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PROCEEDI NGS

9:00 a. m

HEARI NG OFFI CER ROADEN: Ckay, | am going to open
the hearing again. And first of all to rem nd everybody,
restroons are through the double doors, out and to the |eft
and down the hall. Exits again in case there's any kind of
energency is either through the double doors or through one
of these two doors. And then if you go through these two
doors, left and out to the alley and then out to the park.

Okay, our first witness today is Mke MCully.
Pl ease state your full nanme, spell your |ast nanme and state
your affiliation for the record.

MR. McCULLY: M name is Mke MCully, MCC U L-
L-Y. I'mwth the McCully G oup, representing Kraft Foods
here today.
Wher eupon,

M CHAEL McCULLY

Was duly sworn.

HEARI NG OFFI CER ROADEN:. And your testinony is
Exhi bit 59. Pl ease.

(Exhi bit 59 was received into evidence.)

MR. McCULLY: Thank you. Good norning,
M. Hearing Oficer and nenbers of the Hearing Panel. W
name is Mke MCully of the McCully G oup and I am

representing Kraft Foods at this hearing. Kraft operates a
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mul ti-product dairy plant in Tulare, California. This plant
produces Parnmesan and other hard Italian cheeses along with
dry whey powder. It also produces Knudsen brand cottage
cheese and sour cream |In addition, Kraft purchases cheese
and other dairy ingredients fromseveral conpanies |ocated
in California. Consistent with prior testinmony on this
subj ect, Kraft opposes the petitions fromWstern United
Dai rymen and the coalition of dairy producer organizations.
The question of how to val ue whey in regul ated
mlk prices is not a new one nor is unique to the California
system |Indeed, the debate surrounding val uing whey in the
4b formul a dates back over a decade. |In |late 2007, the
California Departnment of Food and Agricul ture sanctioned an
i ndustry work group, the Wiey Commttee, to explore possible
solutions to this puzzle. Wile nunmerous options were
presented, there was no consensus reached and the deci sion
fromthe Decenber 2007 hearing remained in place. This 25
cent per hundredwei ght fixed whey factor benefitted dairynen
for several years and provided stability in the regul ated
price formula for processors. However, as whey prices noved
hi gher in 2011, the gap w dened between the California 4b
mlk price and the Federal order Class IIl mlk price. Once
again, the valuation of whey in the 4b formula is being
guestioned. However, California is not alone. In fact,

t here have been numerous di scussions over the |ast few years
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on reformng the federal order mlk pricing systemto nake
it nore nodern and market oriented. This seens to be a
central question in both California and the federal orders,
how should m |k be priced and what role does the regulatory
systemplay in setting prices? So while whey is the focus
at this hearing, it is a small part of a bigger issue and
one the industry needs to resol ve sooner rather than |l ater.

In response to very high mlk prices in 2011 and
mld wi nter weather conditions, mlk production has been
strong across the country in 2012. For the first four
nmont hs of the year US m |k production is up 3.9 percent
conpared to 2011, which California mlk supplies are 5.7
percent higher than |ast year. Put another way, while
California's share of US m |k production is 21.5 percent,
the 2012 increase in California is nearly 31 percent of the
total growmh in the US. To acconmobdate the continued growh
of California mlk supplies it is inperative for the success
of the California dairy industry that the state fosters and
bui | ds additional nmanufacturing capacity.

Until the last six years or so, California's
regul ated pricing environnent encouraged dairy industry
growt h and provi ded an advantage over other areas of the
country. Now that advantage is gone and other areas are
taki ng market share fromCalifornia, illustrated by new

pl ants being |l ocated in various states but little to no
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activity in California. During this tinme there have been
several years, including 2012, where m |k produced in
California was shipped out of the state to find a

manuf acturing hone, usually at a significant |oss, or worse
yet, dunped on farms. A logical conclusion to this
situation is the state has inadequate capacity to process
growing mlk supplies into products denmanded by the

mar ket pl ace. |If California's dairy industry is to renmain
conpetitive in a donestic as well as a grow ng gl obal narket
it is inperative the regulated pricing systemfoster, not

i npede, the devel opnent of new processing capacity.

