STATE OF CALI FORNI A
DEPARTMENT OF FOOD AND AGRI CULTURE

PUBLI C HEARI NG
TO CONSI DER AMENDMVENTS
TO THE STABI LI ZATI ON AND MARKETI NG PLANS
FOR MARKET M LK FOR THE
NORTHERN AND SOUTHERN CALI FORNI A
MARKETI NG AREAS

CALI FORNI A DEPARTMENT OF FOOD AND AGRI CULTURE
AUDI TORI UM
1220 N STREET
SACRAMENTO, CALI FORNI A

THURSDAY, JUNE 30, 2011
9:00 A M

ACCELERATED BUSI NESS GROUP

(916) 851-5976




APPEARANCES

California Departnment of Food and Agricul ture Panel

Robert Maxie, Hearing Oficer
Candace Gates, Branch Chief
Hyrum East man, Agricul tural Economn st

Venetta Reed, Supervising Auditor

California Departnment of Food and Agriculture Staff

Anber Ranki n

Kar en Dapper

O hers Present

Dr. Eric Erba, California Dairies, Inc.
Thomas Wegner, Land O Lakes, Inc.

M chael Marsh, Western United Dairynen

Wl liam Schiek, Dairy Institute of California

Joe E. Paris, Gallo Cattle Conmpany, LP and Western Marketing
& Sal es, LLC

Bai rd Rum ano, Rum ano Cheese Conpany
Rob Vandenheuvel, M|k Producers Council

Steve Kluesner, Nestle USA and Dreyer’s Grand | ce Cream
Hol di ngs, Inc.

Scott Hof ferber, Farndale Creanery, Inc.

M chael Shotts, Farndale Creanery, Inc.

Kevin Abernathy, California Dairy Canpaign
Justin Freiberg, Commodity & |ngredi ent Hedgi ng
Greg Dryer, Saputo Cheese USA Inc.

ACCELERATED BUSI NESS GROUP

(916) 851-5976




Ervin Hol nes, Chall enge Dairy Products)

David Ahlem Hilmar Cheese Conpany

Joseph Airoso, Airoso Farns

Barry Murphy, BESTWHEY, LLC

Jonat han Kennedy, Tulare Dairy Center of Farm Credit West
A enn Wallace, Dairy Farnmers of America, Inc.

Rich Lewis, DairyAnerica, |nc.

Xavier Avila, dairy farnmer and supplier

M chael McCully, Kraft Foods

ACCELERATED BUSI NESS GROUP

(916) 851-5976




| NDEX

Pr oceedi ngs

| nt roduct ory Remar ks
Hearing O ficer Maxie

| ntroduction of Conposite Exhibits 1-44
By Anber Rankin

I ntroduction of Conposite Exhibits 45-48
By Anber Rankin

Publ i c Testi nony
Dr. Eric Erba
Thomas Wegner
M chael Marsh
W1 1liam Schi ek
Joe E. Paris
Bai rd Rum ano
Rob Vandenheuvel
St eve Kl uesner
Scott Hof ferber and M chael Shotts
Kevi n Aber nat hy
Justin Freiberg
Greg Dryer
Ervi n Hol nes
Davi d Ahl em
Joseph Airoso
Barry Muirphy
Jonat han Kennedy
d enn Wl | ace
Rich Lew s
Xavier Avila
M chael MCully

Adj our nnment

Certificate of Reporter

295

ACCELERATED BUSI NESS GROUP

(916) 851-5976




1-44
45- 48
49
50
51
52
53
54
55
56
57
58
59
60
61
62
63
64
65
66

Conposite Exhibits
Conposite Exhibits

Witten
Witten
Witten
Witten

Witten
Witten
Witten
Witten
Witten
Witten
Witten
Witten
Witten
Witten
Witten
Witten
Witten

EXHI BI TS
testinony of Dr. Erba
testi mony of M. Wegner
testimony of M. Marsh
Testinony of M. Schiek

Appendi x to Exhibit 52
testinmony of M. Paris
testi mony of M. Vandenheuvel
testi mony of M. Kl uesner
testimony of M. Hofferber
testi mony of M. Abernathy
testimony of M. Freiberg
testimony of M. Dryer
testi mony of M. Ahlem
testi mony of M. Muirphy
testi nony of M. Kennedy
testimony of M. Wallace
testinmony of M. Lew s
testinmony of M. MCully

Recei ved

10

32

70

98

98
132
147
168
171
188
197
204
219
238
245
253
270
279

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© o ~N o g B W DN =

N NN N NN R R R R R R R R R R
g B W N 2O O O N o gD W DN = O

PROCEEDI NGS

9:00 a. m

HEARI NG OFFI CER MAXI E:  Good norni ng
everybody. If | can get your attention, before we get
started this norning | would like to nention a few
details to make sure this hearing runs snoothly as
possi bl e.

First, | would appreciate it if you would
silence your phones so they don’'t cause a distraction.
Also, if you're going to be comng up to testify, as
know a nunber of you will be, the place you wll
testify is over on the left side at the end. [|f you
have sonething that you would like to be considered as
an exhibit for the hearing record, please bring it up
to me first before you sit down to speak.

Most of you know where the restroons are. |If
not, they are outside and to the left, and they' Il be
on the right side of the interior hall.

W will probably break for |lunch hopefully
around 11:30 so we can be ahead of the |lunch crowd.
The room has to be vacated before five o' clock this
af ternoon, so depending on testinony we'll end the day
alittle before that and the hearing will resune
tomorrow norning at nine o' clock again in this room

This hearing will now cone to order. The
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California Departnment of Food and Agricul ture has
called this public hearing at the Department’s

audi torium 1220 N Street, Sacranmento, California, on
this day, Thursday, June 23rd, 2011, (sic) beginning at
9:00 a. m

My nanme is Robert Maxie. 1've been
designated as the hearing officer for today’s
proceedi ngs and | have no personal interest in the
outcone of this hearing. | will not be personally
involved in any decision that may result fromthis
heari ng.

On May 11th, 2011, the Departnment received a
petition fromCalifornia Dairies Incorporated
requesting a public hearing to consider anmendnents to
the Cass 4A pricing forrmulas for the stabilization and
mar keting plans for market mlk for Northern and
Sout hern marketing areas. On May 24th the Depart nent
received a petition fromLand O Lakes requesting a
public hearing to consider anmendnents to the C ass 4B
pricing fornmulas of the stabilization and marketing
pl ans for market mlk for Northern and Sout hern
California marketing areas. On May 25th the Depart nent
announced the call of the hearing to consider the
petitioners’ proposed changes of conponents to the

current Cass 4A and 4B pricing formul as.
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Further, this hearing will al so consider any
ot her aspects of the Cass 4A and 4B pricing fornmnul as
that were raised by alternative proposals received by
the June 10th, 2011, deadline. This hearing will also
consi der the factual basis, evidence, and | egal
authority upon which to make any and/or all of the
proposed anmendnents to the plans.

The Departnent received two alternative
proposals in response to the call of the hearing in
addition to the Departnent proposal. The alternative
proposals are from Wstern United Dairynmen and Dairy
Institute of California.

The two petitioners will have up to 45

m nutes each to submt testinony and relative materi al

to support their proposals, which will then be foll owed
by questions fromthe panel. The two parties who
submtted alternative proposals will each be provided

30 mnutes to give testinony and evi dence, followed by
guestions fromthe panel. Anyone else wi shing to
testify nmust sign in on the hearing wtness roster

| ocated at the back of the room Each witness will be
al l owed 20 m nutes to present testinony and evi dence.
Wtnesses will be called in the order they signed up on
the roster. The tine clock to ny right has been

established to assist you in testifying.
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Pl ease note that only those individuals who
have testified under oath during the conduct of the
heari ng may request a period of tinme to file a post-
hearing brief to anplify, explain, or withdraw their
testinmony. Only those individuals who have made such a
request may file a post-hearing brief with the
Departnment. | wll analyze the situation and |et you
know | ater when those will be due.

As a courtesy to the panel, the Departnent’s
staff, and the public please speak directly to the
i ssues presented by the petitions. Please direct your
comments to the hearing panel and avoi d personali zing
di sagreenents. Such conduct does not assist the panel
in any way.

The hearing panel has been selected by the
Departnment to hearing testinony, receive evidence,
guestions w tnesses, and nake recomendations to the
secretary. Please note that the questioning of
Wi t nesses by anyone other than the nenbers of the panel
is not permtting.

The panel is conposed of the nmenbers of the
Department’ s Marketing Services Division and the
mar keting -- Dairy Marketing Branch. They include to
my left Venetta Reed, to ny right Candace Gates and

Hyrum Eastman. | am not a nenber of the panel and will
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not be taking part in any of the deliberations relative
to the hearing.

And | forgot to nmention your titles. Venetta
is a Supervising Auditor | with the Dairy Marketing
Branch, Candace is a Chief of the -- I'msorry, I’'m
fromthe Marketing Branch so I’mforgetting to say
Dai ry Marketing Branch. And Hyrum Eastman is an
Agricul tural Econom st now with the Division of
Mar keti ng Servi ces.

The recording of the hearing will be handl ed
by the firmof Accel erated Business Goup |ocated in
Sacranento. The transcript of today’'s hearing will be
avai lable for review at the Dairy Marketing Branch
headquarters located in California -- located in
Sacranento, California, at 560 J Street, Suite 150.

Testinmony and evi dence pertinent to the call
of the hearing will now be received. At this tine
Amber Rankin, Agricultural Econom st with the Dairy
Mar keting Branch will introduce the Departnent’s
exhibits. The audience may ask questions of Ms. Rankin
only as it relates to the exhibits.

Ms. Rankin, will you please state your ful
name and spell your |ast nane for the record.

M5. RANKIN. My nane is Anber Ranki n,
R-A-N-K-1-N.
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Wher eupon,
AVMBER RANKI N
was sworn and duly testified as foll ows:

M5. RANKIN. M. Hearing Oficer, ny nanme is
Amber Rankin. |’man Agricultural Economi st with the
Dai ry Marketing Branch of the California Departnment of
Food and Agricul ture.

My purpose here this norning is to introduce
the Departnent’s hearing Exhibits nunbered 1 through
44. Relative to these exhibits, previous issues of
Exhibits 9 through 44 are al so hereby entered by
ref erence.

The exhibits entered here today have been
avai lable for review at the offices of the Dairy
Mar keti ng Branch since the close of business on June
23rd, 2011. An abridged copy of the exhibits is
avai l abl e for inspection at the back of the room A
copy of the exhibit list is also available at the back
of the room | ask at this tine that the conposite
exhi bits be received.

HEARI NG OFFI CER MAXI E: Thank you Ms. Ranki n.

Are there any questions of M. Rankin from
t he audi ence?

(No audi bl e response.)

HEARI NG OFFI CER MAXI E: Ckay. Not hearing
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any questions, the Departnent’s exhibits are now
entered into the record and they will be Exhibits 1
t hrough 44.

(Thereupon, Exhibits 1 through 44

were received and entered into evidence.)

HEARI NG OFFI CER MAXIE: Do you have anyt hi ng
el se to present?

M5. RANKIN: | do. Additionally I'’mentering
a docunent posted to the Departnment website on June
28t h, 2011, show ng pounds of mlk processed into C ass
4A products and pounds of m |k processed into cheese,
sorted by plant size. This will be entered into the
record as Exhibit 45.

|’malso entering the following letters.
This first is aletter fromSecurity M|k Producers
Associ ation dated June 27th, 2011, and signed by Ed
Haringa, Board President, as Exhibit 46. Next is a
letter fromCalifornia Gain and Feed Associ ati on dated
June 30th, 2011, and signed by Chris Zanobini,
Executive Vice President, as Exhibit 47. Next is a
letter from Food and Water Watch dated June 30th, 2011
and signed by El eanor Starner, Western Region Director,
as Exhibit 48. Copies of these letters are avail able
at the back of the room

HEARI NG OFFI CER MAXI E:  Thank you. These
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exhibits will be entered into the hearing record as
Exhi bits 45 through 48.
(Ther eupon, Exhibits 45 through 48
were received and entered into evidence.)

HEARI NG OFFI CER MAXI E: Pl ease proceed.

M5. RANKIN. M. Hearing Oficer, | also
request the opportunity to provide a post-hearing
brief.

HEARI NG OFFI CER MAXI E: That request is
gr ant ed.

M5. RANKIN.: At this tine | would like to
present the Departnent’s proposal, which is included in
the Departnent’s hearing exhibits that have been
subm tted today, specifically nunber four.

The Departnent proposes to make
adm ni strative changes to the Cass 4A and 4B pricing
formulas to include | anguage to inplenent the
col l ection of security charges provided by the MIKk
Producers Security Trust Funds as found in Section
62561 of the Food and Agricultural Code. Effective
January 1, 2007, legislation changed the trust funds to
i ncl ude assessnents on all classes of m |k including
Class 4A and 4B. The Departnent’s proposal w Il update
the |l anguage in the stabilization plans to correspond

with the | anguage in the Food and Agricul tural Code.
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M. Hearing Oficer, this concludes ny
t esti nony.

HEARI NG OFFI CER MAXI E: Thank you. Are there
-- are there any questions of the witness before she
escapes us?

(No audi bl e response.)

HEARI NG OFFI CER MAXI E:  Hearing none, thank
you very much

M5. RANKIN:  Thank you.

HEARI NG OFFI CER MAXIE: At this tinme I'd like
to call the first Petitioner, California Dairies
| ncorporated. Petitioner will have 45 mnutes to
submit testinony. You will notice that we have a tine
clock, again to ny right, to help you tinme your
t esti nony.

Thank you, sir. Thank you. For the record
woul d you state your full name and spell your | ast
nane.

DR. ERBA: M nane is Eric Mtthew Erba.

Last nane’s spelled E-R B-A

HEARI NG OFFI CER MAXIE: You distributed a
docunent to us. |Is that a copy of your witten
testinmony for this norning?

DR ERBA: Yes, it is.

HEARI NG OFFI CER MAXIE: Woul d you li ke that
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docunent entered as a hearing exhibit?

DR. ERBA: Yes, | would. Thank you.

HEARI NG OFFI CER MAXIE:  All right. The
exhibit will be entered as Exhi bit nunber 49.

(Ther eupon, Exhibit 49
was received and entered into evidence.)
Wher eupon,
DR, ERI C MATTHEW ERBA
was sworn and duly testified as foll ows:

DR. ERBA: Good norning M. Hearing Oficer
and nenbers of the panel. M nane is Eric Erba.
hol d the position of Senior Vice President of
Adm ni strative Affairs for California Dairies, |Inc.
whom | am representing here today.

California Dairies is a full-service mlk
processi ng cooperative owned by approxi mately 450
producer - nenbers | ocated throughout the State of
California. They collectively produce al nost 17-
billion pounds of m |k per year, or 42 percent of the
m |k produced in California. Qur producer-nmenbers have
invested of $500-million in |arge processing plants at
six locations, which are projected to produce about
350-m |l lion pounds of butter and 725-mllion pounds of
powdered m | k products in 2011.

On June 23rd, 2011, the Board of Directors

10
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11

for California Dairies unaninously approved the
position that | will be presenting here today.

We thank the Departnent for calling this
hearing and allowi ng us the opportunity to explain our
proposal and the reasons for submitting the petition
for the hearing. The testinony that | wll present
today will be consistent with the idea of maintaining
current plant capacity in California by adjusting the
manuf act uri ng cost all owances appropriately.

We recogni ze that many of the factors that
conpani es consi der before investing in new facilities
or expanding current facilities will not be influenced
by the Department’s decision. However, the results of
this hearing do determ nation whether or not plan
mar gi ns are adequate to ensure each plant’s conti nued
operation. The California dairy industry is not far
removed froma critical tipping point where mlKk
producti on out paces processing capacity. Wile we have
not reached the crisis that we experienced in 2008, we
do see pockets of inbalance. Since the spring of this
year we have verified with processing facilities
outside of California that some California mlk is, in
fact, noving out of California to other states for
processing. It seens clear that California cannot

afford to |l ose any nore of its processing capacity.
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12

For decades California has established
mnimum m |k prices through the use of end product
pricing formulas. End product pricing fornulas depend
on a variety of factors including established
manuf acturing cost allowances. The Departnent has | ong
hel d that those manufacturing cost allowances need to
be representative of verified processing costs
incurrent by California processing plans. Fortunately,
t he Departnent has conducted cost studies of California
manuf acturing plans for years, and the published
studies allow for regul ar review and di scussi on of
manuf acturing costs by the industry. Mre recently,

t he Departnent has collected and published information
on the prices actually received by cheddar cheese

manuf acturers and butter manufacturers in California so
that a conparison to the average prices at the Chicago
Mercantil e Exchange can be made. The results of these
conparisons are nmanifested in the pricing fornulas as
f.o.b. price adjusters. W fully support the regul ar
revi ew and updating of cheese and butter f.o.b. price
adj usters based on the nost current information
avai | abl e.

The | atest cost studi es conducted by the
Department were rel eased in Novenber 2010 and t hey

indicate that adjustnents are warranted and justified
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for the manufacturing cost allowances and f.o.b. price
adjusters. That is to say they do not continue to
reflect the current marketing conditions in
California s dairy manufacturing sector. As you are
awar e, the manufacturing cost allowance and f.o.b.
price adjusters for C ass 4A have not been adjusted
since Decenber of 2007 and the anmendnents to the
pricing formulas according to the record that tinme were
based on data from 2006, and the early part of 2007.

The proposed O ass 4A pricing formula:
California Dairies proposed that the follow ng formul a
for Cass 4A m |k be adopt ed.

On the Fat price the CME AA butter price,

m nus 4.85 cents for the f.o.b. price adjuster, mnus
11 -- or it should be 18.11 cents for the manufacturing
cost allowance, nultiplied by a yield factor of 1.2.

On the Solids-Not-Fats side a California weighted
average nonfat dried mlk price | ess the manufacturing
cost allowance of 19.84 cents multiplied by a yield
factor of one.

The proposal sinply anends the O ass 4A
pricing formula to increase -- by increasing the butter
and nonfat dry m |k manufacturing cost allowance to the
wei ght ed average cost for both comodities, as

publ i shed in the Novenber 2010 Manufacturing Cost

13
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Exhibit. The Departnent’s data verified that the cost
of manufacture butter is 18.11 cents per pound, and

i ncrease of 2.51 cents per pound over the current
manuf acturing cost allowance for butter. Simlarly,
the cost exhibit verifies that the cost to produce
nonfat dry mlk is 19.84 cents per pound, an increase
of 2.86 per pound over the current manufacturing cost
al l omance for nonfat dry mlKk.

California Dairies’ plants handl e |arge
volunes of mlk and are well managed and operate
efficiently. Mre inportantly, all of our plants
operate every day because of our commtnent and
responsibility to balance nost of the state’s mlKk
supply W make our proposal with full understanding
t hat our proposed manufacturing cost allowances will
| eave sonme of our manufacturing plants uncovered.
However, we think it is appropriate that the
manuf acturing cost all owance be set so that our |argest
and nost efficient plants are covered. It is axiomatic
t hat establishing manufacturing cost allowance that do
not cover the costs incurred by the | argest and nost
efficient plants has grave ram fications for processing
capacity in the state.

To be consistent with past practices, the

Depart ment shoul d al so consider adjustnents to the

14
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f.o.b. price adjuster for butter at the sanme tine that
it is considering changes to the manufacturing cost
al l owances contained in the Cass 4A pricing fornmula.
The Departnent’s data shows that the difference is 4.85
cents per pound for the 24-nonth period ended June
2010, an increase of 1.76 per pound over the current
f.o.b. price adjuster. The Departnent has a | ong
hi story of using the results of a 24-nonth of pricing
data col |l ected, published every year, and the
Departnment itself has stated that the nmethod for a
recent 24-nonth period provides the nost objective
information avail able on California cheddar cheese and
G ade AA butter sales.

Changes in the O ass 4A manufacturing cost
al  ownances that do not allow the results of the
Department’s -- do not follow the results of the
Departnment’s cost studies, that is to say increasing
them by | ess than what is justified, reduces the val ue
of the investnment in mlk processing facilities made by
our nmenber-owners. It would also differentially
benefit those producers in California who do not have
investnments in butter and nonfat dry m |k processing
facilities and, therefore, carry no responsibility of
costs in balancing and stabilizing the state’s enornous

m |k supply.

15
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On the percent of volume covered, prior panel
reports have typically references the vol une of product
in the cost studies that woul d have been covered at a
gi ven |l evel of manufacturing cost allowance. The
Department has repeatedly stated in its panel reports
that the |l evel of volunme covered is not predeterm ned
and has attenpted to choose manufacturing cost
al | omances such that 50 to 80 percent of cost study
product volunme is covered. Reporting the percentage of
vol une covered is not at issue here today. However,
sel ecting manufacturing cost all owances using a
per cent age of volune covered as a guiding principle is
at issue because the process is problematic, in part
because of small nunber of plants involved in the cost
st udi es.

Usi ng the percent of volunme covered as a
gui del ine, even one as | oose the Departnent has used in
the past, has a built-in circularity toit. Let ne
provi de you with an exanple. Say initially that the
manuf acturing cost allowance is set to cover 70 percent
of the volume of product produced. |In subsequent cost
studies the plants that were less efficient and had
hi gher costs may have exited the business, |eaving only
t hose plants that were considered to be the nost

efficient plants in the study. |If the percent of

16
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vol une covered guideline is applied to this group in
subsequent cost studies, a plant -- a plant once
considered to be efficient will then be deened to be a
hi gher cost plant or cost inefficient. This result is
si nply because the percent of volune covered guideline,
by construct, draws a |ine under which sonme of the
plants will necessarily have to fall.

The obvi ous question is, what then should the
Department consider as an alternative to the vol une
covered rule of thunmb. Elimnating the percent of
vol une covered guideline will shift a great deal of
responsibility to the Departnment’s staff for know ng
intimately the plants in the cost study. |If the higher
cost plans in the cost study do, in fact, drop out and
there are only efficient plants left, which can be
verified by Departnment staff, then setting the
manuf acturing cost allowance to cover all of the
vol une, or nost of it, would be an acceptable and
correct decision, and far preferred to blindly striking
a line at 60 percent, or 70 percent, or 80 percent of
t he vol une covered. Consequently, the panel should
gi ve serious consideration to elimnating the percent
of volume covered guideline as a criteria to be used in
t he deci si on-maki ng process.

O her proposals that are under consideration:
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adm ni strative anendnments by CDFA. The Depart nent
submtted an alternative proposal for adm nistrative
changes to the Cass 4A and C ass 4B pricing forml as.
The intent is to include | anguage to inplenent the
col l ection of securing charges provided by the MIKk
Products Security Trust Fund and to elimnate the
conflicting | anguage contained in the Stabilization and
Mar keting Plans relative to the Food and Agri cul tural
Code. We recogni ze the need to keep regul ations
aligned with state | aws and support those changes
needed to maintain that consistency.

On the C ass 4B proposal s, nmanufacturing cost
al l omance and f.o.b. price adjuster, Land O Lakes
submtted a proposal to adjust the manufacturing cost
al | omance for cheese and the f.o.b. price adjuster for
cheese in accord with the Departnent’s cost studies
that were rel eased in Novenber of 2010. W note that
t he approach used by Land O Lakes in their proposal
mrrors what California Dairies has proposed for the
Class A formula. The nethod of relying on the
Departnment’ s cost studies to update the pricing
formul as i s understandabl e, reasonable, and
justifiable, and we support those changes to the C ass
4B pricing formul a.

Cl ass 4B proposal s, whey factor: It should
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be clear that the fixed factor of 25 cents per

hundr edwei ght to represent the value of whey in the
Class 4B pricing fornmula was never intended to be
permanent. The fixed factor was not a proposal from
the dairy industry; it was a placehol der set in place
by the Departnment to give the industry the tinme and
opportunity to work out a nutually agreeabl e sol ution.
A solution was not arrived at by the industry despite
the considerable tine and effort put forth by the
Department and nany key representatives of the dairy

i ndustry. Consequently, as the market price for dry
whey has increased, California producers have seen the
spread between the prices generated by the Cass 4B and
federal Class Il pricing formulas grow over the past
two years, largely the result of the difference in the
manner in which whey is valued. | personally
participated in several discussions that began nonths
that favored a sliding scale for the whey contribution
to the Cass 4B fornula. The nechanismis easily
understood. Wen the market price for whey increases,
the contribution to the Cass 4B fornula increases as
well. | point out that there are proposals from both
producer representatives and processor representatives
under consideration that follow this exact same sliding

scal e concept.
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We recogni ze that cheese processors of al
sizes woul d be inpacted by all the proposals that have
been submitted to the Departnent. The Alliance of
Western M|k Products, of whom California Dairies is a
menber, attenpted to introduce a concept of dry whey
credit for smaller cheese plans in 2007, but the
Department steadfastly refused to accept the concept,
citing lack of authorities in the Food and Agriculture
Code. W remain convinced that no specific
authorization is required to inplenent and adm nister a
dry whey credit for smaller cheese plants. Both the
Stabilization and Marketing Act and the M Ik Pooling
Act give the Secretary broad discretion regarding
pricing and related nmatters. The Acts are intended as
broad policy guidelines and not every detail as to how
to adm nister the dairy prograns nust be spelled out in
t he Food and Agricul tural Code.

It is unfortunate that no resolution to this
general disagreenent on Departnmental authority has
surfaced. However, the issue of the whey contribution
to the Class 4B pricing formula and the subsequent
val ue to produce as a whol e cannot be ignored any
| onger.

Therefore, we support the Land O Lakes

proposal on the sliding scale for the whey factor in
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the C ass 4B fornul a.

Concl udi ng remarks: As the | argest supplier
of mlk to California dairy processing plants,
California Dairies balances mlk on a daily basis. Any
change in our producer-owners’ mlk production or in
our customers’ orders must be accommodated by using the
capacity in our plants 24 hours a day, seven days a
week, and 365 days a year. W also help to bal ance
m | k supplies for other cooperatives and ot her
processing plants on nearly a daily basis.

It is critical that the Departnent’s decision
mai nt ai n standby bal ancing capacity in California,
particularly when we, as an industry, are |ooking at
relatively stagnant plant processing capacities in the
near future. To do so, the Departnment nust followits
own cost studies and nake the adjustnent to the
manuf act uring cost allowances and f.o.b. prices
adj usters whenever the data are available. California
Dai ries’ proposal does just that for the O ass 4A
formul a, and we support the sane nethod being applied
to the Cass 4B fornula as proposed by Land O Lakes.

We al so support the Land O Lakes proposal of using a
sliding scale to value whey in the Cass 4B pricing
formula as a replacenent for the fixed factor that

exi sts currently.
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Thank you for your attention. |’m happy to
answer any questions that you may have. | request the
opportunity to file a post-hearing brief.

HEARI NG OFFI CER MAXI E:  Thank you, Dr. Erba
Your request for a post-hearing brief is granted.

Are there any questions fromthe panel ?

M5. GATES: Dr. Erba, on page one of your
testimony you speak to the California dairy industry is
not far renmoved froma critical tipping point where
m | k production is outpacing the processing capacity.
And you speak to -- that you verified that with
processing facilities outside California. Do you know
what volunme of mlk we’re noving at this point out?

DR. ERBA: Well, it’s variable. | think you
can understand that and it’s going to probably go down
as the future nonths cone. | can get the actua
nunbers for you in a post-hearing brief if you w sh
but it’s probably on the order of a mllion pounds a
day at its peak.

M5. GATES: Okay. Yeah, |’'d appreciate that,
t hank you.

Ki nd of speaking to that issue, conpared to
2007, you know, at that tinme when we had the hearing
there were certain | andscapes that the dairy industry

| ooked at at that tine with regards to production,
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pl ant capacity, m |k nmovenent. You know, at that point
intinme w had -- we were short on plant capacity,
production was high. Wat do we see different today or
is everything the sane? |It’s kind of speaking to that
sane i ssue.

DR ERBA: Well, | don’t think that much has
changed, Ms. Gates. W took a little bit of a downturn
in production over the |last couple of years but, if you
| ook at mlk production in the last 12 nonths in
California, especially the last few nonths, it’s been a
very strong increase. Cow nunbers are up. W really
didn’t go down that far in mlIk production in the |ast
coupl e of years conpared with what the capacity is.
We’re continuing in danger of | osing processing
capacity in the state and part of that is going to be
supported by the manufacturing cost allowance and where
that -- where that level is set. So even though we’'re
maybe not at the danger zone where we were a couple
years ago, we're really not that far renobved.

And | think the exanple that | provided of
m |k noving out-of-state verifies that we are, we’'re
al ready close. And spring has already passed, we’'re
into hot weather now, we should be in okay shape
through the rest of the year. The hard fact that we

had mlk in California noving out-of-state to get
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processed this year indicates that we are close to that
ti ppi ng poi nt again.

M5. GATES: What percentage of capacity is
CDI at at this point? Are you guys at capacity,
processi ng at capacity?

DR. ERBA: Capacity’s kind of a funny
guestion. W ve discussed this quite a bit internally.
It’s you don’t receive mlk continually on the sane
uni form vol unme every day, day end and day out. You
have peaks and valleys. You nay be under capacity
during the week and over capacity on the weekends. So,
| nmean, overall we probably have a little bit of room
right now but again it’s peaks and valleys. W’re one
breakdown away from a plant on our custoner, our own
plants, affecting a fairly magjor crisis. W’re that
tight.

M5. GATES: Ckay. CDI has significant year-
end payouts -- was retained to the end of 2010. How
did that affect the Board' s decision to call for an
adjustnment to the pricing formul as?

DR ERBA: | don’t think it was related at
all. W |looked at the historical information provided
by the Departnment of the cost studies. It is a pretty
wel | held belief that we should have these kinds of

hearings on a regular basis. As soon as the cost
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studi es cone out, a hearing ought to be called to
discuss it. And it could be an adjustnment up, it could
be an adjustnment down. The fact that we haven't had a
hearing to address this for several years, to ne
personally, is a little bit alarm ng because the
nunbers have gotten quite a ways away fromthe cost of
where they are today, quite a ways away from what the
manufacturing -- our cost allowances are in the

f or mul a.

So | don't think they're related at all. |
think it’s always been in ny mnd that we should have
had this hearing, despite how well or how poorly we did
as a conpany.

MS. GATES: Thank you.

M5. REED: Ckay, | have a couple of questions
for you and this is going to be nore related to the --
your costs, manufacturing costs, since you talk about
that quite a bit.

How do you feel that your startup expenses
and | ower production have inpacted the cost for your
pl ant s?

DR. ERBA: Wll, there’s going to be sone of
that, to be sure. Startup costs, we had sone of that
with our first plant in Visalia. Had less of it in the

second pl ant because we had sonme experience of how t hat
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equi pnent was going to run. But those costs are going
to be there, the volunes are going to be | ower, and
eventual |y those are going to wash out over tinmne.

Those plants started up in -- one started in
2008 and one started in 2009. So at sonme point those
will wash out of the costs as we perfect how t hose
pl ants are running.

M5. REED: Ckay. So basically -- | was going
to ask you anot her question, but | guess that sort of
answers this. Basically when you feel that those

pl ants have reached full production, full capacity or

what ever, that will then wash out and basically | ower
your costs is what you're saying. They will becone
nore even.

DR. ERBA: Right, right. But | do point out
that both those plants were very expensive to build,
much hi gher costs than any of our other plants by a
huge margin. And, no natter what, the depreciation
costs, the interest cost, because of the higher cost of
building it, that’s going to be in there no matter
what. You're not going to be able to wash those out.

M5. REED: Exactly. And that -- yeah, it’s
because those woul d affect a couple of areas within the
cost study --

DR. ERBA: Right.
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M5. REED: -- but not all of the areas that
are being affected at this point.

DR. ERBA: Right. | would expect that sone
of those costs would cone down over time, but | would
not expect those to be huge nunbers. Those costs were
expensi ve, those plants were expensive to build and
t hose costs are enbedded in there.

M5. REED:. Right, and | agree with that. |
think that, you know, you're right that the costs wll
be there but I think as the production increases then
that’s what will sort of wash those out and neke it
nore, you know, nore uniform

DR. ERBA: Sure. And we’ve already seen that
inthe first of the two Visalia plants.

M5. REED: Exactly, yes. kay. Also just
one final question. How do you feel that the costs in
the Departnent’s 2009 exhibit represent the costs for
your plants?

DR. ERBA: Well, seeing as we make up nost of
the plants in the study anyway, | would say they're
very representative.

M5. REED:. Ckay, yeah. They're
representative but you have to take into consideration
there are others also, so it’s not going to be an exact

nunber but --
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DR ERBA: That’s true.

M5. REED: -- you think it’s falling in the
bal | park for where -- the weight of that, which is
falling in the ballpark, you're thinking.

DR. ERBA: Right. And the plants that we
have in the cost of these, we've got plants that are
above the wei ghted average and bel ow t he wei ght ed
aver age.

M5. REED: Ckay, thank you.

HEARI NG OFFI CER MAXI E: M. Eastman?

MR. EASTMAN. Yes, | have a coupl e of
guestions for you, Dr. Erba

DR ERBA: Sure.

MR. EASTMAN:  You nentioned that in 2011 mlKk
production has been increasing, especially over the
| ast couple of nmonths. There’s obviously nore cows
that are comng on, mlk prices over the | ast nunber of
nont hs have been increasing, and so prices paid to
dai ry producers have gone up. How would you expect,
say, your nenbership to react to this? Do you think
they're going to be adding nore cows to increase
production as we go throughout the summer and the rest
of the year? Wat would you estimate or guess that to
be know ng that, obviously, we don’t have a crystal

ball and we can’t predict the future, but what would
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you antici pate?

DR. ERBA: That’'s a good question and a fair
guestion. (Indiscernible) brought 450 nenbers and |
expect that that decision will range Ato Z. W'l
have sone nenbers that are going to have a tough tine
making it even with these kind of mlk prices because
their costs are higher. Qur costs, as you well know,
are extraordinary at this point. And we’ve got sone
menbers who are probably a little bit better off in the
way they planned ahead, contracted for feed. And those
contracts are going to expire at sonme point, but at
this point, for this year, they're situated pretty
well. And we’ve got folks all the way in between.

So | don’t know that | can give you a great
answer there because of the size of the co-op, the
di versity, kind of nenbers we’ve got are, | think,
you'll see all kinds. You'll see sone that are
trendi ng toward the expansi on node and sone that are
just trying to hold on.

MR. EASTMAN. COkay. So let’s suppose that
over the next foreseeable few nonths or the rest of the
year, on average CDI's m |k production of all of your
menbers in aggregate tend to start increasing now. Do
you think that’s going to (indiscernible) issues of

handling m | k? You nentioned before that you felt
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these were tinmes or were just demand goi ng down, being
incrisis node. Do you feel |like even at m |k plants
where they go down, do you think we could reach that

ti ppi ng poi nt again?

DR. ERBA: Well, we have -- we have our own

supply managenent programat CDI. 1It’s still in place.

It was put in back in 2008. And so we do have sone
mechani sm for nonitoring and adjusting our mlk supply
Wi thin our owmn co-op. | don’t think we're in any
danger of getting past our theoretical handling
capacity, but that remains to be seen. As | told

Ms. Gates, we’'re one breakdown at a plant away from
having a fairly | arge di saster on our hands.

But back to your question, | don’t think
we’'re going to have any real issues with that because
we do have a supply managenent programthat’s already
in place at CDI.

MR. EASTMAN. | f maybe you could refresh ny
menory. So with your supply nanagenent, your
producti on- based program if you get too nuch
producti on and have problens placing that m |k and,
say, you have to ship it out of state at discounts or
-- except, if I remenber correctly, you charge them
There’s sone sort of surcharge, a (indiscernible), or

sonething that’s placed on those producers who have
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gr own.
DR. ERBA: That’'s right.
MR. EASTMAN. And so have you been, over the
| ast few nonths or lately at all, have you had to

i npl enent any of those surcharges on your nenbers?

DR ERBA: W haven't had to do that since
2009.

MR. EASTMAN. COkay. So it’'s been a coupl e of
years. But fromwhat you're stating now, if you were
to start creeping to that tipping point, so to speak,
you woul d i npl enent those surcharges and try and have
your production base then function the way it’s
supposed to with regards to limting production then.

DR ERBA: That’s correct. The sane
mechani smthat we had available to us as a co-op in
2009 we still have available to us.

MR EASTMAN. | think that's all the
guestions | had.

HEARI NG OFFI CER MAXI E:  Any ot her questions?

(No audi bl e response.)

HEARI NG OFFI CER MAXI E:  Thank you, Dr. Erba

DR. ERBA: Thank you.

HEARI NG OFFI CER MAXIE: 1'd like now to call
t he second Petitioner, Land O Lakes. Land O Lakes w ||l

al so have a period of 45 mnutes to present testinony.
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Coul d you state your nanme and spell your | ast
name for the hearing record.

MR. VEGNER: Thomas Wegner, WE-G N E-R

HEARI NG OFFI CER MAXI E:  Thank you. And you
handed a docunment just now |Is that a witten copy of
your testinony?

MR. VEGNER It is.

HEARI NG OFFI CER MAXIE: Woul d you li ke that
testinmony entered into the hearing record as an
exhi bit?

MR VEGNER | woul d.

HEARI NG OFFI CER MAXIE: Very good. It wll
be entered in as Exhibit nunber 50.

(Ther eupon, Exhibit 50
was received and entered into evidence.)
Wher eupon,
THOVAS VEGNER
was sworn and duly testified as foll ows:

MR WEGNER: M. Hearing Oficer and nenbers
of the panel, ny nanme is Tom Wegner. | amhere to
testify on behalf of Land O Lakes, Inc. M business
address is 4001 Lexington Avenue North, Arden Hills,

M nnesota 55164. M current title is Director of
Econom cs and Dairy Policy.

We thank the Departnment for pronptly calling
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this hearing to address issues of critical inportance
to the future of all of our California dairy producer
menbers.

Land O Lakes is a dairy cooperation with
t hree thousand dairy farnmer nenber-owners. Land
O Lakes has a national nenbership base whose nenbers
are pooled on the California State Program and five
different federal orders. Land O Lakes nenbers own and
operate several cheese, butter-powder, and val ue-added
plants in the upper Mdwest, East, and California.
Currently our 275 California nenber owners supply us
with over 16-mllion pounds of mlk per day that are
primarily processed at our Tulare and Ol and pl ants.

Updating the whey portion of the C ass 4B
formula: The current Cass 4B formula contains a
factor that values whey at a fixed |level of 25 cents
per hundredwei ght regardl ess of the price whey is
trading at in the Western whey markets. This fixed 25
cent value stands in stark contrast to the Federal
Order Cass Il formula, directly conparable to the
California Class 4B formul a, containing a variabl e,
mar ket - based whey factor that has effectively returned
val ues in excess of $1.40 per hundredwei ght in recent
months. In fact, from January 2011 through April 2011

t he federal whey fornula added an average of $1.46 per
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hundr edwei ght to the Class Ill prices in federal order
markets. The total difference between the O ass 4B and
Class Ill prices was actually $1.56 per hundredwei ght
due to the use of different cheese price series and the
f.o.b. adjuster in the Cass 4B formul a.

Land O Lakes proposed changes would result in
a nore equitable sharing of whey’s market value. Land
O Lakes proposes that the 25 cent fixed factor renmain
in place when dry whey’s market val ue, as neasured by
the USDA's Dairy Market News Dry Whey Mostly Pri ce,
averages 24.49 cents or lower. And when the average
mar ket val ue of dry whey exceeds 24.5 cents per pound,

t he whey portion of Class 4B will increase in
accordance with the follow ng tabl e.

|’mnot going to read the follow ng table.
It’s right in the testinony.

