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This Report of the Hearing Panel regarding proposed amendments to the Stabilization and
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hearing record. The evidence includes the Departmental exhibits, written statements and
comments received from interested parties, written and oral testimony received at a public
hearing held on June 3, 2015, and written post-hearing briefs.
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INTRODUCTION/WITNESSES

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

Two alternative proposals were submitted by:

1. California Dairy Campaign (CDC), Milk Producers Council (MPC), and Western United
Dairymen (WUD)

2. Dairy Institute of California (Institute)

A total of 31 witnesses testified including the Department’s witness:
CDFA, Mike Francesconi

*CDC/MPC/WUD, Annie AcMoody, Lynne McBride, Rob Vandenheuvel
*Institute, Bill Schiek

*Sacramento Advocates, Inc. for Kraft Foods (Kraft), Barry Brokaw
*Cacique, Inc. (Cacique), Antonio de Cardenas

Joseph Gallo Farms (Gallo), Joe E. Paris

*California Dairies Inc. (CDI), Eric Erba

*Saputo Cheese USA Inc. (Saputo), Greg Dryer

*CDC, Lynne McBride

*Pacific Cheese, Alan Zolin

Farmdale Creamery, Inc. (Farmdale), Scott Hofferber

BESTWHEY, LLC, Barry Murphy

*Hilmar Cheese Company, Inc. (Hilmar), David Ahlem and John Jeter
*Dairy Farmers of America, Inc. (DFA), Elvin Hollon

Pacific Gold Milk Producers, Leonard Vandenburg

*Land O’Lakes, Inc. (LOL), Pete Garbani

Dairy Producer, Xavier Avila

Rizo Lopez Foods, Ivan Rizo

Dairy Producer, Cornell Kasbergen

Alouette Cheese, John Rutherford

R. Doornenbal Dairy, Rien Doornenbal

MPC, Rob Vandenheuvel

Rumiano Cheese Co. (Rumiano), John Rumiano

*Leprino Foods Company (Leprino), Sue Taylor

Special 3-Minute Testimony Given:

Van Warmerdan Dairy, Peter Van Warmerdan

Deniz Dairy, Lucas Deniz

Corda Family Dairy, Jerry Corda

Duarte Dairy, Antoinette Duarte

T-Bar Dairy, Tom Barcellos

FM Ranch, Frank Mendonsa

Los Altos Foods, Adolfo Sanchez

*Agricultural Council of California (Ag Council), Emily Rooney



A total of four witnesses submitted written comments that were entered into the hearing
record:

Tony P. Cardoza, Inc., Tony Cardoza

Sierra Nevada Cheese Company, Ben Gregersen
Seifert Dairy, L.P., Joy Seifert

Marquez Brothers International, Inc. (Marquez), Jose T. Maldonado

* Indicates submission of a Post Hearing Brief



THE ALTERNATIVE PROPOSALS

CDC/MPC/WUD

For the period August 1, 2015 to July 31, 2017: Change the dry whey value based on the
following schedule (corresponding to the monthly average Dairy Market News (DMN) dry
whey price):