An inportant difference between the regul ated
pricing systens in the Federal Orders and California is the
ability for processors to depool mlk in the Federal Oders.

Thi s depooling function allows processors to clear mlk
fromthe market and handle it in an orderly fashion. 1In
contrast, California does not have such a mechanismto act
as arelief valve for mlk supplies. Instead, when mlKk
supply exceeds manufacturing demand in California mlk
| eaves the state to find an manufacturing outlet. This mlk
usually incurs a severe |l oss due to transportation costs and
a discounted sales price. Furthernore, plants that conpete
with California buy the discounted m |k, providing thema
conpetitive advantage in raw product costs. Therefore,

California | oses out twice, in the formof |osses in surplus
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m | k sal es and then agai n when conpeti ng agai nst | ower cost
fini shed goods. Appendix 1 contains excerpts from USDA' s
Dai ry Market News from January to May 2012. On a regular
basis, m |k was being discounted $2 to $5 per hundredwei ght
under class in the Mdwest in order to clear the market. 1In
contrast, base plans were inplenmented in California and sone
mlk left the state due to inadequate manufacturing
capacity. From a broader policy perspective there has been
di scussion for several years about allow ng manufacturing
plants in California to depool mlIk in order to clear the
market. G ven the |ack of new manufacturing capacity com ng
on-line in the next few years, this should be given serious
consi derati on.

Sonme have pointed to the whey factor as a mmj or
cause of mlk price's variability, thereby negatively
impacting the ability of California producers to hedge their
mlk prices. However, this is only part of the story. The
anal ysi s has been between the California 4b price and the
Federal Order Class Ill price. The variability in these two
price series results fromthe use of NASS/ AMS bl ock and
barrel cheese prices versus Chicago Mercantil e Exchange
bl ock cheese prices as well as the difference in whey
val uation. But a broader analysis of the California all-
mlk price versus Federal Order Class Il prices shows

California mlk price variability is |l ess than other states
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over the last five years. And | have a table shown in the
m ddl e of the page that 1'Il just illustrate and tal k about
for the cromd's -- they don't have it in front of them

On the far left hand of the graph it has the first
states of M nnesota and Wsconsin. They have the | owest
basis variability. And this is nmeasured from 2007 through
2011 and variability is the range of the basis throughout
the year. So it would be -- the high and the |low is what
the variability is. Mnnesota and Wsconsin are both the
sane at $1.75 and $1.78 per hundredwei ght, whereas on the
opposite -- and this is the top ten m |k produci ng states.
The opposite side is Pennsylvania, is $3.26 per
hundr edwei ght, New York at $3.12 a hundredweight. And in
that -- go back to the left hand side. M nnesota and
W sconsin at $1.75 and $1.78, Idaho is $2.25, California is
$2.43, Texas is $2.57, New Mexico at $2.71, Washington at
$2.73, Mchigan at $2.84 and then New York and Pennsyl vani a.
This doesn't include states in the Southeast or Florida
where the basis variability is even greater.

As you woul d expect, the states -- M nnesota and
W sconsin have an 80 to 90 percent Class IIl utilization, so
their all-m |k highest price or paid-price to farmers would
be highly correlated to what the Class IIl mlk futures
price is, yet there still is a lot of variability throughout

the year. Going back to the text.
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O the top ten mlk producing states, California
basis variability ranks the fourth | east out of ten. O her
areas with high Class | utilization |ike the Southeast or
Fl ori da orders have even higher basis variability. It is
good that basis variability and hedging is being discussed.

Again, a policy solution could inprove the situation by

al | owi ng cooperatives or producers to forward contract with
processors. This would renove a | ot of the basis
variability as California prices would be used for
contracting.

On to whey issues. The addition of a whey factor
to the 4b price fornula has a | ong and contentious history.