Since fewer than three plants manufacture dry
whey in California, the Departnment no |onger publishes
whey manufacturing costs to utilize in an end-product
pricing formula. In the absence of manufacturing cost
data for whey, the industry has proposed ot her
nmet hodol ogi es to share the nmarket val ue of whey between
producers and processors. The Departnment has rejected
t hese net hodol ogies in favor of the 25 cent fixed

f act or
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Wth the goal of a nore equitable sharing of
whey’s market value in mnd, while considering the
constraints of inconplete whey manufacturing cost data,
Land O Lakes believes the best approach is one that
wi |l roughly approxi mte the value of whey in the C ass
4B fornul a, based on the market value of dry whey. The
approach strikes a reasonable, |ogical, and equitable
sharing of whey val ues between producers and
processors. At the sanme them the proposal limts the
fi nanci al exposure to cheese plants when whey market
prices exceed 38.5 cents per pound.

Qur proposal approxi mates the val ue of why be
retaining the 25 cent fixed factor and nodestly
i ncreasing the whey value in Class 4B by five cent
i ncrenents based on the Western Dry Wiey Mostly. The
increase, in five cent increnments, begins when why
prices rise to 24.5 cents per pound. The value of why
in the Cass 4B fornula increases to a maxi mum val ue of
one dollar when the Western Dry Whey Mostly averages
38.5 cents per pound.

Qur proposal returns an increasi ng whey val ue
to m |k producers when the whey narket trades in the
range of 24.5 cents to 38.5 cents per pound. During
the 60 nont hs, May 2006 through April 2011, prices of
the Western Dry Wiey Mostly ranged from 24.50 to 38.50
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38 percent of the time. By contrast, during the sane
60 nonth period, dry whey prices ranged from 38.50 to
83 cents per pound roughly 47 percent of the tine. The
ot her nine nonths Western Whey traded at |ess than
24.49 cents per pound. CQur proposal strives to

equi tably share the val ue of whey processes and

acknow edges the challenges in finding whey processing
options by limting the financial exposure to cheese

pl ants at one dollar per hundredwei ght.

The maxi mum val ue of one dollar in the C ass
4B formula would still fall 13 cents bel ow the val ue
whey in the Federal Order Class Il formula when the
whey market is trading at 38.5 cents per pound. As
whey market prices rise about 38.5 cents per pound, the
val ue of whey in the Class 4B fornula remains at a
dol | ar per hundredwei ght, effectively capping the
exposure to California s cheese processors. By
contrast, the Federal Order Class Ill formula puts no
[imt on the exposure to cheese plants from whey prices
exceedi ng 38.5 cents per pound.

This one dollar maxi num an effective
ceiling, will likely becone nore inportant in the
i medi ate future if dry whey prices continue to trade
in the 50 cents per pound range. At the close of the

Chi cago Mercantil e Exchange on June 27, 2011, futures
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for dry whey averaged 48 cents per pound during the
next nine nonths, July 2011 through March 2012.
Assunming a dry whey price of 50 cents per pound, the
val ue of whey in the Class IIl federal order fornula
woul d be an estimated $1.83 per hundredwei ght. By
contrast, and again assumng a dry whey price of 50
cents per pound, the value of whey in the C ass 4B
formula would still be one dollar. Thus, under the
Land O Lakes proposal the whey contribution for the
Class 4B price would be 83 cents per hundredwei ght
| oner than the whey contribution to the Federal Order
Class |11l when whey prices average 50 cents a pound.

Why update the whey factor? 1In short, the
Class 4B price is out of alignnment with the Federal
Order Cass Il price. As aresult, California
producers are not being treated fairly conpared to
producers shipping to processors regul ated under
federal m |k marketing orders. Adopting the Land
O Lakes proposal help to bring the Class 4B price into
better alignment with the Federal Order Class Il price
and reduce this price inequity.

As you know, the California Food and
Agricul tural Code, Section 62062, states with respect
to classified prices, including Cass 4B, that “The

met hods or fornmul as shall be reasonably cal culated to
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result in prices that are in a reasonable and sound
econonm c relationship with the national val ue of
manuf actured m |k products.”

Currently whey markets have been tradi ng at
nearly 50 cents per pound, adding over -- and here |
have a change -- $1.80 per hundredwei ght to the Federal
Order Cass IIl price -- instead of $1.50. By stark
contrast, even though whey narkets have been trading at
nearly 50 cents per pound, the contribution of whey’s
value to the California Class 4B price remains fixed at
25 cents per hundredweight. Cearly, the relationship
bet ween the Federal Order Class IIl price and the
California Cass 4B has not, is not, and will not neet
this requirenment of the Food and Agricultural Code if
the 25 cent fixed factor remains in place. Thus,
California producers are not being treated equitably
when conpared to producers shipping to processors
regul ated under federal m |k nmarketing orders or when
conpared to cheese processors who buy mlk from
handl ers who typically pool this mlk on federa
orders.

M|k sold to unregul ated cheese plants in
federal order marketing areas: Testinony by
participants in previous Departnent hearings asserted

that cheese plants outside of California are able to

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© o ~N o g B W DN =

N NN N NN P R R R R R R R R R
gl B W N 2O O O N o gD W N = O

buy m 1k below the Federal Order Class IIl price. This
testinmony -- the testinmony nmay have been referring to
m | k purchased by cheese plants in unregul ated areas

i ke Idaho, but I'd Iike to focus ny comments on sal es
of regul ated producer mlk to unregul ated cheese plants
in federal order narkets.

As previously noted, Land O Lakes pool s
producers’ mlk in several federal m |k marketing
orders each nonth. 1In fact, Land O Lakes pool s
producer mlk on the upper Mdwest, Central, Northeast,
Appal achi an, and Sout heast federal m |k orders.

Conbi ned, these five orders accounted for over 70
percent of the 57.3-billion pounds of Cass Ill mlKk
pooled in the entire federal order system during 2010.
In the upper M dwest federal order alone, the Cass II
utilization averaged 83.7 percent in 2010.

Land O Lakes sells Cass IIl -- | think |I've
got IV there; that should be Ill -- mlk to cheese
pl ants not regul ated under federal orders and al so buys
m |k from cooperatives and nonnenber producers for use
in our own cheese plants |located in the upper M dwest.
Typically, in alnost every case, the price charged for
mlk sold to unregul ated cheese plants exceeds the
Federal Order Class Il mninmumprice.

It only nakes economi c sense that the mlk
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sold to unregul ated cheese plants by cooperatives that
pool this mlk on a federal order is not priced at

| evel s below the Cass Il mninmumprice, since the
cooperative nust account to the federal order pool for
Class Ill sales at the Federal Order Class IIl price.
The price charged for mlk sold to unregul ated cheese
pl ants has direct consequences on the handler’s ability
to pay a conpetitive price to successfully retain

exi sting and attract new producers. It nakes

absol utely no sense to charge bel ow the Federal Order

Class IIl prices when the cooperative handl er mnust
account to the federal order at Cass Ill mninmm
prices.

Previ ous hearings have al so incl uded
statenents about the advantages of depooling or the
vol untary choosi ng by handlers to renove a portion of
their mlk froma federal mlk order. Let ne offer
anot her perspective on how depooling inpacts prices
paid to producers.

Firstly, there has been an assertion that
processors who depool m |k have an advantage over
California processors. Land O Lakes and ot her handl ers
who depool m |k nust continue to conpete for mlKk
supplies. They nust remain conpetitive in their

markets to retain their mlk supply. Plants buying
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m | k depool ed by a federal order handler nust still pay
t he goi ng market value, which is at |east the Federa
Order Class Il price. By depooling, handling forego
recei pt of the producer price differential, the PPD
but must still typically pay the Class Il mninmm
price for mlk sold to and processed at cheese pl ants.

Secondly, the volune of depooled m |k has
dropped considerably in recent year, in part resulting
from anendnent s proposed by processors and cooperatives
and adopted by producers in the upper Mdwest, Central,
and M deast federal orders. These are the three
federal orders -- federal order nmarkets where the vast
maj ority of depooling has occurred. The anendnents
l[imt the volunme of mlk a handler may pool during nost
months to 125 percent of the volume of mlk pooled in
the i medi ately preceding nonth. Handlers can stil
depool m Ik, but the volune a handl er chooses to depool
will directly limt the volune that the handler can
pool in the foll ow ng nonth.

Evi dence of this decreasing vol une of
depooled m |k can be found by conparing vol unes
depool ed in 2009 under the federal orders to vol unes
depool ed in 2010. For exanple, in 2009 USDA esti nated
t hat handl ers chose to depool 4.4-billion pounds of

m |k, representing just over 3.3 percent of the total
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vol une of m |k pooled and priced under federal orders.
I n cal endar year 2010, the USDA estimated that handl ers
chose to depool 2.8-billion pounds of mlKk,
representing just over two percent of the total volune
of m |k pooled and priced under federal orders.

Updat i ng the manufacturing cost allowance for
cheese: Land O Lakes proposes that the Cass 4B formul a
be updated to reflect the nost currently avail able
manuf acturing cost data for cheese. Land O Lakes
proposes that the Class 4B fornula be anended to the
nost current wei ghted average cost for cheese published
in the Novenber 2010 Manufacturing Cost Exhibit for the
period January through Decenber 2009. The Depart nent
reported that the wei ghted average cheese nanufacturing
cost in 2009 was 19.6 cents per pound, a decrease --
excuse nme -- a decrease of .22 cents per pound conpared
to the current manufacturing cost for cheese in the
Class 4B formula. Thus, Land O Lakes proposes that the
Depart ment consi der reducing the cheese manufacturing
costs to 19.66 cents in the Cass 4B fornul a.

Updating the f.o.b. adjuster for cheese: Land
O Lakes proposes that the Departnent consider adjusting
the f.o.b. price adjuster for cheese to be consistent
with the nost current data reported by the Departnent

i n Novenber 2010. The Departnent reported that the
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di fference between cheddar cheese prices fromthe

Chi cago Mercantil e Exchange and prices fromaudited

sal es of California cheddar cheese for the 24 nonth
period fromJuly 2008 through June 2010 to be negative
.18 cents per pound. Land O Lakes proposes that the
Depart ment consider reducing the f.o.b. cheese adjuster
from2.52 cents per pound to .18 cents per pound in the
Cl ass 4B fornul a.

Mar ket conditi ons have changed on California
dairy farmers since 2007. California dairy farns have
gone through very trying financial tinmes over the past
four years. |In 2008 inconme over feed dropped 32
percent from 2007 |evels, and in 2009 nmargi ns over feed
dropped to a catastrophically | ow | evel of $2.74 per
hundr edwei ght, representing a decrease of 73 percent
from 2007 | evel s.

The financial train weck of 2009 |eft nmany
California dairy farners with severely reduced equity,
nmounti ng debt, and tightening credit lines. Margins in
2010 rose back to profitable I evels for nost, but
didn’t come close to repairing the financial danage
inflicted in 2009. W understand that cow and facility
val ues on sone California dairies have been inproving,
but we suspect that overall the equity position of

California s dairy farners has still not even cone
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close to a full recovery from 2009. This weakened
equity position nakes them nuch nore financially
vul nerable in the event that we go through anot her
period of catastrophically |ow margins |ike 2009.

Land O Lakes has concerns about feed costs,
whi ch have risen dramatically in 2011. Current corn
prices are about 83 percent higher than a year earlier,
rising by nearly $3.00 per bushel from $3.49 per bushel
in 2010 to $6.40 in 2011, according to the USDA
Agricultural Prices Report for May 2011. This is even
before taking into account the California | ocal basis
for corn that can add as much as $2. 00 nore per bushel.
Hay prices have also risen to dramatically high | evels.
USDA reported a price of $305.89 per ton for the week
endi ng June 17 for premumalfalfa in the Tul are-

Vi sal i a- Hanf or d- Baker sfi el d regi on.

The data collected by the Departnent for the
first quarter of 2011 reveal that feed costs increased
by 17.9 cents -- 17.9 percent from QL 2010 to QL 2011
to represent slightly nore than 61 percent of total
costs on California dairy farns. Mre specifically,
and still conparing Quarter 1 2011 to Quarter 1 2010,
dry roughage costs rose 10.7 percent, wet feed and wet
roughage increased 24.7 percent, and concentrates rose

26.9 percent. The QL 2011 feed costs of 903 per
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hundr edwei ght -- $9. 03 per hundredwei ght represented an
i ncrease of $1.34 per hundredwei ght over QL 2010, and
has al ready surpassed the 2009 average feed cost of

$8. 77 per hundredwei ght.

Up to this point in 2011, m Ik prices have
kept margi ns over feed above | evels experienced in
2009. Even if margins over feed remain at current
levels, it will take nore time for California dairy
farmers to recoup the equity lost in 2009. W have
concerns that feed costs have risen in @ 2011 and w ||
continue to rise through 2011, especially in the corn
mar ket as U.S. corn stocks have fallen to 35 year |ows
and in light of the challenging weather conditions
prevailing in the Corn Belt.

Feed cost projections for 2011-12 offer
little relief. USDA projects corn prices renmaining in
the $6.50 range, corn futures continue to trade in the
$7.00 range for 2012, putting nore pressure on
California dairies that purchase the bulk of their
f eeds.

Adding to the financial stress at the farm
level is the fact that California dairy farmers have
[imted opportunities to protect thenselves fromthe
negative inpacts of volatile mlk prices and rising

feed costs. The fixed whey factor severely hinders a
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California dairy farner’s ability to make effective use
of dairy futures to hedge their mlKk.

For exanple, the Class Il futures contract
of fered by the Chicago Mercantil e Exchange is the nost
heavily used of the dairy product futures contracts.
As noted earlier, the Cass 4B price and the Federal
Order Cass Il price differed by an average of $1.56
per hundredwei ght from January through April 2011.
This difference, the basis, drastically increases the
risk that a California dairy farnmer takes on when
entering a Class Il futures contract to hedge their
mlk. Price novenents in the Class IIl futures market
may not be offset on a one-to-one basis in the cash 4B
mar ket .

Accordingly, the size of the basis can be
quite volatile, even fromnonth to nonth, due to the
stark differences between whey val ues in each of the
formul as. For exanple, the Cass 4B basis -- the C ass
4B price mnus the Federal Order Class Ill price -- in
February 2011 was negative eight cents. |In March 2011
the Class 4B basis ballooned to negative $2.64 per
hundr edwei ght. This gross m smatch between the C ass
1l futures prices and the 4B cash price, coupled with
the high level of volatility of the C ass 4B basi s,

prevents California dairy farners from nmaki ng effective
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use of Class IIl futures as a hedging tool.

On the feed side, cotton and corn has been
out bi ddi ng hay acreage in California. An export demand
for hay has pressured prices up, as well. This
addi ti onal acreage in cotton and corn has reduced the
hay supply and has led to higher hay prices. There are
no established futures markets for hay, and the cool,
wet spring in the Corn Belt has Iimted opportunities
to lock in feed at price levels that ensure an adequate
i ncome over feed margin.

Additionally, dairy farmers need a hedge |ine
of credit to make effective use of futures markets as a
tool to ensure their future margins. Since many
California dairies lost significant equity in 2009 that
has not been recovered, the availability of hedge lines
to these farns has been severely limted.

Mar ket conditi ons have changed in the whey
mar ket since 2007. As you know, the federal orders use
the National Agriculture Statistic Service' s, or NASS ,
mont hl y whey prices and NASS cheese prices to calcul ate
the Federal Order Class Il price. From June 2009
t hrough May 2011 the NASS whey price averaged 37 cents
per pound and the Western whey narket averaged 39 cents
per pound. From June 2009 through May 2011 t he whey

contribution in the federal order fornula exceeded the
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fi xed whey factor of 25 cents in each and every nonth
From Decenber 2007 through May 2011 t he NASS whey

mar ket averaged 31.6 cents per pound and the Western
whey mar ket averaged 32.8 cents per pound. Even though
the Western whey nmarket price was slightly higher than
t he NASS whey nmarket price, California s dairy farners
received far | ess value fromthe whey market in the
Class 4B price than dairy farners delivering mlk in
federal order markets.

During the period June 2009 through May 2011
the whey contribution to Class Il averaged $1.07, or
82 cents nore per hundredwei ght, than the fixed whey
factor of 25 cents per hundredweight. For the entire
period since the last hearing results were effective,
the whey contribution to Class IIl averaged 75 cents
per hundredwei ght, or 50 cents nore than the fixed
factor of 25 cents per hundredwei ght.

But the real advantage, or disadvantage, for
cheese makers would be reflected in the price paid for
cheese m k. For the period June 2009 through My
2011, the Federal Order Cass Ill price averaged $14. 22
per hundredwei ght conpared to the current C ass 4B
price of $13.18 per hundredwei ght, or $1.04 per
hundr edwei ght | ess. For the period Decenber 2007
t hrough May 2011, the Federal Order Class IIl price
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averaged $14.82 per hundredwei ght conpared to the
current 4B formula at $13.97 per hundredwei ght. The
Cl ass 4B price has averaged 85 cents per hundredwei ght
| ess than the Federal Order Class Il price since the
25 cent fixed whey factor was inplenented by the
Department in Decenber 2007

Smal | cheese plants have had the opportunity
to devel op their whey business since 2007. All cheese
pl ants, large and small, have benefitted fromthe fixed
whey factor since 2007. From Decenber 2007 through
April 2011 the 25 cent fixed factor has benefitted
cheese plants over 80 percent of the tinme. By limting
the financial exposure to a nmaxi num val ue of 25 cents
for a product with the potential for capturing far nore
than that value in the market, the 25 cent fixed whey
factor has provided a huge incentive and a gol den
opportunity for small cheese nakers to devel op a whey
busi ness.

We encourage, respectfully encourage, the
Departnment to ask small cheese processors how t hey
handl e their whey and if they have pursued new ways to
t ake advantage of the rising values in the whey market.
W woul d al so be curious to know how smal | cheese
processors nanage to conpete for mlk supplies if they

have no outlet for their whey.
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Si nce 2007 Land O Lakes has had first-hand
experience with the issue of a snmall cheese pl ant
finding an outlet for whey processing. Qur Ol and
cheese pl ant had been condensi ng and trucki ng the whey
to our Tulare plant for further processing. This ended
in 2010 when we chose to idle our cheese and whey
processing facility in Tulare. W continue to condense
Oland’ s whey into whey protein concentrate and have
established a new relationship with a cheese
manufacturer in California for further processing. W
don’t capture the full value of the |actose in the
perneate, which is sold to area dairy farmers, but we
have found an outlet for our condensed whey.

We al so respectfully encourage the Departnent
to ask large California cheese makers how t heir whey
enterprises have perforned since Decenber 2007 and to
conpare and contrast their California plants to cheese
pl ants operating in federal order markets. On the
surface, it appears that the California cheese plants
have had a significant advantage over cheese plants
operating in federal order nmarkets because of the fixed
whey factor.

Processi ng capacity has changed since 2007
and 2008. In 2007 we raised concerns about the |ack of

processing capacity in California. This devel oped
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because new plants were not com ng on |ine fast enough
to accommodate the growh in mlk production. W
testified that through August 2007 m | k production had
i ncreased year-to-date by 4.7 percent, and we stated
that if m |k production increases continued at that
pace there would be five mllion pounds of additional
m |k per day in 2007 conpared to the previous year. As
a result, the state’'s processing capacity was bei ng
pressured and, in fact, mlk had to be shipped out- of -
state and, in sonme cases, less attractive alternatives
were instituted. The situation in 2007 through 2008
was precarious. Certainly one could argue that
California’s m |k processing capacity was in deficit.
Thi ngs have changed si nce 2007 and 2008.
Currently there is adequate capacity to handl e and
process California s mlk supply. This does not nean
that there could be short-term problens on certain
weekends and/ or holidays when m |k backs up or when one
of the large manufacturing plants goes down for
mai nt enance. But even in those cases, while sone out-
of -state shipnments may be necessary, we are not aware
of mlk finding its way to |less attractive alternatives
nor being shipped out-of-state on a regular basis. The
current market conditions differ significantly from

mar ket condi ti ons of 2007 and 2008.
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What has changed?

Nunber one, during the peak of the crises, a
| arge proportion of the cooperatives and sone
proprietary firms with direct shippers adopted a base
pl an and, in some cases, producers were assessed for
the cost of disposing of mlk in excess of their base
producti on.

Nunber two, mlk production has declined in
California since 2008. 1In fact, average m |k output
per day was 4.3-mllion pounds less in 2009 than it was
in 2008. This occurred for at |east two reasons: One
was the base plans that were put in place; secondly,
the mlk prices declined sharply fromtheir peak in
2007 and 2008. 1In fact, the average over base price in
2007 was $17.27 and by July 2009 the over base price
dropped to $9. 60 per hundredwei ght, and the average for
2009 was only $10.81 per hundredwei ght. From August
2007 to July 2009, the over base price dropped by 52
per cent .

Nunber three, mlk processing capacity on a
net basis is significantly larger today than it was in
2007 and 2008. There was an expansion in cheese
processing capacity on the part of two firns for a
total of 67 |oads of m |k per day, and a conbi nati on of

new powder plants, expansion of current capacity for
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Land O Lakes, and a reopening of an old plant that
processes powder, condensed, and cream cheese, which
added a total of 287 | oads a days.

There were al so sone | osses in processing
capacity. Land O Lakes idling a cheddar plant, and
anot her | arge cheese plant was closed, for a total |oss
in processing of 145 | oads of m |k per day.

In sum this nmeans that California has
experienced a net increase in processing capacity of
about 209 |oads of mlk per day than at the tinme of the
fall 2007 hearing. 1It’s true that in 2007 and 2008 the
California mlk supply exceeded processing capacity so
we had deficit processing capacity. Because the
processing capacity was deficit in 2007 and 2008, it
woul d be inaccurate to say that we have excess
processi ng capacity of 209 | oads per day. Taking into
account the deficit processing capacity and the growth
in processing capacity on a net basis, and based upon
i ndustry sources, we believe California has excess
processing capacity of an estimated 80 to 90 | oads of
m |k per day as of April 2011. W believe this to be a
conservative estimate. At this point in tinme the
manuf acturing capacity in California can adequately
handl e and process California>s mlk output.

Position on CDI's 4A petition: Regarding the
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petition by CDI to update the nmake all owances for
butter and nonfat dry m Ik, Land O Lakes respectfully
requests that the Departnment conduct a thorough review
of the reported manufacturing costs for 2009.
Specifically we encourage the Departnent to consider
the level of plant capacity utilized. Land O Lakes
would Iike to remind the Departnent that the
manuf act uri ng cost data upon which the make al | owances
are based need to represent costs in plants operating
at full utilization of the plant’s capacity.

We know that fromour own butter and nonf at
dry mlk plant operations in Tulare that our 2009 costs
were inpacted by startup costs, reduced m |k vol unes
t hrough the plant, and underutilization of plant
capacities. Additionally, Land O Lakes would like to
note that the 2010 survey of nmanufacturing costs wll
come out within the next few nonths, providing the
Departnment and the industry with the nost current data
avai | abl e on such costs.

We support the CDI petition to update the
f.o.b. adjuster on butter. W have no concerns about
how the f.o.b. adjuster for butter was conpiled. The
reported f.o.b. adjuster is based upon audited nunbers
frombutter plants and represents the cost of noving

butter east. W need to stay conpetitive with butter
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processors | ocated outside of California.

Position on alternative proposal s: Land
O Lakes supports the Departnent’s alternative proposa
to make admi nistrative changes to the C ass 4A and 4B
pricing fornmulas to include | anguage to inplenment the
col l ection of security charges provided by the MIKk
Producers Security Trust Fund.

We support the Western United Dairynen
proposal , but prefer our proposal.

We oppose the Dairy Institute’s alternative
proposal. W are pleased to see the Dairy Institute
recogni zes the inadequacy of and inequity resulting
fromthe current 25 cent fixed whey factor; however,

t he proposal would not do enough to bring the Cass 4B
price into better alignment with the Federal Order
Class Il price.

Concl usion: W thank the Secretary for
calling this hearing. W thank you for your
consideration and Land O Lakes would like to request
the opportunity to file a post-hearing brief.

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

Are there any questions fromthe panel ?

M5. GATES: M. Wegner, | have a coupl e of

guestions for you.
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Goi ng back to your position on the 4A
petition that’s out there, did | understand correctly
that you didn't take a position on the f.o.b. adjuster
for 4A, it was just 4B?

MR. VEGNER: We did take a position on the
f.o.b. adjuster for 4A. W support that.

MS. GATES: You support that. So it’s just

the cost, net efficient costs that you're --

2

VWEGNER: Rai si ng.

GATES: ~-- raising.

WEGNER: Rai si ng questions about, yes.
GATES: Raising concerns with., Ckay.

25 DD

VWEGNER:  Yes.

M5. GATES: kay, all right. Does Land
O Lakes still have a base plan in effect?

MR VEGNER: Yes, we do.

M5. GATES: kay. Could you speak a little
bit to why Land O Lakes chose the Dairy Market News
Price series versus NASS series?

MR. VEGNER: Well, we thought that froma
Depart ment perspective in terns of what you ve used,
you'd prefer to have a California market price. That’s
why we chose that one.

M5. GATES: And you feel that that nore

accurately reflects the California price versus the
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NASS.

MR, VEGNER  Yes.

M5. GATES: | understand it correctly. Ckay.
One nore.

How di d Land O Lakes cone to the floor and
the ceiling on this scale, the graduated scale that you
guys have proposed?

MR. VEGNER: We | ooked at what we thought was
fair. W felt that the -- since there had been no
stated opposition to the 25 cent fixed floor that it
woul d be best to retain that in the event that whey
woul d drop out again. W felt that the dollar ceiling
was a fair nunber and it was inportant to max -- to
mnimze or -- excuse ne -- to limt the exposure to a
dollar. W felt that that was a fair nunber,
especially at it relates to the two factors, especially
as it relates to the federal order whey fornmula and the
ot her being that we’ve got, is it, 40-41 nonths with a
25 cent fixed factor had been in place. W thought it
was tinme for cheese prices to recognize that val ue and
share it a bit nore.

M5. GATES: (kay, thank you.

M5. REED: M. Wegner, | have a couple
guestions to ask you.

You're tal king then, on page 10, about how
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you feel that your costs have been inpacted by startup,
you know, fees, and reduced mlk and all. And | wll
ask the sane question that | asked of CDI. So how do
you feel those things that happened that year as far as
fluctuation in volunes and expansions affected your

pl ant, in what way?

MR. WEGNER: | think our costs were higher
due to the startup costs, the lower (indiscernible), we
were getting used to the efficiency of noving product
through in a new system

M5. REED:. Ckay. Also, do you feel that the
costs and the Departnment’s -- you're going to,
al ready know what your answer’s going to be -- the
Departnment’ s 2009 exhi bit reflect your costs, how do
you feel it reflects your costs in all areas, because
you do butter, powder, and cheese? And if you could,
speak to each one of those.

MR, VEGNER: Well, | think the point we're
raising is that they may, in fact, represent the costs
at the plant. Do they represent plant costs when a
plant is running at full capacity is our point. W
woul d definitely raise those concerns about the butter
and powder operations specifically.

M5. REED:. GCkay. And then one final

guestion. Knowi ng that you guys do still process
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cheese in California, but you' re asking for a reduction
in the nake all owance and al so the f.o.b. adjuster.
Coul d you explain why you' re going in that route?

MR VEGNER: Well, we felt that the survey
nunbers weren’'t affected by startups, weren't affected
by through put, and they did represent where the costs
are for the industry.

M5. REED: Ckay, thank you.

HEARI NG OFFI CER MAXI E: M. Eastman?

MR. EASTMAN. Thanks. | have just a couple
guesti ons.

So pi ggybacki ng on what Venetta just asked,
you nentioned you still nake cheese. And how will your

(i ndi scerni bl e) proposal affect you as a processor of
cheese? bviously Land O Lakes is a processing
cooperative, so you kind of wear dual hats where you
have interests on dairy farners but then also you are a
processor of butter, powder, and cheese. How does your
forby (phonetic) fornmula affect you as a processor in
mar keti ng, a marketer of cheese?

MR, VEGNER: Well, it will certainly inpact
our Orland facility. W’re well aware of the inpact
there, it would be. But again froma cooperative
menber - owner perspective the inequity between the C ass

1l and the 4B is a very inportant point for our
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menber - owners. W understand the inpact, the negative
i npact on our plant but a very positive inpact to our
producers, our producer-owners. So we’'re well aware of
t hat .

MR. EASTMAN. All right. And as a national
organi zati on you do nmention that you nmake cheese in
California but you al so make cheese in the upper
M dwest, other areas of the country. Wen you | ook at
the price alignnent issue that you ve raised in your
testinmony, and you’ ve nentioned that possibly
California cheese processors, due to that price
al i gnnent issue, had sone sort of naybe advantage. Do
you feel that you' ve been able to take advantage of
that in the sense that you ve nentioned in your
testinmony you pay the Class Il or above Cass Il
price in -- outside of California, but you ve had a
| ower price in California. Have you been able to
| everage that?

MR. VWEGNER: Well, no secret, we have a nuch
smal ler footprint in cheese at this point and a | ot of
t he cheese that we use out of Oland is within an
internal process within our own plants. It certainly
has helped. | won’t deny that fact. Wether it’s been
a big advantage with the small stake we have in cheese,

| wouldn’t say it has been.
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MR. EASTMAN. Ckay. |In your testinony you
rai se an issue of price alignnent between the cheese
price in California and federal orders, and you focus a
| ot on the whey values. Did you | ook at or consider
t he ot her aspects of the (indiscernible) and formul as?
For exanple, the cheese price series, butter price
series. D d you look at the formula constructs, things
of that nature when you were | ooking at pricing line
(indiscernible) or did you just focus on the whey?

MR. WEGNER: Well, certainly we | ooked at the
ot her conponents within the formula, but the bul k of
the difference, the majority of the lion’s share is
certainly in the whey factor. So that’s why we focused
on that whey factor. And in light of all the
di scussi ons we’ve had here, and as M. Erba pointed
out, the tenporary sort of option that was put in
pl ace, the 25 cent fixed factor, clearly needed sone
updating with the strength that we’d seen since
Decenber of 2007. So we -- it’s pretty glaring when
you | ook at the anpunt of the difference between C ass
1l and 4B, that the whey factor is a pretty obvious
one to address.

MR. EASTMAN. | apologize. 1'mgoing to
start witing really quickly, but apparently you can

speak faster than | can wite.
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You nentioned in your testinmony that in the
past there’ s been statenents at hearings, at federal
orders there’s the depooling option and (indiscernible)
and provides an advantage in federal orders. You also
menti oned a statenent that cooperatives in federal
orders are responsible for the Cass |1
(indiscernible) with regards -- probably the pooling.
Do you feel there’'s ever any circunstances where maybe
mlk is long or there's some sort of distressed mlKk
and the cooperative could, say, offer mlk to cheese
plants at a price belowthe Cass IIl price and eat the
difference and blend it to the nmenbers maybe?

MR. WEGNER: It’s very possible. The spot
mar ket is very different fromthe -- having established
full supply contracts that are in place. But yes, that
is a possibility. How often? | can’t give you a
nunber on how often that happens. A distress tineg,
like a holiday period, like a plant breakdown, then
that m ght be the case where you would nove it. And
you're exactly right, though, it would come back in the
cooperative and their menbership would, as you said,
eat the difference. Because you still have to account
to the pool at the Class Il price.

MR. EASTMAN. Sure. Do you have any

anecdot al evi dence, have you ever heard stories of
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things |like that happening?

MR. WEGNER: | know it happens on, |ike I
said, long tinmes when you have holidays. W didn't
have much of a flux in the upper Mdwest and East this
spring, but certainly other springs we'd had points
where you had to sell -- in order to find a place for
the mlk you would offer it a bit |ower.

MR. EASTMAN. COkay. Another question. And |
have anot her question. You nentioned that you nuch
favor a sliding scale with regards to whey val ues
rather than the fixed factor. And the question | have
is let’s suppose there were a price alignnment issue and
the Departnent were to seek to correct that issue. And
part of that, let’s suppose, were to change the whey
value that’s incorporated in the 4B fornula in
California. Wuld it be your position that in your
mnd a sliding scale would be better than, say, a fixed
factor even if on average over tinme the fixed factor
were to correct whatever price alignnment there would
be? O would it be the same for you?

MR, VWEGNER: 1’d need to see what you neant
by a fixed factor. And you probably are tal king of
over a period of tinme that it would performas well as
a sliding scale. Fromny vantage point | think the

sliding scale offers a clear indication of where
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they're going, tied into that market a little nore.
Maybe predictability isn't quite the right word, but a
little nore fairness in terns of approximting.

think we’re in a tough spot here in approximating val ue
wi thout the costs. W need -- fromour vantage point
we need to have sonething that approxi mates val ue. |
woul d think that as val ue goes up in the marketpl ace

you'd like to see sonething connected to the producer

val ue as opposed to -- | won’t argue, sure, you're
going to set it at a dollar, a fixed floor? | nean,
that’s -- | don't think that’s as good as noving it up

and down froma quarter to a dollar.

MR. EASTMAN. So in essence you' d rather see
t hose whey values rise and fall with the narket then.

MR. VWEGNER: Yes, that’s what 1’d prefer.

MR. EASTMAN. Even if -- I'"mjust going to
throw a nunber out, these are just hypothetical nunbers
|’mpulling out of the air. Let’s just suppose they
rose over a certain period of time, your sliding scale
were to provide, say, 50 cents a hundredwei ght, your
wei ght value. Let’s suppose there was a fixed factor
that over the same period of tinme was set at 50 cents.
So on average both of those would performover the |ong
haul the sanme, but obviously with regards to ups and

downs in the market they wouldn’t. Wuld it still be
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your position that you would prefer the sliding scale
just because it would follow the nmarket even though the
end result could be the same? And hopefully that’s not
(indiscernible), it’s your hypotheti cal .

MR, WEGNER: Are we taking a bid here? 1In
all seriousness, fromnmny vantage point as representing
Land O Lakes, we try to strike sonething that had sone
fairness to it and I think, fromour vantage point, the
sliding scale is a bit nore fair in being connected to
the whey market. Certainly at the end of the day we’'re
interested in seeing what the return would be as
conpared to another alternative. But clearly the 25
cent fixed factor is not returning an equitable, fair,
| ogi cal, reasonable value to dairy farners right now in
Cal i fornia.

MR. EASTMAN. Ckay, | appreciate that answer.
| realize that question was a little wordy, but I
appreciate that. Let me just check one nore thing.

MR. WEGNER: | guess | should ask if |
answered the question, right?

MR. EASTMAN. No, | thought that was a fair
answer .

MR. VEEGNER:  Ckay.

MR. EASTMAN. | think that’s all ny

guesti ons.
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M5. GATES: | just have a couple nore foll ow
up.

On the | ast page of your testinony when you
wer e speaking to plant capacity and where the state was
at this point in tinme, and you felt that at this point
the capacity was find to handl e what was goi ng on.

What do you see noving forward? Do your, you know,
menbers want to grow? | nean, has that allowed for
that or what do you see, like in the next year or so?

MR VWEGNER: If you tell nme the mlk price,
Il give you ny response.

M5. GATES: (kay.

MR. WEGNER: But no, seriously, | think we’'re
cautiously optimstic, | think, but very cogni zant of
the inmpact of rising feed costs. |’ m hoping we can
hear a little bit nore about equity on dairy farnms,
because that’ s probably my biggest concerns is that
we're really in a very serious position regarding
equity, so that a dairy farner can’t w thstand anot her

period of very low, nuch |ess catastrophically | ow,

mar gi ns.

So where are we going in the future really
depends. |’mvery concerned about New Zeal and m | k
com ng back onto the market this fall quarter. [|’'m

concerned about China deciding not to buy as nuch whol e
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m | k powder and skimm |k powder. That all inpacts on
that butter/powder side. WII New Zeal and go back to
cheese?

Lots of variables in places is what |'m
saying. Qur dairy farmers continue to want to produce
mlk, but I"’'mnot sitting here thinking that there's
going to be expansion at this point. But a little bit
li ke M. Erba suggested, 275 dairy nmenbers, it’s hard
to generalize what they're going to do. But right now
the prices are staying ahead of feed costs. |’ m not
sure we're going to continue to see that as we go on to
t he remai nder of 2011, nuch less into 2012.

M5. GATES: (kay, thank you.

Back to the Dairy Market News versus the NASS
price. Ws there any concern with the Dairy Market
News being a phone survey versus an audited type data
series that the NASS series is?

MR, VEGNER: We didn’t raise that point
specifically. | know that’s been tal ked about in
previ ous hearings. At this point, again, we're trying
to reflect the Western whey nmarkets and --

M5. GATES: California price.

MR VWECGNER: -- that’s the best nunber we can
find.

MS. GATES: (kay.
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MR VWEGNER: It's in the California dairy
markets and that’'s the best market we can find for it.

M5. GATES: Ckay, thank you.

MR. EASTMAN. |'msorry, | have one nore
guesti on.

Wth regards to your testinony on the
manuf acturing costs surveys and how that shoul d be
i npl enent ed when studyi ng make al | owances, you
menti oned that you -- in your testinony you draw
concerns to the level of, say, butter and powder costs,
t he manufacturing costs. Are you in favor, then, do
you support the idea of updating manufacturing cost
al l omances in butter, powder in general --

MR. WEGNER: I n general --

MR. EASTMAN. -- knowi ng that there are sone
worries in your mnd about the | evels maybe?

MR. WEGNER: I n general we support the idea,
specifically regarding 2009 when we had t he concerns
we’ ve raised earlier about capacity, startup costs,

t hrough put.

MR. EASTMAN. Ckay. So just like on
(i ndi scernible) you' re supportive of changes to the
make al | owances on bot h.

MR. VEGNER: On cheese we are specifically

supportive to the changes and have no concerns. On

68

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© o ~N o g B W DN =

N NN N NN R R R R R R R R R
gl B W N 2O O O N o gD W DN = O

69

butter and powder we have the concerns as |'ve stated

bef ore.
MR. EASTMAN. Ckay, thank you.
HEARI NG OFFI CER MAXI E:  Any ot her questions?
(No audi bl e response.)
HEARI NG OFFI CER MAXI E: Thank you,
M. \Wegner.

W' Il now call on the first alternative
proposal, and that canme from Western United Dairynen

We have sonme conplaints on the panel of the
air conditioning being too cold up here.

UNI DENTI FI ED SPEAKER: | agree with that.

M5. GATES: Would you? Ckay.

HEARI NG OFFI CER MAXIE: If there’ s anybody
back there that can adjust that.

MR. EASTMAN. That’s not (i ndiscernible).

HEARI NG OFFI CER MAXIE: All right. [It’s now
about two to two.

M5. REED:. |I'Il take five votes for nyself.
| don’t have anybody over here to block the air.

HEARI NG OFFI CER MAXIE: M. Marsh, would you
state your nanme and spell your |ast nane for the
record.

MR MARSH Yes. Mchael Marsh, MA-R- S-H.

HEARI NG OFFI CER MAXI E:  Thank you for the
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witten copy of the testinony. Wuld you like that
entered into the record as an exhibit?

MR MARSH  Yes, | woul d.

HEARI NG OFFI CER MAXIE: Very good. W'l
enter it as Exhibit nunmber 51.