Average Western Monthly Whey Value Average Western Monthly Whey Value
Dry Whey per Ib per cwt Dry Whey per Ib per cwt
Less than $0.2000 $0.0000 $0.5300 to $0.5399 $2.0414
$0.2000 to $0.2099 $0.0360 $0.5400 to $0.5499 $2.1022
$0.2100 to $0.2199 $0.0968 $0.5500 to $0.5599 $2.1629
$0.2200 to $0.2299 $0.1575 $0.5600 to $0.5699 $2.2237
$0.2300 to $0.2399 $0.2183 $0.5700 to $0.5799 $2.2845
$0.2400 to $0.2499 $0.2791 $0.5800 to $0.5899 $2.3453
$0.2500 to $0.2599 $0.3398 $0.5900 to $0.5999 $2.4060
$0.2600 to $0.2699 $0.4006 $0.6000 to $0.6099 $2.4668
$0.2700 to $0.2799 $0.4614 $0.6100 to $0.6199 $2.5276
$0.2800 to $0.2899 $0.5222 $0.6200 to $0.6299 $2.5883
$0.2900 to $0.2999 $0.5829 $0.6300 to $0.6399 $2.6491
$0.3000 to $0.3099 $0.6437 $0.6400 to $0.6499 $2.7099
$0.3100 to $0.3199 $0.7045 $0.6500 to $0.6599 $2.7706
$0.3200 to $0.3299 $0.7652 $0.6600 to $0.6699 $2.8314
$0.3300 to $0.3399 $0.8260 $0.6700 to $0.6799 $2.8922
$0.3400 to $0.3499 $0.8868 $0.6800 to $0.6899 $2.9530
$0.3500 to $0.3599 $0.9475 $0.6900 to $0.6999 $3.0137
$0.3600 to $0.3699 $1.0083 $0.7000 to $0.7099 $3.0745
$0.3700 to $0.3799 $1.0691 $0.7100 to $0.7199 $3.1353
$0.3800 to $0.3899 $1.1299 $0.7200 to $0.7299 $3.1960
$0.3900 to $0.3999 $1.1906 $0.7300 to $0.7399 $3.2568
$0.4000 to $0.4099 $1.2514 $0.7400 to $0.7499 $3.3176
$0.4100 to $0.4199 $1.3122 $0.7500 to $0.7599 $3.3783
$0.4200 to $0.4299 $1.3729 $0.7600 to $0.7699 $3.4391
$0.4300 to $0.4399 $1.4337 $0.7700 to $0.7799 $3.4999
$0.4400 to $0.4499 $1.4945 $0.7800 to $0.7899 $3.5607
$0.4500 to $0.4599 $1.5552 $0.7900 to $0.7999 $3.6214
$0.4600 to $0.4699 $1.6160 $0.8000 to $0.8099 $3.6822
$0.4700 to $0.4799 $1.6768 $0.8100 to $0.8199 $3.7430
$0.4800 to $0.4899 $1.7376 $0.8200 to $0.8299 $3.8037
$0.4900 to $0.4999 $1.7983 $0.8300 to $0.8399 $3.8645
$0.5000 to $0.5099 $1.8591 $0.8400 to $0.8499 $3.9253
$0.5100 to $0.5199 $1.9199 $0.8500 to $0.8599 $3.9860
$0.5200 to $0.5299 $1.9806 More than $0.86 $4.0000




Institute

For the period beginning on July 1, 2015 and ending on December 31, 2015: Change the
price per hundredweight (cwt.) for the whey factor value, corresponding to the monthly
average whey protein concentrate 34% (WPC34) price, based on the following schedule:

Monthly Average Whey Factor Value
WPC34 Price

($/1b.) ($lcwt.)
< $0.75 $0.2500
> $0.75 and < $0.80 $0.3210
> $0.80 and < $0.85 $0.4013
> $0.85 and < $0.90 $0.4816
> $0.90 and < $0.95 $0.5618
> $0.95 and < $1.00 $0.6421
> $1.00 and < $1.05 $0.7224
> $1.05and < $1.10 $0.8026
>$1.10 and < $1.15 $0.8829
>$1.15and < $1.20 $0.9631
> $1.20 and < $1.25 $1.0434
> $1.25 and < $1.30 $1.1237
> $1.30 and < $1.35 $1.2039
> $1.35 $1.2500




ESTIMATED IMPACTS OF THE ALTERNATIVE PROPOSALS

ON CALIFORNIA CLASS AND POOL PRICES

The table below shows the impacts of the proposed amendments on Class 4b and Pool

prices relative to current prices from April 2010 through March 2015. The analysis assumes
that the alternative proposals and current formulas were in effect throughout the entire period.
When a change is a "plus,” the proposal would have increased the price and when a change
is a "minus," the proposal would have decreased the price.

Table 1 - Estimates of Proposals less Current Class 4b and Pool Prices

12-Month Averages: April-March and 5-Year Averages: April 2010 - March 2015

(Dollars per Hundredweight)

CLASS 4b PRICES 2010-11 2011-12 2012-13 2013-14 2014-15 Av5e-rYaegaer
CDC/MPC/WUD $0.76 $1.69 $1.51 $1.64 $1.68 $1.46
Institute $0.20 $0.55 $0.37 $0.51 $0.42 $0.41
POOL PRICES: QUOTA & OVERBASE

CDC/MPC/WUD $0.33 $0.76 $0.69 $0.76 $0.80 $0.67
Institute $0.09 $0.25 $0.17 $0.24 $0.20 $0.19

Please Note: Historic Prices are not necessarily a good predictor of future prices.



SUMMARY AND IMPACT OF THE ALTERNATIVE PROPOSALS

There were two alternative proposals presented at the current hearing to change the
methodology of determining the whey factor in the Class 4b pricing formula. The first,
representing producer interests, was submitted by CDC, MPC, and WUD. The second,
representing processor interests, was submitted by the Institute. (See pages 5 and 6 for
specifics of these proposals)

The producer proposal would replace the current dry whey sliding scale with a scale that
closely models the values resulting from the variable factor in the federal order Class Il
pricing formula. Their proposed scale introduces one-cent steps for the dry whey commodity
price and establishes corresponding whey factor values for each step. The scale imposes a
floor of $0.00/cwt. on the whey value incorporated into the pricing formula when the DMN dry
whey commodity price is less than $0.20 per pound and caps the whey value at $4.00/cwt.
when the dry whey commodity price is $0.86 per pound or higher. The producer proposal is
constructed in the form of a sliding scale. The effect of the scale is similar to reinstituting a
variable factor that models the federal order Class Il price, which resembles the type of
factor that was in the Class 4b pricing formula from April 2003 to November 2007.