The problemis conplex and sol uti ons have been el usive.
Bef ore 2003, whey was not included in the price formula for
4b mlk. In early 2003 in a period of low mIk prices, the
whey factor was added to the formula, breaking from
| ongst andi ng Departnent position on this issue. The Hearing
Panel report noted:
"For years, the Departmnment has nmade policy
decisions not to include an explicit pricing
conmponent for whey in the Cass 4b fornula. Based
on testinony and rel evant data this position has
been reaffirmed at each of the hearings that have
been open to recommendati ons for including a whey

pricing conponent.”
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Since it was added, numerous probl ens have arisen.
The hearings in 2005, 2006 and 2007 went into detail on the
whey manufacturing all owance, CDFA's nmanufacturing cost
survey data and other whey issues. At each hearing, the
Panel 's recommendati on was the sane, renove the whey
conponent fromthe 4b fornul a.
The Hearing Panel's report from February 2005
detail ed the problem
"As was reported in the January 2003 hearing
determ nations, the incorporation of a pricing
conponent to the Class 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 straightforward.
The skimwaste stream has historically been a
wast e byproduct of the cheese nmaki ng processing.
As the cheese industry has matured and the
envi ronnment al regul ati ons have becone nore
stringent, the devel opnment of whey byproducts have
beconme nore commonpl ace by necessity. Still the
i nvestnments required to process skimwhey stream
i nto val ue-added products are significant and the
financial risk for processing the whey streaminto
a val ue-added product are considerable.”

The Panel's recommendati on was to renove the whey
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factor in the 4b pricing fornmula and was conci sely

summari zed as foll ows:

"The Panel is mndful of using a manageabl e

pricing formula. It

seens clear fromthe

positions taken by the producer/ processor

Wi tnesses that incorporating a factor for the

val ue of the whey stream appears to be

intractable. G ven the testinony and evi dence

before the panel it would be far wiser to sinply

remove the skimwhey factor fromthe C ass 4b

pricing formula than to continue to expand this

factor in an inconsistent manner with the butter

and nonfat dry m |k and Cheddar cheese pricing

formul as. "

285

The probl em of the whey conponent was back again

at the June 2006 hearing.

And once again the Panel's

recommendati on was to renove the whey factor fromthe

formula for the same reasoning as the prior hearing.

"As a result of

review ng the testinony and

for the reasons outlined above, the Panel

conti nues to support

t he renoval of the whey

factor in the 4b pricing formula as it did in the

2005 hearing determ nations."”

Proposal s have al so been nmade regardi ng the

addi ti on of Whey Protein Concentrate or other whey proteins
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into the formula. Unlike cheese, butter and nonfat dry

there is not one standard whey product that is

appropriate to use in pricing fornmulas. The Panel's reports

fromboth 2005 and 2006 hearings detailed this problem

"Whey is one of the biggest reservoirs of
food protein and can be made into a wide variety
of both food and non-food products. 1In the food
category it can be used in baby food, diet
suppl ement's, bakery products sal ad dressi ng,
beverages and confections. It can be nade into
pharmaceuti cal products, yeast products and
i ndustrial 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
OoWn uni que processing equi pnent, processing
procedures, with vastly different associ ated
costs. \Wile economes of scale are critical in
successful whey operations, the Panel is m ndful
that an inappropriate decision on this factor can
i nadvertently nmake previously profitable whey
enterprises a |losing proposition should it over-
stinulate the production of a particular whey
product . "

An editorial by John Unmhoefer fromthe Wsconsin
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Cheese Makers Association in the August 3, 2007 Cheese
Mar ket News, |'ve attached that as Appendi x 2, provides
addi ti onal docunentation of the problemof attenpting to
val ue the whey stream

O the 90 plants that replied to the WCVA survey,
91 percent did not produce dry whey.

About 42 percent of the plants perforned m ninmal
processi ng and received m nimal paynent for their product.

Those plants that sold wet, skimed whey earned
between 10 to 20 per pound in June 2007, conpared to the
NASS price of 72 cents per pound price for dry whey powder.

Most of the remaining plants, and there were 42 of
them perforned various conbinations of ultrafiltration,
reverse osnosi s, and/or evaporation to separate whey
conponent s and condense whey.

In response to the strain put on cheese plants by
record-hi gh whey prices in 2007, the hearing in October 2007
resulted in a nove to a fixed factor of 25 cents per
hundr edwei ght for whey. That solution worked for several
years and provi ded producers a higher mlk price conpared to
the prior forrmula for over three years. However, by m d-
2011 yet another hearing was held and a new sliding scale
was adopted for whey pricing. Wthin seven nonths of
i npl enenting this new fornmula producers have petitioned for

anot her hearing two separate times. Their proposals woul d
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return 4b mlk pricing to where it was in 2007 and generate
the sane problens as it did then.