(Ther eupon, Exhibit 51
was received and entered into evidence.)
Wher eupon,
M CHAEL MARSH
was sworn and duly testified as foll ows:

MR. MARSH. M. Hearing Oficer and nenbers
of the hearing panel, nmy nane is Mchael Marsh. | am
the Chief Executive Oficer of Western United Dairynen
Qur association is the |largest dairy producer and trade
association in California, representing approxi mately
one thousand of the state’s dairy famlies. W are a
grass-roots organi zati on headquartered i n Moddesto,
California. An elected board of directors governs our
policy. The board of directors net by tel econference
June 9th to approve the position | will present here
t oday.

W would like to point out that usually
Western United Dairynen uses an extensive and inclusive
process to arrive at a position for a hearing. A Dairy

Prograns Conmittee conposed of 30 producers from around
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the state is in place to discuss dairy pricing policy

i ssue when they arise. The commttee’s position al so
reflects the voice of an extended nunber of dairy
producers, as conmittee nmenbers discuss the issue at
hand with their neighbors. Dr. Dan Summer of the
University of California is also a nenber of the
commttee. Follow ng analysis and debate, conmmittee
recommendations are then typically presented to the
board of directors for review, nodification, and
approval. In this instance, with a very limted anount

of tinme between the day the Land O Lakes petition was

received and today -- 37 days to be nore specific -- we
were not able to proceed as usual. Neverthel ess,
California dairy famlies are still greatly concerned
about this pricing issue. W still would Iike to thank

the Departnent for the call of this hearing and for

al l owi ng us the opportunity to shed |ight on the
chal I enges being faced by the California dairy famlies
and why we believe changes to the class price fornul as
are necessary.

Qur alternative proposal calls for
adjustnments to the Cass 4B price forrmula. More
specifically, we seek adjustnments to the whey factor,
cheese manufacturing cost allowance, and cheese f.o.b.

adjuster. Qur testinmony will focus on the why value in
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the Cass 4B formula. Oher proposed changes will be
di scussed at the end of our testinony.

Whey factor and its relationship to the
federal order: The California Food and Agricul tural
Code states that “the nethods or fornulas shall be
reasonably calculated to result in prices that are in a
reasonabl e and sound econom c relationship with the
nati onal value of manufactured m |k product,” and that
conmes from Section 62062. According to CDFA anal ysi s,
with the current formula the Cass 4B price wuld have
averaged 97 cents per hundredwei ght | ess than the
federal order Class Il price for the period May 2006
to April 2011. That difference is even nore striking
when | ooking at the last 12 nonths of data, where
federal Cass IIl was an average $1.31 per
hundr edwei ght hi gher than 4B.

The devi ation between Cass Il and 4B prices
was caused by several factors. Notably, fornulas
di fferences such as different prices series -- that
bei ng the CME versus the NASS -- make al | owances,
yield, and formula construct all contribute to the
di vergence. But they whey value is what creates the
nost variance between the two class prices and this is
a big concern to the nenbers of Western United

Dai rymen. According to our analysis in 2007, 77
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percent of the difference been Class 4B and C ass 11
was attributable to the whey value. Mre specifically,
assum ng current formulas had been in place since
January 2007, the average difference between C ass 11
and O ass 4B woul d have been $1.02 per hundredwei ght.

O that amount, 23 cents per hundredwei ght woul d be due
to fornmula differences other than the whey factor. The
remai ning 79 cents per hundredweight is due to the
difference in the whey value. Wth whey val ues that
foll ow market novenents in Class IIl and a stagnate
value in dass 4B, such a discrepancy was not unlikely.
As the price of whey fluctuates, so will the variance
between the two classes if California retains a fixed
factor. Cearly the current 25 cent fixed factor

viol ates the mandates outlined in Section 62062 of the
Code.

Qur proposal woul d achieve a nmuch cl oser
relati onship between Cass 4B and Cass Il by renoving
the potential for unbearabl e discrepancies in the whey
portion of Class 4B that can occur if we do not
directly tie our whey value to the end product pricing
formula used in federal orders. As outlined in our
alternative proposal, we propose the foll ow ng whey
value in O ass 4B: Wey woul d equal 80 percent tines

the dry whey | ess the nmake al |l owance factor, tines the
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yield factor of 5.9318.

The footnote bel ow al so extends the
di scussi on on that.

Wil e we recogni ze the Departnment has been
| eery of federal order data before, we believe tying
our whey value to that of Cass Ill is a very good way
to solve this significant discrepancy. Although the
formul a above | ooks slightly different than the
correspondi ng portion of Class IIl, it was adjusted to
result in the sane whey val ue per hundredwei ght as
Class Il when included into the California 4B fornul a.
And again | refer to the footnote at the bottom of the
page. The only differences when conparing the whey
val ue generated by the Cass IIl fornmula and the whey
val ue generated by our proposal in the Cass 4B formul a
shoul d come fromthe different price series -- C ass
1l uses NASS and our proposal uses Dairy Market News
-- and our proposed 80 percent. Figure one illustrates
t he i nmpact of our proposal on the whey val ue.

We propose using Dairy Market News, the Dry
Whey West Mostly series average data, as the source of
dry whey prices instead of NASS to avoid |ag issues.
NASS dry whey prices are typically released a week
|ater. When conparing NASS and Dairy Market News dry

whey data sets on a weekly basis from January 2007 to
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prices for the week ending June 11th, 2011, the

di fference anobunts to |l ess than a penny or .0094 cents
per pound. Dairy Market News is tinelier than NASS,
the difference between NASS and Dairy Market News is
very small, and the Departnent has favored using Dairy
Mar ket News in the past. Therefore, we believe that
Dairy Market News Dry Whey West Mostly series is the
appropriate one to use.

State if the industry: G ven current
conditions in the industry, the years ahead w ||
undeni ably be nore challenging for California dairy
famlies. Econom c and regulatory pressures are
escalating in the state. Current and proposed
envi ronnmental regul ations have led and will continue to
| ead to added costs, sonething farnmers in no other
states have to deal with. Aside fromthis regulatory
burden, costs of production on the diary have increased
significantly.

As everyone well renenbers, producer mlKk
prices fell significantly through nost of 2009, posting
an over base price of only $9.60 per hundredwei ght in
July 2009 conpared to $17.35 per hundredwei ght in the
prior year. For the second half of 2009, prices slowy
increased to $14. 47 per hundredwei ght by the end of the

year. However, prices dropped again to the $12.00 to
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$13. 00 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
unbearable. After prices softened through the first
hal f of the year, they showed signs of inprovenent by
the end of the sumrer when the August 2010 over base
price reached $14. 84 per hundredwei ght. The over base
price made it all the way to $15.95 per hundredwei ght
in Cctober. Wth statew de average cost of production
$15. 13 per hundredwei ght for the third quarter of 2010,

sonme producers were |likely experiencing positive

mar gi ns again. \Wile prices were overall inproving,
the cost of production was al so increasing. |nproving
dairy prices is good news, but it will take a prol onged

period of inproved margins for dairy producers to
recover the imense | osses and eroded equity that arose
fromthe econom c disaster of 2009. Data fromthe
accounting firmFrazer and Torbet illustrates this fact
as 2010 revenues per cow do not cone close to the
| osses per cow incurred in 2008 to 2009. And that is
included in Attachnent A

A conparison of California over base price to
t he average cost of production in California since 2001

reveal s the chall enge faced by producers. Production
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costs were on a steady upward trend until the beginning
of 2009. At the sane time, prices were not only

vol atile but far below costs in many nonths. The

di fference between the costs of production and over
base price in 2009 is striking evidence of the
catastrophe that occurred for California dairy
famlies. And please see Table 1 bel ow

To understand the inpact of the | osses, one
can | ook back at the m |k production trends that
occurred fromthe end of 2008 until m d-2010.
California dairynen could not afford to m |k cows
anynore and it clearly showed in m |k production
nunbers. From an average year-over-year four percent
growh in 2006 and 2007, growth sl owed to one percent
in 2008 before falling to an average negative four
percent in 2009. And you can see that in the chart in
Attachnent B. Mst likely this also had an i npact on
manufacturing plants that were forced to operate at
| ess than optimal |evels, thus unusually increasing
their cost per hundredwei ght of m |k produced.

A mninmal softening in feed costs had been a
not abl e nover in the reduction in cost of production
observed fromthe first quarter of 2009 to early 2010.
According to CDFA data, feed costs rose fromjust over

51 percent of the total cost of production in 2003 to
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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 still historically high. The slow decline
in feed costs was short lived. Since fall 2010, feed
pri ces have skyrocketed. Recent estimates from USDA
reported the corn ending stocks-to-use ratio at its
| onest | evel since 1995-96. Higher than expected
usage, notably corn diversion to ethanol production --
and pl ease see the attached chart -- was cited as one
of the causes for |ower stocks. This outlook has |ed
to dramatic increases in feed prices. It nmakes a big
difference if you' re using 40 percent of your corn crop
going into ethanol production. This has al so
stinmulated significant concern in the dairy industry
that the cost of production will clinb to new highs due
to rising feed costs, further eroding al ready tight
mar gi ns. CDFA data indicates that feed costs reached
an all-time high of 61 percent of total cost of
production for the first quarter of 2011. The tight
margin issue is not |ikely going away anytime soon.

Due to all those increased costs, California
dai rynen have | ost much of their conpetitive position
relative to the rest of the nation. Failing to capture

t he val ue of whey, which has turned out to be a very
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mar ket abl e product, is hurting their conpetitiveness
further.

W review the state of the industry for two
mai n reasons. One, the Departnment must take into
account the cost of production. “In establishing the
prices, the director shall take into consideration any
rel evant econom c factors, including but not limted to
the follow ng: (a) the reasonabl eness and econonic
soundness of market mlk for all classes, giving
consideration to the conbined i ncone fromthose class
prices, inrelation to the cost of producing and
mar keting market mlk for all purposes, including
manuf act uring purposes. In determning the costs, the
director shall consider the cost of nanagenent and a
reasonabl e return on necessary capital investnent.”
And that cones from Section 60262 of the Food and Ag
Code.

Two, the California dairy | andscape has
changed. Current dairy prices have significantly
inmproved in the |ast few nonths, but feed prices are
showi ng no reprieve and margins are still very fragile.
The nmenory of the 2009 dairy crisis is still fresh in
producers’ mnds. Witing for good tines does not
suffice. Volatility has been a buzzword in the |ast few

years for a reason. It’s here to stay. As you know,
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dai rynmen have no way of passing al ong added costs. To
avoid a repeat of that econom c catastrophe, nmany
producers have turned to risk managenent tools to
attenpt to protect their operations. Mre
specifically, hedging has becone an increasing part of
dai ry operations managenent.

Hedgi ng all ows parties to secure prices
nmonths in advance. But it’s not as sinple as that.

The effectiveness of hedging relies on many things, but
especially on the relationship between futures prices
and cash pri ces.

The futures contract nost commonly used by
California dairynen is tied to Class IIl, federal C ass
I11. The difference between futures and cash prices is
call ed basis. A hedge will never be perfect due to
changes in the basis, which can be negative or
positive. But, over time with simlar fornulas,
dai rynmen can assess their basis risk much nore
effectively. As illustrated earlier, the spread
bet ween federal Class Il and our mlk price has gotten
much | arger due to higher whey val ues being reflected
in federal Cass Il but not inthe California mlk
price. Effectively, the issue of lower mlk prices in
California is exacerbated by the fact that the fixed

whey factor in the California fornula makes C ass ||
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futures contracts a less effective hedge than it
otherwise would be. As a result, the very insurance
that dairynen attenpt to buy to insure sone operating
mar gi n does not perform as they expected nor intended.

The unpredictability of the spread, due to
the conpletely different structure of the whey val ue,
makes it riskier for dairymen to hedge by preventing
them from being able to determ ne their basis
effectively. For exanple, let’s | ook at the nonth of
May. Two years ago the whey value in federal orders
general six cents less than in California. Last year
it generated 72 cents nore. And this year it generates
$1.48 nore than the fixed 25 cent factor. Looking back
at the historical relationships between prices received
at the dairy and federal Class Ill, which is how one
can determne the basis, is certainly not a good
predi ctor of basis because of this disparity.

If the crisis is fresh in dairynmen’ s n nds,
it is not very far fromlenders’ mnds either. During
a bankers’ panel at the latest Western United Dairynen
Ri sk Managenent Sem nar in Decenber 2010, |enders
enphasi zed the inportance of risk nanagenent and
reliabl e business strategies. Lending standards have
ti ghtened and banks like to know where their borrowers’

bottomline will be. At a dairy financing conference
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cosponsored by Land O Lakes and Western United Dairynen
in Visalia on February 22, 2011, speakers stressed that
“borrowers will need to have a prudent business
strategy and a very clear objective.” Again, this has
encouraged many dairynen to turn to ri sk managenent
tools and, unfortunately, it is becomng |ess and | ess
of an opti on.

Addi tionally, processors have al ways been
supportive of the use of risk managenent tools by dairy
producers. As an exanple, the very first point
mentioned in the dairy policy reforns proposed by the
I nternational Dairy Foods Association, IDFA is to
“provide risk managenment tools for dairy.” They
recogni ze the inportance of those tools and want
producers to be able to use themeffectively.

Adj usting the whey factor to allow fluctuation with
mar kets prices will better enable California dairynmen
to utilize these risk managenent tools.

Whey markets: Wet her whey has a val ue or not
is not the main question any nore. It is wdely
recogni zed that they whey stream has generated
consi derabl e revenues for the cheese processing
industry. Since the |last hearing various sources point
to the increasing use of high value whey products,

donestically and abroad. According to the U S. Dairy
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Export Council, USDEC, data, in 2010 shipnments of whey
protein concentrate and whey protein isolates were a
record high 439 mllion pounds. That is nearly triple
t he vol une sent offshore just five years ago. USDEC

al so reports 23 percent -- excuse ne -- “The U S
exported 55 percent of the whey proteins it produced in
2010, sweet whey exports increased 23 percent to 557-
mllion pounds, and China and Sout heast Asia continue
to drive whey volune, accounting for nore than half of
2010 exports.” Wiile specific California trade data is
not available, with its proximty to Asia and its major
shi pping ports, California is well positioned to
participate in these markets.

The nunber of whey applications that have
energed in recent years is amazing. Anerica s dairy
farmers understand the inportance of devel opi ng hi gher
val ued products and have contributed to the process
over the years. The DM website says, “Research can
play a critical role in turning product concepts into
product successes. Wey protein research at Dairy
Managenent, Inc. has led to an entire new industry
devel oped around whey protein-enhanced foods and
beverages because of their nmany benefits.” DM is
funded through -- that’s end quote, I'"msorry. DM is

funded through dairy check-off dollars. W realize a
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wi de range of whey products are produced fromthe whey
stream and California producers need a fair share of
the basic raw commodity, just |ike with cheddar cheese
and nonfat dry mlk. Producers and processors shoul d
both be able to benefit from higher prices in whey
product markets.

W would like to commend the Dairy Institute
for proposing a mninmmvalue of 25 cents for whey in
the Cass 4B formula and recogni zi ng that whey does
i ndeed has a value. But as the value of whey
fluctuates, it is only equitable that producers share
in a portion of the revenues generated from by-products
of their raw mlk, and we believe that that val ue
shoul d fluctuate with the market. Whey futures, as of
June 22, 2011, forecast prices to average 48 cents per
pound in the next year. Based on the Dairy Institute
proposed scale, this would yield a whey val ue of 55
cents per hundredweight. While better than the current
25 cent factor, it still falls significantly short of
the val ue generated by the Class IIl formula at that
price, which would be $1.71. The shortcom ngs of the
Dairy Institute’ s proposal are illustrated in Figure 2.

Furthernore, this was a concern of the panel
at the Decenber 2006 hearing. Wiile the report focused

on Class 1, the potential issue remains the sanme. “The
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panel concurs with the concern that an increase in the
Class 1 pricing forrmula may address the ‘reasonabl e
relationship’ that existed in the prior year, but it
does little to address potential reasonable

rel ati onship i ssues that may happen in the future. The
panel believes it is nore inportant to incorporate
changes in the Cass 1 pricing fornula that will be
nore reflective of the market factors driving prices in
contiguous states now and in the near future. It is a
far nore proactive approach to ensure that California
Class 1 prices nmaintain a reasonable relationship with
contiguous states than the approach of sinply
correcting prices after the fact.”

One difference between California and federal
orders that we cannot fail to discuss is the fact that
processors in federal orders have the ability to depool
much nore easily, giving federal order cheese maekers
the ability to escape the m ninumregul ated price when
it is advantageous for themto do so. W are cognizant
of this situation. As described in a FAPRI/University
of Wsconsin Policy Briefing Paper on Federal Mk
Mar ket Order, Pooling -- and footnote two identifies
that, where you can locate that -- “For manufacturing
pl ants, called pool supply plants, pooling is optional.

But there is usually an econom c incentive for doing so
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because they receive producer settlenent fund paynents
to pay producers.” The paper presents depooling as an
i ssue and adds, “Some orders have been and are

going --“ excuse nme, “Some orders have been are being
anended to make it nmore difficult for plants to
depool .”

Recogni zi ng whey has a value that California
producers are not capturing currently, putting them at
a di sadvantage, we al so recogni ze that California
processors need to stay conpetitive with cheese nmakers
in the rest of the nation. Wth the inportance of
tracking Class IIl nore closely in mnd, the Western
Uni ted Dairynmen board of directors carefully considered
what portion of the Cass Il whey val ue woul d be
crucial. W understand that plants need to have
adequate incentives to invest and operate in
California, and the Western United Dairynen board
believe that 80 percent would be an appropriate val ue.
It’s always better to have nore conpetition for your
mlk than |ess.

O her proposals: For reasons nentioned above,
we oppose the Dairy Institute proposal. Wile we
appreciate their effort to provide nore val ue for whey

than the current fixed factor does, we believe it is

plainly insufficient. Not only does it provide very
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little nmore than the current fornula, it also fails to
bring the whey value in the Cass 4B fornulas in |ine
with the whey values in federal Cass IlIl. This |eaves
California dairynen at a continuing di sadvantage, which
we under st andabl y oppose.

We support Land O Lakes’ petition to reduce
t he cheese manufacturing cost all owance and cheese
f.o.b. adjuster and increase the whey val ue.

At this tine, due to the continued econom c
peril experienced by California dairy famlies, we
cannot support any increase in manufacturing cost
al | onances.

Under st anding that California processors
depend on the f.o.b. adjuster to allow their products
to conpete in markets east of California, we have
hi storically supported adjustnents to the f.o.b.
adj uster based on the verified CDFA butter and cheese
sal es data. The |atest data, rel eased Novenber 2010,
showed that for the period July 2008 through June 2010
butter in California sold for an average -- excuse ne
-- 4.85 cents | ess per pound than butter at the CME
For the same 24 nonth period, cheese sold for an
average .0018 per pound less in California than at the
CVME. W support adjusting the f.o.b. adjusters to

reflect these val ues.
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This concludes our testinmony. W would like
to reserve the rest of our allowed tine for later to
further clarify our position if we deemit necessary.
The nenbers of Western United Dairynmen thank CDFA staff
for their effort in preparing for this hearing.
woul d be pleased to answer any questions you may have,
and request the option to file a post-hearing brief.

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

MR. MARSH. Thank you.

HEARI NG OFFI CER MAXIE: Are there questions
fromthe panel ?

M5. GATES: M. Marsh, you spoke a little bit
t oday, 80 percent on the whey forrmula. That’'s just you
felt it was a fair, if | understood what you ve witten
in your testinmony, that was just a fair nunber you cane
up with.

MR MARSH  Yes. W |ooked at different
val ues, 80 percent, 90 percent, 100 percent, and |
think -- well, our board of directors was clear that
t hey understand that we need to have conpetition for
dairy producers’ mlk and it’s always better to have
nore plants conpeting for your mlk than fewer. So
provi di ng sone incentive on that side in order to

mai ntai n plant capacity and, at the sane tinme, perhaps
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provi de incentive for additional plant capacity in the
state, that was the reason that we arrived at 80
per cent .

MS. GATES: kay, thank you. Western United
took the federal order whey formula and kind of just --
that was their proposal -- but changed it a little bit
when it came to the Dairy Market News versus the NASS.
Coul d you speak to that a little bit about why you
chose that?

MR. MARSH. Yes. Since the Departnent has
previously | ooked at Dairy Market News nore favorably,
and probably with good reason, in |ooking at just the
Western whey part in particular. And also the fact, as
| noted in ny testinony, that it’s nore tinely and
NASS, of course, is delayed. So we felt that that
woul d be a better price series to use, | nean in that
sense.

M5. GATES: And you didn’t have concerns
because it wei ghed out over tine --

MR. MARSH: No.

M5. GATES: -- the price difference, that you
didn’t have a concern with it not being audited or --

MR. MARSH. Yeah, it was very, very m ninal

MS. GATES: (kay.

MR MARSH  Yeah.
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M5. GATES: Thank you.

MR. MARSH  You're wel cone.

MR. EASTMAN. | have a couple of questions.
Let’s see here.

Wth regards to your Attachnment A --

MR MARSH: Yes.

MR. EASTMAN. -- which was data for -- sorry,
| forget the nane of the organization

MR. MARSH  Frazer and Torbet is a CPA firm

MR. EASTMAN. Exactly, thank you. D d they
-- | assume that’s sone proprietary data based on the
producers that contract with them

MR. MARSH. (Ckay, well, they use them yes.

MR. EASTMAN. Right, do you have a -- sorry.

MR. MARSH. So they conpile data. |1’ msorry?

MR. EASTMAN. Do you have a sense of how many
California dairy producers follow themor study, or how
many are Western United nmenbers, or have any sense of
what they're going to -- able -- what they cover in the
data that you ve provi ded?

MR. MARSH. No, | do not. Actually, it would
be inclusive of all the costs and revenues associ ated
with the folks in their study.

MR. EASTMAN. Do you think it would be

possi bl e, maybe, to go to them and ask that and, if
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possi bl e, get that answer in the post-hearing brief?

MR. MARSH. Certainly.

MR. EASTMAN. If they're willing to provide
t hat .

And then in review ng your proposal for
changes in the whey (indiscernible) factor and it’'s --
it mmcs to a certain extent, it has sonme simlarities
with the federal order whey value factor, so to speak.
And so it appears, then, that based on your proposal
and that factor that value is going to go up and down
with the market. But it does have the chance to go
negati ve by way of values going really |low or can go
really high. Do you have any concerns with their not
being limts on that? | noticed that sone of the other
proposal s and sone of the other testinony, they ve
spoken to having limts on both ends of the spectrum
that there’d be a floor and a ceiling. |In your mnd do
you feel those are unnecessary or did you have ot her
reasons for not capping them not wanting them --

MR. MARSH. Wl |, again, our board supports
the Land O Lakes proposal as well because, of course,
the goal of both the Land O Lakes proposal and Western
United’s is identical. How can we capture sone
addi ti onal value fromthe whey stream and meke t hat

val ue discrete to producers in the State of California
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and keep us conpetitive with the bal ance of the
country? W did |look at that and we have had sone --
di d have sonme di scussion of that as well. It appeared
to us in our alternative that we needed to have it work
with market, at the sane tinme kind of keeping in mnd
t he sane thought that we need to have California
producers conpetitive but we also can’t put our
processors at a conpetitive di sadvantage by all ow ng
that, when that factor falls below or could fall bel ow
-- | believe our chart indicates that at one point it
fell below our 25 cent fixed factor here in the State
of California -- that it needs to adjust with the
mar ket so we don’t discourage plant capacity and pl ant
investnment in the State of California.

Again, getting back to the same point, it’s
al ways better to have nore conpetition for your mlk
t han | ess.

MR. EASTMAN: So in that sense rather than
having a ceiling, you' re saying that 80 percent is a
way to, | guess, |imt the upward val ue on the whey
val ue.

MR. MARSH Yes, that’s correct.

MR. EASTMAN. And then the other question
have is you nentioned, just |like Land O Lakes

mentioned, that it seens both of the organizations tend
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to support your concept, even though technically

they' re constructed differently and they | ook
differently. Do you prefer having a variable factor
over a sliding scale of a table if push canme to shove,
so to speak, or hypothetically speaking would you be
indifferent if the whey values -- let’s suppose you had
your variable factor over a certain period of tine and
that returned a certain value. Let’s suppose the
sliding scale, over the sane period of tinme, reflected
t he exact sanme value. In your mnd would both of those
t hen be equal or do you prefer the variable factor over
the sliding scale for other reasons besides just the
val ue?

MR. MARSH. W oppose the Dairy Institute’s
sliding scale. But with regard to Land O Lakes and
Western United s alternative proposals, we support them
both. Either one would secure additional value from
the whey streamfor California dairy producers and that
clearly is our goal.

MR. EASTMAN. Ckay. So it sounds like the
value is nore inportant than rather the
(i ndi scernible).

MR. MARSH. Absol utely.

MR. EASTMAN. But know ng that you ve -- you

say that you support either one, a table or the
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vari able factor, do you prefer both of those over the
current fixed factor?

MR. MARSH. Absol utely.

MR. EASTMAN. Even if hypothetically, if you
| ooked at the sane tinme period of all three and they
provi ded the exact sanme val ue, would you still prefer
t hose ot hers over the fixed val ue?

MR. MARSH. CQur board took that position.

MR. EASTMAN. Ckay. Okay, one nore question,
not to hog themall, but --

MR. MARSH. Well, you try to pass it off
to -- in a dream

MR. EASTMAN. Yeah, | guess not. Wth
regards to your factor, obviously you have the Dairy
Mar keting as a price series and then you have a nake
al l owance, which that make al |l owance corresponds to the
dry whey meke all owance in the federal order fornmula.
And then you have a yield that equates value so it ties
the yield here to what you woul d experience in federal
orders, and | understand that. How would you view over
time if the Departnment were to hypothetically inplenent
your proposal (indiscernible) variable factor? How do
you think the Departnment would maintain that over tine,
knowi ng that there’s a dry whey make al |l owance and t hen

a yield factor there, how would the Departnment handl e
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that going in the future pass yields or if things were
to fluctuate?

MR. MARSH. The 19.91 cents dry whey nake
all owance in the federal orders was established across
a very broad spectrumof different dry whey processing
facilities outside the State of California, and it may
have included sone California plants, too. |I'mtrying
to remenber the survey exactly. But those costs seem
to be far nore indicative of what actual costs were.

You mght recall fromthe California price
series that when we were accumul ati ng dry whey val ues,
there were -- there appeared to be sone outliers that
actually influence the relative val ue of manufacturing
costs, manufacturing dry whey in the State of
California. O course, today we only have two plants
that are still manufacturing dry whey but practically
everyone el se is manufacturing much hi gher val ue
products, whey protein concentrates, whey protein
i solates, different types of products fromthe whey
stream versus dry whey. Dry whey, as you m ght recal
from previ ous hearings, was used as a surrogate for al
whey products and it should retain that sane -- that
sanme | evel

At sonme point in the future, if the federa

Class Ill would |ook to adjust their federal -- their

95

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© o ~N o g B W DN =

N NN N NN R R R R R R R R R R
g B W N 2O O O N o gD W DN = O

96

make all owance with regard to dry whey, | would guess
very quickly you would al so have -- if we were to adopt
that here in California, | believe that the institute

woul d very qui ckly nove to nmake some adj ust nment,
provided it went up.

MR. EASTMAN.  And woul d you do the sane thing
if that rmake al |l owance were to change in your benefit?
| think you' d be calling a hearing right quickly to --

MR MARSH | think we'd refer that to our
board of directors and if they gave us that direction
we certainly woul d.

MR EASTMAN. So, in essence, it sounds |ike
in order to maintain that value in California, the
Department woul d have to |l ook to federal orders and how
they would maintain their value (indiscernible) us
mai ntai ning that nore than the hypothetical one.

MR. MARSH. Not wi thout hearing, of course.

MR. EASTMAN.  Cbvi ousl y.

MR. MARSH R ght.

MR EASTMAN.  And then -- so the [|ast
guestion | had was typically the fornulas that we have
are (indiscernible) pricing formulas, as we know, and
for the nost part we try and capture California-
specific type factors, whether it be a (indiscernible)

series or a nake allowance or a yield, et cetera.
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W’ re trying to equate those factors in the fornula to
California conditions. Do you consider there would be
any concerns with the factor based on federal order
conditions and aspects other than California-specific
ones?

MR. MARSH. Not with regard to this product
because, again, we are |ooking at dry sweet whey versus
the products that are actually manufactured here, the
hi gher protein, whey proteins and concentrates and
i solates, et cetera. So the answer to that would be
no.

MR. EASTMAN. So you feel, then, the dry whey
woul d be a | esser value commodity so --

MR. MARSH: Yes.

MR EASTMAN. -- the fact that California
t hen appears to be naking nore and nore of the other
types of whey products, that would sort of neutralize
or nmake up for any inadequacies in that factor then.

MR. MARSH. Correct.

MR EASTMAN. Geat. That's all the
guestions | have.

HEARI NG OFFI CER MAXI E: Thank you, M. Marsh.

MR. MARSH. Thank you.

HEARI NG OFFI CER MAXIE: W have a request

fromthe panel for a short break so we’'ll take ten
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m nutes and then get back to nore testinony. W'IlIl be
off the record until then.

(OFf the record at 11:02 a.m)

(On the record at 11:16 a.m)

HEARI NG OFFI CER MAXIE:  And we’ ve heard from
several people that the m crophones aren’t working as
well as they would like, so if everybody can try and
talk directly into the m crophones it would be
appr eci at ed.

M. Schi ek, would you state your nane and
spel |l your last name for the record.

MR. SCH EK: Yes, ny nane is WIIiam Schi ek,
SCGHI-EK

HEARI NG OFFI CER MAXIE:  And you handed us a
coupl e of docunents. One appears to be a copy of your
witten testinony and appendage to the testinony.
Wul d you lIike those entered into the record?

MR SCHI EK: Yes, | would.

HEARI NG OFFI CER MAXIE: Very good. W'l
enter themin as Exhibits 51 and 52 (sic).

(Thereupon, Exhibits 52 and 53
were received and entered into evidence.)
Wher eupon,
W LLI AM SCHI EK

was sworn and duly testified as foll ows:
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MR. SCH EK: M. Hearing Oficer and nenbers
of the hearing panel, nmy nane is WIlliam Schiek and |
amthe Econom st for the Dairy Institute of California
and | amtestifying on the institute’'s behalf. Dairy
Institute is a trade association representing 30 dairy
conpani es whi ch process approximately 75 percent of the
state’s fluid m |k and nmanufacture about 80 percent of
the state’s cheese and 75 percent of its cultured dairy
products and ice cream Menber conpani es al so
represent a small percentage of the butter manufactured
in the state. Dairy Institute’s nenbers operate in
both marketing areas in the state, and the position
presented at this hearing was adopted by our board of
directors.

Dairy Institute is grateful for the
opportunity to testify at this hearing, where proposals
to change the C ass 4A and 4B pricing fornulas are
bei ng considered. |In authorizing the state’s dairy
regul atory prograns, the |egislature has declared that
“I't is the policy of this state to pronote, foster, and
encourage the intelligent production and orderly
mar keti ng of commodities necessary to its citizen,
including market mlk, and to elimnate econom c wast e,
destructive trade practices, and inproper accounting

for mrket mlk.” Oderly marketing is the stated
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pur pose for nost dairy regulation and the | evel of
regul ated price plays a key role in maintaining an
orderly market.
In establishing a regul ated price so that
m | k production and narketing are orderly, it is
i nportant that the Departnent bal ance the needs of
producers, dairy product processors and nmanufacturers,
and consunmers, not favoring one group’ s needs over the
others. Producers are not ultimately hel ped when the
Department sets prices so high that consumer demand is
negatively inpacted and i nvestnent in new plant
capacity, technol ogy, and market devel opnent is
stifled. The role of regulated prices should be to
undergird the market, providing sone stability yet
| eaving room for market forces to work. In particular,
t here should be roomunder the state’s pricing
regul ati ons for market-based premuns to allocate mlk
according to the market’s needs. |If nost market
transactions are occurring at or very near the
regul ated price, then resources are probably being
m sall ocated and mlk is not noving to its highest use.
In marked difference to the federal order
system California regulated prices for manufactured
products nust clear the market. MIk in federal orders

noves frequently at under-order prices when mlk is
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|l ong and needs to be cleared. 1In contrast, California
limtations on depooling and handl er-to-handl er
transactions make it nearly inpossible to step out of
the regul ated pricing systemin order to nake sure that
all the state’s m |k gets market ed.

In 2007 and 2008, m |k noved outside the
state to find a hone at bel ow m ni num prices, when sone
plants inside California would have been willing to
take mlk at simlar prices but were prevented from
doing so by the state’s pricing regulations. The
result was that m |k trucking conpani es and out - of -
state conpetitors benefitted to the detrinent of
California producers and in-state processors. The
i nportance of the state’s regul ated prices being
mar ket - cl earing prices cannot be over st at ed.

Stability in the regulated pricing systemis
al so of paranount inportance. Providing stability for
producers is often one of the goals of a regul ated
pricing system However, to processors and
manuf acturers that operate under governnent regulation,
stability in pricing is essential as well. To
processors, stability neans that the pricing rules do
not keep changing so that existing investnents are put
at risk and new i nvestnents are di scouraged.

Regul at ory uncertainty di scourages investnent because
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it creates too much risk for those who are paying
mllions of dollars to create or mamintain a business in
Cal i forni a.

Wth regard to the whey factor, our recent
history is instructive. Prior to 2003 there was no
whey factor in the 4B formula. From 2003 to 2007 we
had a whey end-product pricing conponent in the
regul ated price. Since 2007 we have had a fixed 25
cent whey factor in the fornmula. Now, producers have
proposed t he reestablishment of aggressive whey
contribution to the 4B price. This type of regulatory
uncertainty will likely scare aware any potential new
i nvestnment in cheese manufacturing. There is
tremendous investnent potential for cheese
manufacturing in California due to growi ng foreign
demand. Qur regulated pricing system shoul d encourage,
rat her than di scourage, investnent that will increase
the demand for California mlKk.

Regul ated prices in California should reflect
a California value for m |k as opposed to val ues for
mlk in other states or regions. The true economc
value for mlk in California is determ ned by
California costs, yields, and prices, as well as the
bal ance of m Ik supply and demand in the state.

Regul at ed prices should be determ ned by these sane
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factors and not factors that are attributable to other
mar ket. The statutory requirenent that California mlKk
prices be in sound economc relationship with the

nati onal val ue of manufactured product prices will be
met if the fornula adequately reflects California-
specific technical and market-rel ated factors.

Regul at ed prices nmust send appropriate
signals to producers and processors. Prices are the
means by which producers and processors get econom c
signals fromthe marketplace. Hi gher prices tel
producers to produce nore, |lower prices tell themto
produce less. Regulated pricing fornmulas that shrink
plant margins tell dairy product manufacturers to
produce fewer dairy products in California.

The current conditions in the nmarketplace are
reflective of a regulated pricing structure that is
about right. MIk production is increasing nodestly,
there seens to be adequate capacity to process mlk at
present. Additional plant investnent are being
consi dered and that capacity will be needed as m |k
production grows.

The greatest risk in any mnimummlKk price
regul ation decision is setting prices too high, which
m ght | ead to enhanced producer incone in the short run

but will lead to | oss of product sal es and
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manuf acturing capacity in the |onger run.

Conversely, if regulated prices are set too
low relative to the prices of finished dairy products,
mar ket - based prem uns will develop to ensure that mlk
supplies are adequate to neet the market’s needs.
However, when regul ated prices are set too high, or
nore specifically when there is not enough of a wedge
bet ween t he manufactured product prices and the mlKk
price, manufacturing plants have no ability to create
the margin they need to operate successfully. [If they
i ncrease finished product prices to custoners, these in
turn are reflected in higher coomodity prices that are
then transl ated through the markets and the product
price fornula into even higher raw m |k prices.

The circuitousness of the mlk pricing -- of
the mlk pricing fornmula nmeans that there is no escape
for plants fromthese regulatory pricing m stakes.
Regul ated prices that are too high also artificially
stinmulate mlk production, at least initially, while at
the sane tinme the fornula s inadequate plant nargins
reduce the incentive for plants to procure mlk. The
result is more mlk | ooking for a hone in plants that
have reduced incentive to buy it. The mlk then
becones di stressed and nust seek a hone in venues

outside the state, often at a severe discount to
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prevailing regulated price level. This was the state
of California s dairy industry in 2007 and 2008, and it
coul d happen again if regulated pricing formul as do not
result in adequate margins for California plants.

M|l k output fell in 2009 as high contracted
feed costs and low m |k prices created negative margins
for nost producers. As prices began rebounding in 2010
and have continued to much higher levels in 2011, mlk
production has recovered. California mlk output is up
2.5 percent over 2010 for the year to date, and mlk
production reached an all-tinme high on a daily basis
during the nmonth of May. Expanding gl obal demand for
dairy products has led to higher dairy comodity prices
and higher mlk prices. Wre it not for higher feed
costs, California’s m |k output growmh would have been
even stronger. Total available plant capacity has
grown as well. M estimate of available daily mlKk
processing capacity and m |k production from 2006
through May 2011 is illustrated in Figure 1 on the
appendi x attachnment. According to this analysis, if
m | k production continues to grow at a two percent rate
year-over-year, the state’s production will exceed
avai |l abl e capacity next spring.

The changes that have occurred in plant

capacity are instructive. The state’s producer

105

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© o ~N o g B W DN =

N NN N NN R R R R R R R R R
gl B W N 2O O O N o gD W DN = O

106

cooperatives have been divesting of their |arge cheese
plants. DFA closed its Corona facility in 2007 after
selling its Petaluma facility a few years earlier.
Land O Lakes sold its |arge nozzarella plant in early
2007 and in 2010 ceased production of cheddar cheese at
its Tulare facility. Al so, during the past years --
few years, DFA, Land O Lakes, and CDI have expanded
their capacity to make dry m |k powders. This pattern
of behavi or woul d seemto suggest that co-ops have
found the profitability of butter powder operations to
be greater than cheese maki ng, and suggests that
regul ated prices for butter powder plants could be
i ncreased and those for cheese plants should be
decreased. Yet collectively these sane organi zations
are arguing for exactly the opposite at today’s
heari ng.

Though it might be tenpting, with current
Cl ass 4A prices being higher than Cass 4B prices, for
producers to believe it is worth the risk of losing a
few smal | cheese plants in order to get nore noney out
of the pool, we state again that the plant capacity
these smal |l er cheese plants represent will |ikely be
needed in the future, and to adopt a pricing structure
t hat di scourages cheese plant investnment would

ultimately reduce producer revenues. |If the current
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formul as had been in place since 2000, the C ass 4B
pri ce woul d have averaged hi gher than the C ass 4A
price. Cass 4A prices may be higher now, but over the
long run Class 4B, even under the current fornulas, has
returned nore to producers.

Cal endar year 2009 was unusual due to an
unprecedented financial collapse that had negative
i npacts on many industries. The conbi nation of high
forward-priced feed costs and | ow spot m |k prices
created devastating margins for producers. Producers
began seeing prices and margi ns recover in 2010, and
now in 2011 both m |k production and m |k cow nunbers
in the state are increasing again, a sign of a return
to profitability for a significant portion of the
i ndustry.

The best regulated price policy to help
dairy farmers continue to recover is one that expands
the demand for California mlk by encouragi ng
i nvestnment in new products, new plants, and new
technol ogy that will help us grow our markets both
donestically and internationally. Hi gh market-based
mlk prices that are realized through grow ng demand
for dairy products are a far nore effective and
sust ai nabl e path than raising the regulated price by

squeezing margins for plants. Today’' s high commodity

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© o ~N o g B W DN =

N NN N NN R R R R R R R R R R
g B W N 2 O O O N o gD W DN = O

108

and mlk prices are the direct result of a growing --
of growing the market for California dairy products in
t he gl obal marketplace. That is where our focus should
be. The proposals to increase the regulated price wll
hi nder us in that effort.