The processor proposal would replace the current dry whey sliding scale with a scale based
on the price of whey protein concentrate (WPC) consisting of 34 percent protein (WPC34), as
reported by the DMN. Their proposed scale introduces five-cent steps for the WPC34 price
and establishes corresponding whey factor values for each step. The scale imposes a floor of
$0.25/cwt. on the whey value incorporated into the pricing formula when the WPC34 price is
less than $0.75 per pound and caps the whey value at $1.25/cwt. when the WPC34 price is
$1.35 per pound or higher. This proposal consists of 14 steps, while the producer proposal
consists of 68 steps. Both proposals increase the number of steps compared to the current
whey table, which consists of nine steps.

Impact of Proposals

To estimate the impact to the current Class 4b and California Pool prices, the Department
analyzed the two proposals assuming that the proposals had been in effect from April 2010
through March 2015. The producer proposal would have resulted in a five-year monthly
average increase of $01.46/cwt. in the Class 4b price and a $0.67/cwt. increase in the Pool
prices. The processor proposal would have resulted in a five-year monthly average increase
of $0.41/cwt. in the Class 4b price and an increase of $0.19/cwt. in the Pool prices. The
estimated annual and five-year average price impacts to the current Class 4b and Pool prices
are summarized in “Table 1 — Estimate of Proposals less Current Class 4b and Pool Prices”
found on page 7 of this Panel Report.



INTRODUCTION

The Department called the June 3, 2015 public hearing on its own motion because of concern
that current conditions impacting the production of milk and the marketing of dairy products
may warrant short-term adjustments to the current pricing levels.

Since 2011, the Department has held six public hearings, including the hearing in question, that
have addressed the Class 4b pricing formula and the valuation of whey. The hearing records of
each underscore various issues and difficulties faced by the Department when establishing the
regulated Class 4b price, which is the price of farm milk utilized for the manufacture of cheese
and whey products. The modification and serviceability of different aspects of the Class 4b
pricing formula are problematic because of the lack of transparent data. The data the
Department used historically to modify the pricing formula are no longer published due to
confidentiality. In addition, it is difficult to balance the needs of producers and processors partly
because they find themselves on opposite ends of the financial transaction of the sale of the
milk and also because they are affected differently by changes in the Class 4b price. These
issues and others have been and continue to be at the forefront of Class 4b pricing.

Besides patrticipating in public hearings, dairy stakeholders and the Department have been
engaged in industry meetings to find long-term reforms to address issues related to Class 4b
pricing and other structural issues related to the milk pricing system in California. In August
2012, the Secretary created the California Dairy Future Task Force (Task Force) that consisted
of producers, processors, and representatives of dairy organizations. The Task Force came
together with the purpose of working in a collaborative manner to reform the California milk
pricing system, in order to create the opportunity for growth and prosperity for both producers
and processors in California. Many meetings were held with large and small work groups to
identify, analyze, and work towards solutions to the issues facing the industry. During these
meetings, both producers and processors recognized that each side was confronted by issues
related to the pricing system and worked collaboratively to improve the pricing system for all
stakeholders.

By 2014, the work and efforts of the Task Force resulted in a proposed legislative bill that
would have provided the foundation to amend the California milk pricing system to address
some of the structural issues confronting the dairy industry. Some of these structural issues
included: providing flexibility, both inside and outside of the regulated milk pricing system,;
allowing for milk pricing to be better related to global marketing conditions and the product mix
manufactured by California stakeholders; and increased revenue to producers to offset the
increased costs associated with feed, environmental regulations, and competing uses for
resources. However, the proposed legislation did not move forward or result in the
implementation of improvements to the pricing system to address these issues, including those
related to Class 4b pricing. Because certain issues continue to affect dairy industry
stakeholders, this hearing was held in order to address those issues specifically related to
Class 4b pricing.

Similar to previous hearings, the June 3, 2015 hearing record contains opposing testimony
regarding the appropriate level of the California Class 4b price. Testimony supporting the producer
proposal advocated for increasing the Class 4b price for reasons of producer equity and to narrow
the gap between the Class 4b price and the federal order Class Il price, which is the price of milk
paid by regulated handlers for farm milk used in making cheese and whey products in areas of the
U.S. regulated by the United States Department of Agriculture (USDA). Testimony supporting the
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processor proposal advocated increasing the Class 4b price in a more modest manner using a
new WPC34 price series, which could be more representative of manufacturing conditions faced
by California cheese plants than the current price series based on dry whey. Some witnesses at
the hearing advocated for not making any changes to the formula, citing current industry
conditions do not indicate that changes are warranted.