Whey pricing is also causing issues in the Federal
Orders. John Urmhoefer wote another editorial on whey
pricing in the January 6, 2012 Cheese Market News; | have
attached that as Appendix 3. The article highlights the
chal | enges faced by small and nedi um si zed cheese plants in
W sconsin due to the inpact fromwhey on the other solids
pricing in Federal Order Cass Il mlIk prices. He again
argues the base conponent for other solids pricing should be
wet ski mred whey, not sweet dry whey powder. He also calls
the Federal Order other solids pricing "logically flawed" as
regul ated prices should establish a base or mninmum price
with prem uns and bonuses added to it.

It is evident that the addition of the whey
conponent to the 4b price fornmula has introduced a nultitude
of problenms. This is true not only in the California
pricing systembut also in the Federal Order system Prior
heari ng panel s have recommended the renoval of the whey
factor altogether. The decision fromlast June's hearing
was a conprom se, that by definition neans everyone dislikes
sone part of it. It attenpts to strike a bal ance between
t he needs of dairynmen and the conpetitiveness of cheese
makers in the state. A central tenet of regulated pricing

is that the system establishes a regul ated m ni mum price
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that allows the market to clear. |If there were additional
revenue generated fromthe mlk then it would be returned in
the formof prem unms, cooperative earnings or other

paynents. MIKk production in California continues to grow
while in-state processing capacity has not kept up with this
growh. For the industry to prosper in the future, it needs
to | ook beyond the current whey issue and consi der broader
regul atory and policy reforns.

While the regulated pricing systemin California
served the industry well for years, it is becom ng nore
apparent it is time for a change. Regulated pricing systens
in California and the Federal Orders were established many
years ago with vastly different market dynam cs than exi st
today. The dairy markets have evolved fromlocal to
regional to national to global in nature. Dairy farners,
through the California MIk Advisory Board, comm ssioned a
study by MKinsey and Conpany on the future of the
California dairy industry. The strategic consulting firm
Bai n conducted an extensive review of the US dairy industry.

Their recommendati on was for the US to becone a consi stent
exporter and highlighted the need to update dairy policy to
accommpdat e that vision. W should use those studies as a
basis for devel oping a regulatory systemthat best serves
the needs of today's dairy industry. | believe the US dairy

i ndustry has the potential to fill the growing world demand
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for dairy products. Wth 95 percent of the world' s food
consuners outside the US, the potential market is enornous.

Unfortunately, outdated regul ated systens are hol di ng back
the US dairy industry fromrealizing the full potential of
this opportunity. Qher countries will eventually grab it
if we don't. Kraft has long believed in transitioning to a
free market environnent and feels the US dairy industry
woul d benefit greatly fromthis change. The industry needs
to work together to develop a |ong-term policy approach for
the California dairy industry. Until the California dairy
i ndustry enbraces nore market-oriented policies, dairy
producers will | ose out on the opportunities in both the
donmestic and export markets. The conpetitive advantage
enjoyed by the California dairy industry over the |ast 25
years is gone. To conpete in the marketplace of the future
the California dairy industry needs to adapt to these new
realities or get left behind.

In summary, Kraft encourages the Departnent to
reject the proposal from Wstern United Dairynmen and the
coalition of dairy producer organizations. | thank you for
the opportunity to testify here today and would like to file
a post-hearing brief if necessary. | welcone any questions
at this tine.

HEARI NG OFFI CER ROADEN:  Your request for a post-

hearing brief is granted. Panel questions?
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VMR. EASTMAN: Yes, | have a coupl e of questions
about the one graph that you had that showed the basis
variability.

MR, McCULLY: Ckay.

MR. EASTMAN. The first question | had is, when
you are looking at the all-mlk price, | assunme the all-mlKk
price for the other states outside of California, which is
the all-m |k price as rel eased by the USDA

MR, McCULLY: Correct.

MR EASTMAN. When it canme to the California all-
m |k price which one did you use?

MR. McCULLY: The one that is consistent with the
sane data set that is released by USDA.