Make al |l owances and f.o.b. adjusters are
tools to translate conmmodity prices to mlk prices that
represent the value of mlk in California for the
different types of dairy product manufacturers. The
role of the f.o.b. adjuster is to accurately translate
the CME price so that it represents the value, or
price, of butter or cheese in California. As a policy
tool the f.o.b. adjuster should accurately depict or
estimate the difference between the California and the
CMVE prices during the period when the adjuster will be
enpl oyed, rather than during a previous tinme period.
Usi ng past observations of the difference between
California and CVE prices is only valid if that data
can be expected to accurately depict the sane price
differences in the future.

Wth respect to cheese, the 24 nonth average
cheese price series difference -- that is, the
California nonthly price mnus the CVE nonthly price --
di verges consi derably fromthe correspondi ng aver age

that was presented at the |last hearing. There does not
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seemto be a fundanental economic reason for this
shift. Rather, the narrowing of the average difference
in prices seens due to the peculiarities of the tine
period under study, one with lots of volatility and
with a large, rapid drop in prices at the end of 2008.
Al so, the fact that California weighted average prices
|l ag those at the CVE, nmuch in the way NASS data | ags
the CME, seens to be a big part of the explanation as
well. In fact, there are two nonths in the tine
peri od, Decenber 08 and January '09, where California
monthly prices are nmuch higher than CME nonthly prices
due to this lag. And that’s illustrated in Figure 2.
The | ag between CVE and the California
wei ght ed average cheese prices suggests that the
nmet hods CDFA has used in the past to establish the
f.o.b. adjuster do not get at the true underlying price
basis. Also, the use of nonthly data for cheese is
really a form of aggregation bias that obscures the
underlying relationship between the prices. The
recorded prices are nonthly, while price changes to
custoners in the marketplace are nore often based on
weekly or even daily CVE price changes. The aging
requi renents for cheese al so enhance the | ag between
California and CVE prices, as product is priced before

delivery takes place but the sale is only recorded upon
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delivery. These facts al one nmake the use of nonthly
data i nappropriate for the purpose for which it is
bei ng used. Wen conbined with the price volatility
that we have seen, the asymretric nature of price

i ncreases conpared to declines, and the lag in the
data, the average of the 24 nonthly price differences
is a highly unreliable indicator of the underlying

rel ati onship between the two cheese price series and is

a poor predictor of future prices. And that in Figure

3 just shows how that nonthly difference varies. It is
incredibly -- becone incredibly volatile in recent
years.

Let’'s see -- in addition, the new 24 nonth

mean of the price difference is different fromthe
current fornula factor by a value of $.0234 cents per
pound (sic), but the standard deviation of the 24 nonth
sanple of the differences is 6.49 cents per pound.

Wth such a | arge standard devi ation of the price

di fferences, the Departnent cannot say wi th reasonabl e
statistical confidence that the underlying price
relationship is any different fromthe adjuster used in
the current formula. Also, it is difficult to come up
wi th any fundanmental econom c or market-based reason
why the CVE-California cheese price difference should

have changed. |f anything, higher transportation costs
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should result in a California price being at a greater
di scount to the CVE than in the past.

Because of the volatility in the California-
CMVE price differences, the lack of statistical
confidence in the new average as an estinmator of the
true underlying difference between the prices, and the
| ack of a fundamental econom c reason why the price
wedge shoul d have narrowed, Dairy Institute believes
there is no sound reason for changing the f.o.b.
adjuster fromits current val ue.

The butter price conparison does not show the
sane | evel of volatility as the cheese price
conparison, so the use of the 24 nonth average
difference is probably nore defensible in setting the
f.o.b. adjuster for butter. And Figure 4 shows the
monthly differences for butter and you'll note that
it’s -- except for a fewoutliers it’s much nore
consi stent nonth to nonth than the cheese one is.

The 2009 wei ghted average manufacturing cost
for cheddar cheese was | ower than the current
manuf acturing all owance by a nere .22 cents per pound.
Looki ng over the past few years, cheese manufacturing
costs were actually higher than the nake all owance
during each year from 2004 to 2008, and that’s shown in

Figure 5. That was by an average of 1.59 cents per
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pound and 1.29 cents per pound over the entire 2004 to
2009 period. Therefore, the argunment that the cheese
make al | owance shoul d be reduced is a weak one when the
make al | owance and manufacturing cost history is

exam ned, especially given that the current difference
between the two is so snmall.

When coupled with the nature of the | atest
cost study, where some cost factors are unique to the
unusual circunmstances in 2009, there is even |ess
reason to adjust the make al |l owance downward. W
expect costs to begin rising again in 2010 and new cost
data will be avail abl e probably around Cctober of this
year. Also, we note that costs did not nove in the
sanme direction for the two cheese plant cost groupings,
according to CDFA' s costs exhibit, indicating that the
nunbers m ght be due to unique factors at one or two
pl ants and not representative of the experience of the
br oader industry.

Based on all the foregoing, the manufacturing
al  ownance for cheese should not be reduced at this
time.

At previous hearings we have testified at
| engt h about the problens associated with incorporating
an end- product whey factor into the regulated pricing

formula. Sone of those argunents are repeated here.
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The proposed formulas from Wstern United and Land

O Lakes assune that cheese plants recover revenue from
t he whey side of their operations equal to the m dpoint
of the Western Dry Whey Mostly spot price range as
reported in USDA's Dairy Market News with a cost
structure and yield equivalent to the federal order
Class Ill, other solids, formula. Wile they nake

nodi fications, the direct tie to federal order pricing
is plain to see. Adopting either of these formnulas
woul d put whey into an entirely different pricing
structure than the rest of the products used in
California’s mlk pricing fornulas, which have al ways
been based on California manufacturing costs, prices,
and yields. Such changes woul d be inconsistent with
the other forrmulas the state uses to price mlKk.

The majority of cheese plants in the state do
not earn revenues fromtheir whey operations that are
equal, or even directly proportional, to the reported
prices for various whey products. Those products that
do -- those plants that do nake marketabl e products
fromtheir whey stream produce a variety of products.
Sonme California plants produce whey protein
concentrates and isolates fromthe whey streamof their
cheese operations. Wiile these products often sell for

nore than dry whey, their yields are |ower and their

113

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© o ~N o g B W DN =

N NN N NN R R R R R R R R R
g B W N 2O O O N o gD W DN = O

costs are higher. Oher plants nake | ower-val ued whey
products that do not fetch the prices in the market
that even dry whey conmmands.

Still other cheese plants, 46 out of 58 in
the state, do not recover any revenue fromwhey in
their operations. These are typically smaller plants,
some of which nake specialty cheeses. The added m |k
costs these plants would have to absorb due to either
the Land O Lakes or Western United proposal woul d
threaten their continued viability. Gven recent --
the recent level of dry whey prices, the cost of mlKk
to cheese nakers woul d i ncrease by nore than nany
cheese makers could recoup fromthe nmarket, putting
pl ant capacity at risk that will be needed in the
future.

Whey is unlike any other dairy product -- any
ot her dairy products that are manufactured in the state
in that there is no single product, or conbination of
products, that can reasonably approxi mate the revenue
stream that each individual cheese maker receives from
its operations. The scale of investnent needed to
achi eve the econom es necessary to market whey products
conpetitively is enornous and well beyond the financi al
nmeans of nost of the state’s cheese nakers.

Because of these conplex factors, CDFA
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i npl enented the 25 cent whey contribution after the
2007 hearing. That fornula change represented a
conprom se that in hindsight has served the industry
pretty well, providing nore noney than the old formula
when whey prices were low, while being | ess of a burden
to cheese plants when prices were high. W believe
that it is essential that the state’s regulated pricing
formul as be constructed to allow for the differences in
cheese maker operations. The whey prices assuned in
the pricing formula’ s construction nust be
realistically achievable by the diverse cheese plants
operating in the state.

California is not Wsconsin. Mny of the
cheese plants in the upper Mdwest that conprise the
bul kK of the dry whey manufacturing cost survey that was
used in establishing the federal order make al |l owances
have a | arger scal e of whey operations than is
achi evable by the smaller plants in California. The
density of cheese manufacturing plants in the M dwest
makes it possible to aggregate whey fromsnaller plants
to achieve a nore efficient scale of operation. The
di stances between plants in California make such
aggregation financially infeasible. The dry whey
manuf acturing cost enployed in the federal order C ass

1l price is sinply not relevant in California. Al so,
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federal order plants can depool to avoid paying the
mnimumprice if it beconmes untenable. Supplying
cooperatives can engage i n handl er-to-handl er
transactions to clear mlk supplies at bel ow order
pri ces when markets are oversupplied. As a practica

matter, such opportunities do not exist in California.

Okay. Qur proposal -- basically the only
thing we’ve changed is the -- changing the fix factor
to a schedule that’'s listed in the -- in the docunent

here. W start with a floor of 35, we have a ceiling
of 75 cents -- floor of 25 cents per hundredwei ght and
a ceiling of 75 cents per hundredwei ght with steps up
to that for different |evels of whey prices.

The whey price series used in the proposed
formul a woul d be the wei ghted average of the weekly
United States dry whey prices first published between
the 26th of the prior nonth and the 25th of the current
nmonth as revised and reported as of the 25th of the
current nonth in the USDA's Dairy Product Prices
report. Wiile we would normally want to use a
Californi a-based price series to determ ne the whey
contri bution schedul e, one does not exist.

Dairy Institute believes that using the Dairy
Mar ket News Western Dry Whey prices series is

i nappropriate because it is unaudited and not wei ghted.
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O her Western cheese nakers that produce dry whey woul d
have a financial incentive to m sreport prices. By
inflating the prices they report to Dairy Market News,
they could increase the mlk cost of conpetitors in
California while leaving their own m |k costs
unaffected. | amnot suggesting that other Wstern
cheese plants have done this or would do this, only
that they woul d have an econom c incentive to do so.
Such noral hazards shoul d be avoi ded. The NASS survey
price is audited and is a broader representation of dry
whey prices in the industry and is, therefore, nore
appropriate for use in this case.

The changes are proposed to nake the C ass 4B
pricing formula better reflect the current market
situation and to bal ance the needs of producers and the
di verse types of cheese plants that operation in the
State of California. By including a cap at 75 cents,
we allow for additional revenue to pass through to
producers through the regul ated price when whey prices
rise, while attenpting to limt the danage that changes
woul d do to cheese plants w thout whey processing
capability. Wth a 75 cent cap, our policy committee
felt it was inportant to retain the current 25 cent
contribution as a floor. The schedul ed contributions

between the floor and the cap were derived using the
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pre- Decenber 2007 whey factor formula nultiplied by .5.
The schedule is admttedly ad hoc, as is the current 25
cent fixed factor, but as we do not believe in one end-
product formula that woul d adequately neet the needs of
the industry for all of the reasons we’ ve stated
previously, an ad hoc solution is probably appropriate.
Any whey formul a or schedul e nore aggressive than the
one we have proposed woul d put cheese plants and their
associ ated plant capacity at ri sk.

As we have already noted, cheese capacity
will continue to be needed in this state, as mlk
production growth strains existing avail able pl ant
capacity. Preserving cheese plants is al so inportant
for producers because cheese has historically returned
nore to the pool than butter and powder.

Land O Lakes’ proposal puts too high a burden
on small cheese plants and di scourages investnents,
despite the fact that its schedule cap would |imt the
inpact to a dollar per hundredwei ght. W appreciate
the notion of a cap, but as proposed it is too high and
reached too quickly as dry whey prices rise. It is
essentially the federal order formula with respect to
whey and is, therefore, based on federal order costs,
yields, and market realities, and is not representative

of California. Land O Lakes’ proposal should be
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rej ect ed.

Western United s proposal, like that of Land
O Lakes, is based on federal order assunptions. |Its
| ack of a cap would be devastating to smaller cheese
makers that do not have whey processing capabilities.
Basically, the Western United proposal has all the sane
problens that led to the renoval of the explicit end-
product whey fornmula in 2007. Not hi ng has changed
since then that would make the old formula or this
proposal nore workable for the cheese manufacturing
side of the industry. Wstern United Dairynen’ s
proposal shoul d be rejected.

As we’'ve already stated, California Dairies’
proposal for the f.o.b. adjuster we deemto be
appropriate. Wth regard to the make all owances, we
have sone concerns that maybe sonme of the startup costs
and probl ens associated in 2008-2009 m ght have
i npacted those costs. And we are not questioning the
cost survey, just questioning whether when setting nake
al | omances those costs should be considered, and | cite
a |l egal case, Gol den Cheese versus CDFA where the court
basically determ ned that the state was not being
arbitrary or capricious when they decided to exclude
certain plants’ costs froma group of reasonably

efficient plants.
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So basically we’' re encouragi ng the Depart nment
to take a careful | ook at 2008-2009 butter and nonf at
m | k powder nunbers to determne if any unreasonable
expenses or extraordinary circunstances led to sone of
t he increased manufacturing costs.

We're going to support the Departnment’s
proposed anmendnents that conformto the | egislation on
a producer’s security trust fund. That’'s also there.

The current trends for supply and demand of
mlk in the state and cheese pricing and manufacturing
costs suggest that major deviations fromthe current 4B
formula are not warranted. Qur proposal represents a
nodest attenpt to bal ance the needs of producers and
vari ous cheese nakers in the state. No changes to the
make al | owance for cheese or the f.o.b. adjuster are
warranted. And we caution the Departnent that a shift
in policy that results in substantially higher 4B
prices woul d devastate future plant investnents.

Finally, we feel conpelled to note that the
continued viability of our end-product pricing based
regul atory systemis in jeopardy due to changes in the
mar ket and industry consolidation. It is tine for us
to begin the discussion about transitioning to a
different pricing nodel that allows the nmarket to

determne the price for mlk. Such changes are being
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considered at the federal level for naking the U S.

i ndustry better able to conpete in the gl obal

mar ket pl ace. The proposal s by Land O Lakes and Western
United take us in the opposite direction.

Thank you for the opportunity to testify and
| amw lling to answer any questions you have at this
time. And | also request a period for filing a post-
hearing brief.

HEARI NG OFFI CER MAXI E:  Thank you. Your
request to file a post-hearing brief is granted. Al so,
just to clarify the record, your docunments wll be
entered at Exhibits 52 and 583.

Are there any questions fromthe panel ?

MS. GATES: Yes, there are. Doctor, could
you explain a little bit nore, if you could, about the
addi tion fact --

REPORTER: Could you put your mc a little
closer? You're still not coming in very well.

M5. GATES: Really? 1Is that better?

Addi tional plant investnments are being
consi dered and that capacity we’'ll need -- will be
needed as production grows. Could you explain alittle
bit nore?

MR. SCHI EK: Yeah. Basically | was trying to

say there we’ve got a growing m |k supply and | think
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in Figure 1 in nmy appendi x was showi ng if plant
capacity is not -- if we don't have any additions to

pl ant capacity we’'re going to run out with even what we
woul d call a nodest grow h by historic standards.

But the good news is that under the current
formul as there are people hearing in the industry, talk
in the industry, there are people who are actually
| ooki ng at doing sonme things in California to increase
cheese processing capacity, making expansions to
exi sting operations or building new ones. And ny
concern is that if we change the regul ated pricing
pi cture that those options will go away.

M5. GATES: Ckay. Did | interpret correctly
fromyour testinony that we have, |ike, about a two to
three percent | eeway on plant capacity, that we're
getting there, that there’s just a little bit of a
cushi on there?

MR. SCH EK: Yeah. Basically, and | could in
a post-hearing brief if you want, | could detail how
came up with this estimate.

M5. GATES: That woul d be great.

MR. SCHI EK: Ckay. But basically what | did
was | took us back to the 2006 hearing, and that was
when we first started hearing reports in Dairy Market

News of m |k noving out-of-state, not havi ng enough
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home in California. | was kind of |ooking at that
time, where was m |k production and when was it Dairy
Mar ket News was reporting we were having problens. It
seened to be in March and April when that showed up in
2006. And about that time, you know, we crossed over
110-m I lion pounds a day. So | basically started --
that was ny starting point. Ckay?

In 2006, 110 mllion pounds a day was our
effective avail able capacity. Then |I just sort of
tried to trace through as plants have cl osed and ot hers
have opened how t hose changes have affected daily
capacity, and going forward, |ooking at things |ike the
cl osure of Corona plant, the increase in the --
addition of the two cheese plant or the two butter
powder plants in Visalia, and others of a smaller
scal e, Reno’ s expansi on and sone other things. That’s
how | arrived at that red line that shows the avail able
pl ant capacity. But | can detail exactly what those
are.

M5. GATES: That would be great if you coul d.

The ot her question | had was you spoke to
preferring the NASS survey over Dairy Market News --

MR SCHI EK:  Yeah.

MS5. GATES: -- basically because of the audit

pur poses and you felt that noving forward there could
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be the opportunity was there for mani pul ati on even
though it tracked well in the past.

MR SCHI EK: Yeah. No, there’s no doubt --

M5. GATES: | nean, trying to get to a
California price --

MR. SCHI EK: Yeah, there’s no doubt that, you
know, Western prices would -- you would think be nore
reflective of California. But given that we only have
two dry whey plants nowin California, |I’massum ng
that that Western survey is heavily influenced by other
pl ants that produce dry whey outside of California in
the Western region. And nmy concern is, you know,
pl ants operating in the federal areas operate off of
NASS, so the opportunity exists, you know, the survey
that’s not audited, it’s a phone conversation, to, you
know, report on the high side or whatever, influence
the cost of mlk in California but not influence the
cost of mlk for the reporting plants would have. And
| just think it’s not a good idea, froma public policy
perspective, to put sonething like that in your
regul ated pricing system | just think there’s a risk
init.

M5. GATES: And that outweighed the |ag.

MR. SCH EK: | think that outweighs the |ag,

especially since, you know, what we’'re having is a
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sliding scale schedul e anyway, not a direct end-product
f or mul a.

M5. GATES: All right, thank you.

M5. REED:. M. Schiek, | just have one
guestion for you. Just based on your proposal, the
fact that you're now putting in a sliding scale for
whey factors. |In the past -- and you're putting in a
fl oor of 25 cents a hundredwei ght, but in prior years
you’' ve given no value to whey. Could you just explain
to us what you feel has happened since 2007 to now
warrant there to be sone value priced on whey?

MR. SCH EK: Yeah. Well, | should say that
the position we arrived at, Dairy Institute, was a
difficult position to come to. And you Il probably
hear from sonme of our nmenbers today who will testify to
sonething different, you know, not necessarily
supporting our proposal. W felt that basically the
i ndustry has evol ved (indiscernible), I would say the
majority of the people in our policy commttee and our
board felt that the industry has evolved to a point
where maybe sonme sort of recalibration of how the whey
was necessary, particularly as the nmarkets have
devel oped the way they have. But there’ s no doubt that
for a lot of cheese plants in California even what

we’ ve proposed is -- would be a tough pill to swall ow.
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But, again, we’'re looking at trying to
bal ance the needs of producers, processors on this
i ssue and we’re recogni zing, | think, that producers
are facing a challenging tine even with high milk
costs, you know, feed costs are challenging. So it’s
an attenpt, basically, to find a m ddle ground.

MS. REED: Thank you.

MR. EASTMAN. So on the flip side of
Venetta s question, then on the maxi mrum you have a
ceiling like Land O Lakes had proposed in their
proposal. Was there any particular anal ysis or data,

t hought process, that got you to that val ue?

MR SCH EK: It was a -- it was a discussion
in our policy conmttee and we | ooked at -- we | ooked
at a dollar, I would say, we | ooked at 75 cents, we
| ooked at 50 cents as well. And there were a | ot of

menbers, particularly those that have either recently
laid out a ot of noney to invest in processing
capacity or those that didn’'t have it that wanted to go
for 50 cents. But there are others who, you know, felt
that 75 percent (sic) would be nore in keeping with our
goal of bal ancing sonme of the needs of the industry.

MR. EASTMAN. Ckay. And then you nentioned
in your testinmony that federal orders are sone --

there’s the option to depool and there’s sone handl er-
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t o- handl er transactions that can help with, | guess --

MR. SCH EK: Cearly.

MR EASTMAN. -- for the |lack of a better
word, a safety valve, a (indiscernible) mlk. Previous
testinmony in the norning had di scounted that idea that
depooling or the fact that a cooperative or handlers
obligated to the pool that mght limt that actually
from happening. Could you explain a little bit
(i ndi scerni ble) how that safety valve or -- your
testinmony, your assertion is how that works in federal
orders?

MR. SCHI EK: Yeah. | nean, | guess the best
way to say it is | heard it differently. M
understanding of the situation in the Mdwest is
di fferent than, you know, a previous w tness indicated.
|” m obviously not in the Mdwest, |I'’mout here, so | go
by what | read in Dairy Market News, for exanple.

Every week there’s a fluid mlk and creamreport and
there’s a section for the Mdwest or central part of
the country. And frequently in there you'll see
reports of mlk -- for whatever reason, holidays, just
a period when mlk is | ong because of the season of the
year, seasonality -- where they' Il report m |k noving
under cl ass, discounted to find a processing hone. And

that’s kind of what |'ve observed.
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Now, sonme of ny nmenbers who will be
testifying here |l ater today have experience in the
M dwest and | woul d encourage you to ask themt hat
guestion because they probably are nore famliar.

MR. EASTMAN. All right, thank you. In your
testinmony you tal k about a current fixed whey factor
and the use of a sliding scale. And obviously neither
one of those is based on what we call true end-product
pricing fornmula construct with a price series of nmake
al l owance and yield, so to speak. Do you feel that one
of those nethods is better than the other? Sonewhat
the questions |I've asked of other w tnesses --

MR SCHI EK:  Yeah.

MR. EASTMAN. -- but do you feel that the
fixed or sliding scale is better for any reason, even
if they were to yield the sanme val ue over tine?

MR. SCH EK: If they yielded the sane val ue
over time, you know, you can make noney in the long run
but go broke in the short run, so | suppose that’s one
i ssue. But, you know, you could set a level that’s
pretty high then if whey prices were to collapse and
peopl e had not hi ng but costs of disposing of whey,
which is the constant state for sonme plants, you know,
that could be -- that could be a tough position.

So, for exanple, 25 cents, you know, that’s
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roughly two and a half cents a pound cost on cheese.
If it were 50 cents, that would be five cents. So
that’s a |l ot of noney on the street in terns of
conpetitiveness in the marketpl ace.

But | think probably my bigger concern is
actually a policy and kind of the |ogistics of policy.
A sliding scale probably has a little nore flexibility
i f market dynam cs change. For exanple, now | think
everybody seens to be of the opinion that whey prices
are going to be high for, you know, naybe forever. |
don’t know. But that seens to be, you know, sone
peopl e’ s opinion based on testinony |'ve heard al ready
today. But, you know, in 2007 | renenber sonme of the
same Wi tnesses fromthe sanme organi zati ons bei ng up
t here saying, you know, it seens |like the whey price is
going to be at 40 cents, settle in to a 40 cent per
pound whey after being 80 in early 2007. And in fairly
short order we were down bel ow 20.

So the reality is we don't really know where
prices are going to go. And a fixed factor would be
somewhat less flexible in dealing with those
situations. Now, on the other hand if the situation’s
changed and | would petition for a hearing and it got
called as tinely as this one was, maybe | woul dn’t have

as nmuch a good (indiscernible). But, you know, |'ve
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al so experienced having to petition three tinmes to get
a hearing and, you know, so I’'mnot sure that |1’m as
confident that we could get a situation |ike that
addressed that quickly. So that’s why a sliding scale
maybe has nmore flexibility.

MR. EASTMAN.  And you think the flexibility's
on behal f of processors, | presune.

MR SCH EK: Well, that's --

MR. EASTMAN. Just because they’' Il be able to
conpete in the marketplace at sim/lar val ues, things
l'i ke that.

MR. SCHI EK: Absolutely right. That’'s what
| mrepresenting.

MR. EASTMAN. And then ny last question is
you nentioned in your testinony about the f.o.b.
adjuster. You' ve highlight how -- with regards to
volatility and the Chicago Mercantil e Exchange that the
f.o.b. adjuster seemto maybe work better over the |ast
few years in predicting the future, say, conpared to
the cheese f.o.b. adjuster where CVE cheese prices tend
-- appear to be nore volatile according to your
testinony. Have you, by chance, approached anybody
else in the industry regarding this issue or how it
will be adjusted or cal culated, or how they could be

calculated in the view fromthe sense of reachi ng out
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where industry stakehol ders tal k about this issue?

MR SCH EK: Primarily within the nmenbership
we’ ve had di scussions. | have to say, | nean, it was
really a surprise when the data canme out. Again | was
not expecting that the 24 nonth average to show what it
did. | nean, that defied nmy econom c intuition about
how the California price should relate to the CVE price
based on transportation costs and vari ous narket
factors. And California, anywhere we are, is typically
at a discount to the CME

And so, you know, we began asking questions
and | think one of the things we identified was just
that there’s this inherent lag. Now, how you deal with
that I don’t know that | have a solution for you, but
that’s sonmething that probably will be worth sone
st udy.

MR. EASTMAN. Thank you. That’'s all ny

guesti ons.
HEARI NG OFFI CER MAXI E:  Any ot her questions?
(No audi bl e response.)
HEARI NG OFFI CER MAXI E: Thank you,

Dr. Schi ek.

| believe we have about 17 w tnesses signed
up for this afternoon, so what we’'d |i ke to do, given

it’s just about noon tinme right now, is to go ahead and
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hear fromone or two of the witnesses and target a
lunch break at 12:30. That way we avoid the |unch hour
rush.

And so with that we go ahead and call Joe
Paris as the first witness. And state your nane and
spel |l your last name for the record.

MR PARIS: M nanme is Joe E. Paris,
P-A-R-1-S.

HEARI NG OFFI CER MAXI E:  Thank you. And you
handed us a docunent just now, which is your witten
testinmony. Wuld you like that docunment entered into
t he hearing record?

MR PARIS: Yes, sir.

HEARI NG OFFI CER MAXIE: Very good. And if |
count right this tinme it will be Exhibit nunber 54.

(Thereupon, Exhibit 54
was received and entered into evidence.)
Wher eupon,
JCE E. PARIS
was sworn and duly testified as foll ows:

MR PARIS: M. Hearing Oficer and panel, ny
name is Joe E. Paris and | ama consultant for Gallo
Cattl e Conpany, LOP, which currently operates four
dairies in Merced County, and Western Marketing and

Sal es, LLC, which operates a cheese plant |ocated at
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10561 West Highway 140 in Atwater, California. | am
here to testify in support of the Dairy Institute of
California s alternative proposal submtted to CDFA on
June 10, 2011. This testinony has been devel oped with
M chael D. Gallo, CEO of Gallo Cattle Conpany, and
Peter Gall o, Managi ng Menber of Western Marketing and
Sal es.

We believe that dairy farnmers should receive
income fromthe whey stream as plants increase their
ability to further process whey. Even though whey
processi ng has increased fromwhere it was in 2007,

Cct ober 2007, when we | ast addressed this whey issue,
there are still many cheese plants in the State of
California that do not have whey processing
capabilities. Dramatically increasing the cost of 4B
m |k, which would be the result in both the Land

O Lakes proposal and the Western United Dairynen’ s
proposal, would not only nake many of these plants
unconpetitive with cheese plants that currently process
whey, but would also elimnate any investnment capital
that woul d enable themto devel op whey processing
facilities in the future.

We support the Dairy Institute of
California s proposal because it does share nore of the

whey streamrevenue with dairy producers than the
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current formula. It also continues to provide for sone
needed i nvestnment capital for further whey processing
facilities and expansion of existing processing. As
new t echnol ogy i s devel oped in the processing of whey,
nore cheese plants can take advantage of those
devel opnents but they need the capital to inprove.
Producers benefit fromthe additional plant capacity
and the increase in the ability to manufacture whey
products by processors.

M|l k price regul ations should be based on
m ni muns, including mnimumprices for the whey stream
Vari ous plants have various types of whey products. It
shoul d be incunbent on dairy producers and/or their
cooperatives to negotiate prices fromthe processors
based on the type of incone they individually have from
their processed whey. The 25 cent whey factor that has
been for several -- used for several years in the 4B
pricing fornmula has worked well for both producers and
processors. Producers not involved in plants producing
4B products should only have a mnimal share in the
whey i nconme through the pool.

There are still several cheese plants in
California that have no ability to further process whey
and nust pay to get rid of it. | know of at |east two

plants that are currently attenpting to add whey
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processi ng equi pnent in their plants. Extraordinary
increases in the 4B price will cause them financi al
harm and could inpair their ability to continue. It is
interesting to note that one of the proponents of |arge
i ncreases for the 4B price through the whey stream

i ncome has divested thensel ves of a | arge anmount of
cheese maki ng capacity over the | ast few years.

W oppose the proposals submitted by both
Land O Lakes and Western United. W are taking no
position on the proposal fromCalifornia Dairies, Inc.
We do support the adm nistrative changes proposed by
t he Departnent of Food and Agriculture in order to
align the stabilization plans with the California Food
and Agricultural Code in regards to the producer
security fund.

This concludes ny statenent and | would |ike
the opportunity to file a post-hearing brief if
necessary.

HEARI NG OFFI CER MAXI E:  Your request is
gr ant ed.

Are there questions fromthe panel ?

M5. GATES: M. Paris, could you explain any
changes, if any, in whey processing actions that are
going on at Gallo, whether it’s processing, the val ue

received fromthe whey, you know? Have there been any
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changes since 2007 or is everything still the sanme?

MR PARIS: W have increased the anount of
whey processing we do there and have actual |y bought
whey from-- or concentrated whey from people that do
not have further ability. W do nmake 90 percent whey
protein isolate there.

And as far as Gall o’ s operation is concerned,
we’ ve been able to invest because -- probably that 25
cent factor has probably been beneficial to us over the
years. WPl has been up and down. There have been
years where we’ ve | ost noney on that process
(i ndi scernible).

M5. GATES: |I'ma little bit unclear in your
testimony. Did you prefer a fixed factor over a
sliding scale, or did you have a preference?

MR. PARIS: W support the -- we support the
sliding scale that’s in the Dairy Institute --

M5. GATES: (kay, thank you.

MR. EASTMAN.  You nentioned that you support
the sliding scale so that it will -- for reasons
think we’ve already heard. Do you feel that as a
cheese processor as you're narketing your cheese that
the sliding scale benefits you nore than fixed factor,
or you just |like the scale for other inherent reasons?

MR. PARI'S: You know, in all honesty we
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| ooked at the different proposals, we decided not to
come up a proposed alternative proposal of our own.
When we | ooked at that, we felt that Dairy Institute’s
proposal was reasonable and so we just opted to support
that. W didn't |ook at any other way of |ooking at
the factors or anything.

MR. EASTMAN. So it’s nostly based just on
the value then of the proposal, the value in the way it
was (i ndiscernible).

MR PARIS: It’s just based on what they had
put in, and conparison to the other proposals.

MR. EASTMAN.  Ckay.

MR PARIS: W didn't do a big anal ysis,

t hough, as to how it would affect us.

MR. EASTMAN:. Understandable. | have anot her
guestion. You nentioned that you ve expanded your whey
processi ng over the last, | guess | assune since 2007.

MR PARI'S: Yeah, since 2007. |It’s kind of
been a work in progress.

MR. EASTMAN. (Ckay, SO --

MR PARIS: Still is.

MR. EASTMAN. Over years, we’'ll say. You
menti oned that you' re obtaining concentrated whey from
all the other cheese plants, various cheese pl ants.

MR. PARIS: That is correct.
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MR. EASTMAN. When you were negotiating that
was -- did you go out |ooking for concentrated whey so
that you could have nore or did they approach you to
try and find a -- well, like to get rid of it?

MR. PARI'S: Both.

MR. EASTMAN. Ckay. About how nmany di st ances
do you -- does that concentrated whey have to travel to
get to your plant as it goes fromtheirs to yours? And
if you can't -- if you can't cite that off the top of
your head --

MR. PARIS: |'mthinking basically from 30-40
mles at nost. There have been sone other instances
when we bought sone spots that cane actually from out-
of -state.

MR. EASTMAN. Ch, really? And were you
buyi ng that spot concentrated whey just to fulfill your
operations at the (indiscernible)?

MR PARIS: It was avail able.

MR. EASTMAN. Ckay. Do you -- could you
envi si on you expandi ng that operation, taking even nore
and nore vol unes of, say, concentrated whey and
processing it further?

MR PARIS: M answer would be yes, but that
probably would be limted. W’'re in the process right

now of expandi ng our cheese operation, which wll
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increase our ability to manufacture cheese there by
somewhere between 20 and 25 percent. That will also
entail needing nore capacity in the protein plant. But
| would think there would be sone -- we’ll continue to
keep our current custoners and could expand us on
others as well.

MR. EASTMAN. Has your plans for plant
expansion, are those -- are you actually inplenenting
that or are those just in the devel opnent or the --

MR. PARIS: They're in the process. W hope
to have the expansion finished by no |ater than
Sept enber 1, hopefully August 1.

MR. EASTMAN. So that’s this year?

MR PARI'S: Yes.

MR. EASTMAN. That’'s all the questions |
have.

M5. REED: | do have one, M. Paris. You
spoke a little earlier about the fact that the 25 cents
has hel ped you guys quite a bit in, you know, your whey
processi ng and everything. Well, and I’ m hoping that
this hasn’t been hit before, but | just want to, for
clarification for nyself, can you tell nme over the past
four years how do you feel that the values that you're
getting fromthe whey plus -- and the costs for

produci ng the whey have changed?
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MR PARIS: | would say our cost of
produci ng, because of the extra volune that we’ ve had
goi ng through that has certainly come down sonewhat,
produci ng that protein (indiscernible). And that’s
probably been nore volune driven than it has been to
anything else. And that was one of the reasons we went
out to find other sources and have other sources cone
to us and they readily took it.

Does that answer your question?

MS. REED:. Yes, that does. And what about
the value that you're getting fromthe whey al so? Your
costs, you say, have gone down but the val ues that
you're getting from --

MR PARI'S: You nean the overall --

M5. REED: Right. How has it changed over
the |l ast four years?

MR PARIS: Well, the overall market to sone
extent follows what dry whey prices do, not conpletely
and there are those additional costs in there. But the
mar ket has come up on the whey protein isolate from
where it was in 2006. It has increased, too.

M5. REED: Thank you.

HEARI NG OFFI CER MAXI E:  Any ot her questions?

(No audi bl e response.)

HEARI NG OFFI CER MAXIE: All right, thank you,
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M. Paris.

|’mgoing to try and squeeze one nore W tness
in before we break for lunch, and that will be Baird
Rum ano. Welcone. |[If you would state your nane and

spel |l your last name for the record.

MR RUM ANGC Blair Rumi ano, R U MI-A-N O
| have no prepared text today. | would just like to
say that recently we --

HEARI NG OFFI CER MAXIE: | think we need to
swear you in for the record.

MR RUM ANO |’msorry.

Wher eupon,

BLAI R RUM ANO

was sworn and duly testified as foll ows:

MR. RUM ANO  Ckay, thank you. Recently
Rum ano Cheese Conpany of Crescent City put in a WPC- 80
drying facility at a cost of $6-mllion. W nake
approximately 10-mllion pounds of cheese a year so you
can see the expenditure was very, very high conpared to
what we -- actually what we’'re going to get, because
you only get eight hundredth of one percent on the
yield on WPC-80. Even though it’s very highly priced,
you get very, very, very little product when you're
done at the end of the day.

So without this 25 cents that we did back in
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2007, it woul d probably have not been feasible for
Rum ano Cheese to actually endeavor and go into this
very expensive whey processing that we do now today.

Now, you have to remenber we still have 98.9
percent liquid left, which feed back to cows and al so
spread on the ground at a cost of probably $250- to
$300-t housand a year. So the cost is not all gone.
There’s still costs in, you know, taking the perneate,
as they call it, and sending it to the dairies. And
since all ny dairies are very small, | have nmaybe a
hundred to two hundred cow dairies, | have about 40 of
them We run about 300-thousand pounds of m |k a day.

We do have sone organi c producers, which
really pushed us into the WPC-80 because there was a
mar ket for organic WPC-80. And that has hel ped of fset
the cost of the manufacturing but it still costs you a
dollar a pound to meke it.

Qur fuel costs in Crescent City are
atrocious. W’re on propane, we have no natural gas or
diesel. Electricity is very expensive, as you al

know. So it’s not inexpensive to manufacture in any

way.

But, of course, you know the rigmarol es of
banki ng today. It took us a year to get the nopney, you
know. It took 10 nonths to have the equi pnent
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manufactured. So it’s not a -- you just don’t the
switch and have a whey protein plant tonorrow. You
have 10 nonths of construction and you have all the
hassl es of going to the bank and borrow ng noney.
Since | amnot a co-op, | can’'t spread the wealth or
spread the debt, if you know what | nean.

| nmean, | pay ny producers on end- product
pricing. Mst of ny producers are Grade B producers
maki ng nore noney than the Grade A producers in
California just because they're all Jersey and | pay
them for what | get out of their mlk. [If | get 12
pounds of cheese out of a hundred pounds of mlKk,
that’s what they get paid for. | also pay prem um
bonuses for manufacturing of clean mlk and | ow somatic
cell counts.

So I'min kind of a different world than nost
of you. | do buy Grade A mlk, though. | do buy it
froma co-op. So if that mlk were to increase by a
dollar, it would be pretty devastating on, you know --
| can’t nake cheese for nine cents a pound. That's

essentially what it’s going to do on the cheese side.

So, and I’mso rurally located. 1’ m 400
mles north of San Francisco, |I'’m400 mles south of
Portl and, Oregon, on the coast. | don’t know even if

you know where Crescent City is. But anyway, it’s a
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small little comunity, 80 percent of the property
there is owned by the stated, federal, or |ocal
governments so we have a very |low tax base there. So
it’s very inportant to the people of Crescent Cty and
t he people of Del Norte County that Rum ano Cheese is
there. | have 50 enployees. |I’mthe second | argest
enpl oyer next to the prison.

So anyway, it would be very devastating to
t he people of Crescent City. The dairynen, | believe,
the way | pay are being fairly paid for their product.

And t hank you very nmuch for letting me speak
t oday.

HEARI NG OFFI CER MAXI E:  Thank you. Do we
have any questions fromthe panel ?

MR. EASTMAN. | have a few questions for you.
You were talking too quickly. Can you tell nme what
your yield was on your WPC-80? You nentioned the
yi el d.

MR RUM ANO The yield, .008. So a thousand
pounds of whey, you get eight pounds of WPC. And
that’s optinmum wusually it’s around seven

MR. EASTMAN. And then do you support one of
t he proposals for today?

MR RUMANO No, | do not.

MR. EASTMAN. So you're not supporting. Do
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you oppose themall or are you just --

MR. RUM ANO Pretty much, yes

MR. EASTMAN. Ckay. And so at this point,
t hough, we do have a fixed 25 cent whey factor in the
formul a, which you nentioned has hel ped you to nmake the
i nvestnment that you did for whey processing. Do you
still support that? Well, | don't know if you
supported it. Do you support it or oppose it right
now?