The hearing record showed that 35 organizations and businesses participated in the hearing.
Interested parties testified at the hearing on behalf of 31 organizations and businesses, while
four businesses submitted written correspondence that was included in the record. The
majority of those entities that participated in the hearing (25) supported one of the two
proposals considered at the hearing, both of which increase the level of the Class 4b price.
Consistent with previous hearings on the subject, the 17 entities supporting the producer
proposal include individual dairy producers, representatives of producer cooperative
organizations, representatives of producer trade organizations, and an organization
representing California farmers.

The entities supporting the processor proposal included the Institute, an organization
representing California processors, and seven proprietary cheese processors. There were
five proprietary cheese processors that advocated for no change. Their testimony reflected a
lack of support for either of the proposals. Additionally, there were four proprietary cheese
processors and one consultant in the whey processing industry that also advocated for no
change in the Class 4b price. This last group of withesses stated, however, that if changes
were to be made, they would support changes to the Class 4b pricing formula consistent with
the processor proposal that would increase the price level more modestly, compared to the
producer proposal.

Generally speaking, most of the topics discussed during the hearing in question were the same as
those discussed in previous Class 4b hearings, and much of the testimony provided by witnesses
was similar, if not the same. As a result, some discussion of various topics contained in this Panel
report will echo the discussion contained in the Panel reports of previous hearings.

When considering the appropriate level of the Class 4b price, the Secretary must take into
consideration various relevant factors; such as, those cited in the “Economic Considerations
of the Proposed Changes to the Pricing Formulas” (see Appendix A), relevant Code sections,
relevant economic factors, analysis, public and Department information, and testimony
contained in the hearing record. These important considerations are discussed within the
following sections of this Panel Report, which examine: how to determine the whey factor;
whether to increase the Class 4b price; the appropriate level of an increase to balance the
impact to producers and processors; and the duration of an increase.
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DETERMINING THE WHEY FACTOR
Issue

Previous hearings held to consider adjustments to the Class 4b pricing formula have
illustrated the difficulties faced by the Department while administering and updating the whey
factor. The outcomes of these hearings have resulted in various modifications to the manner
in which whey is valued in the pricing formula. These hearings have also highlighted the
concerns the Department has had with establishing a whey factor that balances the differing
needs of industry stakeholders, while meeting statutory directives to promote the orderly
marketing of milk and dairy products. This hearing focused on many of these same difficulties
and concerns.

In order to balance the differing needs of the industry, the Department has endeavored to
utilize the best objective information and data available to connect the value of whey with the
relevant economic factors and conditions specific to the California dairy industry. However,
certain issues related to the whey factor have consistently created difficulties and challenges
in valuing whey. These issues include: limitations of data directly relatable to the actual
manufacturing and marketing conditions of California’s diverse cheese manufacturers; lack of
transparent, California-specific data related to the product prices, yields and manufacturing
costs of whey products; and data that the Department cannot publish due to confidentiality. In
order to overcome some of these issues of the whey factor, the processor proposal
suggested changing the basis of the value of whey in the Class 4b pricing formula from dry
whey to WPC34. A review of this proposed methodology, compared with the current one, is
warranted in order to determine how best to objectively modify the current whey factor.

Data Related to California Manufacturing and Marketing Conditions

One consistent concern related to the whey factor, and the entire Class 4b pricing formula, is
whether each component or factor of the pricing formula relates well to the actual
manufacturing processes that occur in processing plants and the marketing conditions of
dairy products manufactured in California. By relating the pricing formulas to the actual
conditions observed in California plants, the resulting milk prices should be commensurate
with the dairy products made from that milk, thus providing a better opportunity for California
manufacturers to compete in statewide, national, and international markets. Previous hearing
records show that the Department has expressed concern about the efficacy of the whey
factor to relate to the actual manufacturing and marketing conditions of California cheese and
whey products. The Panel believes that basing the whey factor on WPC34 could potentially
improve how the whey factor relates to some, but not all, of the California cheese processors.

Since its inclusion in the Class 4b pricing formula in 2003, the whey factor has used dry whey
as the basic commodity. However, since dry whey is produced consistently by only one of
approximately 57 California cheese plants, a whey factor based on dry whey does not appear
to accurately represent the manufacturing conditions of most California cheese plants. There
are 10 California cheese plants that make WPC ranging from 25.0 percent to 89.9 percent
protein content. As a group, these 10 plants represent a significant percentage of California
cheese production: 96.5 percent, 72.3 percent, and 57.5 percent of California’s Cheddar,
Mozzarella, and total cheese, respectively. Additionally, testimony indicates that there are
some plants that do not make a dried WPC product, but do concentrate their wet whey
stream. The revenue derived from selling the concentrated wet whey stream is based on the
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WPC34 price, albeit at a reduced rate. Compared to dry whey, it appears that a whey factor
based on WPC34 could relate better to a larger portion of California cheese plants.