MR. EASTMAN.  Ckay.

MR. McCULLY: And if you would like me to | could
actually send you the data file or the spread sheet with the
nunbers.

MR. EASTMAN. Sure, that would be great.

MR. McCULLY: Okay.

MR. EASTMAN. |If you want to send that in your
post - hearing brief.

And then another question | have. So in essence
when you're |l ooking at the variability you were | ooking at
just the range fromthe highest to the | owest nunber,

correct?
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MR, McCULLY: Correct.

MR. EASTMAN. |Is there any reason why you chose
that measure of variability conpared to sonething else, |ike
maybe a standard deviation or sonme other statistical
measure? WAs there an advantage or di sadvant age?

MR. McCULLY: | think it probably gives -- you
could go and do a standard deviation to do sonething nore
sophisticated. | was in the keep it sinple node so this is
just an easy way of neasuring it. The nunbers probably
could cone out differently, a bit differently, but | think
the overall story is about the sane.

And |l ogically you would think Mnnesota,

W sconsin, areas with high Cass IIl utilization, |daho,
that are based nore off of a -- they're pretty close to
Class Ill mlk pricing with their all-mlk pricing, would

have the | esser basis variability versus areas, say a New
York or Pennsylvania that have a high Cass Il utilization,
high Class | utilization, less Class IIl utilization, that
woul d have nore variability then in basis.

And this isn't even including, say, Florida or the
Sout heast orders where you'd have a |lot of variability due
to the Cass | influence.

MR. EASTMAN. And then anot her question | had was
regardi ng your plant. How has your m |k procurenent gone

over the last nunber of nonths, so to speak? Are you
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running at full capacity or do you have the ability to take
nmore mlk? Are you -- I'"msort of curious to see how the
plant is running in response to the mlk supplies in the
state. Do you have a sense of what premuns the plant's
been payi ng? Have those been decreasing over time or howis
t hat goi ng?

MR. McCULLY: Okay, there's a nunmber of questions
there. The first one I'll address is on the sour cream and
cottage cheese side of the plant. That is made to order,
that's a demand pull. So that isn't sonething you woul d
take in. There's extra mlk and you would take in and build
nore finished goods inventory on cottage cheese and sour
cream because of the perishability. So the supply doesn't
i npact the production of those products, that is a denmand
pull, not a supply push.

However, on the cheese side, the hard cheese side,
on the Parnesan side, is nore of a -- you know, obviously
it's a historical product so there is nore flexibility in
terms of usage. Typically that plant is run seven days a
week on Parnmesan if there is demand for it. But then it
al so bunps up agai nst demand at sone point as well as |ong
as inventories would be under control. If the inventory is
going to get too high they would continue on a seven day
pl an.

| believe there were certain nonths earlier this
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year where finished goods inventory was rel atively high and
t hey backed to six days a week. So at certain tinmes there
was a day avail able for manufacturing capacity but it didn't
have the denmand for the Parnesan.

MR EASTMAN. So in essence it seens |ike Kraft
with that plant will manage its production based on sal es
vol une and orders they have.

MR. McCULLY: Correct. |It's not set up to be a
bal anci ng plant for m|Kk.

MR EASTMAN: And then since -- Kraft does have
pl ants outside of California that it operates in Federal
Orders, correct?

MR McCULLY:  Um hmm

MR. EASTMAN. Sone peopl e could argue that by
having that plant in California with a |lower 4b price you
could, as a nultinational conpany you could | everage, say a
lower mlk price at that plant and use that to gain sone
sort of conpetitive advantage agai nst your conpetitors --
ot her conpetitors nmaking the same product, so to speak.

MR McCULLY:  Um hmm

MR. EASTMAN. How woul d you respond to an ar gunent
like that? Does Kraft -- are they able to | everage their
plant there to getting sales over conpetitors that nmaybe
don't have a plant in California and solely operate in

Federal Orders or outside of California?
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MR. McCULLY: Sure, that's a good question. |'m
going to get back -- also before | answer that |'ll address
the prem uns. The prem uns have not changed that we have
seen in the state in terms of the mlk contracted so there
hasn't been any change to that. | didn't address that --
didn't get that in the | ast question.