MR RUM ANO No, | support the 25 cents.
And | understand that there is noney in the whey right
now, but for the last 40 years that |'ve been in the
cheese business there hasn’'t been any. So all of a
sudden there’s noney there so everybody cones and wants
part of the pie. So |I think that the cheese processor
should be allowed a little bit of |eeway. WMybe not --
maybe for a couple of years so that nmaybe they can
devel op a whey protein or a whey product like | did.
But, you know, to slap a dollar a hundredwei ght on a
smal | cheese maker, you know, sonebody |ike me, like
the 10-m I lion pounds guy, | mean, sone of these cheese
pl ants nake 10-mllion pounds in tw days, | nean. So,
| nmean, | can’t conpete with that. | don’t have the
technol ogy or the people to do that.

MR. EASTMAN.  You' re meki ng about 10-million
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pounds a year?

MR, RUM ANO  Correct.

MR. EASTMAN. And then, if necessary, did you
want the chance to file a post-hearing brief?

MR RUM ANO | don’t, thank you

MR. EASTMAN. All right, thank you very mnuch
M. Rum ano.

MR. RUM ANO  Thank you very nmuch for letting
me speak. Thank you.

HEARI NG OFFI CER MAXI E: Ckay, why don’t we go
ahead and take a lunch break at this tinme. By ny watch
it’s 20 after 12, and we’ |l reconvene at 20 after one.
And we’'ll go off the record at this point.

(OFf the record at 12:20 p.m)

(On the record at 1:24 p.m)

HEARI NG OFFI CER MAXIE: W' Il go back on the
record at this time. W’ ve now reconvened for the
afternoon session here on June 30t h.

Bef ore proceeding with testinony, the
opportunity to submt a brief anplifying, explaining,
or withdrawing testinmony is granted for all w tnesses
who request a post-hearing brief period. |In order to
be consi dered by the Departnent they nust be received
by Monday, July 11th, 2011, by 4:00 p.m The brief may

be e-mailed to dairy@dfa.ca.gov. Let ne repeat that:
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dai ry@dfa.ca.gov, or subnmtted to the Departnent’s
Dai ry Marketing Branch office |ocated at 560 J Street,
Suite 150, Sacramento, California 95814. Al so, the
brief may be faxed to area code (916) 341-6697. And if
you need any of that, just contact us at a break and we
can give it to you

W'l call the next -- the next w tness who
i s Rob Vandenheuvel representing M|k Producers
Council. If you'll state your name and spell your | ast
name for the hearing record.

MR. VANDENHEUVEL: All right, get your pen
out. Rob Vandenheuvel, V-A-N-D-E-N-H E-U V-E-L

HEARI NG OFFI CER MAXIE: Al right. And,
M . Vandenheuvel, you' ve handed us a docunment here. It
appears to be your -- a witten copy of your testinony.
Wul d you like that entered into the hearing record as
an exhibit?

MR. VANDENHEUVEL: Yes, please.

HEARI NG OFFI CER MAXIE: Very good. W'l
enter it as Exhibit nunmber 55.

(Ther eupon, Exhibit 55
was received and entered into evidence.)
Wher eupon,
ROB VANDENHEUVEL

was sworn and duly testified as foll ows:
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MR. VANDENHEUVEL: Thank you, M. Hearing

O ficer and nenbers of the panel. Like | said, ny nane
i s Rob Vandenheuvel. 1’ mthe CGeneral Manager of MKk
Producers Council. W’re a nonprofit trade association

with office locations in Ontario and Bakersfield,
California. W represent approximately 75 dairies in
Sout hern and Central California. M testinony today is
based on positions adopted by the MPC Board of
Directors at a neeting on June 14, 2011

For the hearing panel |I'’msubmtting the
whol e testinony for the record and the report for ny
witten. 1’mgoing to not necessarily read it all for
the board, so I'Il try to make it clear I’mgoing to
skip certain sections, so --

| think we all know the background of the
i ndustry so |’mcut down to: Today's hearing brings to
light the issue of how our mninmumm Ik prices for mlKk
sold to Class 4A and 4B mininum-- C ass 4B
manuf acturing plants ought to be determ ned. The first
issue I will be discussion is howto properly value the
whey solids that are being generated and nmarketed by
our state’s cheese manufacturers. Later on in our
testimony | will be getting into the issue of nmake
al l omances and f.o.b. adjusters.

| think we all, based on previous testinony,
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have a cl ear understanding of how the federal orders
generate their value. Let’s skip to page 2 and the
fact that there’s clearly been a difference.

At this point, if | can refer you to page --
Exhibit A of the testinony, which is page 10, just to
illustrate the differences. This is an issue that’s
come up earlier in the testinony today, as to which
amount of the difference between Class 4B and a O ass
1l is attributable to the whey and how nuch is
attributable to other things. 1've (indiscernible)
down there, starting in the second half of 2003 noving
all the way to current, including the six nonth
periods. Oftentinmes you' re |ooking at risk managenent,
you're |l ooking at six nonths out. And so you can see
there that a good chunk of the difference between the
two series is attributable to whey and that difference
in whey has gotten significantly higher in the |ast
coupl e of years.

Movi ng back to page 2 in the testinony. The
growi ng difference between the California C ass 4B and
federal order Class IIl mninumprice is extrenely
troubl esone to California dairy famlies for two main
reasons. One, the difference denonstrates that our
current California Cass 4B mnimumprice fornula is

i nconsi stent with Food and Ag Code Section 62062,
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| eaving the prices received by our California dairy
farmers increasingly behind the mnimumprices paid in
the rest of the country. Secondly, the difference --
nore significantly the broad range of differences --
has made it difficult for California s dairy famlies
to participate in the risk managenent strategies that
are available to dairies throughout the country.

This is an issue that has certainly been discussed
earlier.

Section 62062 -- I'"mnot going to go ahead
and read it but | would note that the | anguage |'ve
underlined and bol ded there, “shall be,” is
significant. The Food and Ag Code includes itens that
the Secretary must “consider,” and |I’'Il be talking
about those -- sonme of those later. But Section 62062
is not a matter of considering data. This provision
includes the words “shall be,” a dictate to the
Secretary. In light of this dictate as well as the
data provided in Exhibit A of this testinony that we
just -- 1 just did a point or two, it’s clear that
there’s a very weak econom c relationship, if any,
bet ween the value of mlk sold to California s cheese
plants and the same quality of mlk sold to cheese
plants in federal order areas, to the grow ng detrinent

of California s dairy farners.
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Let me just go on a little bit on this
difficulty of participating in risk nmanagenment. @G ven
the extrene volatility in both the value of mlk and
the prices of feed commopdities, nmany California dairies
have explored the option of participating in risk
managenent tools. The tools nost often used by dairy
famlies throughout the U S. are the CME dairy futures
market. The futures markets that settle on the FMVO
Class Il and, to a |l esser extent, Class |V m ninmm
prices are the nost utilized risk managenent tools that
are out there.

In order to effectively utilize these tools,
a dairy needs to establish a between the O ass 4A and
4B prices that drive their ultimate mlIk price and the
Class Ill and IV prices in the federal orders that
determ ne the value of those contracts. And | refer to
Exhibit B of the appendix for a closer look. And if
you | ook on page 11, part of the testinony that’s
Exhibit B, and you can see the sane tineline | used
earlier using six nmonth periods. There is the
difference in the 4B and the Class IIl, and the 4A and
the Cass IV. | just note that there is an outlier
there in the 4A, minus the Cass 4, in the first half
of 2007. There was a growi ng disparity between the

Class 4 and the 4A price. This Departnent held a
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hearing on the issue and made sone changes to our
formula in response to that issue. But | just wanted
to note that other than that you can see that the 4A is
much nore regular difference in basis fromthe C ass 4.

Going back to the witten testinmony. As
clearly indicated in Exhibit B, an adjustnent to our
Class 4B mnimumprice is greatly needed in order to
give our state’s dairy farmers a nore reasonabl e,
reliable basis between the Cass 4B and C ass ||
m nimum prices. Until that happens, participation by
California producers inthe Cass IlIl -- in the Cass
1l risk managenent tools is really a specul ative
strategy, not a hedgi ng strategy.

There are three alternative proposals for
addressing this problem You ve heard details on each
of those proposals. Exhibit C of ny testinony is on
page 12. | have charted the inpact that those
di fferent proposals woul d have, |ooking at the | ast
several years. This gives a good picture i mage of how
they would act. And you can see the solid dark line is
the federal marketing order Class Ill price, the dotted
line there that runs close to the federal order price
for the majority of the tine is the Land O Lakes, the
Western United is the lighter col ored dash Iine that

runs very simlar to federal order over tine, and the
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Dairy Institute is the line there on the bottomw th
arrows so you can see how the different prograns
respond.

Going back to the witten testinony. The
alternative outlined by Western United would directly
tie to the dry whey factor in our California Class 4B
formula to the calculation used in federal mlk
mar keting orders. And as noted in their testinony,

t hey woul d use an 80 percent adjuster.

Thi s proposal achieves a result that
addresses both the concerns outlined above. One, it
woul d result in a California dry whey factor that is a
reasonabl e and sound econom c relationship with the
conparabl e used in the federal m |k marketing order
Class IIl formula. Two, it would provide California
dairy famlies with a nore predictabl e basis between
the California Cass 4B and federal m |k marketing
order Cass Il mnimmprices, which nakes the C ass
1l future market a much nore usabl e ri sk managenent
tool for our state's dairies.

Therefore, MPC strongly endorses the Wstern
Uni ted proposal and urges the Secretary to adjust our
California 4B formula accordi ngly.

LOL' s proposal, which we heard this norning

on as a nore of a sliding scale as you guys tal ked
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about, Exhibit C which I just pointed out shows that
LOL's alternative proposal represents a dramatic
i nprovenent over the current fixed 25 cent
hundr edwei ght factor and provides a reliable economc
relati onship between the California and federal mlk
mar ket order dry whey factors for a majority of the
nmont hs. Qbviously when the dry whey factor goes bel ow
25 cents or above a dollar in the federal orders, we
see differences between the LOL proposal and the
federal orders. But otherwise it tracks quite well.

Therefore, MPC urges the Secretary to
consider the Land O Lakes alternative proposal as a
secondary option if she is unwilling to grant the
preferred option of the Western United alternative
pr oposal .

Dairy Institute also submtted an alternative
proposal with a cap of 75 cents and a floor of 25
cents. MPC is very encouraged to see the state’s
cheese manufacturers are recognizing that dairy farners
shoul d be sharing in the value of the whey solids being
processed and sold in California. This is in stark
contrast to the prior two hearings where the Dairy
Institute proposed the elimnation of a dry whey factor
in the Cass 4B fornmula. However, as | pointed out in

Exhibit C it falls woefully short of acconplishing the
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two objectives nentioned before. It does not bring us
into a reasonabl e and sound econonic relationship with
the dry whey factor in the federal order formula, and
it does not -- or does little to enhance the useful ness
of the Class IIl future markets which is used by dairy
famlies throughout the country. Therefore, MPC
opposed the Dairy Institute proposal.

One other issue | would like to bring to the
Secretary and this hearing panel’s attention is a
response to sone of the clains that were made at the
| ast CDFA hearing on this issue in October 2007. These
claims may very well be nmade at today’ s hearing as
wel |l . The Cctober 2007 hearing was requested by eight
cheese manufacturers who clainmed that they were cheese
manuf acturers -- clained that cheese manufacturers do
not realize the full value that is attributed to them
by the current Cass 4B fornula. They went on to say
in order for the class -- California cheese
manuf acturers to continue production, the whey factor
shoul d be renoved fromthe Cass 4B fornula. The |ead
Petitioner on the hearing request was F&A Dairy of
California Incorporat ed.

Wiile | won't attenpt to refute the clains
made in F&A Dairy of California’ s petition about their

ability or inability to capture the maxi num val ue for
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the whey stream | would ask the Secretary and this
heari ng panel to keep the general structure of the
Class 4B forrmula in m nd when considering the clains.
Qur Class 4B formula, inits structure as an end-
product pricing forrmula, purposely utilizes a | ower
val ue commodity grade cheese, 40 pound bl ocks of
cheddar, to establish the end-product value for the
formula. The value of that conmmodity grade of cheddar
is what dictates the mninmumprices all these plants
must pay for their mlk supply. That neans that if
you' re produci ng a product that carries a premumto
t he basic 40 pound bl ocks of cheddar cheese, the
formul a does not require you to pass those additional
dollars as part of the m ninmum price.

A mgjority of the cheese manufacturers that
requested the Cctober 2007 hearing are, in fact,
manuf act uri ng products that receive higher val ue than
t he standard 40 pound bl ocks of cheddar cheese fromthe
mar ket. As an exanple, the follow ng information was
gat hered about F&A Dairy, a former cheese manufact urer
in Newran, California, and the |ead petitioner in that
2007 hearing request.

And here is an excerpt fromthe July 20,
2009, press rel ease published by Saputo Incorporat ed.

According to the press release F&A Dairy was
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acquired in 2009 by Saputo. The press rel ease reported
that for the year ending Decenber 31, 2008, F&A Dairy
of California produced 60-mllion pounds of cheese and
sal es of about $140-million. Saputo’s website noted
that the Dairy Institute -- F&A Dairy of California
produced nozzarella and provol one, both of which have a
hi gher noisture content than cheddar cheese, as well as
whey product. And Exhibit E, which | will point you to
right now, is where that evidence cones from

It’s not clear fromthe information given how
much of F&A's incone was derived fromthe whey
products, but based on the data we have, we can make
sone esti mates.

The two styles of cheese manufactured by F&A
were nozzarella and provol one. Conbi ned, these two
styles of cheese are conprised of an average nvoisture
content is 20-30 percent higher than cheddar cheese.

G ven this increased noisture content, | wll
conservatively estimate that a yield of 12 pounds of
nozzarel | a/ provol one for every hundred pounds of raw
m | k.

In order to make 60-m | lion pounds, as noted
in the press release, at a yield of 12 pounds per
hundr edwei ght, it can be estimated that F&A had to

pur chase approximately 5-m | 1lion hundredwei ght of mlKk,
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or 500-m I 1lion pounds.

Conservatively estimating a yield of five
pounds of dry whey per hundred pounds of raw m |k, 5-
m | ling hundredwei ght of raw m |k could yield 25-
mllion pounds of dry whey.

Average price for dry when in 2008 on the
west coast was 25-1/2 cents per pound. Therefore, 25-
mllion pounds of dry whey could yield nore than $6-
mllion of revenue.

|f you renpve that $6-million fromthe $140-
mllion in sales that F&A reportedly had, that would
have | eft about $134-million in revenue fromtheir
cheese sales. $134-million divided by 60-million
pounds of cheese cones out to an average price of $2.23
per pound of cheese. Now, obviously, if they were not
able to capture as nuch as the full value of dry whey,
then that $134-nillion estimte would go up. Cbviously
these aren’t exact nunbers, but kind of a hypothetical
exanpl e.

By conparison, the daily average price at the
CVE for 40 pound bl ocks of cheddar, which is what we
use for our price discovery in our 4B formula, was
$1.86 per pound in 2008. So you can see there’s about
47 cents, in this hypothetical exanple, increase or

prem umthat that cheese is carrying.
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Looki ng at these nunmbers it certainly becones
cl ear why Saputo Incorporated was interested in
pur chasi ng F&A s operati on.

MPC i s not opposing the use of 40 pound
bl ocks of cheddar cheese as a price driver for our
Class 4B formula. But when evaluating the clains of
these smal | er specialty cheese manufacturers, the
Depart ment nust renenber that these operations are
generating additional value for their cheese they are
selling. |If given the opportunity, a good question for
t hese individuals woul d be how simlar specialty cheese
manuf acturers that may or may not process their whey
streamare able to profitably operation federal order
areas subject to a higher Cass Il mnimmprice that
i ncludes a variable dry whey factor.

Second, proposed changes to the nake
al l owances for butter, nonfat dry m |k, and cheese:
There’s been two proposals before us to take a | ook at
changi ng the nmake al |l owances, one by CDI, one by Land
O Lakes. Before going into the details of those
proposals, | would like to point out the Section 62062
and Section 62076. And | nentioned earlier in this
testinmony there’s a difference between the words

“consider,” “Secretary shall consider,” and the

“Secretary shall,” do sonething el se.
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So this is Section 62062 says -- tal ks about
the director “shall take into consideration” a nunber
of things -- factors including the cost of producing
mlk by the dairy farnmer, including costs of managenent
and a reasonable return on investnent.

And Section 62076 uses that identical
| anguage, “shall take into consideration” the
manuf acturing costs of C ass 4A and 4B.

So you can see it’s clear that the Secretary
has been given broad latitude. However, it’s also
clear that the legislature requires the Secretary to
consi der key econom c facts when maki ng t hese
deci si ons.

CDlI is asking the Department to increase the
make al | owances for both butter and nonfat dry mlk in
the 4A fornula. The practical effect of this change
woul d be a 35 cent per hundredwei ght reduction in the
4A and well as Il and Il m ni mum pri ces.

In their hearing petition CDI utilizes a
manuf act uring cost exhibit that was published by CDFA
i n Novenber 2010. And the study period for those
manuf acturing cost exhibits is January through Decenber
of 2009. In the CDFA exhibit it’s estimated that the
cost of producing nonfat dry mlk and bul k butter rose

from 2008 to 2009. In their hearing petition, CDI
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based their entire request on these reported figures
al one.

Wiile dairy farners can certainly synpathize
our state’s butter/powder manufacturers dealing with
creased costs, we nust respectfully rem nd our friends
and col |l eagues at CDI that the Secretary is required by
| aw to consider nuch nore than sinply the nmanufacturing
cost exhibit when establishing these prices.

In fact, when reading the two sections above,
the Secretary is required to consider both the costs of
produci ng and marketing the mlk, and the nmanufacturing
costs. That’s why in addition to the manufacturing
costs exhibit the CDFA -- that CD is referencing, CDFA
publ i shes a cost of production survey each quarter,
estimating the costs of producing raw m |l K.

In order to provide a bal anced | ook at how
dairy farmers and our state’s butter/powder
manuf acturers have fared, it’s hel pful to conpare the
financi al performance of the two sectors of our
i ndustry in an appl es-to-appl es conparison. And |
refer you to page 15 of the testinony, the |ast page,
and that is Exhibit F. And that shows -- the follow ng
tabl e shows how dairy producers and butter/powder
manuf acturers perforned financially in the January

t hrough Decenber 2009 period. On the left side you can
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see the dairy producers, the costs taken fromthe CDFA
cost of production survey. The average cost for 2009
is $16.86 per hundredwei ght statew de. The average
price for feed taken from CDFA's nunbers is $11.48 per
hundr edwei ght. The percentage of the costs covered by
dairy farmers by their m |k check in 2009 was about 68
percent. Dairy farnmers in the state were only able to
cover 68 percent of their costs with the revenue they
were receiving for their mlKk.

On the flip side, the right side of that
chart there, butter and powder manufacturers, their
cost plus return -- and |I've taken the cost data from
t he manufacturing cost exhibit and turned it into a per
hundr edwei ght basis -- was $2.49 per hundredwei ght.
Their nmake all owance, which they claimis ainmed at
covering that cost, is $2.13 per hundredweight. So the
percentage that the manufacturers were able to cost was
85.7 percent of their cost.

There’'s a stark difference between the
producers who could cover a 68 percent of their cost
and the manufacturers who cover 85 percent of their
costs. This is inportant information to recogni ze when
you' re establishing m ninmumprice fornula, that nust
take into consideration both the producer and the

processor costs of making the product.
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Goi ng back the testinony, page 7. As clearly
denonstrated by the table in Exhibit F, when taking a
| ook at the broad -- taking a broad | ook at the
financial picture in 2009, rather than focusing sinply
on one side of the industry and one report from CDFA,
and viewing that data in the context of Sections 62062
and 62076 of the Food and Ag Code, it would be
i nappropriate to grant CDI’s request to reduce the
Cl ass 4A m nimum by 35 cents.

Now, | recognize -- I’'ll kind of sunmarize
t he next paragraph. | recognize that in the past this
heari ng panel and the Secretary have deci ded to grant
make al | owance i ncreases in response to reports about
unrelieved marketing of mlk production that exceeds
capacity, that sort of thing. Wile that may have been
the situation in 2007, the last tine this was revi ewed,
the industry data since then shows a nuch different
picture. In the three cal endar years since that
hearing the California mlk production has increased or
decreased by 1.28 percent, negative 4.1 percent, and
2.21 percent. In fact, the 40.3-billion pounds of mlKk
produced in 2010 was | ess than the annual production in
2007. I1t’s certainly not been a tinme of unrestrained
growh. Further, the stories of distressed mlk

| eaving California at discounted prices and m |k
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| eaving the farm w t hout being processed are a thing of
the past. In other words, the picture as we stand here
in 2011 is nmuch different than the picture we saw in

| ate 2007.

And we heard sone testinony on this earlier
about mlk leaving the state. | think before that --

t hose facts should be relevant for this discussion we
need to know where that m |k was going. Ws it going
to a place that needed m |k and paying a prem um for
that mlIk? I1t’s very likely it was non-di stressed
mlk, sol’d just note that.

The reasons behind this change on the
producer side are easily understood. Qur state’'s dairy
famlies rely largely on purchased feed. Over the
years | ow feed prices allowed our dairies to enjoy
conpetitive advantage over other regions of the
country. This has changed dramatically in the past
several years. Feed prices have skyrocketed to record
| evel s since 2007 and the outl ook for the future
i ndicates nore of the same. The production cost
advantage that California dairies enjoyed in the past
is gone and we no | onger produce the | owest priced mlk
in the country. Being a low price |eader in a high
cost environnent is sinply unsustainable.

And | think that the last point that I'd
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make, since it looks like I’mrunning out of tinme, is
we need to do a better job in the state of val ue-added
products. W need to find ways to get nore noney out
of the mlk that we’ re producing and, fortunately, this
is starting to happen. W' re seeing evidence of this.
Despite a make all owance that was “too | ow according
to our butter/powder manufacturers, |'ve been able to
review nultiple statements provided to our owners of
CDI and those statements denonstrate CDI was able to
distributes 39 -- roughly 39 cents per hundredwei ght or
approximately $66-mllion |last year to their nenbers,
given the nunbers | have available. That’'s great and
we encourage nore of that. But that’s how we’re going
to survive as an industry, getting that noney out of
t he market pl ace, generating profits fromthe market in
val ue- added products, not from higher regul ated nake
al | owance.

So | submt the rest of ny testinony as
witten.

HEARI NG OFFI CER MAXI E:  Thank you. Questions
fromthe panel ?

M5. GATES: Well, I'’mgoing to go right to
the end of your testinony so we can get that on the
record. You state here that MPC supports both CDI and

LOL's proposals for the adjustment of f.o.b. adjusters.
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|’mgoing to ask it as a question so that you can go
ahead and get that on the record.

MR, VANDENHEUVEL: Yes, yes.

M5. GATES: kay?

MR VANDENHEUVEL: And on the make al | owance
-- on the nake all owance request we are opposi ng any
adj ustnments to the nake all owance given the evidence |
presented earlier in the testinony.

M5. GATES: Did you want to say anything
nore? Did you want to say anything nore to the
(i ndi scerni ble) adjusters?

MR VANDENHEUVEL: You know - -

M5. GATES: O probably -- okay.

MR. VANDENHEUVEL: -- | think it’s been
tal ked about. Yeah. W are supporting those. And I'd
like to request the opportunity to submt a post-
hearing brief.

HEARI NG OFFI CER MAXI E: G ant ed.

MR. VANDENHEUVEL: Thank you.

M5. GATES: Let them go ahead
(i ndi scernible).

MR. EASTMAN. (I ndiscernible). So, in
essence you're saying that you' re opposi ng nmake
al | omance changes for all three comodities, for

butter, powder, and cheese, but you are supporting
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f.o.b. adjusters for both the butter and the cheese.

MR. VANDENHEUVEL: That's correct. And not
unli ke sone other testinony that was given earlier
today, there’s a reconmmendation that these prices are
bei ng set on products that are being sold in Chicago,
cheese and butter, and so it does seem appropriate to
make adj ustnents when there’s data to support those
adj ustnments. But, you know, in ternms of the nake
al l owance, given what the code dictates we did not have
t hat same view on the make al | owances.

M5. GATES: kay, | found it. On the |ast,
Exhibit F, that you had on others.

MR, VANDENHEUVEL: Yes.
GATES: The average price.
VANDENHEUVEL:  Yes.

5 3 O

GATES: Prices paid or received by
producers.

MR. VANDENHEUVEL: Yes.

M5. GATES: Was that a price that included
bonuses or was that just --

MR. VANDENHEUVEL: That was the reported --
that overall blend price.

M5. GATES: Blend price, okay. Thank you.

MR. VANDENHEUVEL: Now, | will note on --

goi ng back to Hyrumis question, if | could. One of the
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things | said is on page 8 there, is new nanufacturing
data will be published in the com ng nonths. Market
dynam cs are constantly changing. W’re not opposed to
reexam ning this down the road, but at this tinme we do
bel i eve that any make al |l owance adj ustnent woul d be
i nappropriate at this tinme.

HEARI NG OFFI CER MAXIE: No nore questions?

(No audi bl e response.)

HEARI NG OFFI CER MAXI E: Thank you,
M. Vandenheuvel .

The next witness is Steve Kluesner from
Nestle. If you would state your nane -- state your
name and spell your |ast nane for the record.

MR KLUESNER: Sure. Steven Kl uesner,
K-L-UE-S-NER

HEARI NG OFFI CER MAXI E: Thank you,
M. Kluesner. You handed us a copy of your testinony.
Wul d you like that entered into the record as an
exhi bit?

MR. KLUESNER:  Yes, pl ease.

HEARI NG OFFI CER MAXIE: Very good. It wll
be entered as Exhibit nunber 56.

(Ther eupon, Exhibit 56
was received and entered into evidence.)

Wher eupon,
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STEVEN KLUESNER
was sworn and duly testified as foll ows:

MR. KLUESNER: Thank you. M name is Steve
Kl uesner. | am Procurenent Manager for Fluid Dairy and
Butterfat for Nestle Business Services and today |’ m
represent Nestle USA. In nmy role with NBS |’'m
responsi ble for mlk and dairy ingredi ent procurenent
for Nestle brands in the United States and Canada.

Thi s i ncludes procurenent rel ationships wth individual
farnms, cooperatives, priority handlers -- proprietary
handl ers and manufacturers. | devel oped today’s
testinmony in cooperation with Nestle staff and present
it today with authorization from Nestle executive
staff.

Nestle USA's primary California operations
include its Carnation evaporated m |k plant, two
Dreyer’s and Haagen-Dazs ice cream plants, and a
prepared foods factory, along with distribution centers
and busi ness offi ces.

| testify today in support of the CDI
proposal. As in the past, we support cost-justified
adj ustnments to both manufacturing all owances and f. o.b.
adjusters. CDI’'s proposal is consistent with past
nmet hodol ogi es, which endeavor to reflect the California

costs and actual prices paid for California products.

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© 0 ~N o g B W DN

N NN N NN R R R R R R R R R
gl B W N 2O O O N o gD W DN = O

170

We have no position on the LOL proposal or
alternate proposals, as we do not nmanufacture cheese.
However, we woul d encourage the Departnment to consider
the possible inplications to ongoing plant capacity
concerns in California when maki ng deci si ons about
m ni mum regul ated pricing. As always, we encourage the
Departnment to allow the narketplace to work above
government regul ated prices and not set mninmumprices
too high. W believe that | ow regulated prices with
anpl e room for prem uns encourages the nost | ogical
all ocation of mlk and pronote product innovation.

Thank you for the opportunity to express ny
-- the views of Nestle. | welcone any questions.

HEARI NG OFFI CER MAXIE: Very good. Any
guestions fromthe panel ?

(No audi bl e response.)

HEARI NG OFFI CER MAXIE: No questions. Wuld
you |like to file a post-hearing brief --

MR. KLUESNER: Yes, we woul d.

HEARI NG OFFI CER MAXIE: -- if you choose to
do so?

MR KLUESNER: Yes, | choose.

HEARI NG OFFI CER MAXIE: Very good. Al
right. If I didn't say it, your testinony is entered

into the record as nunber 56, Exhibit nunber 56.
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Al right, the next witness will be Scott
Hof f erber from Farndal e Creanmery. Thank you.

Al right, if you d each state your nanmes and
spel |l your last names for the record.

MR. HOFFERBER: M nane is Scott Hofferber,
HOFFERB-ER

MR SHOTTS: |’m M chael Shotts, SSHOT-T-S.

HEARI NG OFFI CER MAXIE: All right. You ve
handed us a docunent here that appears to be a copy of
your testinmony. Wuld you like that entered into the
heari ng record?

MR. HOFFERBER: Yes, pl ease.

HEARI NG OFFI CER MAXIE:  All right. That wll
be entered as Exhi bit nunmber 57. And you can both
answer simultaneously.

(Ther eupon, Exhibit 57
was received and entered into evidence.)

Wher eupon,

SCOIT HOFFERBER and M CHAEL SHOTTS
were sworn and duly testified as foll ows:

MR. HOFFERBER: Good afternoon M. Hearing
O ficer and nenbers of the hearing.

| am Scott Hofferber, the Controller at
Farndal e Creanery, and | am here at the direction and

on the authority of our board of director who, in turn,
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are represented today by Mchael Shotts. Mke is a
third generation owner and General Manager of our
fam | y-owned and operated dairy processing facility
near the dimnishing Chino Dairy Preserve in Southern
California. Wth 70 enpl oyees, Farndal e processes
around 25-m | lion pounds of mlk and cream per nonth
into block jack and cheddar cheeses, sour cream
butterm |l k, and butter. W are grateful for this
opportunity to provide Farndal e s perspective on the
matters before the panel.

We’'re here today in full support of the
Departnment’ s proposal to conformthe | anguage in the
security trust fund, then we’'ll take the rest of our
time to tal k about other stuff.

Far ndal e opposes the petition for California
Dairies, Inc., CD, to increase the 4A nake all owance.
Even though the flowthrough effect of the proposed 4A
adj ustment on Farndale’s Class 2 price mght benefit us
in the short run, we are wary of the notive behind and
the collateral effects of this change. W al so oppose
the Land O Lakes petition and Western United Dairynen’s
alternative proposals to decrease the 4B make al | owance
and add a variable whey factor to the pricing
structure. W are also breaking ranks with the Dairy

Institute of California s position in their alternative
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proposal with respect to the inclusion of a variable
whey factor in the fornmula. Such a construct proved to
be devastating to us in 2007 and we cannot suffer the
sanme penalties we did during the '03-"07 period when
the | ast variabl e whey conponent was in effect. W
refer you to our testinony fromthe 07 public hearing
record for the details and incorporate that testinony
herein by reference. As to the f.o.b. adjusters, we
defer to Dairy Institute’ s expertise and anal ysis on
this, and support their no-change at this tine
position.

Cenerally we don't get it. |IN’'09 there was
a hearing that resulted in a tenmporary enhancenent to
producer revenues, ostensibly in reaction to prol onged
| ow mar ket prices relative to producer production
costs. Coincidentally, our service charge was
increased to the identical level at the tine the
tenporary neasure expired. Since that tine prices have
strengthened, are holding at near all-tine highs, and
supply seens to be matchi ng processi ng capacity and
mar ket demand. Isn't this what we’ ve been striving
for? If it ain't broke, don't fix it.

The inplication then is that the systemis
sonehow broken and needs these fixes. This is an

unsupportabl e prem se to Farndal e and the other snal
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manuf acturers -- cheese manufactures we talk with. The
notivation really seens to be that the producer
comunity wants greater participation in an assuned
| ucrative whey products business available primarily to
the | arger processors. However, persisting in their
m sunder st andi ng of government’s role in managi ng
m ni mum price structures, they want regulation to
achieve this goal. By pushing a mninmum price higher
and hi gher, we perpetuate and exacerbate a fundanent al
flaw in our system that of nuting market pressures
frominfluencing production | evels through normal
supply and dermand mechanics. This isn't necessary.

The producer comrunity already has the
machi nery to selectively extract additional revenues
fromthose processors who actually make the higher
val ued whey products through the service charges. The
si npl est solution would be to | et producers handle the
di sparity between whey processors through the
application of varying service changes based on arms
| engt h negotiati ons between the parties. Using
government and regulation to deal with this situation
in a broad application is not an appropriate use of the
system

Referring to the attached two exhibits

reporting pounds of m |k processed into cheese for
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February through May 2011, Exhibit 1, and May through
August 2007, Exhibit 2, we can infer that 4B
utilization has declined by 2.3 percent, 26.3 to
25.7-m I lion pounds per nonth per plant, and the

i ndustry has lost a net three cheese nmakers in that
time frane. M. Vandenheuvel’'s testinony tal king about
F&A Cheese and Saputo’s acquisition requires a whole

| ot nore anal ysis because it’s our understandi ng F&A
didn’t sell because they were such a profitable entity
but, rather, that they were very distressed at the tine
following the '07 hearing, didn't actually recover from
the dramatics of that tine.

Wil e the recession certainly may be
reflected in these nunbers, we don’t believe it is the
sol e explanation for the decline. Conpetition from
out-of -state processors is intensifying. California
continues to be a conparatively nore difficult business
environnment in which to operate, |let al one expand or
invest in a new business. It doesn’'t seem reasonabl e
to be discussing further damagi ng the heal th of
California s 4B processing conmunity.

W have been abl e to manage our busi ness
around the current fixed factor formula over the |ast
few years and changing it to a variable factor, or sone

other thing that raises our cost of raw product, is not
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justified at this tine. |If the Departnent decides,
however, that it wants to grant the producer comrunity
access to the revenue streans of the class of high-end
whey makers, then we must respectfully request to be
excluded fromthat class. To this end we suggest the
Department exenpt the first one mllion pounds of mlKk
used for 4B processing per processing day from any whey
factor, variable or fixed. This can be acconplished
sinply and it will take the small cheese nakers,

i ncl udi ng Farndal e and 47 or so other small plants
representing about 16 percent of all 4B m |k being
consuned, right out of the discussion.

In CDI's presentation, Dr. Erba simlarly
spoke for a credit for small cheese nakers, and we
offer this construct as a possible inplenmentation. And
we can tal k about that and a | ot of surrounding
i mplications of how that would actually be inplenented
in a post-hearing brief if that’s necessary.

Wth regard to nake all owances, we take
exception to the proposed 4B nmake al | owance adj ust nment
at this tine, as we see it as sonething of an insult to
our community effort to sustain this industry during
recent years of |ow prices and high production costs.
For years during which the Departnent studied cost-

based nmake al |l owance steadily grew, inplenmentation of
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t hese increases was deferred, delayed, and consciously
forestalled by the processor community in deference to
the plight of the producer community during periods of
relatively | ow end-product prices conpared with
producer costs.

The followi ng chart indicates the dollars to
Farndale left on the table by del ayed make al | owance
adjustnments. This has the nost inpact to Farndale in
the C ass 4B arena because of the larger volume of mlk
bei ng processed in our C ass 4B operation. The Cctober
1 Inplenentation chart at the right gives a nore
practical result to this analysis in that it reflects a
reasonabl e amount of tinme elapsing prior to
i npl enenting the prior year’s studi ed nunber.
Wi chever way one | ooks at it, Farndal e has not
received the full value of the intended cost-based nake
al l ownance. To be sure, the mnute the 2010 val ues are
made available, we will ook to filing a petition to
get the make al |l owances adjusted accordingly.

The 2009 studied cost figures have been out
for nonths now If it is so inportant to get this
pi ddly adj ustnment passed, what took so long to bring it
to the table? The strange timng for petitioning for
this hearing process through the 4A arena causes us to

be suspicious of the real notive. Nonethel ess,
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considering (a) the 2010 cost figures are just around
the corner, (b) the 4A nunbers are suspect because of
the handling of facility startup costs in the 2008 and
2009 figures, and (c) the weird timng of the hearing,
we strongly urge the Departnent to take no action at
this time with respect to the nake all owances.

The whey factor: \Were do we start? How
about with the 2007 4B hearing and the energency
petition that we believe saved 75 percent of the
California cheese nakers’ businesses from goi ng broke
that year. It certainly rescued our 4B business, but
others weren't as fortunate, |like F&A. In short, we
cannot support the inclusion of a variable whey factor
based on a product we don’t make. The Land O Lakes
petition and both alternative proposals are advocating
a variabl e whey factor based on dry whey, a product
al nost no one in California makes.

| ” m supposed to do it fromthere to this.

Ch yeah. In M. Marsh’s testinony he nade
the coment that practically everyone el se is making
hi gher val ue whey and we want to take exception to that
comment. | think the fair statement is that
practically nost of the -- and when | say practically,
maybe 20 percent of the cheese nakers in the state are

maki ng t he hi gher val ued whey. There are charts in the
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heari ng workshop materials that indicate who's naking
what ki nd of whey and certainly not everybody is making
hi gher val ued whey. Anyway, you want to look at it.

End- product 4B pricing is predicated on
finding the | owest conmmon product as the base: cheddar
cheese. This was done at a tinme when cheddar was nade
i n abundance and traded in volune on the CVE, creating
a fairly stable, nmeasurable base fromwhich to work.
There is no simlar common product in the whey
processing world. Further, by choosing a product of
relatively high value as the base, processors may be
driven toward nmaking inappropriately risky investnents
i n higher valued whey processing plants, putting nore
of that product into the market and |ikely |lowering the
mar ket price due to oversupply. And I’ mthinking about
M. Rum ano’s testinmony fromthis norning. |If all of a
sudden we decided to go nmake an organic isol ate thing,
what woul d happen to his market? You know, | nean
there’s so nuch nore information to be | earned about
what these markets are and, you know, how insensitive
they are to volunmes of product on the market. W just
-- we can’t get a take on it from our viewpoint.

The variety of whey products alone is an
i ndi cation of just how frail supply and denmand

rel ati onshi ps are as whey processors continue to fish
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around for buyers of the various products.

Real |y, 25 cent a hundredwei ght overval ues
t he | owest comron product, which arguably is liquid
concentrate for aninmal feed. W found ourselves in the
position of having to give that away recently because
our sole custoner for popcorn whey decided they had an
oversupply and cut us off. W scranbled to find
alternatives to that custonmer and did, and that
situation has been resolved. W also went away from
our primary popcorn whey nake for a tine. W were able
to get a minimumrevenue streamoff the liquid whey
when the cost of gas for drying and feed corn prices
are high. Wey product prices went up, our dry whey
price went up, so our animal feed price followed that.
Just on extent we’'re able to switch back, gas went
down, this and that and ot her things happened. W'’re
trying to be as flexible as we can with it, with the
infrastructure that we have built but it remains a rea
guessi ng gane and real struggle to nove the whey out,
real ly.

Even then we are conpeting with other food
processi ng waste and byproducts in the aninmal feed
space. Cenerally our best effort is to make a roller-
dri ed popcorn whey for aninmal feed. The revenue stream

fromthis product defrays much of the costs of
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di sposing of the whey stream but certainly does not
make it a profitable enterprise for us. The Departnent
is aware of these costs and revenues through

i nformati on gathered during the cost studies.

Qur whey streamis at a |level of about 800-
t housand pounds per processing day, substantially |ess
than the one mllion pound level, as was estinmated in
2007, necessary to justify the cost of building a whey
processing facility capable of naking the big bucks
t hese petitions and proposals are going after. [If the
LCOL proposal had been in place since the 2007
establishment of a fixed 25 cent per hundredwei ght
factor, the result would have cost us an additional
7-1/ 2 cents per pound of finished cheese. Using ful
absorption costing nethods, this would have put our
cheese operation in a loss situation for each of those
years.