Despite relating better to some California cheese plants, there are concerns regarding a
whey factor based on WPC34. First, the majority of California cheese plants do not recover a
value-added product from their whey stream. Some plants sell their wet whey stream for the
purpose of animal feed, which may result in some net revenue. Others simply pay a fee to
dispose of their whey steam without receiving any revenue in return. In both of these cases,
the cheese plant may be financially stressed because an assumed whey value based on
either dry whey or WPC34 would not relate well to their actual manufacturing conditions.
Even though the hearing record shows that some California and U.S. cheese processors
support the concept of the whey factor based on WPC34, various witnesses recognized that
this whey factor methodology would not relate well to those plants that recover little or no
value from their whey stream.

Second, a whey factor based on WPC34 may not track a whey factor based on dry whey
when comparing cheese-milk prices paid by California’s out-of-state competitors with
California prices. A review of the dry whey price series and WPC34 price series quoted from
USDA’s DMN, shows the two price series tend to trend up and down together; however, there
are occurrences when the two price series will move in opposite directions or when one price
series will be relatively constant, while the other is moving. Moreover, a comparison of the
per-pound protein price of WPC34 with that of dry whey shows that their price movements
are highly correlated, but not perfectly correlated. This indicates that there may be occasions
when a whey factor based on WPC34 may move differently than a whey factor based on dry
whey. If this led to California milk prices rising at a time when milk prices outside California
were decreasing, a competitive disadvantage for California cheese processors could result.

California-Specific Product Price, Yield, and Manufacturing Cost Data

First implemented in 2003, the whey factor followed the typical end-product pricing construct
consisting of: a product price, minus a manufacturing cost allowance, times a yield factor.
This is still the standard methodology that serves as the foundation for all the California class
pricing formulas. The servicing of this end-product pricing construct relies on the annual
manufacturing cost studies performed by the Department on California manufacturing plants.
These manufacturing cost studies detail the most current data available regarding the actual
manufacturing costs and yields observed in California plants that manufacture butter, nonfat
dry milk, and Cheddar cheese (studies also included dry whey from 2004-2007 only). These
cost studies are key to determining the milk price established by the class pricing formulas.

The Department performed audited manufacturing cost studies on dry whey and publicly
released such studies annually from 2004 to 2007. These studies provided the California-
specific data needed to adjust the whey factor during these years, based on the actual
manufacturing cost and yield data observed in these plants during this time period. However,
by 2007, the number of California plants manufacturing dry whey decreased from four to two,
with the second plant only intermittently manufacturing dry whey. The Department was
unable to continue releasing the manufacturing cost study data because of confidentiality
rules regarding the public release of proprietary data. Objectively servicing the whey factor
has been difficult since then because the Department has not had access to verifiable,
California-specific data, representative of California plants.
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The whey factor based on WPC34 appears to have merit, but the concept needs to be vetted
further in order to verify and validate the commaodity price and manufacturing cost factors that
will be associated with the proposed whey factor. The Department needs to examine the
proposed DMN WPC34 price series to determine if it will function well as a commodity price
series for California. This price series is based on the Western and Central parts of the U.S.
Although various witnesses supported this concept, it is prudent to determine if this price
series is representative of the price received by California plants. Further, it is unclear if
plants making WPC of higher protein concentrations receive a similar price or a price related
to the WPC34 price series. If the DMN WPC34 price series is indeed representative, then this
concern would be resolved. If not, other alternatives such as a California price survey or other
price discovery method would need to be established.

Additionally, the Department is not currently performing any cost studies and is not aware of
any cost studies recently completed for plants making WPC34. Before implementing a whey
factor based on WPC34, any explicit or implied manufacturing cost allowance and yield factor
incorporated into the whey factor should be confirmed and verified as representative of
California plants. The Panel is concerned with implementing a new whey factor based on
WPC34 that is not accurate and consistent with actual manufacturing conditions of California
plants making all types of WPC, including WPC34. Prior to implementing a whey factor based
on a new methodology, there should be a thorough examination of this issue in order to
ensure it balances the needs of both producers and processors adequately.

Confidential Data Issues

The California dairy industry has been consolidating in both number of dairy farms and dairy
manufacturing facilities. The number of manufacturing facilities has been decreasing, while
the size of the manufacturing facilities has been increasing. One consequence of this industry
consolidation is that in many instances, statistical data on manufactured dairy products and
manufacturing costs that were historically published for public use now must be held
confidential.

