand and we built a
tremendous industry.

We needed markets for that mlk and we canme up
with a pretty good strategy for that too, we just discounted
it. And we could go grab markets from ot her peopl e by
selling our mlk cheap to our processors. And we trained
our processors that they could buy all the mlk they wanted
it and buy it at a discount. It worked pretty well.

We heard a | ot of scream ng when we would |isten
fromthe Upper M dwest because their dairy industry really
stagnated and they went through a horrible transition. 1In
about 20 years they lost a lot of dairy famlies and farns
in the Upper M dwest because they really couldn't conpete
Wi th us.

But the worm has turned and the days of cheap feed
are over. W are very frustrated. | think that those of us
who, because we don't think it was a fair fight, ethanol

policy, the renewable fuel standard, has great increases in
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the regul ated demand for corn. To a point where | think the
nunbers |'ve seen is that over 40 percent of this past
year's corn crop i s dedicated to ethanol

So then you just throwa little market restriction
fromthe drought on top of it and you take the price of corn
to the stratosphere. And of course that sets the price --
you know, corn conpetes with soybeans for acres and soybeans
set protein markets and corn sets energy markets so the
price of feed just skyrockets.

And what we are discovering in the marketplace is
that we cannot get m |k prices high enough to cover those
feed costs, we just can't. W just witnessed the | atest
round of it here in the last few nonths, you know. As soon
as we get that mlk price up to 20 bucks or so there is just
a resistance in the marketplace and it just will not sustain
t hat .

So the question for California is, you know, what
do we do? You know, the Departnment's regul ated system you
know, the discounts are still there, and in fact they have
been exacerbated on the 4b side.

And | guess, you know, what's the market telling
us? As a dairy farmer I'msitting here trying to interpret,
what is the market telling me? It's basically telling ne, |
need to get out of business. W need to reduce the supply

of mlk in California because we are not conpetitive. And |
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guess the -- I'mwilling to accept that, ny free narket
side. M enotional side deals with it in a different way
but my objective side says, okay.

Is it really fair to sacrifice a big chunk of the
California dairy industry when the state is the one
| egi slating a discount of this nagnitude?

When | | ook at ny bal ance sheet, in ny experience
over the last four or five years, if | was getting sonething
close to, within 30 or 40 cents of the Federal Order prices,
| have a chance to make it. But | haven't received that.

And | really think that you're really |ooking at
the tip of an iceberg. W didn't hear a lot fromdairy
farmers today. And |I've got to tell you, |I'mtorn about
bei ng too personal about this. But, you know, Ri en was up
here and he tal ked about signing | oan docunents. He's a
| ucky one, he actually signed | oan docunents. He got a
renewal of his |oan.

There's a | ot of us whose | oans have expired.
W're basically -- we've got -- we're in linbo |land with our
banks. They'd like to liquidate us, they'd like to get paid
back, but frankly, you know. Right now we just had two
di spersals in Chino, we sold 9,100 cows in the last six days
in Chino at auction. One of them | believe was pretty close
to a distress-type situation, the other one was not. This

famly has other wealth, other assets, they were not broke,
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but they nade a decision that it just didn't look like a
wi se thing to continue to be invested in California.

But that's going on all over the place. 1've got
rel atives whose m |k check on the first of Decenber was
taken by the bank, which forced theminto bankruptcy.

That's a very typical thing that's playing out.
If you're sitting there |ooking at the m Ik supply

you don't really see it yet. By the tine this whole thing

will play itself out, and it will play itself out, okay.
The market will correct. W w il find an appropriate part
-- at sone point intime w'll wite the history of what

happened in California.

But what's in front of you today? You hold in
your hand the livelihoods of thousands of people. Not just
dairy farmers. | have 13 enployees. Al of ny people --
the hoof trinmmrers, the soap people, the grain dealers, the
hay deal ers. The anount of enploynment and the nunber of
famlies that are inpacted by the decisions you make today.

And I'Il tell you what we need. | nean, in terns
of what we need right now, we need a little hope. And the
Depart ment has been, you know, | don't know how to say this
wi t hout soundi ng bad but you guys have been so stubborn in
your refusal to listen to the producers. And | think sone
of it is that, you know, we have said wolf before and then

we conme back and produce a lot of mlk and so there is a
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belief that really the California dairy farmer will produce
mlk no matter what you pay him So you can di scount what
t hey say.

This time is different. And what's fundanental |y
different is the attitude of the banking industry. W are
out of equity and they are getting -- they are already
executing plans to liquidate. It just takes tine. They
don't want all these cows rushing to the border at the sane
time because it's too disruptive so they're trying to find
it in as organi zed a fashion.

But we need a little hope. And | guess the
guestion for the Departnent is, are you going to give us
sonme? Are you going to give us ten cents for the next three
nmonths, is that what you're going to do? That's a
statenent, we are not very valuable, you' re on your own.
And you know what, eventually we will --

You know, |'m hearing the nmajor cooperatives are
absolutely -- | think it was absolutely reasonable for them
to have set up long-term arrangenents, sone of these
arrangenents run for many, nany years. Relationships
bet ween a national dairy cooperative and a nati onal
nozzarel l a cheese naker that spans the country, that
operates for years. These are long rel ationships.

When you |l ook at the responsibility of the

Departnment to set mninumprices, all of the right |anguage
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isin there. |Is the Departnent no | onger going to recognize
that | anguage? That's really the question. It was very
interesting to hear M. Eastman's question about, should the
co-ops devel op different contractual relationships? Wll,
is the Departnment no | onger going to enforce the |aw? By
your actions, you're not. By your actions you think market
clearing and protecting processors is nore inportant than
protecting producers. There is no way we can avoid that
conclusion. If that is in fact the case then we do need to
construct our contracts differently and we are.

You know, these small cheese plants, they can nmake
a heck of an argunent, as the prior witness did. He's going
to pay nore for his mlk, | can guarantee you. The question
is, how many exited producers are going to -- how many
casualties are there going to be between now and t hen?

And what you can inpact today by your deci sion
over the next six weeks as you contenplate this is, how nuch
of this industry can we still salvage? W've lost a |ot,
we're going to lose a lot nore no matter what you do. But
that doesn't nmean that your efforts aren't valuable. You
will save sonme by what you do. And | plead for you to do
the nost that you can. G ve us a chance, that's what we
need. That's ny testinony.

(Appl ause.)
HEARI NG OFFI CER RONDEN:. Thank you very rmuch
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One nore time, is there anyone el se that wi shes to

speak?

(No response.)

HEARI NG OFFI CER RONDEN:. | want to thank you al

for the conduct that was had at this hearing; it nmet the
gravity of the subject.
This hearing is closed.
(Ther eupon, the public hearing was cl osed
at 12:45 p.m)
--000- -

ACCELERATED BUSI NESS GROUP

(916) 851-5976




224

CERTI FI CATE OF REPORTER

|, JOHN COTA, an Electronic Reporter, do hereby
certify that I ama disinterested person herein; that I
recorded the foregoing California Departnent of Food and
Agriculture consolidated public hearing; that it was
t hereafter transcri bed.

| 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.

I N WTNESS WHERECF, | have hereunto set ny hand
this 27th day of Decenber, 2012.

JOHN COTA

CERTI FI CATE OF TRANSCRI BER

| certify that the foregoing is a correct
transcript, to the best of nmy ability, fromthe electronic
sound recordi ng of the proceedings in the above-entitled

matter.

Decenmber 27, 2012

RAMONA COTA, CERT**478

ACCELERATED BUSI NESS GROUP

(916) 851-5976