Qur cheese business is not of the specialty
vari ety the producers believe is the nagic salvation
for the smaller cheese naker. Qur cheese products are
sold at prices closely tied to the commopdity narket
used to set the mlk price. W have nowhere to go but
away fromthe 4B world should the whey factor
materially change fromits current |evel

M. Wegner posed a couple of questions in his
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presentation and | think | talked a little bit about
that when | described our varying nethods of trying to
get rid of our whey stream Hi s question was, what are
peopl e doing since '07 to mtigate -- nmaybe better
thenselves in terns of the whey world. W ve taken a
| ook a couple of tines at spending $10 or $12-nillion
necessary for us to put in a whey processing facility
for our whey stream W’ ve |ooked at shipping it the
di stances necessary; we’'re not living with the 30 or 40
mles he's talking about. W’re nore in the 200 mle
kind of a world which creates problens with spoil age
and freight costs and every other sort of thing.

The ot her question M. Wgner posed was what
about conpetition for mlk. And | would take that
di scussi on back to the whole service charge argunent.
And that is, if suppliers want us to push nore product
t hrough our plant they can incent us by cutting service
charges. If we find a reason to want to run nore and
find a market that can actually generate those
revenues, we can go ask for the mlk and they can offer
it to us at a greater service charge, and the
Department doesn’t have to do a thing about it.

When Land O Lakes was in the cheese business
in California, they argued against a variabl e whey

factor. Now that they' re out of the cheese business,
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or substantially out of the cheese business, they want
the factor back. It seens disingenuous to us that
producer groups have noved away from cheese naking
toward powder, lowering the overall return to the pool,
yet still feel entitled to the benefits cheese
processors derive fromtaking the risks of capital
necessary for cheese and whey producti on.

Lastly, follow ng the 2007 hearing deci si on,
| participated in a Departnent-organi zed whey revi ew

commttee that net for a nunber of nonths to eval uate

bot h the producer and processor comrunities -- what did
| say? Along with nmany -- let’'s see -- to evaluate
whey -- sorry, let me start that over since | have tine
to do it.

Lastly, follow ng the 2007 hearing deci si on,
| participated in a Departnent-organi zed whey revi ew
conmittee that nmet for a nunber of nonths to eval uate
whey economics in California. Along with many smarter
than me col | eagues from both the producer and processor
communities, we sliced and diced the issue with the
goal of making a recomendation for pricing the whey
stream W couldn’t cone to an agreenent at that tine,
knowi ng and noting the inevitability of further
contentious hearings |like this one. One notion

di scussed in that commttee that garnered serious
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bilateral attention was to deregulate 4B mlk to sone
degree. It seens to ne that hol ding the m ni num

regul ated price at a real mninmumlevel and letting
services charges sort out the disparity in whey
processi ng practices practically acconplishes the sane
t hi ng.

And with our request for the ability to
submit a post-hearing brief, this testinony is
respectfully submtted by Farndal e Creanery.

HEARI NG OFFI CER MAXI E:  Your request is
granted. Are there questions fromthe panel ?

M5. REED: | just have one just for
clarification sonewhat, and it’s on page 3.

MR. HOFFERBER  Ckay.

M5. REED: The part where you're talking
about elimnating the first mllion pounds from any
type of whey factor so that that would take out the
smal | cheese conpanies. Wat effect do you think that
wi |l have on the |arger cheese conpanies? | mean,
there woul d be no whey factor for anyone at that point.
So if they make under a mllion there s nothing, no 25,
no not hi ng.

MR. HOFFERBER  Yeah, | --

M5. REED: And then --

MR. HOFFERBER  Ckay.
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MS. REED: Yeah.

MR. HOFFERBER: |If you want to take a | ook at
Exhibit 1, which is ny page 7, | asked nyself that sane
guestion. In the witten testinony | nmake the
statenent that it would -- cutting 47 cheese nakers
out, 16.1 percent of the 4B m |k being clear of any
kind of a whey factor. O course, that doesn’'t
consi der however many pounds woul d cone off the |arger
guys as wel | .

So at the bottom of that page in the | ower
right-hand corner there’s also a cal culation there that
if you extended that same mllion to everybody you're
tal ki ng about maybe 37-1/2 percent of the 4B m |k would
end up bei ng excl uded.

M5. REED: | see.

MR. HOFFERBER: When you take all 58 cheese
pl ants into account --

M5. REED: Right.

MR. HOFFERBER: -- in the 4B world. Now, ny
guess woul d be then you would slide the scale slightly
different if you' re targeting a certain anount of
revenue for sharing --

M5. REED: Right.

MR. HOFFERBER: -- you know, you're going to

end up with sone other sliding scale, yet the snmaller
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guys.

Now, the other thing that enters ny mnd, and
|’mgoing to anticipate this question, and that is so
what keeps a | arge cheese naker from running out and
getting 15 handl er nunbers and becom ng 15 snal
pl ant s.

M5. REED: Ckay.

MR HOFFERBER: And | think the real answer
tothat is, is the econom es of scale necessary to even
afford the whey plant in the first place. | don't
really see that that would happen. | could be
conpletely wong and it would be sonething that could
be up for discussion as we go forward consi dering sone
kind of a small plant exclusion. You're going to run
into that argunent whether you take a credit, as
M. Erba suggests, or this kind of an approach,
what ever. That sanme kind of thing is going to come up,
but you somewhat face it anyway to a certain extent.

But under st andi ng how nuch juice has to go

into actually getting a high-end whey plant going, it’s

hard for ne to know t he exact answer to that. |It’s
definitely a concern. | get it. But I think it can be
mtigated.

The ot her one answer woul d be | ooking at tax

law. There's this thing in tax law called the rul es of
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attribution. |If the sane cats owned 10 conpani es, al
smal | conpani es, they all get thrown together to decide
whet her or not they need a pension plan. So, | nean,

t hat whol e kind of construct could be thrown at this
thing as well. If it’s the sane community of people
who own all 10 of those smaller plants for tax

avoi dance purpose, you know, regulate that.

But we’'re looking -- we're looking for a
personal exclusion that woul d put us out of being taxed
for the whey stream

M5. REED: Ckay, thank you very much.

M5. GATES: | have a question. Did you give
consideration for your exenption piece here as an
alternative proposal ?

MR. HOFFERBER: Ran out of tine, frankly.
This idea cane to nme at about 4:30 on Friday afternoon,
about a half an hour after the alternative proposal
time limt expired.

M5. GATES: Ckay. It’'s just kind of hard for
ot her people to speak to it.

MR. HOFFERBER: Wel |, anybody who’s
testified, of course, can speak to it in a post-hearing
brief and I would certainly wel cone seeing all that
commentary because | think this notion’s going to cone

back. As long as there’s 47 small cheese nakers in the
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state, nost of whom are not maki ng hi gher val ued whey,
this problem s not going to go away.

M5. GATES: Ckay, thank you.

MR. HOFFERBER: And, of course, the hearing
goes on for another day or so, so if anybody el se wants
to sign up and tal k about it.

M5. GATES: (kay.

HEARI NG OFFI CER MAXIE: Any nore questions?

(No audi bl e response.)

HEARI NG OFFI CER MAXI E:  Thank you very mnuch.

The next witness is Kevin Abernathy from
California Dairy Canpaign. Thank you

I f you would state your nane and spell your
| ast name for the record.

MR. ABERNATHY: M nane is Kevin Abernat hy,
A-B-EER-N-A-T-HY.

HEARI NG OFFI CER MAXI E:  Thank you. And you
handed us a copy of your testinony. Wuld you like
that entered into the hearing record?

MR. ABERNATHY: Yes, pl ease.

HEARI NG OFFI CER MAXIE: Very good. It wll
be entered as Exhibit nunber 58.

(Ther eupon, Exhibit 58
was received and entered into evidence.)

Wher eupon,

188

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© o ~N o g B W DN =

N NN N NN R R R R R R R R R R
g B W N 2O O O N o gD W DN = O

KEVI N ABERNATHY
was sworn and duly testified as foll ows:

MR. ABERNATHY: Thank you. M. Hearing
O ficer and nenbers of the panel, ny nane is Kevin
Abernathy. | currently serve as the Executive Director
of the California Dairy Canpaign. CDCis a nenber
organi zation of the California Farners Union, which
represents nore than 1,400 farnmers and rancher nenbers
statewide. CFU is also a state chapter of the Nationa
Farmers Union on the national |evel, which represents
250,000 farmers and ranchers nationwi de. The testinony
that I wll present today is based on positions adopted
by the CDC board of directors during its nost recent
May board neeti ng.

I nteresting note, despite higher prices for
producers, dairy famlies throughout the state continue
to face chall enges today due to record feed costs and
increases in other input costs. According to the nost
recent Department of Agriculture econom c research
service report 2011/2012, corn is projected at records
of $6.00 to $7.00 per bushel. As many of our producer
menbers expect corn silage this year to reach nearly
$50. 00 per ton in the field, |eading many experts to
predi ct that the average cost of production could rise

to over $18.50 per hundredweight. There is literally
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no end in sight to these high feed prices, so each and
every penny earned is essential in order to continue to
cover our grow ng costs of production. |It’s critical
that dairy producers are paid a fair price based on
true mar ket demand, because unli ke processors and
retailers they' re unable to pass on their higher input
cost s.

We support the Land O Lakes petition to
i ncorporate a higher whey value in the 4B pricing
formul a because it will pay producers a whey val ue that
is based on market demand. W oppose the proposal put
forward by California Dairies, Inc., to increase the 4A
manuf acturing cost allowance and f.o.b. transportation
adjuster. Instead of increasing make all owances to
generate revenue, dairy processors should take
advantage of their ability to capture greater val ue
fromthe market

Al t hough prices paid to producers are
substantially higher, it’s very inportant to recognize
that given the high cost of feed, the outl ook for
producers remai ns precarious, at best. Under the
current systemplants are able to cover their cost of
production while producers do not have that ability.
The gap between farmand retail price is near an all-

time high, which shows that consunmers do not benefit
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fromthe current systemeither.

As Congress debates the dairy title of the
next farmbill, there is a major push to deregul ate
Class IIl1 cheese, which could lead to | ower prices in
the federal orders and, in turn, |lower here in
California. The stakes in the next farmbill debate
are high for California dairy producers and under
deregul ation the California dairy | andscape woul d | ook
much different than the one that exists today. It
coul d becone even nore concentrated and consolidated as
nmore risk is shifted to the dairy producer sector. The
dairy sector could soon resenble the poultry and hog
sectors of our agricultural economy, where conpetition
is virtually nonexistent and producers are at the mercy
of processors and integrators. W urge California
policymakers to take an active role in shaping the
upcoming farmbill to foster greater conpetition to
ensure that dairy producers receive a fair price in the
future.

We testify in support of Land O Lakes
proposal to increase the amobunt producers are paid for
t he val ue of whey. Adoption of the Land O Lakes
proposal will be an inportant step in the right
direction towards nmaking the 4B pricing formul a nore

mar ket oriented. Today, while California dairy
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producers receive a fixed whey value of just 25 cents
per hundredwei ght, dairy producers in the federal
mar keting orders receive nore than $1.40 per
hundr edwei ght for the whey they produce. The
significantly | ower anount of California dairy
producers receive for the whey does not adhere to the
requi renent of Section 62062 of the California Food and
Agricul ture Code that CDFA mai ntain producer prices
that are in reasonabl e and sound econom c relationship
with the national value of manufacture m |k products.
The adoption of the Land O Lakes proposal woul d
i ncrease producer prices by nore than $1. 00 per
hundr edwei ght on all 4B m Ik and put California prices
in a nore reasonable relationship with those in
surroundi ng states and federal m |k nmarketing orders.
On many occasions the California Dairy
Canpai gn has testified before CDFA calling for the
establ i shnent of a variable nake all owance. The Land
O Lakes proposal would establish a variabl e whey val ue
based on narket demand for whey. For this reason, the
whey val ue formula included in Land O Lakes petition,
in part, achieves our |ongstanding goal of making
California s dairy pricing systemnore market oriented.
The Land O Lakes petition incorporates a neani ngful

val ue for whey based on market conditions that wll
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lead to nore than $1.00 increase in the 4B price that
dairy producers across the state well deserve and need.

We call upon CDFA to deny the California
Dairy, Inc., petition to raise the nmanufacturing
al l omance and the f.o.b. adjusters on 4A mlk. The
cost studies CDI utilized to justify their call for
i ncreasi ng the manufacturing cost allowance reflect
hi gher costs than the actual costs to nmanufacture
butter and powder. The 4A cost studies were taken when
many butter/powder plants were not at full capacity
and, as a result, the costs are inflated. Under the
CDI proposal, dairy producer prices wuld decrease by
nore than 40 cents per hundredweight. G ve the
correspondi ng decrease in the Cass Il and Cass I
prices that would result, 45 percent of the m |k that
is pooled in the state would drop by nore than 40 cents
per hundredwei ght.

It is inmportant to recognize that an inflated
manuf acturing cost allowance not only decreases the
anount that dairy producers are paid, but it can also
lead to plants offering discounts on their products.
These di scounted prices can actually lend to | ower
prices that are factored into the pricing fornmulas. So
not only could the increase in the manufacturing cost

al | owance cost producers nore than 40 cents today, it
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could potentially | ower producer prices in the future
due to discounts.

It’s also inportant to question why CDI is
calling for an increase in the manufacturing cost
al | omance when earlier this spring its producer-nenbers
recei ved substantial dividends, indicating the
profitability of CD overall.

The California dairy pricing system has
allowed plants to be profitable and expand processing
to the | owest val ue products regardl ess of true market
demand, because producers covered the cost of the
pl ants. Adoption of the CDI proposal would increase
t he 4A manufacturing cost all owance, which would
further exacerbate the situation.

As long as the manufacturing all owance is
fixed at the processor cost plus a return on
investnment, and is paid for by the dairy community, the
processi ng segnent of the industry will be unconcerned
with true market signals. W need a systemthat works
with the marketplace at all |evels: the producer, the
processor, the wholesaler, the retailer, and the
consuner to provide an equitable, stable, and viable
econonmi ¢ environnent for all segnents of the dairy
i ndustry.

I n conclusion, we urge CDFA to adopt the Land
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O Lakes petition to decrease the manufacturing cost
al l omance on 4B m Ik and to change the 4B pricing
formul a so that producers are paid based on the val ue
of whey in the market. W commend Western United
Dai rymen for putting together or putting forward a
proposal to incorporation a whey value that is nore
rel evant to the value of whey in the marketplace today
and consistent with the prices that are paid to
producers in the federal m |k marketing orders.

We oppose the Dairy Institute’s proposal to
i ncrease the manufacturing cost allowance. The Land
O Lakes proposal will enable dairy producers to capture
greater value fromthe nmarket than the Dairy Institute
proposal, which includes a price floor.

Adoption of the Land O Lakes petition will be
a good first step in making the 4B dairy pricing
formul a nore equitable for producers by capturing nore
accurate value for whey in the 4B fornmul a.

We al so support the Departnent’s
adm ni strative changes in the m |k producer security
trust fund.

Finally, CDC would like to rem nd nenbers of
t he CDFA panel that although dairy producer prices have
i nproved substantially since the disaster that we’ ve

all felt in 2009, the future for dairies across the
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state remains far fromcertain. |In 2010, again, 37
dairy facilities statew de closed due to financi al
trauma that continued after this historic coll apse of
"09. Those dairy operations that remain continue to
struggle to nake up for unprecedented | osses of equity
that all the producers in California suffered. It is
extrenely difficult for producers to secure credit as
banks and other financial institutions continue to
tighten credit and other requirenents on all dairy
operations, along with the environnental cost
associated. The future for dairy operations around the
state, again, is far fromcertain and it is critical
t hat CDFA consider the inpact of today’s petitions on
producers who have al ready endured trenendous hardshi ps
over the last few years.

California Dairy Canpaign would like to thank
t he Departnent again for an opportunity to present our
testinmony today, and would |like the opportunity to
submit a post-hearing brief.

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

Questions fromthe panel ?

(No audi bl e response.)

HEARI NG OFFI CER MAXI E:  Your |ucky; no

guestions. All right, thank you very mnuch.
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The next witness would be Justin Freiberg.
Thank you. If you would state -- if you would state
your name and spell your |last name for the record.

MR. FREI BERG  Justin Freiberg,
F-R-E-1-B-E-R- G

HEARI NG OFFI CER MAXI E: Thank you,
M. Freiberg. You handed us a docunent which | ooks
i ke your -- looks like some exhibits. Wuld you like
these entered into the hearing record as an exhibit?

MR. FREI BERG  Yes, pl ease.

HEARI NG OFFI CER MAXIE: Very good. They w ||
be entered as Exhibit nunber 59.

(Ther eupon, Exhibit 59
was received and entered into evidence.)
Wher eupon,
JUSTI N FREI BERG

was sworn and duly testified as foll ows:

MR. FREIBERG M. Hearing Oficer and
menbers of the panel, ny nane is Justin Freiberg. |’ m
a consultant with Coormodity and I ngredi ent Hedgi ng,
LLC. Most people know us as CIH

ClH is a conpany of 35 professionals that
educate and consult with agricultural producers and
busi nesses in North America, Central Anerica, South
Ameri can, Southeast Asia. Since 1999 CIH has provided
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mar gi n managenent services to agricultural producers.

W work with dairy farners across the United
States with several clients here in California. | work
on the dairy teamin ClH and specialize in providing
mlk feed price nanagenent assistance to dairy farners,
whi ch brings ne here today.

A client of ours who is a dairyman in
California asked nme to present you with sone
information that we have | ooked at together in the
past. And the reason | amhere today is to offer our
knowl edge on the effect dry whey pricing fornulas have
on the California dairy producers’ ability to manage
risk.

As we all know in today’s volatile markets,

dai rynmen need nore effective tools to manage their

forward profit margins. CME Class IIl futures are
settled against the federal Class Il mlk price.
Back up just a second. dCass IIl futures and

options are viable margi n managenent tools. However,
in order for themto be an effective tool, there nust
be a high correlation between the price at which a
dai ryman receives for his mlk and the Cass |11
futures price itself.

A significant difference between how federal

Class Ill and California Cass 4B are priced is the
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fi xed whey portion of 4B. The fixed price in 4B
decreases the correl ati on between the two prices and,
when you reduce the correlation, you reduce the

ef fectiveness of the margi n managenent tools that are
avai l abl e to these dairynen

If all of you could please maybe take a | ook
at Figure 1. So in this graph that you' re taking a
| ook at is historical federal and California whey
factor prices fromApril 2005 to current. 1In black you
have Class Ill whey factor, in red you have C ass 4B
whey factor. And what we’'re |looking for here is a good
rel ati onship between those two lines. Prior to 2008
you can see those lines noved pretty close together.
After 2007 the correl ation between them was reduced
quite a bit.

Al so kind of renenber that figure as we kind
of go through these next couple.

There’s three different proposed changes to
the why formula. W' re going to start with Dairy
Institute of California, their whey fornula proposal
that’s Figure 2. Wiat we did here is we applied their
proposed formula to historical NASS whey prices as laid
out in their proposal. The idea was to see if this
formul a had been in place how well California whey

factor prices would have related to federal and you can
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see -- (indiscernible) I think the graph speaks for
itself.

W will turn next to Figure 3. Sane idea
here with Land O Lakes. Took their proposed whey
formula and applied it to history Dairy Market News
Western Mostly Dry Waey prices back to 2005. In black
you have the Class Il whey factor, and red you have
the kind of “what if” analysis with Land O Lakes
proposed formula. You see the lines nove pretty well
in sync with each other beginning with kind of January
of 2008 and give or take through maybe Decenber 2010.
However, what you have with Dairy Institute of
California and Land O Lakes, both formul as what they
sonewhat have in common is a mnimum and a maxi num
structure whereby not -- once whey prices get to a
certain level that it becones fixed.

And kind of the reason, | think, we' re here
today is because of the lack of correlation, the
correl ati onship between the current fixed val ue of whey
and that of the federal. Renenber, if the two |ines
can nove together you have a better relationship, the
ri sk managenent tools that are available to you becone
nore effective. Wenever a mninmum or maxi num whey
factor is introduced, there is a potential for a

significant di sconnect between both prices.
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Now, again, this is kind of a “what if”
anal ysi s goi ng backwards, you know. This is not to say
that whey prices are going to go above or bel ow; |
don’t know.

Figure 4, Western United Dairynmen, so a
little slightly different fornula that’s been proposed
by them You here -- here you see really from 2005
t hrough current these prices have a pretty high
correlation with each other, they have a pretty good
relationship with each other value wise. | think that
chart in itself does speak for itself.

You know, what this boils down to, if we can
just take a look at Figure 5. This graph actually kind
of helps me with nmy conclusion, kind of wapping it al
together. \What you're | ooking at here is federal C ass
1l and California Class 4B historical prices. These
are the announced price, you know. \Wen we’re | ooking
and we’re tal king whey factor, whey contributes to
these prices. [It’s one piece of the final price.

You can see -- | nean, if you kind of |ook at
it, sonetinmes these are hard to read, but before 2008
you saw a pretty good rel ationship between Cass |11
and federal -- I'"'msorry, federal Class IIl and
California Class 4B. Post-2007 you start to see a

di sconnect .
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|’ mnot going to say that that disconnect
that you guys were | ooking at, you know, after 2007 is
only attributed to the whey factor as it is today, but
| would say with a pretty good degree of confidence
that it has contributed to that.

In closing, dairy producers need effective
tools to help them nmanage margi ns. The cl oser
California whey values track with federal whey val ues
the nore effective risk managenent tools are.

That concludes ny testinony. Thank you.

HEARI NG OFFI CER MAXIE: Very well. Wuld you
like the opportunity to file a post-hearing brief?

MR. FREI BERG Pl ease, if necessary.

HEARI NG OFFI CER MAXIE: Very good. Any
guestions fromthe panel ?

MR. EASTMAN. | have a question. Wen you
| ook at Figure 1 of your testinony it shows how that
prior to the inplenentation of the 25 cent fixed whey
factor there was sone sort of relationship, that
correl ation between the whey values in both systens.
The question | have is when you | ook at that prior to
the inplenentation of the fixed factor, do you think
that that relationship corresponded to risk managenent
tools being effective in general? Was that period of

time -- did the effectiveness of risk managenent
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produce those? Was it better then than it is now, or
was that not good enough, or how would you read it?

MR. FREI BERG Yes. The approxi mate
correl ation between federal Class Ill in this tine
frame, April 2005 to Decenber 2007, between over base
and federal Class Il was approxi mately 97 percent,
approximately 97 percent correlation. And | want to
say between Class 4B and Class Il fromApril 2005 to
Decenber 2007 it was about 96 percent. So, to answer
your question, yes.

MR. EASTMAN. Ckay. And you nention -- now,
did you say that your conpany has been around since ’99
or so or --

MR FREIBERG That’'s correct.

MR. EASTMAN. Ckay. And then did you have
producers that worked with you in California prior to
"07, before that change in the whey val ues?

MR FREIBERG |In 2007 and 2006 a handful,

not too many. | didn’'t join the conpany until after
2007.

MR. EASTMAN. CGotcha, okay. | think that
kind of --

HEARI NG OFFI CER MAXIE: All right, very good.
Thank you.

The next witness will be Geg Dryer from
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Saputo Cheese. Thank you. For the record, if you
woul d state your name and spell the |ast name.

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

HEARI NG OFFI CER MAXI E: And you handed us a
copy of your witten testinmony. Wuld you |ike that
entered as an exhibit in the record?

MR DRYER:  Yes.

HEARI NG OFFI CER MAXIE:  Very well. It wll
be entered as Exhibit nunber 60.

(Ther eupon, Exhibit 60
was received and entered into evidence.)
Wher eupon,
CREG DRYER

was sworn and duly testified as foll ows:

MR. DRYER. M. Hearing officer and nenbers
of the hearing panel, nmy nane is Geg Dryer. 1'm
Executive Vice President of Industry and Governnment
Rel ations for Saputo Cheese USA, Saputo. Qur conpany,
Saputo, has 15 manufacturing facilities across the
United States, five of which are | ocated here in
California. Four of the five California plant purchase
mlk for the manufacture of cheese. The fifth plant
utilizes cheese fromour own plants and formthat of
ot her conpanies for further processing and packagi ng.

We enpl oy over 1,000 people in the state and
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purchase a substantial portion of the state’s mlKk
production both directly fromfarmers and from farmer
cooperati ves.

|’mhere to testify in opposition to the Land
O Lakes, Inc., Class 4B proposal filed with the
Department on May 24th, 2011, as well as the
alternative proposal submtted by Western United
Dai rymen dated June 10th, 2011

Wth regard to the manufacturing cost and
f.o.b. adjuster elenents of the proposal, we support
and defer to the testinony submtted by the Dairy
Institute of California on behalf of its constituent
menbers.

Qur position relative to the whey portion of
the Cass 4B formula is that no change is warranted.
This topic was thoroughly vetted at the October 2007
hearing, after which the hearing panel recomended a
fi xed when factor of 10 cents per hundredwei ght. The
Departnment’s final decision stated the foll ow ng:
“Replacing that highly volatile dry whey factor with a
fi xed whey val ue of 25 cent per hundredwei ght will
provide a fixed value to producers and will help avoid
t he negative consequences of volatile prices that
i npacted small cheese processors in 2007.” Because the

deci sion was controversial, the Secretary appointed a
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whey review commttee conprised of 14 dairy industry
menbers, seven producer and seven processor, to review
the issue. The conmittee studied the issue for seven
nmont hs and recommended no change by the Secretary to
the 25 cent fixed factor.

Since the whey factor was inplenmented in
Decenber 2007 and for the ensuing 42 nonths ended May
31st, 2011, 17 nonths resulted in a higher price to
producers than under the old forrmula, and 25 nont hs
were lower. It wasn’t until February 2011 that the
curul ati ve average difference between the two fornul as
crossed over into negative territory due to the recent
hi gh market price for dry whey. For the 42 nonth
period, the cunul ative average difference amounts to 10
cents per hundredwei ght. The tradeoff, of course, is
t hat producers bear no risk of either operating |osses
due to | ow markets or capital |osses due to technica
obsol escence. \Whey processing requires massive capital
i nvestment and markets are rapidly evol ving.

Now, |'ve included a colum chart show ng the
di fference between the fixed whey factor and the old
vari abl e weight factor in the 4B fornmula, and you can
see fromthe colums that 17 of the first 19 nonths
were position, and of the ensuing nonths nost of those

have been negative. But the cunulative effect, which

206

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© 0 ~N o g B W DN =

N NN N NN R R R R R R R R R
gl B W N 2 O O O N o gD W DN = O

207

is showmn by the line on the graph, crossed over into
negative in February and is not at an average of 10
cents per hundredwei ght for the period.

It should be noted, however, that the |atest,
t he 2006 CDFA manufacturing cost survey released in
Sept enber 2007 pegged the dry whey powder manufacturing
cost at 30.99 cents per pounds. |If the dry whey
manuf acturing cost allowance in the variabl e whey
factor were updated to that nost recent cost, then the
anal ysis woul d show that producers received an average
of 15 cents per hundredwei ght nore than they woul d have
under the old revised fornmula. An equal nunber of
nmont hs woul d be positive as the nunber of the nonths
that were negati ve.

For those who would argue that the California
whey manufacturing cost was too high, I would submt
that the total cost of producing cheese and whey for
any plant is objectively known and i ndi sputabl e.
However, since nmany of the costs of cheese and why
production are joint costs and their allocation between
the two process is arbitrary, a change in that
allocation sinply results -- results sinply in reducing
one cost while raising the other.

Attention has been drawn to the fact that the

USDA whey meke al |l owance was | ower than that of
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California. At the sane tinme, the cheese make
al l owance is higher under the USDA than it is in
California. The point is that the two costs are
inextricably linked so that if the whey cost in
California is too high, then by definition the cheese
cost is too |ow

And following | have the sanme chart show ng
what it would have | ooked |ike with the 30.99 cents
make al |l owance, and it shows that the average
di fference between the two would be a positive 15 cents
of price enhancenent of 4B pri ce.

| f the Departnent were to concl ude that
change to the whey factor is justified, then Saputo
woul d support the alternative proposal submtted by the
Dairy Institute on June 10th, 2011

I n maki ng the decision we would ask that the
Department consider the following facts. The horrible
farm econoni cs that dom nated 2009 and early 2010 have
| argely corrected thenselves. The free market, when
allowed to operate, will eventually correct inbal ances
and inequities, albeit not necessarily on the tinetable
or with the sensitivity that we would prefer. Efforts
t o manage out cones, however, invariably produce
uni nt ended consequences and potentially undesirable

| ong-term effects, such as discouraging future
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processi ng investnent or threatening the viability of
smal|l plants. The follow ng June 7th chart from
Bliming Associates illustrates the history and
forecast novenent of overall producer margins. Margins
above the red line typically signal growth conditions.

And | think you can see there’s a trend of
i nprovenent that has taken place since 2009.

M|k product in California has resuned its
steady rise with year-over-year increases in each of
the last 13 nonths. Most recently, May rose 3.7
percent or 5-mllion pounds per day. | have a chart
t here showi ng year-over-year growh in mlk supply.

USDA' s Econom ¢ Research Service reported
that California s average cost of production declined
by $4.19 per hundredwei ght from 2009 to 2010. Mbre
recently, costs have noved hi gher again but so too wll
prices with major comodities over $2.00. And |'ve
i ncluded there a chart showi ng nonth by nonth of the
California cost of production along with a comrent that
cane fromthe California Dairy Information Bulletin.

When conparing California prices wth USDA
prices, note that fluid mlk is a very |ocal product
and that cost structures vary considerably by region.
According to the USDA's Econom c Research Service My

6t h, 2011, report, California s cost of production was
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$4.11 per hundredwei ght bel ow that of Wsconsin in
2010, and $3.31 below the national average. At the
sane time, the California all mlk price was just $1.47
bel ow Wsconsin’s and $1.55 bel ow t he national average,
suggesting a nore favorable climate in California than
in other regions.

Wiile current feed prices have escal ated
dramatically, so to have forecasts for mlk prices into
the future. Exports are providing a significant lift
to overall price levels. Since nore than a third of
California’s mlk solids are utilized in the higher
priced Class 4A, farners are receiving a nuch needed
boost in the all mlk price. Cdass Ill futures for the
remai nder of 2011 average over $3.00 per hundredwei ght
nore than the sane period in 2010, and cal endar 2010
prices averaged $3.00 hi gher than those of cal endar
2009.

| noticed this norning the futures, the C ass
Il futures for July are at $20. 50.

California cooperatives have | argely existed
or avoi ded the cheese business, presumably because they
found it to be insufficiently rewarding financially.

It seens reasonable then to question the fairness of
thereafter lowering the Cass 4A butter/powder price

while at the sane tine raising the 4B cheese/whey m |k
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pri ce.

Significant changes to basic price formnul as
after hundreds of mllions of dollars have been
i nvested can have a chilling effect on the potenti al

for further investnments. Apart frommlk prices,

California offers a challenging business climate with

hi gh costs of doing business relative to other regions.

The urgency for producer econonmic relief has
| ong since passed and the same issues renmain regarding
the equitable valuation of the whey streamas did in
2007. W, therefore, ask that the Departnent reject
the petitions filed by both Land O Lakes and Western
Uni ted Dairynmen and nmake no further revision to the
California Class 4B pri ce.

That’s ny testinony and | woul d request
permssion to file a post-hearing brief if warranted.

HEARI NG OFFI CER MAXI E:  Your request is
granted. Questions fromthe panel?

MS. GATES: | have one question. Which
mar ket do you think nore accurately reflects the dry
whey cost or prices received, the Dairy Market News or
the NASS price? Do you have --

MR. DRYER. Well, | would suspect that the
NASS survey price tends to be nore reliable since it’s

audi ted, so --
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M5. GATES: Ckay, thank you.

MR. DRYER. | guess |I’'d nake one further
comment that the conjecture relative to the F&A
situation is conpletely erroneous as evidence by the
fact that they were in default on their producer
obl i gati ons.

MR. EASTMAN. | have a coupl e questions for
you. Do you produce dry whey outside of California?

MR DRYER:  Yes.

MR. EASTMAN. Is it possible -- | know you,
in following up with Candace’ s question, you sort of
menti oned that you suspect that the NASS price series
is nore accurate of, like, prices of the dry whey. |
was wondering if you could look at, in your post-
hearing brief, | ook at your experience with the prices
you get for dry whey and nmake sone sort of general --
well, | nmean, the (indiscernible) in the proprietary
information, but nmake a statenent. Because it appears
that you' re one of the few processors that actually
makes dry whey both in California and the rest of the
country so you may have sone perspective there.

MR DRYER | can | ook at that.

MR. EASTMAN. Ckay. And then | have anot her
guestion. Wen | ook at, on page 6 of your testinony,

you show a chart of California cost of production and
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you reference it in your testinmony. It |ooks |ike that
you used USDA' s cost of production calculations, is
t hat correct?

MR. DRYER: | believe that's correct.

MR. EASTMAN. Was there -- the Departnent
here al so rel eases cost studies on the farm Was there
any reason why you woul d have used theirs conpared to
ours?

MR. DRYER | think when | |ooked at the
state’s they were published on a quarterly basis and |
was | ooking for nonthly information, so the only place
| could find that was USDA.

MR. EASTMAN. CGotcha. | guess |I’d nake one
ot her comrent, if | could, relative to mlk being
traded at bel ow order prices. That situation conmes and
goes dependi ng on the anobunt of excess mlk on the
market. And I'’mreferring back to my experience in the
M dwest. But historically it’s very often the case, in
nmy experience, that mlk is traded bel ow cl ass prices
in the Mdwest, nmaybe not recently because there’ s been
an increase in capacity in the upper Mdwest that’s
kind of outrun the existing supply in the short run.

But inthe long runit’s pretty common, | would say.

M5. REED:. | just have one question and

actually | asked it earlier of another cheese plant.
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But 1'd like to get your take on -- over the past four
years how do you feel that the value of and the cost of
produci ng whey have changed?

MR DRYER Well, | think that the value
depends on the product you're tal king about. They
don’t necessarily correlate exactly, so they nove in
different directions, because we have experience with
many di fferent whey products. But obviously the whey
chart shows that the value of dry whey has been
increasing. Wat | can say in general, value has been
i ncreasi ng and the costs have been increasing al so.
And one of the big costs, especially when you're
manufacturing in California, nuch of the product has to
nove back east so you're transporting product |ong
di stances, and if you |l ook at the cost of diesel from
2007 conpared to today | think it’s sonething like
doubl e.

So, | nean, there’s a lot of costs that have
increased at the sane tine.

M5. REED: Thank you.

HEARI NG OFFI CER MAXI E:  Any ot her questions?

(No audi bl e response.)

HEARI NG OFFI CER MAXI E: Very good, thank you
The next witness will be Ervin Hol nes from Chal | enge

Dai ry Products.
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MR HOLMES: First I'd like to -- excuse ne
-- 1’d like to apol ogi ze to the panel for not having
copies. |If granted a post-hearing brief I'll submt
witten copies.

HEARI NG OFFI CER MAXIE: Granted. All right,
and if you would just state your nanme and spell vyour
| ast name for the record.

MR. HOLMES: W nane’s Ervin Hol nes,
HOL-ME-S

Wher eupon,

ERVI N HOLMES
was sworn and duly testified as foll ows:

MR. HOLMES: Thank you. M. Hearing Oficer
and nenbers of the panel, ny name’s Ervin Hol nes and
|’ mthe President and CEO of the Chall enge Dairy
Products, Inc. W’re a wholly owned subsidiary of
California Dairies, Inc., who petitioned for this
hearing. |I'mhere to testify in favor of the proposed
Cl ass 4A price fornul a changes.

Chal | enge Dairy Products is a marketing,
sal es, and distribution conpany headquartered in
Dublin, California. It is responsible for the sale of
nearly half of CDI’'s butter production; therefore, we
sell roughly 10 percent of the butter produced in the

United States. W also sell approximately a third of
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the U S. butter exported.

Chal | enge distributes butter and a full range
of dairy products to retail grocers in the Wstern
US., to food service custoners primarily in
California, large food ingredient and food
manuf acturers across the U S., and to export customers
in over 20 countries around the world. Qur business
vol unme has grown significantly in recent years to both
drive and acconmpdate the processing growh of CDI
This has included increasing our market penetration in
all of our channels of distribution and expandi ng the
mar kets we serve, nost notably in export.

Qur business growh is directly dependent on
our parent conpany’s ability to invest in new capacity
and to invest in new technol ogy and equi pnment in order
to be able to produce new configurations and
specifications of product to neet the varied and
changi ng custoner needs. These needs include packagi ng
requi renents, which differ by regions of the country,
new products that offer consuners new and preferred
product feature, and includes the gl obal marketpl ace
where the standard of identity for butter is different
than in the U S. The latter requires uni que and
dedi cated capacity, testing, and quality control to

nmeet international specifications.

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© o ~N o g B W DN =

N NN N NN R R R R R R R R R
gl B W N 2O O O N o gD W DN = O

217

Al'l of this requires significant capital
investnment in plant and equi pnent as well as in
operating expenses to devel op and to nmanage an
i ncreasingly diverse and conplex portfolio of products.
Wt hout support of this investnent of capital and the
ongoi ng and i ncreasingly higher costs of operations
necessary to conpete in the world today, not only would
we be unable to grow our butter business but it would
al so hurt our conpetitive ability to maintain market
share because custoners, consuners, regions, and
countries demand the | atest in product offering and
speci fications.

This cost of investnent in growh capital,
the cost of innovation and expansion, is significant
and growing. Qur growth and | eadership position as a
conpany and as a California dairy industry requires the
conpensati on and coverage of these expenses be updated
so that this growh and | eadership can be pursued, and
that our producers’ livelihoods, as a result, can be
sust ai ned.

Thi s background brings us to this hearing.

As you know, the manufacturing cost allowance in the
butter f.o.b. price adjuster for C ass 4A have not been
adj usted since 2008. My testinony has expl ai ned the

drivers of higher manufacturing costs, and since 2008
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data coll ected and published by the California
Depart ment of Food and Ag has indicated that
adjustnments are warranted. The results of that cost
study were published in Novenber of 2010.

We support the proposed changes by CDI as
they are consistent with the objective the Cass 4A
formul a should reflect the nost currently avail able
cost-justified changes. This applies to not only the
manuf acturing cost allowances for butter but also to
the f.o.b. pricing adjuster for butter as well. The
manuf acturing cost all owance should be consistent with
t he actual cost of processing and the butter commodity
price should be adjusted by a factor which reflects
what California plants actually receive for the
products they produce.

CDI ' s proposal sinply anmends the C ass 4A
formul a by increasing the butter manufacturing cost
al | omance, the wei ghted average cost for the conmodity
as published in the Novenber 2010 nanufacturing cost
exhibit. The Department’s data verifies that the cost
to manufacture butter is 18.11 cents per pound, an
i ncrease of 2.51 cents per pound over the current
manuf acturing cost allowance for butter.

To be consistent with past practices, the

Department shoul d al so consider adjusting the f.o.b.
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price adjuster for butter at the same tine that it

consi ders the manufacturing cost all owance change. The
Departnment’ s data shows the difference was 4.85 cents
per pound for the 24-nonth period endi ng June 2010.

That is ny testinony. Thank you for your
time. And | request the ability to submt a post-
hearing brief.

HEARI NG OFFI CER MAXI E: That has been
granted. Any questions fromthe panel?

(No audi bl e response.)

HEARI NG OFFI CER MAXIE: No questions? You're
of f the hook.

The next witness will be David Ahlem from
Hi | mar Cheese Conpany. Wen you're ready, if you'd
just state your nane and spell your last nanme for the
record.