In the case of manufacturing facilities, the statistical data regarding the quantity of dairy
products manufactured and manufacturing costs of certain dairy products can no longer be
published because there are too few plants manufacturing certain dairy products, or there are
dominant manufacturers whose output represents a significant percentage of the total output
for the whole state. In either case, the data is considered proprietary to the California
manufacturer in question and cannot be released publicly.

The issue with confidentiality currently applies to the Class 4b pricing formula with Cheddar
cheese and dry whey. This would also be true with WPC. WPC tends to be categorized into
two groups by protein content, with WPC Low (protein content 25.0 to 49.9 percent) and WPC
High (protein content 50.0 to 89.9 percent). WPC Low data is confidential due to one dominant
manufacturer, while WPC High data is not confidential at this time. In order to overcome the
issue of confidentiality, there would probably need to be some sort of cost survey implemented
that combines all the California plants making both WPC Low and WPC High. Further
evaluation and input from industry stakeholders would be needed to determine the best
manner in which to set up such a cost study or obtain usable cost data.
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Panel Recommendation

The whey factor has been challenging to administer since its inclusion in the Class 4b pricing
formula in 2003, especially after 2007, when verifiable, objective data became limited due to
confidentiality. There is merit to the concept of establishing a whey factor based on WPC
because it appears more representative of California manufacturing conditions. The Panel
believes, however, that further industry discussion and input is required in order to remedy the
above-mentioned concerns regarding verifiable cost study information and data confidentiality
associated with a whey factor based on WPC.

In addition, the Panel is concerned with the other portions of the Class 4b pricing formula that
continue to be affected by data confidentiality and lack of transparent manufacturing cost data.
This has been the case since the end of 2011 and has been a topic discussed in the numerous
industry meetings held since then. Because of the issues surrounding the entire Class 4b
pricing formula, the Task Force considered other methods to pricing cheese-milk as a
comprehensive solution. Before investing time and resources into vetting a whey factor based
on WPC, the industry needs to not lose sight of the continuing issues with the entire Class 4b
formula and whether it may be prudent to create a better pricing alternative altogether.

The Panel recommends continuing to use dry whey as the basis of the whey factor.
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INCREASING THE CLASS 4B PRICE

While there was testimony advocating for no change in the Class 4b price, the majority of the
entities that participated in the hearing supported some level of increase in the price. The
support for some level of increase came from both the producer and processor sides of the
industry. Moreover, the hearing itself was called by the Secretary, on her own motion, to
consider changes to the current Class 4b pricing formula that would continue the balancing of
opposing interests of producers and processors. Ultimately, when determining whether to
increase prices to provide more income to producers, the Department must address certain
issues affecting producers and the state’s milk supply. Discussion regarding the issues
affecting California milk production includes: margins on the dairy; the decreasing number of
dairy farms; current milk supplies; and the outlook for future milk production.

Dairy Margins

One principle indicator of the state of milk production is the comparison of the cost of
producing milk in relation to the income or price received for milk. This comparison, or
margin, provides an indication of the financial conditions facing producers. Like much of
agriculture, dairy financial conditions tend to exhibit fluctuations as they cycle through periods
of positive and negative margins.

Figure 1: Difference between California Mailbox Milk Price Less California Cost of Production
Based on the California Production Cost Survey, with Allowances
January 2007 through December 2014
(In Dollars per Hundredweight)
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For each quarter beginning with the first quarter of 2007 to the fourth quarter of 2014, Figure
1 utilizes the Department’s Cost of Production Survey to estimate the difference between
mailbox milk prices received for milk and the cost of producing milk, which is a measurement
of margins on the dairy. Both the mailbox milk price and the cost of production are based on
the dairies participating in the survey. The mailbox milk price consists of quality payments,
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component and yield premiums, bonuses, and monthly distribution of cooperative earnings. It
is a measurement of the actual income received by producers participating in the Cost of
Production Survey. It has been adjusted to account for marketing costs, which are included in
the estimated cost of production. The cost of production estimate takes into account
allowances for return on investment and return for management.

Figure 1 illustrates the cyclical nature of financial conditions on the dairy. During 2007, 2011,
and 2014, dairy margins were positive, with 2014 being a year considered to be one of the
best in recent history due primarily to record milk prices. Margins were negative in 2008-
2010, 2012, and parts of 2013, with 2008 and 2009 considered two of the worse years in
recent history, primarily due to low milk prices caused by global recession.

Increasing the Class 4b price would provide extra producer income and may shift margins
upward so that downturns would not extend as low. However, a price increase would not be
sufficient for dairies to make up for past losses or recoup lost equity that occurred during past
periods of negative margins. Additionally, it is not possible to counteract the influences of key
determinants of milk prices and costs of production that contribute to dairy producer margins.
The supply and demand conditions of farm milk and dairy products, both domestically and
globally, influence the income derived from the sale of farm milk in California. The
movements in supply and demand generally transpire independent of milk pricing regulations
and are not conditions that can be controlled by milk pricing regulations. The key
determinants of the cost of production on the dairy are also determined independent of milk
pricing regulations. As a result, the cyclical movements of margins on the dairy cannot be
remedied through regulated price increases.

The Loss of Dairies

The total number of California dairies has been a topic frequently discussed for many years,
especially since the time period from 2008 to 2010 when negative margins on the dairy were
financially devastating. Testimony indicated that many dairies went out of business as a
result of negative operating margins and loss of equity, experienced during the last few
downward cycles. Anecdotal evidence available to the Department supports the concept that
there are dairies that were unable to weather the downturn in dairy margins and have closed
down.

In addition to dairy closure caused by financial stress, the Panel is aware that there are other
factors contributing to the loss of dairies in California, which include consolidation of the
industry and retirement. Department data show that there has been a constant consolidation
of California dairies that has been occurring for decades. Over the years dairies have
become larger, have milked more cows, and developed economies of scale, which often
create per unit cost advantages over smaller dairies. Over time, smaller dairies are not able
to compete and as a result, exit the industry. This phenomenon is exacerbated during periods
of financial stress, and the Panel believes that the consolidation trend has continued during
the last few years, albeit accelerated by the last few downturns in dairy margins.

Furthermore, the Panel is aware that some producers have exited the industry due to timing
and retirement. USDA and Department data show that from early spring 2014 to the present,
replacement cow, replacement springers, cull beef, and calf prices have all risen to relatively
high levels compared with previous years. These high prices have proven to be
advantageous for producers seeking to retire or leave the dairy business because the monies
obtained through the sale of these animals have allowed some producers to pay off debt
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and/or have the funds necessary to retire. The high price of farmland and the value obtained
from the dairy infrastructure, have also contributed to these trends.

The number of operating dairies in California, and throughout the U.S., has been declining for
many years and continues to decline. The Panel recognizes that one reason for the decline
had been financial stress when margins were squeezed and the subsequent loss of equity
incurred as a result. The Panel also believes that the continuing trend of consolidation and
dairies leaving the industry have also contributed to the decline of dairies. An important
economic implication from the loss of dairies is the effect that this has had on the state’s
historic and current milk supplies, and more importantly, the effect it will have on future milk
supplies.

Present and Future Milk Production

Even though dairy numbers have steadily declined for decades, both the size of dairies and
the average number of cows being milked on dairies have steadily grown. The hearing record
shows that milk production grew at an average rate of approximately three to four percent
over the few decades leading up to the year 2008. During this time, cow numbers were
increasing and the California milk trend outlook was one of consistent annual increases.
Since 2008, this ever-increasing trend in milk production appears to have changed: California
milk production has deviated from an upward trend by exhibiting more cyclical movements as
evidenced by more frequent upward and downward movements in annual milk production,
and a generally flat trend since 2008.

Figure 2: California Milk Production, 1985-2014
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Figure 2 shows total California milk production from 1985 to 2014 and illustrates this new
movement in milk production. Starting in 2008, milk production declined in 2009, increased in
2010-2012, decreased again in 2013, only to be followed by an increase in 2014. For every
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month in 2015 so far, year-over-year milk production has been declining and is expected to
continue to decline, with year-to-date 2015 milk production levels comparable to those of
2008. It appears that the trend in the state’s milk production has changed course since 2008
and the outlook for future milk production appears to be the same. This new outlook is
supported by the combined effects of structural changes in the cost of feed, environmental
regulations and costs, competition for land use, and more recently, the effects of drought.

Feed Costs

Based on the Department’s Cost of Production Survey prior to 2008, average statewide feed
costs generally fluctuated in a range from $6 to $8 per cwt., with average statewide total cost
of production ranging from $13 to $15 per cwt. However, after 2008, statewide average feed
costs rose to a new plane, fluctuating from $10 to $12 per cwt., causing statewide average
total cost of production to also rise to a new plane, fluctuating from $18 to $20 per cwt. (see
Figure 3). Although these costs do move up and down according to conditions affecting feed
markets, these fluctuations have occurred in a higher plane compared with pre-2008 years.
This trend is likely to continue, as evidenced by the records of previous hearings and the
current hearing. Because feed costs are the principle cost of producing milk, one of the main
drivers of milk production decisions and the total cost to produce milk are feed costs.
Ultimately, this structural change in the level of feed costs, and its associated affect on total
cost of production, has recently limited the growth potential in milk production and is expected
to continue to limit it.