MR. AHLEM David Ahlem A-HL-E-M

HEARI NG OFFI CER MAXI E:  And you handed us a
copy of your testinmony this afternoon. Wuld you |like
that introduced into the record as an exhibit?

MR. AHLEM Yes, | do.

HEARI NG OFFI CER MAXIE: Very well, it will be
entered as Exhi bit nunber 61

(Ther eupon, Exhibit 61

was received and entered into evidence.)
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Wher eupon,
DAVI D AHLEM
was sworn and duly testified as foll ows:

MR AHLEM M. Hearing Oficer and nenbers
of the hearing panel, nmy nane is David Ahlem | amthe
Vice President of Dairy Procurenent and Policy for
Hi | mar Cheese. Hilmar is a cheese and whey products
manufacturer with locations in California and Texas.

In California H |l mar processes approximtely 12-mllion
pounds of m |k per day, about 10 percent of the mlKk
produced in California, and purchases m |k from over
235 dairies. Finished products are sold to over 60
countries around the gl obe.

Hi | mar Cheese Conpany was forned in 1984 by a
group of innovative market-oriented Jersey dairynmen who
sought to capture the full value of their high quality
m | k. They founded the conpany on the ideal that
producers shoul d receive a conpetitive market-driven
price for their mlKk.

| am here today to represent Hilnmar Cheese
Conmpany and our dairy producer owners. Hilmar opposes
the petition fromLand O Lakes and the alternative
proposal from Western United Dairynen.

As a nenber of the Dairy Institute of

California, we are supportive of their alternative
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proposal over the others, but express concern with any
nove towards a nore intrusive regul ated pricing.

Hi | mar Cheese believes in | ow regul ated m ni mum prices
that allow markets to efficient set high nmarket-drive
prices.

Hi gh regul ated prices encourage supply growth
and di scourage investnent in capacity. Just a few
years ago California experienced an extended period of
time when m |k production exceeded the states’
manuf acturing capacity. Excess mlk had to be shipped
out-of -state or dunped on the ground at a significant
cost to producers.

After a decline in mlk production in 2009,
due to extrenely poor farmlevel economcs, California
m | k production is once again growing. Qur internal
proj ecti ons suggest processing capacity growh has not
kept pace with the growth in supply. Processors were
al ready stretched to process available mlk this
spring. Hlmar shipped mlk out-of-state for a period
of time during the spring flush due to limted
avai |l abl e processing capacity. Wth no significant
expansions in capacity on the horizon, we expect supply
to exceed processing capacity next spring if growth
continues at its current rate.

It is inperative that California establishes
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regul ated prices that are | ow enough to all ow surplus
mlk the clear the market. An artificially high
mnimumprice in California will encourage continued
over-supply and prol ong periods of |ow prices during
over-supply conditions. This is exactly what
California experienced in 2008 when m |k went to the
ground without a viable market. The regulatory system
shoul d be activated to clear the market, not create the
mar ket .

Recent history also indicates that the
states’ cheese processors have not had financi al
incentive to expand in California. |In fact, the
opposite appears to be true. National American cheese
production and processing capacity within the state has
fallen during the past five years with two | arge
cooperati ve-owned cheese plants closing their doors:
DFA- Corona and LOL in Tulare. This is clearly not the
picture of a California industry with great financial
i ncentive to expand.

The story outside of California is much
different. National American cheese production and
capacity has grown in recent years. |In the fall of
2007 Hi Il mar Cheese Conpany participated in this out-of-
state growmh with the opening of our facility in

Dal hart, Texas. Although m Ik supply was available in
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California, we chose to invest in a region where we
coul d operate outside the constraints of regul ated
pricing and, thus, be better positioned to conplete
with our primary domestic and internationa
conpetitors.

M| k supply is again approachi ng processing
capacity and national Anerican capacity in the state is
declining. This is not the right tine to raise the
regul ated m ni mum price and di scourage i nvestnment in
capacity.

Regul ated prices distort market signals.

Regul ated prices and the resulting conponent val ues
assunme all mlk is the sane. Hilmar Cheese Conpany
pays for mlk on a conponent yield fornula that results
in significant value above the m nimum price. These
prem uns are based on levels of mlk protein, yield,
and mlk quality, which are all very inportant to a
cheese plant. A low regulated price allows us to pay
hi gh market-drive prices and send those prem umdoll ars
directly to the producers who have invested in the
facilities, genetics, and nmanagenent practices that
generate the high value mlk the marketplace and H | mar
Cheese desires.

M ni mum regul ated prices do not stop

processors from paying nore than the m nimum prices.
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Let ne say that again. M ninmumregul ated prices do not
stop processors from payi ng nore than the m ni mum
price. Producers and their cooperatives, who control
85 percent of the mlk in the U S., can negotiate for
nore when the market dictates. |If allowed to function
the marketplace will drive prem unms and establish a
value for m |k above and beyond the regul ated pri ce,
whi ch often occurs today.

I ncreasing the regulated price wll
effectively pool prem umdollars being paid by
handl ers, creating a further disconnect between the
mar ket pl ace and the price signals a producer receives.
This inhibits our ability to send price signals
directly to the producers who produce the type of mlk
t he mar ket denmands.

If we increase the regul ated m ni mum pri ce,
our producers will lose. The value they have created
will be redistributed through the pool to others who
have not invested in produci ng what the nmarket wants.
In our rapidly changing global marketplace, it is
essential that we do not nute these nmarket signals and
continue to incentivize processors and producers to
produce the products and mlk the market wants.

Hi gh regul ated prices stifle innovation and

new product devel opnent. Regul ated m ni mum pri ci ng
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formulas stifle innovation and new product devel opnent.
These fornul as di scourage processors from produci ng new
products by introducing consi derable risk when the
price of the products they process or produces deviate
fromthe products used to set the regul ated price.
| ncreasing the whey factor contribution will further
contribute to this risk. This inpacts business
deci sions and Hi | mar Cheese and ot hers consider further
investrment in California. This disconnect was one of
t he key reasons our conpany decided to invest in a
facility outside of California where we had the
opportunity to opt out of the regulatory system It
also tends -- it also tends to lead the risk averse to
over supply the market with products it does not want
and further decrease the value of mlk.

Furthernore, artificially increasing the
m ni mum price of mlk does not increase the real val ue
of mlk. The only sustainable nmeans of i ncreasing real
value in the global marketplace is to devel op products
t he market pl ace demands. Qur industry remains weak in
terns of value creation and innovation. This has been
to the detrinment of dairynen

| nstead of creating value, many in our
i ndustry have been trained to go to the regul ated

systemto get nore out of mlk. Attenpting to extract
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val ue fromthose processes who still have viable
busi ness propositions via an increase in the regul ated
price is not the solution. Instead, we nust develop a
regul atory systemthat incentivizes processors to
i nvest, innovate, and devel op new products which
increase the value of mlk long term

Conpetitive environnment: California cheese
processors conpete with out-of-state cheese
manuf actures in unregul ated markets. The proposed
m ni mum price increase puts California cheese
processors at a further disadvantage to our primry
conpetitors in unregul ated narkets, both donestically
and abroad. CQutside of California nost cheese and whey
processors operate, or have the option to operate,
outside the confines of federal price controls. 1In the
unregul ated markets, our conpetitors are not obligated
to pay mninmumprices or pay for mlk according to
their end product pricing formulas.

| ncreasing the regulated m ni mum price and
initiating a whey contribution that is indexed to an
end product that nobst cheese manufacturers in the state
don’t produce puts nost of the cheese industry,
i ncluding Hi |l mar Cheese, at a conpetitive di sadvant age.
Il add to that as well that it’s not just an issue of

California versus the U S More and nobre we are
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conpeting every day and our products are being conpared
to every day gl obal conpetitors as well. And they
operate, such as Cceana, our conpetitors, Australia,
New Zeal and, operate outside of regulated systenms such
as ours as well.

Hi | mar Cheese Conpany -- 4B nmeke al | owance
decrease in regards to the Hi | mar Cheese Conpany
recommends the Departnment to | eave the 4B nake
al | omance unchanged. The current nmanufacturing cost
data it out of date and doesn’'t reflect the current
cost environnent. Energy and raw material costs have
risen considerably since 2009. |If trends continue, we
expect the new 2010 and 2011 data to reflect these
i ncreases. W request that we hold any 4B nake
al | owance decision until the new cost data is conpiled
in just a few short nonths when we have nore tinely
i nformati on.

And | would also echo -- it’s not in ny
testimony here, but | echo support for Dairy
Institute’s thoughts on the f.o.b. adjuster. | do not
-- we do not believe there is a fundanental change in
the pricing relationship. It is an issue of market
timng, the lag effect of pricing, as well as the
extrene price cycles we see in that 24-nonth period.

So we woul d reconmend no change. And | think the next
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24-nonth pricing series, which we'll see here in a few
nmonths will illustrate that as well.

And industry in transition: many in the
i ndustry are recognizing the limtations of regul ated
pricing and recommending a nore market-oriented
approach. California should not nove towards a nore
intrusive regulated pricing mechanismat a tinme when
our industry is considering a nove away from end-
product pricing as a nmeans to price discovery.

Several years ago the CMAB conm ssi oned
McKi nsey to evaluate the future of the California dairy
i ndustry. Their findings, along with the nore recent
Bai n Report, concluded the U S. dairy industry and
California specifically had trenendous export
opportunity. They both suggested that the industry
adopt market-oriented policy initiatives that
facilitate this approach and warned that failure to do
so mi ght conprom se our conpetitive position |ong term

More recently, Foundation for the Future, a
maj or dairy policy reform proposal driven by National
M| k Products Federation, recognized [imtation of end-
product pricing and is reconmending a nove to a
conpetitive pay price with no m ninum prices for
manuf act ured products. The petitioner has publicly

supported this plan and a nore market-oriented
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appr oach.

More and nore the industry is recognizing the
di sadvant ages of our regulated m nimum pricing fornmul as
as we conpete and create -- attenpt to create value in
the gl obal marketplace. California would be wise to
follow suit.

On behalf of Hilmar Cheese Conpany and its
producer-owners | urge the state to reject the petition
from Land O Lakes and the alternative proposal from
Western United Dairynmen. The proposed increase in the
regulated mninum4B price is a step in the wong
direction for both processors and producers. Now is
the tine to enbrace a market-oriented approach and
capture the opportunity that exists in our global
mar ket pl ace.

Thank you for your tine and consideration. |
woul d be happy to answer any questions you may have,
and I would |ike to request the opportunity to file for
a post-hearing brief as well.

HEARI NG OFFI CER MAXI E:  Your request is
granted. Are there questions fromthe panel ?

MR. EASTMAN. | have a couple questions. You
menti oned during the spring flush this year you had to
send sonme m |k out-of-state.

MR AHLEM  Yes.
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MR. EASTMAN. And so does Hi |l mar have a
production base (i ndiscernible)?

MR AHLEM We do not have what | woul d cal
a base program but we do have caps, contract caps on
vol une that we accept, and we have for a nunber of
years.

MR. EASTMAN. And so if a producer were to
neet that cap, what happens?

MR. AHLEM We do not accept any m | k over
t hat cap.

MR. EASTMAN. (Ckay. So it's just a -- it’s
just a hard cap then.

MR AHLEM It’s just a hard cap. And our
caps today are in full force and we have peopl e that
have asked to rai se those caps and we have declined
those for the remai nder of the year.

MR. EASTMAN. So in essence because you were
shipping mlk out-of-state during the spring flush,
woul d that nean that the caps on all the producers
exceed your plant capacity or --

MR. AHLEM Everybody’s bunpi ng up agai nst
their cap. And it’s a seasonal dynam c so we have
variable -- it’s not an ongoing situation right now but
we look for it -- right now we seemto be relatively --

so at the peak seasonal flush you want to be bunping
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into the cap, you don't want to be doing that in the
sumer nmonths. But we see going forward -- we're in
bal ance now but that could change novi ng forward.

MR. EASTMAN. And then does your plant in
Texas, does it also pay producers on the sane sort of
conponent scales as it does in California with prem uns
based on certain factors?

MR AHLEM Yes. It’'s different, a different
mar ket, but simlar type of concept.

MR. EASTMAN. And then is that plant pool ed
in federal orders?

MR. AHLEM No, it’s not.

MR. EASTMAN. And has it always been a non-
pool ed pl ant then?

MR AHLEM Correct, yes.

MR. EASTMAN. That’'s all ny questions.

HEARI NG OFFI CER MAXI E: Very good, thank you
very rmuch

MR. AHLEM  Thank you.

HEARI NG OFFI CER MAXIE: At this point we
would i ke to take a 10 minute break and so we’ll go
off the record.

(OFf the record at 3:21 p.m)

(On the record.)

HEARI NG OFFI CER MAXI E:  The next w tness
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schedul ed is Joey Airoso from Airoso Farns.

MR Al ROSO.  Good afternoon.

HEARI NG OFFI CER MAXIE: Good afternoon. [f
you woul d state your name and spell the |last nane for
t he record.

MR. ARIOSOG Joseph C. Arioso, A-RI-0S O

HEARI NG OFFI CER MAXI E:  Thank you.

Wher eupon,

JOSEPH D. Al RCSO
was sworn and duly testified as foll ows:

MR AIROSG |'mhere today as a --
representing many dairy famlies in this state. Qur
famly’ s been dairying here since 1912 and on our farm
today there’'s four generation. | just had a grandson
born | ast year so it nmakes a fourth generation that’s
on the farm

W re like alot of famlies in this state,
we're captive here. W |ove where we live, our whole
famly lives here. And unlike sonme of the processors
or -- we don’t want to | eave, you know. W want to
stay here. And we're dealing with the regul ati ons and
water, air, and animal well ness, and whatever issues
cone at us we're willing to deal with it because we
i ke where we |ive.

But having said that, you know, it’s been
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brought up that we’re on a world market, we're
conpeting agai nst the people in Wsconsin, we’'re
conpeting against the people in Australia, we're
conpeting agai nst the people in New Zeal and, and we
have to be able to conpete. W respect that we need to
take care of the environnental rules in our state and
be better stewards of the |and, but we cannot be
di sadvant aged by not getting paid at |least close to
what the M dwest does or, you know, other countries.
W have to be on a conpetitive playing field.

And today | cone here. | shipny mlk to
Land O Lakes. |’m supporting themtoday. 1’malso
supporting Western United on the whey part of it. |
really -- although I comrend Land O Lakes for taking a
step forward, | think Western United’ s actually --
Western United s proposal on the whey fornula actually
gets us closer to being able to conpete with the people
in the M dwest.

And, you know, as everybody knows here that’s
m | king cows every day, this ethanol thing s kind of
been a gane changer for us in the dairy industry. |It’s
changed, you know, the costs of our production. M
costs in May were $10.50 just to feed nmy cows. Five or
six years ago | could have survived getting $10.50, and

now that’s what it costs ne to feed ny cows.
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And so, you know, today there s been
sonmething that | hear, |'ve been to two or three
heari ngs and al ways hear questions about the anmount of
m | k supply and concern about being able to pick al
the mlk up. | think it’s inportant for the Departnent
to understand that from 1995 to 2005 we had a bubble in
this state where a bunch of people, dairy farners that
| ove what they're doing, live down in Chino, they had
to nmove and nove of those guys noved up into where
live, Tulare County, and in the Central Valley here.
And they created a bubble. |1 mean, it was a trenendous
amount of mlk that came on Iine for about 10 or 15
years.

And in all honesty, | think the processors
got spoiled with that anobunt of mlk that came in and
they just got used to the tremendous amount of mlk
every year, nore and nore and nore. And |'ve cone to
t he conclusion that they take what we do for granted.
| really believe that. Because, in all honesty, the
cost nakes the whey. The cow is meking the product.
They're extracting it and | respect that we need each
ot her, but sonetinmes | feel like they take us for
granted. Because when you | ook at what happened in
2009, we had a hearing here just for 30 cents, | think,

for three or four nonths. And | was upside -- nyself,
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| was upside down $5.00 a hundredweight in July. You
can’t cut out enough stuff to get your financial
situation in order. | nmean, we lost a mllion dollars
t hat year.

And nost -- |'ve had the opportunity to serve
on the Farm Credit Wst board for the last five years.
And so if it was just ne, | would just say | wasn’'t a
good busi nessperson, | nade sone bad maneuvers. But |
get to see not people’s individual financial data, but
about 300 dairies that we finance, and | get to see how
the regulators are | ooking at our industry. And it’s
pretty sad when you go to a neeting and the only
commodity -- and Farm Credit West is probably one of
t he nost diverse commodity, they have the nost diverse
commodity groups of any farmcredit in the United
States, you know, with the commodity diversity here in
California. And they only commopdity they want to talk
about is dairy, how volatile it is, and how, you know
-- you get the regulators to conme out here from
Washi ngton DC and all they want to talk about is dairy
and they're concerned about, you know, how we’'re
getting paid in our state.

And so | think, you know, there’s sone rea
concerns. And | just want -- the last thing I'll say

is | think the growh in this state is going to slow
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down to alnost a crawml. |In our area we're seeing,
instead of dairies noving in we’'re seeing investors
conme in and take out sections of ground and put al nonds
in. And it’s, you know -- nowto dairy in the state
you have to have X-anount of acres and land is
extrenely expensive. | just don’t see the growmh. And
| know the processors keep throwing this growth thing
at you guys, but | really don't see it. | think, you
know, God may give us a little growth, you know.

They tal k about how nmuch m Ik we had this
May. We had the nost beautiful spring we’ve ever had
since |'ve been alive and dairied, so Mother Nature
gave us a lot of mlk this spring. But we' re not going
to have that every year. And | think, you know, you
guys will agree that the regulations in this state --
we’ve got the dairy industry down to where we’'re not
going to have a lot of growmh and so to have concerns
about, you know, being able to handle this mlk I think
is not fair to the dairymen. And besides, | think if
you | ook at the last couple of years CDI and Land
O Lakes both put in base prograns, and | think Hil mar
had one, too. And you know what, they worked. They
were able to plan and settle the flow of m |k down.

And so | think it’s really our job to, you

know, manage that and -- | think as nost dairy farmers
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we just want to get treated fair. That’'s what we want.
We know that we need each other. | can’t dairy wthout
Land O Lakes, Hilmar, all of them W all need each
other. But at sonme point, you know, there’'s a saying
that | seen the other day: there’s only one thing
greater than having advantage and that’s when you
should give it up, you know, know ng when to give it
up.

And so I'Il just kind of |eave you with that
note. And | support Land O Lakes’ proposal and 1’1
| eave it at that. Thank you.

HEARI NG OFFI CER MAXI E:  Thank you. You don’t
get off that easy. No, are there any questions from
t he panel ?

(No audi bl e response.)

HEARI NG OFFI CER MAXIE: | guess you do. Al
right, thanks a |ot.

Next witness is Barry Mirphy from BESTWHEY
Consul ting. Thank you. |[If you'd state your nane and
spell the last nanme for the record.

MR. MJURPHY: |'’mBarry Murphy, MURP-HY.

HEARI NG OFFI CER MAXIE: Very good. And you
handed us a copy of your testinony. Wuld you |like
that entered into the record as an exhibit?

MR. MJRPHY: Yes, please.
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HEARI NG OFFI CER MAXIE: Very good. It wll
be entered as Exhibit nunber 62.
(Ther eupon, Exhibit 62
was received and entered into evidence.)
Wher eupon,
BARRY MJRPHY
was sworn and duly testified as foll ows:

MR. MJRPHY: Ckay. M. Hearing Oficer and
menbers of the hearing panel, ny name is Barry Mirphy
and | have worked in California s dairy industry for
t he past 21 years in senior nanage, corporate
environnment, and for the past 12 years as a consultant
to the whey industry. M/ background includes Dairy
Sci ence and Busi ness post-graduate degrees, technical
and operations managenent, sal es and market managenent,
and green field project devel opment and financing. |
live in San Francisco, California.

My position on the petitions and alternate
proposal s: BESTWHEY, LLC, opposing the petition from
Land O Lakes and the alternate proposal from Wstern
United Dairynmen. BESTWHEY support the Dairy Institute
of California s alternate proposal, but believes that
the current 4B whey factor should remain as is.

Everything stated in my testinmony of Cctober

10t h, 2007, regarding the 4B whey conponent pricing and

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© o ~N o g B W DN =

N T N T S T O T T N T e e e T e ~ S S S S
gl B W N 2O O O N o gD W DN = O

its inpact on the state’s cheese industry remains valid
t oday.

The 4B whey conponent factor continues to be
the nost critical mlk pricing issue and concern facing
the future growh and forward planning of California’s
cheese industry. Only the largest of California s
cheese conpani es have entered the whey business via
substantial investnent.

More than 80 percent of California s cheese
manuf acturers fall below the one mllion pounds per day
of raw whey required before a breakeven or a nodest
return on investnent would be considered. Wey
econonies begin with greater than one mllion pounds of
whey per day.

For the smaller producers, whey disposal
costs range from $4.00 to $16. 00 per hundredwei ght.

Not one conpany in California has invested in a new
whey powder plan in over 10 years. Wey protein is an
opti on above one mllion pounds of whey per day, but no
one woul d consider drying the byproduct, whey perneate
or |actose, which represents nore than 85 percent of
whey solids, with less than four to six mllion pounds
per day of whey since the investnents are extrenely

| arge and the risk is high

The current 4B whey conponent pricing for
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whey of 25 cents per hundredwei ght of m |k provides a
fair return to mlk producers, is a reasonable price
for the small cheese manufacture who cannot realize a
return fromwhey, while providing a reasonable return
on investnment -- on whey plant investnment for |arge
vol unme cheese nakers.

To maintain a bal anced distribution of mlKk
into the various mlk classes, while maintaining a
heal t hy bal ance between co-ops and private enterprise,
and to attract investnment into California s cheese
i ndustry as we becone a key exporter to Asia and the
Anericas, it is inportant that we maintain the current
whey conponent 4B milk pricing formul a.

As a consultant | work with severa
i nvest ment groups considering |arge scal e new cheese
project investnents in California, and if the Land
O Lakes proposal were adopted then these projects would
no longer be financially attractive relative to food
i ndustry investnment standards. Over the |ong run,
cheese plants have returned nore dollars to producers
t han butter/powder, and cheese plants may attract
private equity while butter/powder plants will |ikely
nmost not -- or will nost likely not. Regulatory
uncertainty reduces cheese plant investnent potential.

The Land O Lakes proposal states that
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“changes would result in a nore equitable sharing of
the whey’s market value.” And, as an exanple, |I'm
going to draw or four data points fromthe LCL

pr oposal .

So I've laid out a table here that shows the
LCOL proposal, with the first colum is the AOMfor the
Western dry whey, so ranging from25 cents up to 38-1/2
cents. And then the proposed 4B val ue per
hundr edwei ght to the producers, beginning with 25
cents, which we currently have. And at that |evel of
-- at that particular |evel where the whey nmarket would
be 24.49 cents, the producer would bet 4.3 cents for
his whey while the plants, based on nake all owances,
woul d probably | ose sonething in the order of 6 or 7
cents.

And then as it noves up through these four
points |I've laid out, up to the 38-1/2 cents at $1.00
per hundredwei ght to the m |k producer, the net effect
is that the m |k producer were received 86 to 92-1/2
percent of the increnental margin realized as, you
know, within this tech table.

And | guess my main point is, you know, for
the -- you know, an average whey plant is going to be,
depending on mlk volume, but the base cost for a

mllion pounds a day whey plant’s going to be $20-
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million just to take out the protein, 20-mllion at the
very least all the way up to maybe $100-mllion for
perhaps a 6-mllion pound a day plant.

And this proposal, which is simlar to the
federal order, proposes that the producer receives from
86 percent to 92 percent of that return and I find that
-- that's not fair.

So ny points on this are that the LCL
proposal is not equitable; two, the LOL proposal is too
aggressive and puts a significant and inequitable
burden on all cheese plants; three, LOL's proposal wll
elimnate or significantly reduce addi ng cheese pl ant
expansion in California.

My concl usions are, one, that the nost
equitable way forward is to maintain an expansi onary
cheese industry and to attract private equity
investnment. The equitable ways to achieve this is to
mai ntai n the 4B whey conponent pricing. Conclusion
nunber two is that the Land O Lakes proposal woul d
significantly -- will place significant financial
strain on California s cheese industry. And ny final
point is that BESTWHEY supports the Dairy Institute of
California s alternate proposal with respect to the 4B
whey factor since it provides a credible mddle ground.

Thank you. And | request permssion to file
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a post-hearing brief.

HEARI NG OFFI CER MAXI E:  Your request is
granted. Are there any questions fromthe panel ?
M. Eastnman?

MR. EASTMAN. M. Mirphy, | have a question
for you. As a consultant in the whey consultation, so
to speak, you nentioned you ve been doing that for 12
years.

MR, MJRPHY:  Yes.

MR. EASTMAN. Have you been actually invol ved
in the process with any plants either here in
California, outside of California in their process to
i nvest in whey processing? Have you played an integral
part, so to speak, in establishing the plants --

MR, MJRPHY:  Yes.

MR EASTMAN. -- or the details of that?

MR. MURPHY: Yeah, |'ve been involved in
those 12 years. Wll, actually alittle nore than 12
years because | was with a co-op prior to that. So a
total of 10 or 11 (indiscernible) plants, whey
processing plants. So in the last 12 years |'ve
managed, | think, five conpletely, five projects. So I
oversaw the entire projects fromstart to finish. So
fromeval uating the project and | aying out the business

pl an, gathering up the financing, reviewing it,
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reviewi ng markets and naki ng deci si ons on what
processes to install.

MR. EASTMAN. And that was purely outside of
California or have you done that inside as well? As
you nentioned, you reside here in cal.

MR MJURPHY: No, I've done this in
California al so, yes.

MR. EASTMAN. That was my only question.

HEARI NG OFFI CER MAXI E:  Any ot her questions
fromthe panel ?

(No audi bl e response.)

HEARI NG OFFI CER MAXIE: Very wel |, thank you
very rmuch

The next witness is Jonathan Kennedy from
Farm Credit West. Thank you. |If you would state your
name and spell your |ast nane for the record.

MR. KENNEDY: Jonat han Kennedy, that’s
K-E-N-N-E-D- Y.

HEARI NG OFFI CER MAXI E:  Thank you. And you
handed us your testinony this afternoon. Wuld you
like it entered into the record as an exhibit?

MR. KENNEDY: Yes, please.

HEARI NG OFFI CER MAXIE:  Very well. It wll
be entered in as Exhibit nunber 63.

(Thereupon, Exhibit 63
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was received and entered into evidence.)
Wher eupon,
JONATHAN KENNEDY
was sworn and duly testified as foll ows:

MR. KENNEDY: Hello. M nane is Jonathan
Kennedy and | amthe Senior Vice President and Branch
Manager of Tulare Dairy Center of Farm Credit West.
Thank you for allowing ne tine to speak today.

Farm Credit West has been financing the dairy
industry in California for the past 90 years and
currently has over $1.1-billion in outstanding |oans to
California dairynen. | was asked by some of the dairy
operations that we finance to discuss the financial
trends and inpact of the past couple of years on the
dairy industry and provi de sone testinony regarding
adverse changes in financial position as a result of
this past downturn

| will share ny observations fromthe end of
2007 to the present. To denonstrate the changes in
financial position, I will discuss the changes to the
bal ance sheet and the borrowi ng capacity of a
fictitious dairy with a thousand cows |ocated in a
nmodern facility in Tulare County on 250 acres of
farm and to represent the inpacts of the econom c

downturn that started in 2008 and hit bottomin 2009.

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© o ~N o g B W DN =

N NN N NN R R R R R R R R R
gl B W N 2 O O O N o gD W DN = O

246

As you are aware, there were significant
operating |losses in 2008 and 2009 as a result of
i ncreased feed costs and the significant drop in milk
price. What you may not be aware of is the decline in
ot her asset values related to the dairy business as a
result of the econom c downturn. To conpound the
probl ens caused by the operating | osses and decreased
cash flow, dairy livestock val ues declined
significantly in 2009 and dairy facilities have al so
decreased in value and further conplicated by nore
sellers than buyers of dairy facilities. The end
result is that operations went fromstrong equity and
financial positions -- strong equity and financi al
positions to many operations going out of business or
operations that are significantly weaker financially
today than they were at the end of 2007. | wll
di scuss changes in the financial position between 2007
and 2009, and then from 2009 to 2010.

At the end of 2007 the dairy industry was
continuing its trend of increased total cow nunbers and
production. As the result of good profits made in
2007, there was strong denmand for dairy cattle and
dairy facilities. Dairy cow replacenents were worth in
excess of $2-thousand a head and sone as high as $25-

hundred a head. Average values were in the range of
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$21-hundred a head for replacenent dairy cows purchased
in 2007. In addition, strong demand al so i ncreased the
val ue of existing dairy facilities to all-tinme highs.
It was a good tinme to be a dairyman. |n addition,
agricultural lenders were conpeting for dairy financing
and providing financing against steadily increasing
livestock and facility and | and val ue.

The bal ance sheet on the next page represents
t he operation having total assets of $9, 883,000 and
total liabilities of $5,100,000 for a net worth of
$4, 783, 000. The operation has good liquidity with
$638,000 in working capital. And froma |ending
per spective the banker has good collateral margins with
an advance rate on the operating line being only 49
percent and a 54 percent advance rate on the land. At
the tine, lenders were typically providing operating
financing up to 75 percent of advance rate on
i vestock, feed, and accounts receivable, and advance
rates from65 to 70 percent on nortgage |oans. Due to
the health of the industry and nost borrowers, there
was | ots of conpetition at the tine by |enders
soliciting this business.

The next page just kind of shows sonme -- kind
of a pro forma bal ance sheet, you know, and at the

bottom ki nd of shows a borrow ng-based col |l at eral
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mar gi ns t here.

I n 2008 changes started occurring that
started putting pressure on profit margins. The price
of mlk started trending downward while at the sane
time feed prices started increasing. By the end of
2008 the price of mlk had fallen from $20.17 a
hundr edwei ght in Decenber ’'07 to $13. 38 in Decenber
"08. Fourth quarter feed expenses had increased to
$10.43 from $8.53 the previous year.

M|l k price continued to fall in 2009,
reaching the floor in July of 2009 at an average of
$10. 01 a hundredwei ght. The cost of feed starting
dropping slightly during this tinme period, but nowhere
close to the drop in mlk price.

In the San Joaquin Valley, a typical dairy
| ost $150 a cow in 2008 and approxi mately a thousand
dollars a cow in 2009, for conbined | osses of $1,150 a
cow. This was across the board, whether they were
smal | operations or |arger operations. For a thousand
cow dairy, that was a loss of equity of $1, 150, 000.

During this tinme period, the value of dairy
cattle dropped significantly fromthe high in 2007. By
the end of 2009 cow val ues dropped from $21- hundred a
head to $13-hundred a head. Heifer values al so

dropped. For a thousand cow dairy with repl acenents,
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l'i vestock val ues decreased $1, 160, 000, further reducing
their ability to absorb | osses due to reduced borrow ng
capacity. Many operations resorted to borrow ng

agai nst their real estate equity to continue
oper at i ons.

In late 2009 the operations started to
recover with mlk price inproving fromthe |ow of
$10.01 to $15.56 in Decenber '09. At the sane tine,
feed costs continued to decline and dropped to an
average of $7.97 in the fourth quarter of 2009.

On the next page, the bal ance sheet
represents the inpact of operating | osses as well as
t he deval uation of livestock values. |In this case the
operation borrowed an additional $600-thousand on its
facility to carry on operations. Wrking capital had
been depleted with a significant increase in accounts
payabl e as a result of bank lines of credit reaching
maxi mum | evel s and with banks unwilling to extend
additional funds to the depletion of the coll ateral
margin. In this case the operation lost $2.3-mllion
in net worth, or $2,310 per cow. The dairyman’'s
financial position increased significantly froma debt
to equity position of 1.07 to 2.34. The bank advance
rate reached an unacceptabl e advance rate of 82

percent, and the advance rate on the | and was al so
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maxed out due to additional borrow ngs against the real
estate.

During this tinme period nmany tenant dairies
went broke as they did not have the secondary equity in
real estate to borrow against. It was a tinme of herd
I iquidations from CWM and sone bank-forced
iquidations. For sonme operation bankruptcy becane the
only option. Lendable equity was depleted with many
operations owi ng in excess of a hundred percent of
assets with | enders having negative equity positions.

Okay. The next page is kind of an exanple of
-- reconciles the drop in net worth fromboth |osses in
operations as well as asset deval uation due to
i vestock.

The recovery in 2009 (sic) was slight with
better m |k prices and | ower feed costs, with average
operation returning to profitability in 2010 and
generating an profit of a hundred to $150 a cow.

Al t hough the situation had stabilized and operations
were starting to have position cash flow, the financial
duress continued. WMany operations put their facilities
on the market and some were forecl osed upon by | ending
institutions. Although profitability had returned,

typi cal dairyman was in the situation of high debts and

pressure by their lenders to increase collateral
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mar gi ns. There have been few real estate sales, but

i ndications fromcurrent |istings and market data, the
facility values have declined from 10 percent to 50
percent fromtheir peak values. The farnland rel ated
to these dairies has renmi ned constant and nay be

i nproved sone.

It’s not in the commentary, but that’'s part
of the result of the other commodity prices are doing
very well and there’s demand for farmn and.

The bi ggest inpact has been on snall dairies
under a thousand cows, and large facilities in excess
of five thousand cows.

The bal ance sheet on the attached reflects
the change in position fromthe end of 09 to 2010.
The operation reflects profit from operations of $125-
t housand, but the facility value has been decreased by
$900 a head due to market conditions, for a total of
$900- t housand decline in facility val ue.

Com ng into 2011, operations renain
financially stressed. Many operations are outside
their borrowi ng paraneters with their | enders and focus
is to reduce debts and build margins to withstand the
next downturn, which is not a matter of if, but when
and how bad. Hopefully we will never see a repeat of

2009.

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© o ~N o g B W DN =

N NN N NN R R R R R R R R R R
g B W N 2 O O O N o gD W N = O

252

Thank you for your tine. And any
consideration that can help the mlk prices and
increase profitability of California dairynen to
recover financially will be beneficial to the long term
viability of the industry in California.

And at this tinme, just |ooking at our
portfolio and sone of the dairies, | estimate there’s
20 to 30 percent of dairy operations that really can’'t
wi t hstand much adversity and they need profits here in

the interimto build equity to withstand the next

downt ur n.

And that’s kind of the end of ny witten
commentary in terms of, | guess, us taking a position
on the 4B and the proposals here. | think | don't have

enough expertise to say that and say for each, you
know, action there’s going to be sone sort of reaction
and |"mnot going to get into that. But in terns of
sonme of the growmh | think Joey Airoso alluded to
earlier, right now we have no new construction going on
in ternms of dairies and there’'s probably nore concern
of operations still potentially going broke if there’s
a downturn. And, you know, we see nore as a trend
operations |l ooking to | eave the state versus conmng to
the state, so that’'s kind of the -- really end of ny

comment s here.
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HEARI NG OFFI CER MAXIE: All right, thank you.
Questions fromthe panel ?

(No audi bl e response.)

HEARI NG OFFI CER MAXI E:  No question. Thank
you very much for your testinony.

MR. KENNEDY: All right, thank you.

HEARI NG OFFI CER MAXIE: Next witness is G enn
Wal l ace formDairy Farners of America. Thank you. |If
you' d state your nane and spell the last nanme for the
record.

MR WALLACE: denn \Vallace, WA-L-L-A-CE.

HEARI NG OFFI CER MAXI E:  Thank you. And you
handed us a copy of your testinony. Wuld you like
that entered into the hearing record?

MR WALLACE: Pl ease.

HEARI NG OFFI CER MAXIE:  Very well. It wll
be entered in as Exhibit nunber 64.

(Thereupon, Exhibit 64
was received and entered into evidence.)
Wher eupon,
GLENN WALLACE

was sworn and duly testified as foll ows:

MR. WALLACE: M. Hearing Oficer and nenbers
of the hearing panel, nmy nane is G enn Wallace. | am

Vice President and Chief Operating Oficer for the
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Western area of Dairy Farnmers of Anmerica, DFA. Qur
busi ness address is 580 North WInma Avenue, Suite H
Ri pon, California. DFA is a Capper Vol stead
cooperati ve.

In 2010 DFA menbers in California represented
approximately 20 percent of the farns in the state and
15 percent of the m |k production. DFA owns and
operates a cheese plant in Turlock, California, and a
butter/powder facility in Hughson, California. W
understand that dairy farmng and all the associ ated
processi ng, marketing, and distribution businesses
contribute significant noney to the California econony.
Qur nmenbers are very interested in these proceedi ngs as
t hey have sizable investnments in both farns and plants
within the state.

My appear ance today was aut horized by the
Western Area Council at their regular neeting on June
27th, 2011.

We appreciate the California Departnent of
Food and Agriculture responding to the industry
requests for this hearing and for annually providing
information for the industry to use in making proposals
for change in mlk marketing regulations. No state or
mar keting region in the country has better, nore

accurate, and tinely data to work with in regul atory

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© o ~N o g B W DN =

N NN N NN P R R R R R R R R
gl B W N 2O O O N o gD W DN = O

proceedi ngs than California and we appreciate that very
much.

The hearing petitions and proposal s before
t he Departnent today include changes to the O ass 4A
and 4B price formulas. Wth regard to the 4B price
formul a we support the alternative proposal as offered
by Western United Dairynmen and shoul d the Departnent
not find for that proposal then we woul d support the
petition offered by Land O Lakes. W al so support the
proposal s offered by the Departnent with regard to
increases in the security trust fund charge.

Underlying the changes to the 4B formul a that
we support is the basic question of how COFA will treat
the contribution of whey in the pricing fornulas. W
believe the current position that limts the
contribution of whey value to the 4B price to only 25
cents per hundredwei ght underval ues the econonic
benefits derived fromwhey marketing and nust be
revised to nore appropriately reflect the val ue of
whey.

DFA nenbers are concerned that the health of
the farm sector continues to be stressed by rising
costs of nother-in-law production. Review ng the CDFA
cost of mlk production studies, published quarterly

and summari zed annually, feed costs have increased
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strongly. In the 2010 annual cost survey, feed costs
accounted for an average of 57 percent of total
operating costs for the 2006-2010 period. However, by
the fourth quarter of 2010 the percentage of total
costs had increased to 58.7 percent and, for the first
quarter of 2011, they represented 61 percent of total
operating costs. On a per hundredwei ght basis, the
first quarter average feed cost was $9.03 versus $7.66
in 2010, an increase of 17.9 percent.

In the pre-hearing workshop materials the
Department sunmari zed the quarterly feed costs data
detailing both the dollars per ton of grain commodity
m x and the mlk cow hay prices. The first quarter of
2011 showed that the grain commodity mix prices to be
the fourth highest of the 21 quarters reported. There
is little indication fromcomodity markets that these
costs will be reduced over the remai nder of the year
and have the potential to continue to rise. W urge
the Departnent to consider this in its decision-nmaking
process.

W’ ve review the Land O Lakes study on pl ant
capacity in California and feel the cal cul ati ons of
current average avail abl e excess capacity of 80 to 90
| oads per day is a reasonable estimte. W feel

today’s situation with regard to plant capacity is not
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the sane as in 2008 when for several nonths we, and
nost other mlk marketers in the state, were forced to
send mlk to out-of-state processors in order to find
avai | abl e manuf acturing capacity.