Figure 3: California Cost of Production, by Quarter
Based on California Cost of Production Survey
January 2006 through December 2014

$20
$18
= $16 T
=
=)
T $14 -

Vadi
’¢’~’-’ g "’~’\"""’

,"0 0_\’\’ —
W ad e P
’ ”"’~’¢’

e
coes*?

Cost Per Hundredwe!
©“
=
o

1QthQhQ
2007

lQthQhQ
2006

dzdsd«z‘lc)lzdsduz‘ldzdsdﬁ 1d2dsdag

2008 2009 2010 2011 2012 2013 2014

lQthd4ﬂld2d3d4#ld2d3d4Q

—&—Total Feed Cost —8-— Total Cost of Production

=& Total Cost of Production Including ROl & RFM
ROI - Return on Investment

RFM - Return For Management Data Source: CDFA Dairy Marketing Branch

18



Environmental Costs and Regulations

Another factor contributing to the changing milk production trend is environmental regulations
and their costs. Over the last decade, the explicit costs to comply with environmental (air and
water) regulations have increased. Besides explicit costs, the time and resources needed to
comply with such regulations have also increased. Environmental regulations require costly
economic impact reports to be generated when establishing a new dairy or to reactivate an
existing, idle dairy with lapsed permits. Regulations and permitting also create caps on the
number of cows that can be milked on existing and new dairies and impede the process of
re-permitting an existing dairy to add more cows.

All of these environmental costs and regulations have limited the ability of producers to
expand their production. Historically, producers seeking to increase production built new
dairies and expanded the number of cows on existing facilities. Conversely, environmental
costs and regulations have severely limited the building of new dairies, the reactivation of
dormant dairies, and reduced the re-permitting of existing dairies. Because current
environmental costs and regulations are expected to remain in place, if not intensify, they are
expected to limit the ability of production to grow in the future through the traditional method
of adding dairies or adding a significant number of cows to the milking herd.

Land Use Competition and Drought

Over the last number of years, the amount of farmable land in California utilized in the
production of agricultural products not associated with milk production, particularly tree nuts
and grapes, has grown. Over the recent past, the net return for these agricultural products
has increased dramatically and eclipsed the return available for other agricultural products,
including feed grown for milk cows. As a result of the return and profitability of tree nuts and
grapes, land use has shifted out of the production of milk cow feed and even milk production
facilities. Testimony provided at the hearing indicated that land previously used to grow feed,
such as alfalfa hay and corn silage, has been changed to grow tree nuts and grapes. Further
testimony indicated that some dairy facilities have been removed in order to utilize the land
for tree nuts. The incentive to use farmable land for these other agricultural products creates
competition with the inputs to milk production that appear likely to continue in the future.

In addition to land use competition, drought in California also impacts the inputs needed for
milk production. As California enters its fourth year of drought, its effects on the dairy industry
seem to be intensifying. Reduced water supplies in the state are influencing feed availability
and costs. Testimony indicated that the cost of water and the lack of water are causing
farmable land acres used for corn silage and alfalfa to be reduced, left fallow, or switched to
the production of other feed, like sorghum that uses less water, but contains lower nutritional
gualities. Costs to obtain underground water are also rising. As surface water has diminished,
farmers have drilled new wells to access underground water. Additionally, the water table
level has been declining in California, forcing new and existing wells to be drilled deeper,
which are more costly and bring high utility costs associated with the pumping of groundwater
from further below the surface.

In the end, the effects of drought and land use competition are similar. Both of these factors
reduce the availability or access to locally grown feed. When less feed is grown locally, it
must be purchased from regional, more-distant areas at a higher cost. These higher costs are
associated with transportation to California. Testimony at the hearing provided evidence that
these higher costs affect dairies more severely when margins are reduced, which currently
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appears to be the case. Preliminary Department data point to declining margins in the first
quarter of 2015 and into the second quarter.

The Decision to Increase the Class 4b Price

When reviewing the combined effects of elevated feed costs, environmental regulations, land
use competition, and drought, it appears that future milk production conditions in California
will resemble those observed since 2008. The Panel believes that large increases in milk
production will be limited and that milk production increases will be primarily achieved
through increases in milk per cow output, which is influenced by feed quality and
management practices. The milk production increase of 2014 provides evidence of this.
Department data show that this production increase occurred primarily through milk per cow
increases rather than through an increase in cows, even though producers were responding
to a year with record milk prices and revenue. Prior to 2008, producers generally increased
production during years of high milk prices through the addition of cows. It seems likely that
milk production will continue to cy