Al so, based on our experience in the field as
a significant procurer of mlk supplies, there are no
new dairy farmfacilities being constructed in the
state, nor are we aware of any that have cone on |ine
in the recent past. Because of our position in the
mar ket pl ace, we are in constant contact with real
estate brokers who specialize in dairy farmfacility
transactions, and they confirm our experience of no new
construction. Furthernore, since 2009 we and our dairy
real estate network are aware of only three farns that
have changed hands at what we would term an arns-|ength
transaction; in other words, not being initiated by a
|l ender. And thus far this year, none have been cl osed.
Furthernore, where there have been attenpts to market
exi sting dairies, valuations have declined severely in
t he past 12 nonths.

Section 62062 of the California Food and Ag
Code does direct the Secretary as follows: “In
establishing the prices, the Secretary shall take into
consi deration any rel evant econom c factors, including

but not limted to the foll ow ng: the reasonabl eness
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and econom ¢ soundness of market mlk prices for al

cl asses, giving consideration to the conbined i ncone
fromthose class prices in relationship to the cost of
produci ng and marketing market m |k for all purposes,
i ncl udi ng manufacturing purposes. 1In determning the
costs, the director shall consider the cost of
managenent and ot her reasonable return on necessary
capital investnent.”

We encourage the hearing panel to broaden
their historical focus in these types of hearings that
has mainly centered on plant capacity issues to al so be
cogni zant of mlk production factors, and to nake sure
their decisions and recomrendations with regard to
price encourage that a nore reasonable portion of the
revenue streamaccrue to the mlk supply to naintain a
sustainable m |k supply in California.

The focus of this hearing is on pricing
formulas. Cenerally the Departnent publishes the cost
surveys; the industry considers the data and nay or may
not ask for a hearing. |If a hearing is called, the
Department considers the testinony and may or nay not
grant a change.

At the last hearing, the Departnent chose to
change its past practice for determ ning the val ue of

whey to be included in the 4B price. Due to a |ack of
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processors nmanufacturing only whey powder and, thus, a
| ack of processing costs to survey, the CDFA hearing
panel recomended a change in the way the whey
contribution was conputed in the price fornmula and
suggested the whey contribution be fixed at 10 cents
per hundredwei ght. The Secretary of Agriculture, in
t he Determ nations, Finding, and Conclusions, and O der
of the Secretary of Food and Agriculture, published in
Novenber of 2007, retained the fixed factor but set it
at 25 cents per hundredweight. Since that tine and
nore recently, it appears that the value as determ ned
at that hearing has understated the value of whey in
its contribution to the 4B price by a significant
anount, and has resulted in a 4B price that is well
bel ow a reasonabl e | evel

The spread between the California 4B prices
using the 25 cents per hundredwei ght fixed whey factor
and the federal order Class IIl price has been
estimated by several hearing petitioners and by CDFA.
Western United Dairynmen has cal cul ated t he anount that
federal order Class Il prices exceed 4B prices over
t he period of January 2007 to date as $1.02 per
hundr edwei ght with 79 cents of that difference
attributable to whey. Land O Lakes reported for the
period of January through April of 2011 whey val ues
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added $1.46 per hundredweight to the federal order
Class Il price versus only 25 cents per hundredwei ght
of contribution to the CDFA 4B pri ce.

The pre-hearing workshop materials noted
federal order Class IIl prices were 97 cents per
hundr edwei ght hi gher than 4B prices for the period from
2006 through 2011, and the difference since 2010
averaged $1. 31 per hundredwei ght higher in federal
orders. The Departnent’s analysis of the three
subm tted proposal narrowed this spread over the five-
year period from 97 cents per hundredwei ght to 85 cents
per hundredwei ght (that was the Dairy Institute’s
proposal ), narrowed it to 23 cents per hundredwei ght in
the Land O Lakes proposal, and it narrowed it to 12
cents per hundredweight in Western United s proposal.

Section 62062 of the California Food and
Agricultural Code directs the Secretary as foll ows:
“The formul as shall be reasonably calculated to result
in prices that are in the reasonable and sound econom c
relationship with the national value of nmanufactured
m | k products.”

We consider this the guideline that directs
the Departnent to regularly contrast CDFA prices with
t he conparabl e federal order prices. However, we do

not think the Departnent’s effective policy goal for
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California farmm |k prices should be to allow 4B
prices to drop to a level that average 97 cents per
hundr edwei ght bel ow federal order Class Ill prices.

We feel the Departnment should continue to
foll ow ng past practice of reflecting make all owance
cost survey data in setting the nake all owance | evel
To that point we endorse the reduction of the cheese
make al |l owance fromthe current of 19.88 cents to the
survey determ ned amount of 19.66 cents. W also
endorse using the 24-nonth cost adjustor of negative
. 0018 as determned in the cost surveys instead of the
current negative .0252 cents.

It seens reasonable for CDFA to consider a
change in the whey conponent of the 4B price fornmula.
We woul d support the Western United Dairynmen proposa
to use the federal order make all owance data in place
of a CDFA cost survey determ ned factor. CDFA staff
was consulted regularly by Dr. Mark Stephenson, then at
Cornell University, when the federal order nmake
al l onances were determ ned by his study and presented
as evidence at a hearing. In his testinmony in July
2007, titled “Testinmny on Cost of Processing in
Cheese, Whey, Butter and Nonfat Dry Ml k Plants,”
presented at the Federal M|k Marketing Order Hearing

in Pittsburgh, Pennsylvania, Dr. Stephenson noted that
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t he net hodol ogy for collecting and sumrari zi ng --
summary of the date us used in conmpiling plants costs
closely followed the industry accepted practices of
CDFA. It would be reasonable to expect the survey
nmet hods used by Dr. Stephenson and by CDFA are simlar
in operation. As such, CDFA could, with confidence,
adopt the federal nake all owance data as a substitute
for the California data it was unable to obtain

Note that the Western United Dairynen
proposed formul a uses only 80 percent of the val ue
resulting fromthe conputation in determ ning the 4B
price. This provides allowances for market variations
and, should whey val ues rise unexpectedly, it creates a
buffer for the industry to react appropriate but still
allow for a nore appropriate portion of the whey
revenues to be reflected in mlk price.

We al so note, as shown in the Western United
Dai rymen’ s testinony, that the proposal results track
well with the federal order fornulas. This is
important for price alignnent issues. Again we urge
the Departnent to use this proposal to update the
exi sting 4B price fornul a.

Shoul d t he Departnment not choose to use the
Western United Dairynmen proposal, we would endorse the

Land O Lakes proposal. It follows the same cal cul ation
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with regard to the nake all owance and cost adjustor as
does the Western United Dairymen proposal. It offers a
di fferent approach to the whey conmputation portion of
the formula. It proposes a bracket systemto reflect
t he whey val ue conponent. Like the Dairy Institute
proposal, it floors the contribution to the 4B price at
25 cents per hundredwei ght. The operation of the
formul a noves the whey contribution 5 cents per
hundr edwei ght for each 1 cent per pound novenent in the
whey price. W note that the prior CDFA formula in
essence noved the price 5.8 cents per penny of whey
pri ce change and the current federal order formula
noves 5.9 cents per penny of whey price change. So, as
proposed, the Land O Lakes option should be consi dered
a less than full value increnmental novenent again
| eavi ng al |l owance for price variation and differences
in individual plant efficiencies.

CDFA has al ready adopted a bracket system
but with only a single bracket. Thus, there should be
no reluctance to the use of a bracket system The LCL
proposal offers a cap at one dollars per hundredwei ght
contribution to the 4B m |k price, of 75 cents per
hundr edwei ght nore than the current level. One reason
for the cap is to allow for sone adjustnent with

extrenely high whey prices and to allow the industry to
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respond to those higher than typical prices, possibly
t hrough a prem um structure.

The results of the Land O Lakes proposa
woul d allow Cl ass 4B prices to lag the federal order
prices by 23 cents per hundredwei ght over the 2006 to
2011 period as neasured by CDFA versus the current
formula that allows 4B prices to fall 97 cents per
hundr edwei ght short of the federal order val ues.

Again, our view is that 97 cents per hundredwei ght
spread is far too wide and a spread of a | esser
magni tude is appropriate.

Lastly, we oppose the Dairy Institute
proposal as presented. For reasons noted above, we can
support a bracket system and agree with their proposal
that floors the contribution at 25 cents per
hundr edwei ght. However, the full effect of the
proposal as reported in the pre-hearing workshop data
noted that the 4B prices would still lag federal order
prices by an average of 85 cents per hundredwei ght over
the five-year period neasured and the annual variation
woul d be nore than one dollar per hundredwei ght in
three of the five years neasured. W cannot support a
public policy that institutionalizes a spread of this
magni t ude between California and federal order prices

as a reasonabl e sol uti on.
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In the future, we urge the Departnent to
study additional nmethods to devel op nake cost for the
production of whey, whey protein concentrate, and whey
protein isolates. W could then revert to the
traditional nake all owance net hodol ogy for conputing
regul ated mlk prices.

W woul d like the opportunity to file a post-
hearing brief.

Thank you for listening to our views and |
will attenpt to answer any questions you may raise.

HEARI NG OFFI CER MAXI E:  Thank you. Your
request regarding the post-hearing brief is granted.

Are there questions fromthe panel ?

M5. GATES: M. Wallace, would do -- did DFA
have a position on (indiscernible) proposal?

MR. WALLACE: No, we do not have a position
on that. W would encourage the panel to review all
the data as related to startup and efficiencies of
facilities when they nake their determ nation.

M5. GATES: (kay, thank you.

HEARI NG OFFI CER MAXIE: (O her questions?

MR. EASTMAN. M. Wl lace, yeah, you
menti oned that you do have a cheese plant in California
and so, as a processing cooperative nmaking cheese, how

do you view changes in the Cass 4B fornmula affecting
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you as a processor or marketer of cheese?

MR WALLACE: Well, as a marketer of cheese,
| nean, it will affect us, you know. It will increase
our cost in mlk for our facility there but, you know,
we still have a good market for our whey product and it
is a profitable return that we receive fromthat.

MR. EASTMAN. Ckay. And then there has been
sonme di scussion of m |k production, how m |k production
has been com ng back especially the | ast nunber of
months and in the current year. Have you had probl ens
or has DFA have problens with handling the m |k supply,
for exanple, through the spring flush time?

MR. WALLACE: There have been periods of tine
where we had sone chall enge, was not really related to
our capacity but nore related to particular downtine
that occurred at custoners potentially. So, you know,
we have not noved any raw mi |k out of the State of
California as a result of any of that.

MR. EASTMAN. So those problens, | guess you
could say, were nostly just based on seasonality or
tenporary issues with plants’ custoners.

MR. WALLACE: Right, that’s correct.

MR. EASTMAN. How do you envision mlk
production going into the future, say over the sunmer

and the rest of the year, if you could guess? |If you
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coul d.

MR. WALLACE: Pure speculation. | nean,
dai rynen today their feed costs are up dramatically.
Most of their feed contracts ran out in the early
spring and today they' re buying their feed hand-to-
mouth. They're not contracting feed because of the
fact that it’'s very difficult to bring yourself to
contract $6.00 or $7.00 corn when you traditionally
have bought that for $2.00 or $2.50-%$3.00. And so
t hey' re goi ng hand-t o- nout h.

So there’s a lot nore risk out there that
exi sts today, there’s a lot nore volatility. The banks
are | ooking at how they put thenselves in a position to
elimnate their risk, where they have quite a bit of
their portfolio -- you just heard M. Kennedy talk
about their portfolios and the chall enges that they
have. So m |k production will be driven mlk prices
and the margin associated with the difference between
the price and the feed costs. And if feed costs stay
where they're at, the mlk price is going to have to
stay up. |If feed price recede, if we have change in
et hanol policy, all those factors could inpact the mlKk
producti on.

MR. EASTMAN. And | just have one nore

guestions in this series. How ve you been handling
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your mlk in terms of running into your plants and then
al so servicing your custoners, have you been running
your plants at full tilt, have they been running at
capacity?

MR. WALLACE: Yeah, our cheese plant has run
at capacity. It traditionally runs at capacity as
demand custoners, so it runs at capacity. Qur
butter/powder facility has ran at capacity probably for
the last 90 days. But the first part of the year we
were running at mnimal |evels there. So it’s really
been a | ot of change and volatility in mlk production
just as a result of, you know, the healthiness of the
i ndustry.

W’ ve had nenbers, kind of as a side note,
but we’ve had nenbers that in January, because of the
forecast for mlk price and whatnot, contracted mlk at
$14.50. Today that doesn’'t |ook |like a very snmart
decision but at that point in tine it |ooked |ike that
was probably a good deci sion.

So mlk prices have gone up nicely and we’ ve
had good response fromthe production side of the
equation. We will have anot her downturn and when we
have that downturn | think we'll have a nore dramatic
decline in the mlk supply than we m ght anti ci pate.

MR. EASTMAN. Thank you.
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HEARI NG OFFI CER MAXI E:  Ms. Reed?

M5. REED:. Yes, | just have one question and
it’s in regards to -- on page 7 basically just about
your | ast paragraph where you' re urging the Departnent
to study additional nmethods to devel op cost studies for
different types of whey, |ike WPC or different things.
What seens to be the problemis when the plants produce
different varieties of WPC, it’s like there’s no
consi stency in the percentages and different things
i ke that, 30, 34, 75, 80, all this. So what would be
your suggestion when that exists? And that seens to be
what’ s goi ng on everywhere

MR WALLACE: | don’t know as | would have a
specific suggestion right here imediately, but in the
post-hearing brief I could -- we could potentially put
sone additional neat on the bone, if you'd |ike.

M5. REED: That sounds good, thank you.

MR WALLACE: You bet.

HEARI NG OFFI CER MAXIE: (O her questions?

(No audi bl e response.)

HEARI NG OFFI CER MAXI E:  Thank you very nuch.

The next witness is Rich Lewis from
Dai ryAmerica. Thank you. |If you would state -- well,
if you'd state your nanme and spell your |ast nane for

the record.
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MR LEWS: R ch Lews, L-E-WI-S,

HEARI NG OFFI CER MAXIE: And you handed us
copies of your testinmony. Wuld you like that entered
into the hearing record?

MR. LEWS: Yes, please.

HEARI NG OFFI CER MAXIE: We will do so. It
wi || be Exhibit nunmber 65.

(Ther eupon, Exhibit 65
was received and entered into evidence.)
Wher eupon,
RICH LEW S
was sworn and duly testified as foll ows:

MR LEWS: M. Hearing Oficer and nenbers
of the panel, ny nanme is Rich Lewis and I’ mthe Chief
Executive Oficer of DairyAnerica, a cooperative
mar ket i ng associ ation | ocated in Fresno, California.

|’ m here today to testify in support of a
change to the Class 4B pricing fornula, specifically a
change to the solids not fat portion of the fornula. |
support the change as petitioned by California Dairies,
CDI, tothe ass 4Ain relation to solids not fat by
i ncreasi ng the make all owance in the anount of .0286
cents a pound. This change would increase the current
make al | owance from . 1698 cents a pound to .1984 or

19. 84 cents a pound.
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This change is in line with the Departnment’s
own data verifying the cost to manufacture nonfat dry
m |k as published in the Novenber 2, 2010,
manuf acturing cost exhibit for nonfat dry m |k powder,
bul k butter, and cheddar cheese.

The U. S. produce 1.8-billion pounds of nonfat
dry mlk/skimml|k powder in the year 2010 and we are
currently 3.83 percent ahead of that production through
April 2011. U S. demand is about 900-mllion to 1.1-
billion pounds of nonfat per year, and California
production provi des about 50 to 55 percent of the total
production of nonfat dry mlk/skimm |k powder each
year.

Doi ng the math quickly helps us to realize
t he i mportance of powder manufacturing plants in
California and keeping themviable to provide the
i nportant function of bal ancing the supply of
California-produced mlk to demand, now and in the
future. The nunbers also help us realize the
i nportance of the international market to California
for California-produced nonfat skimm |k powder. |
guote the foll owi ng statenents made by Stan Andre, CEO
of the California MIk Marketing Board, made at the
California Creamery Operators Association on Tuesday,

June 28th. | quote, “Exports are a significant market.
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California exported closed to 20 percent of its mlKk
solids in 2010. California is the |largest export state
inthe US., representing 39 percent of the export
vol une and 46 percent of the export value. Fonterra
estimates that for the next 10 years the gl obal demand
for dairy products will grow annually by an anount
equal to the size of the entire California dairy
i ndustry.”

Qur own experience in the international
mar kets confirmthe information provided by Stan in his
CCQOA presentation

Therefore, making sure that California plants
produci ng dairy products manufactured from California
producer mlk to remain viable is of the utnost
i nportance. More inportantly, our experience shows
that providing the export market is nore conplex and
expensi ve than providing dairy products for the
donmesti c market.

Specifications for dairy powders for
i nternational markets, whether custoner or country
required, are nuch nore conplex. They require
different tests, different specification for packagi ng,
as well as information on the packaging, to nanme just a
few, than powder produced for the domestic supply.

Sonme of the county specifications, we believe, are
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not hing nore than non-tariff barriers to trade.

However, custoner specifications are functional and are
required to neet individual customer product portfolio.
What ever the reason, the conplexity and hi gher costs
associated with providing the international market are
real. In order to neet these specifications, powder
producers are nmaking capital investnments in equi pnent,
personnel, as well as reducing run tinmes above and
beyond what is needed to neet the donestic market.

California production of dairy products neet
and/ or exceed specifications set forth by CDFA, USDA,
FDA for human consunption, but the additional demands
required for international markets put added cost on
t hose plants who provide the val uable function of
bal anci ng supply and demand for California mlk
producti on.

For these reasons, and based on the fact that
the Departnent’s own Novenber 2, 2010, manufacturing
cost exhibit for nonfat dry mlk, bulk butter, and
cheddar cheese, we support the change to the nake
al l omance for nonfat dry m |k detailed at the beginning
of ny testinony.

I’11 be happy to answer any questions from
the panel and we’d |ike to request the perm ssion to

provi de a post-hearing brief.
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HEARI NG OFFI CER MAXI E:  Your request is
gr ant ed.

Any questions fromthe panel ?

(No audi bl e response.)

HEARI NG OFFI CER MAXI E:  Thank you very much
for your testinmony, M. Lew s.

MR. LEWS: Thank you.

HEARI NG OFFI CER MAXIE: Next witness will be
Xavi er Avil a.

MR AVILA: Hello.

HEARI NG OFFI CER MAXI E: Good afternoon.

MR AVILA: Cood afternoon.

HEARI NG OFFI CER MAXIE: If you would state
your name and spell your |ast nanme for the record.

MR AVILA: Xavier Avila, A-V-1-L-A

HEARI NG OFFI CER MAXI E: Thank you, M. Avila.

Wher eupon,

XAVI ER AVI LA
was sworn and duly testified as foll ows:

MR. AVILA: Well, to tell you just alittle
bit about nyself, |'ve been a dairyman for 19 years.
|’mcurrently in a partnership with M&A (phoneti c)
Dairies. W ship to Land O Lakes. | amon the Land
O Lakes board. 1've been involved in other trade

associations in the past. And I’m al so, since tough
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times are so tough, | do not work on the dairy; |'ve
taken a job outside our dairy and | sell senen to
dairies.

So today | would like to talk a little bit
about the testinony today, but nmostly I want to focus
on the plight of the dairy farnmer, sonething that Joey
Airoso tal ked about, fromtwo different perspectives;
one froma personal dairyman’ s perceptive, the other
from sonmebody that sells product to broke dairynen

So, you know, just a fewthings I'd like to
say today about the testinony. It’s a little
i nfl ammat ory because when you see your nei ghbors going
broke and they’ ve been struggling for a couple of years
now and, you know, one thing cones to mind. Here' s a
group that was strong at one time and we’'re successful.
But now things aren’t. It’s obvious. You guys do cost
studi es, you know the mlk price, you know what we’'re
up agai nst. You heard John Kennedy tal k about the
equity lost. There’'s no nore roomfor any nore equity
loss. And so I’mkind of pleading to you, what group
is at stake here? Is it this group that’s had equity
loss or is it this group?

So forgive nmy words, all the crying in the
roomtoday, there’s a whole |lot of crying out there. |

see it every day on the dairies. The wonen that do the
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bills with a baby on their hip, I talk to themevery
day. They're 90 days to 120 days behind on their
bills.

So another thing that’s inflamatory is when
you hear this talk about costs or capacity or, you
know, increased m |k production, that’s at the expense
of equity. That’'s at the expense of Allied Industries,
the grain conpanies, tractor conpanies, feed, farmers
that supply that feed, senmen conpanies, kindle
conpanies -- | can go down the line. They talk about
t heir enpl oyees, we have enpl oyees, too. W have
m | kers, feeders, breeders, and we have the peopl e that
buy supplies fromall those things | just |isted.

They' re under stress. This is not just us, it doesn’t
just leave us. There's nmany sal espeople out there that
have | ost their jobs because of conpani es reducing

enpl oyees because there’s no noney to go around to keep
themall in business.

So when | visit five, six, to ten farns a day
and we don’t tal k about the product, we tal k about how
bad the dairy industry and why nobody’s doi ng anyt hi ng
about it. Well, I'"'mproud to say as a board nenber and
a shipper at Land O Lakes | can go around since we’ ve
-- you guys granted and hearing, and give thema

gl i nrer of hope.
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So obviously |’ m supporting our petition and
|’d also like to say | support the Western United
petition. And | would say this: | recommend goi ng
after what puts the nost back into producers’ pockets.
Wth that said you have small cheese plants here. |
hear them But, you know, there’ s hundreds in the
upper M dwest. They pay a couple of dollars nore in
premuns for that mlk and they don’t have any whey
drying capacity. That gets fed to animals. They're
doing fine. They ve been there for a long tine.

You know, the ones that have cheese pl ants
here in the federal orders, they' re paying the ful
price for whey there, but yet when you listen to them
today they sound |ike they're going to go out of
business. So there needs to be a proper perspective
with this. And |’ m passionate about this because | see
those hurting people every day. You know, how would
you like to listen to this every day, but it’s real
you know. M brother-in-law killed hinmself a few years
ago because of bad financial stress, and anot her
friend, a person | know, dairyman, Land O Lakes shi pper
killed hinself, too.

So if I want to nake any point here today
it’s that. So that really needs to be considered, not

just dairy famlies, the stress that’s going on. At
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ni ght we coined a phrase, it’s called watching the
ceiling at night, that neans wondering how you' re going
to pay those bills tonorrow when you’ ve got five people
that supply you supplies and you don’t got a check for
them and they say | can’t bring your “A’ unless you
have a check.

Now, mny conpany is called Sierra Desert
Breeders. W tell they hey, if you can’t pay us this
nmonth we’re not going to cut you off, pay us when you
can. Not every conpany can do that.

So t hink about these people at night, at the
end of the nonth they owe 20, 30, 40, $50-thousand and,
yeah, maybe mlk prices are up, profitability is up
but that hole that was dug in 2009 is not gone. It
hasn’t even been started to be filled yet. And all we
need is one nore downturn and they' re done.

So this whey value, you know, 40 cents on
over base from Land O Lakes, that has an accumnul ati ve
effect. Dairy famlies need that equity right nowto
start building back, filling in that hole before they
even can get even again. The common thing | hear is,
you know, yeah, | bought a herd of cows, my own, they
were paid for and | had to go nortgage them agai n.

Anyway, | could go on all day. | think you
get ny point. Thank you for the tine.
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HEARI NG OFFI CER MAXI E: Thank you. Are there
any questions fromthe panel ?

(No audi bl e response.)

HEARI NG OFFI CER MAXI E:  No questions. Thank
you for your testinony.

Al right, we’ll try and squeeze one nore
person in. Again, we need to have the room cl eared by
5: 00 o' cl ock.

So the next witness is Mke McCully from
Kraft Foods. Thank you.

MR. McCULLY: The one everybody’s been
wai ting for.

HEARI NG OFFI CER MAXIE: Very good. If you
woul d state your nanme and spell your |ast nane for the
record.

MR. McCULLY: M name is Mke McCully,

MC G U L-L-Y.

HEARI NG OFFI CER MAXI E:  Thank you. And
you’ ve handed us a copy of your testinony. Wuld you
like that entered into the record?

MR. McCULLY: Yes, please.

HEARI NG OFFI CER MAXIE: We will enter it into
the record as Exhi bit nunber 66.

(Ther eupon, Exhibit 66

was received and entered into evidence.)
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Wher eupon,
M KE McCULLY
was sworn and duly testified as foll ows:

MR. McCULLY: Thank you, M. Hearing Oficer
and nenbers of the hearing panel.

My name is Mke McCully. | amDirector of
Dairy Procurenent at Kraft Foods in denview, Illinois,
with responsibilities for US. mlk and dairy conmodity
procurenent as well as dairy policy issues. Kraft owns
a multi-product dairy plant in Tulare, California.

This plant produces parnesan and other Italian cheese,
dry whey powder, Knudsen cottage cheese and sour cream
products, and At henos G eek yogurt.

Kraft opposes the petition for Land O Lakes
and the alternate proposal from Wstern United
Dai rymen. As a nenber of the Dairy Institute of
California, we support their alternate proposal but
note sone policy concerns regarding it.

To accommodate m |k supply growth in the
state each year, it is inperative for the continued
success of the California dairy industry that the state
fosters and buil ds additional nmanufacturing capacity.
In the last few years, two | arge cooperative-owned
cheese plants have cl osed. Cooperatives have invested

in butter/powder operations but not cheese, and new
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i nvestnment in cheese manufacturing has been limted.
Wt hout significant new investnent in plant capacity,
the California dairy industry will find it increasingly
difficult to handle the growh in future mlk supplies.

It was |less than four years ago that we were
tal king about the lack of plant capacity in the state,
m | k being haul ed out of the state, or at |ast resort
bei ng dunped on farnms. That situation may return
within the next year if the current trend in mlKk
production growth conti nues.

If California’s dairy industry is to renmain
conpetitive in a donmestic as well as grow ng gl oba
market, it is inperative the regulated pricing system
foster, not inpede, the devel opnment of new processing
capacity. This new plant capacity will provide a nmuch
needed boost to the state’s econony by providing jobs
and tax revenues.

On whey issues, the addition of a whey factor
to the 4B price fornula has a | ong and contenti ous
hi story. Before 2003 whey was not included in the
price fornmula for 4B mlk. 1In early 2003, in a period
of low mIk prices, they whey factor was added to the
formul a, breaking from |l ongstandi ng Departnment position
on this issue. The hearing panel report noted, “For

years the Departnent has made policy decisions not to

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© o ~N o g B W DN =

N N NN NN R R R R R R R R R R
gl B W N 2O O O N o gD W DN = O

i nclude an explicit pricing conponent for whey in the
Class 4B formula. Based on testinony and rel evant
data, this position has been reaffirned at each of the
heari ngs that woul d have been open to reconmendati ons
for including a whey pricing conponent.”

After it was added, nunerous problens arose.
The hearings in 2005, 2006, and 2007 went into detai
on the whey manufacturing all owance, CDFA s
manuf acturing cost survey data, and ot her whey issues.
At each hearing the panel’s recommendati on was the
sanme: renove the whey conponent fromthe 4B fornul a

The hearing panel’s report from February 2005
detailed the problem “As was reported in the January
2003 hearing determ nations, the incorporation of a
pricing conponent to the Cass 4B pricing fornmula to
reflect the value that cheese operations earn from
t heir skimwhey stream the residual of cheese
production, has not been easy or straight forward. The
ski m whey stream has historically been a waste
byproduct of the cheese maki ng process. As the cheese
i ndustry has matured and environnmental regul ations have
beconme nore stringent, the devel opment of whey
byproducts have becone nore commonpl ace by necessity.
Still, the investnments required to process ski mwhey

streaminto val ue-added products are significant and
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the financial risks for processing the whey streaminto
a val ue-added product are considerable.”

The panel’s recommendati on was to renove the
whey factor in the 4B pricing fornmula and was conci sely
sumari zed as follows: “The panel is mndful of using a
manageabl e pricing formula. It seens clear fromthe
positions taken by producer and processor W tnesses
that incorporation a factor for the value of the whey
stream appears to be intractable. G ven the testinony
and evidence before the panel, it would be far wiser to
sinply renmove the ski mwhey factor fromthe C ass 4B
pricing formula than to continue to expand this factor
in an inconsistent manner with the butter, and nonfat
dry mlk, and cheddar cheese pricing formulas.”

Fol |l owi ng the June 2006 hearing, once again
t he panel’s recommendati on was to renove the whey
factor fromthe fornula for the same reasoning as the
prior hearing. “As a result of review ng the testinony
and for the reasons outlined above, the panel continues
to support the renoval of the whey factor in the 4B
pricing formula as it did in the 2005 hearing
determ nations.”

Unl i ke cheese, butter, and nonfat dry mlK,
there is not one standard whey product that is

appropriate to use in pricing formulas. The panel’s
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reports fromboth 2005 and 2006 hearings detailed this
problem “Wey is one of the biggest reservoirs of
food protein and can be made into a wide variety of
both food and non-food products. |In the food category
it can be used in baby food, diet supplenents, bakery
products, salad dressing, beverages, and confections.
It can be nmade into pharmaceutical products, yeast
products, and industrial products. Unlike cheddar
cheese, butter, and nonfat dry m |k which have defined
standards of identity and fairly uniform processes,
each of these whey usages require their own uni que
processi ng equi pnent, processing procedures, wth
vastly different associated costs. Wile econom es of
scale are critical in successful whey operations, the
panel is mndful that an inappropriate decision on this
factor can inadvertently nmake previously profitable
whey enterprise a |losing proposition should it over
stinulate the production of a particular whey product.”

An editorial by John Unmhoefer fromthe
W sconsi n Cheese Makers Association in the August 3rd,
2007, Cheese Market News -- and |'ve attached that as
Appendi x 1 -- provides additional docunentation of the
probl em of attenpting to value the whey stream

O the 90 plants that replied to the WOVA

survey, 91 percent did not produce dry whey. About 42
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percent of the plants performed m ni mal processing and
received mnimal paynent for their product. Those

pl ants that sold wet skimed whey earned 10-20 cents
per pound in June 2007 conpared to the NASS price of 72
cents a pound -- sorry it was per pound -- 72 cents per
pound price for dry whey powder. Mst of the remaining
pl ants, 42 of them performed various conbi nations of
ultrafiltration, reverse osnosis, and/or evaporation to
separate whey conponents and condense whey.

Fol | owi ng the Cctober 2007 hearing, the
Secretary appointed a whey review conmttee with the
goal of developing a |long term method for val ui ng whey
t hat was market - based and woul d signal a proper val ue
for whey that allows both California producers and
processors to earn a favorable return fromtheir
i nvestnments and enterprise. After six nonths and
numer ous neetings, the whey review commttee could not
reach a consensus on a new nethod, so the fixed whey
factor of 25 cents per hundredwei ght was conti nued.

The decision to value the whey stream at 25
cents a hundredwei ght has benefitted dairy farmers for
nmost of 2007 -- I'’msorry -- 2008-2009 when conpared to
the prior 4B formula. Wile whey prices increased in
2010 and 2011, it wasn't until March 2011 that the

curul ati ve break-even point was reached. |n other
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words, the decision in Decenber 2007 to use a fixed 25
per hundredwei ght whey factor benefitted dairymen for
t hose 40 nont hs when conpared to the prior fornmula.

Wil e noting these policy concerns, Kraft
believes the Dairy Institute’s alternate proposal on
val ui ng whey stri kes a bal ance between t he needs of
dai rynmen and the conpetitiveness of cheese nakers in
t he state.

Dairy policy at a crossroads: for the past
decade | have spoken about the need for a change to the
regul ated pricing structure of the California dairy
industry as well as in the federal orders. Regul ated
pricing systenms in California and the federal orders
wer e established nmany years ago with vastly different
mar ket dynam cs than exi st today.

The dairy nmarkets have evolved fromlocal to
regional to national to global in nature. Severa
years ago dairy farnmers, through the California MIKk
Advi sory Board, comm ssioned a study by MKi nsey and
Conmpany on the future of the California dairy industry.
Nationally the strategic consulting firm Bain conducted
an extensive of the U S. dairy industry. Their
recommendation was for the U S. to become a consistent
exporter and highlighted the need to update dairy

policy to accomopdate that vision. W should use those
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studies as a basis for developing a regulatory system
that best serves the needs of today’ s dairy industry.

| believe the U.S. dairy industry has the
potential to fill the growing world demand for dairy
products. Wth 95 percent of the world s food
consuners outside the U. S., the potential market is
enornmous. Unfortunately, outdated regul ated systens
are holding back the U S. dairy industry fromrealizing
the full potential of this opportunity. O her
countries will eventually grab it if we don't.

Kraft has long believed in transitioning to a
| ess restrictive regulatory environnment and feel the
U S. dairy industry would benefit greatly fromthis
change. The industry needs to work together to devel op
a long-termpolicy approach for the California dairy
industry. Until the California dairy industry enbraces
nore market-oriented policies, dairy producers wll
| ose out on the opportunities in both the donestic and
export markets.

The conpetitive advantage enjoyed by the
California dairy industry over the past 25 years is
gone. To conpete in the marketplace of the future, the
California dairy industry needs to adapt to these new
realities or |ose out.

In summary | woul d ask the Departnent to
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consider the ramfications of the proposals heard today
on the future conpetitiveness of the California dairy
industry. O the petitions and alternate proposal s
presented, Kraft supports only the alternate proposal
fromDairy Institute.

| thank you for the opportunity to testify

here today and would like to file a post-hearing brief

if necessary. | welconme any questions at this tine.
| will be extenporaneous for a m nute.
Before | get the question, maybe I'|1 answer it.

There’s been a fair anpunt of tal k today about pooling
and depooling in federal orders. As sonmeone who's
responsi ble for buying mlk in federal orders, | can
tell you that that is a real issue, has been for a
long, long time, the ability for a mlk buyer to buy
m |k under class to clear the market. It doesn’t
happen every day. On sonme of the earlier fol ks that
testified about -- that there’'s certain tinmes of the
year, for exanple. Typically this next weekend, the
Fourth of July weekend, is one when plants are down,
that if mlk has to nove at distressed levels it wll
trade under cl ass.

A simlar in Menorial Day weekend, nmaybe
Labor Day weekend, especially towards the end of the

year when other plants are shutting down, demand is
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dropping off, mlk can and will trade below class to
cl ear the market.

There’s also the issue of pooling in
California, it’s that you' re |ocked in for the year.

In the federal orders it’s you nove in and out every
nmonth. So there was sone testinony that probably
conflict, ny statements will conflict with what they
said, but that’s our view of how things are in the rest
of the country.

Anot her comment 1’1l add is several people
tal ked about the need for risk managenent and how t he
di fferent proposals, particularly on the 4B or
specifically on the 4B will have an inpact, try to
i nprove the effectiveness of hedging with the C ass 11
mlk futures. 1It’s great that we’'re having that
di scussion. This is sonething that we’ve tal ked about
over the years is the need for nore risk managenent
tools and it’s great that, you know, sone producer
groups have done a lot of work. 1’1l conplinent
Western United for putting on some educational sem nars
over the | ast several years.

Unfortunately, the proposals here today don’t
solve that problem They may get it a little better.
It still would be basis risk. There's basis risk now,

there’ll be basis risk tonorrow, there'll basis risk,
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you know, a year fromnow. But that’s not unique to
California. If we were tal king about the Southeast
order with high Class | utilization, they have even
greater basis risk. The Northeast order, where you’ ve
got 20 percent Class Il utilization, 40-sonme percent
Class | utilization, a mxture of all four classes,
also a lot of basis risk versus Cass IIl mlk futures.
So it’s not just a unique problemto California. This
is sonething that other parts of the country have to
deal wth.

A solution, which a nunber of us have tal ked
about for a lot of years, going back into the |late 90s,
is to allow forward contracting within the system
That happens within the federal orders, you elimnate
basis risk because you're dealing directly with a mlk
buyer and you could contract for the full price so you
don’t have as nuch basis risk or maybe zero basis risk
as opposed to using futures.

The last thing I’'ll add, and rmaybe there w ||
be a small cheer go up, but corn prices were down to
limt today. There was a USDA report that canme out
this morning. Corn acres were quite a bit nore than
expected and the corn stocks |evel was higher than
expected. The July corn price was down 69 cents a

bushel to $6.29, Septenber and Decenber were down 30
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cents to $6.48 and $6. 20 respectively, and 2012 average
is $6.23. | can't do the math per ton as everybody

tal ks out here, but I"'ma kid fromlllinois, |I've got
to talk in dollars per bushel.

But ny point of this is hopefully we’ re not
maki ng decisions -- we’ve heard sone earlier about
what’s projections of corn prices, feed prices are
going to be. Hopefully we’'re not nmaking deci sions
today based off of a point in tine of what a projection
could be. W go back a year ago, we’re | ooking at
$3.50 corn. It turned out to be quite different. The
point is we don’'t know but a |ot of things could change
in the next six weeks in ternms of pollination through
the Mdwest. So | just wanted to put that out there as
kind of a latest market information today.

Thank you.

HEARI NG OFFI CER MAXI E: Thank you. And your
request for the opportunity to file a post-hearing
brief is granted.

Are there any questions fromthe panel ?

MR. EASTMAN. | have a question on the
comment. Apparently everybody’'s so tired there wasn’'t
any cheers on your corn statenent.

MR. McCULLY: Maybe there are a bunch of corn

farmers in the room
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MR. EASTMAN: | doubt that. You nentioned
that you support the Dairy Institute’ s proposal, and
t hey proposed to use the NASS dry whey price series
other than the Dairy Market News. And | know that you
menti oned that you did produce dry whey in California.
| assune you produce dry whey outside of California
al so?

MR. McCULLY: Yes, we have a plant in New
York as well .

MR. EASTMAN. Ckay. | wondering whether --
you may not have this off the top of your head but |
suppose you can include it in the post-hearing brief or
your thoughts on the appropriateness of those two price
series, of how they reflect, do you think, whey val ues.
Because obviously California dry whey prices are a
subset of both of those, Dairy Market News and NASS,
but however they're a small percentages, | suppose. |If
you could comment on that if --

MR, McCULLY: Sure.

MR. EASTMAN. -- unless you have it off the
top of your head.

MR. McCULLY: No, | can tell you off the top
of ny head. As a general rule | do not like the Dairy
Mar ket News price surveys. They're interesting

information to | ook at every week. | have the sane
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concerns that the hearing panel’s had in the past and
sonme ot her folks nmentioned earlier. A phone survey is
not a robust indication of the what the market is. An
audi ted weekly report that cones from NASS | have a | ot
nore confidence in. And you also see that that is, in
nmy view, there’s nore commercial transactions take
pl ace based off of the NASS report than the Dairy
Mar ket News survey.

MR. EASTMAN. Ckay, good.

HEARI NG OFFI CER MAXI E:  Any ot her questions?

(No audi bl e response.)

HEARI NG OFFI CER MAXI E:  Thank you very much
for your testinony, M. MCully.

If I can go off the record just for a nonent.

(OFf the record at 4:56 p.m)

(On the record at 4:57 p.m)

HEARI NG OFFI CER MAXIE: All right. Once

again, that will conclude the testinony for today. W
will reconvene tonorrow norning in this roomat 9:00
o'clock. In the event that | failed to admt any

docunent, all the docunments that have been nmarked as
exhibits so far are hereby admtted into evidence.

Any requests to file post-hearing briefs, if
| failed to adequately respond, are granted.

W' 1l see you in the norning.
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Thank you very nuch.
(Thereupon, the public hearing was
adj ourned at 4:58 p.m)
--000- -
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