In terns of conpetitive advantage. the Kraft
plant in Tulare is essentially a carbon copy of a Parnesan
cheese plant that Kraft used to owmn in Mnnesota and
actually Kraft still buys product fromthat plant in
M nnesota. And sonetines the same product will conme from
both plants, between the M nnesota plant, which is now an
outside supplier, as well as the internally produced. So
there is a make-versus-buy anal ysis that happens on a
continual basis of where production should occur, whether
it's internally produced or whether it's purchased fromthat
supplier in Mnnesota. So that's a continual process. And
that's not just unique to this year, that's happened over
t he years.

And if there is a time where the cost structure,
delivered cost structure |ooks like it's a conpetitive
advantage in California, there could be sonme production
shift to California. And consequently there's also tines
where if the delivered cost nodel shows that there is a

better value froma M dwest product or a M nnesota product
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then that production will shift to that plant.

And you go back, there was sone testinony
yesterday that tal ked about -- and historically there was,
you know, at that tinme it was probably four to five cents a
pound for cheese and the $1.50 to $2 di esel fuel range.
That four to five cents would be about the difference or
cost to get cheese from California back in the M dwest.
Unfortunately, diesel fuel prices aren't $1.50 to $2 a
gal l on anynore and as you double that now the cost if
roughly a dime or so. | think that was referenced
yesterday, a little over a dinme for a pound of cheese to
nove back into the M dwest.

So that dynam c has changed quite a bit, it's
changed the conpetitiveness. So it's kind of maybe a | ong
way of answering your question in terns of the
conpetitiveness. It's not just mlk price. W actually
| ook at or Kraft |ooks at it, as well as other conpanies
|l ook at it, on a delivered cost basis to their plants
depending on where that's at, whether it's in the M dwest or
in the East. At one tinme Kraft had a processing facility
out in Pennsylvania. And as you can inagine, going from
California to Pennsylvania is even greater freight cost.
And that's when M dwest cheese or East Coast cheese woul d
get into the equation and be a | ower delivered cost.

MR. EASTMAN. So just to clarify. So you
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menti oned that your California plant was a carbon copy of a
plant in the Mdwest that --

MR. McCULLY: Right.

MR. EASTMAN. -- you no |onger own but you stil
wi |l procure Parnesan.

MR. McCULLY: Right.

MR. EASTMAN. Does Kraft not have any other plants
outside of California that are maki ng Parnesan and hard
cheeses anynore?

MR. McCULLY: No. No. The plant is in Melrose,

M nnesota. It was sold -- well, the whole tine line. 1In
the early 1990s Parnesan demand was growi ng and at that tine
the Louis Rich plant had shut down and there was a great big
enpty building in Tulare that Kraft owned. The deci sion was
made to -- they decided to essentially carbon copy or copy
the plant in Mnnesota and build a new Parnesan plant in
Tulare. And that was '93-94 when that -- the spring of '94
when that opened. It produces Parnesan cheese.

Wen the Visalia plant closed in 2005 the Knudsen
products noved over to the Tulare plant as well. the plant
that's in Melrose, Mnnesota was sold, | believe, in 1999 or
2000 to a couple of the co-ops in the upper M dwest and they
continue to operate that today. So that went from an
i nternal |l y-produced product to then a third-party or a

supplier-owned plant. That's the only two facilities that
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make those products.

MR. EASTMAN. Thanks. | may have anot her
guestion, we'll see.

M5. GATES: Could you share with us, as a naker of
dry whey products in California, how the sliding scale would
i npact the conpetitiveness that you guys have --

MR, McCULLY: Sure.

M5. GATES: ~-- off of a fixed factor.

MR McCULLY: Sure. | believe of the 57 cheese
plants left in the state | think the Kraft Tulare Plant is
one of two left in the state that actually nakes sweet dry
whey powder. And a little -- since | tal ked about the
hi story of the plant, a quick history on that is, when the
pl ant was built the Melrose plant -- | don't even know when
it was put in but they actually had -- the waste stream went
into an ethanol facility that was there so part of that was
ethanol. | think they had a dryer there as well.

Kraft | ooked at what was essentially the cheapest
way of handling the waste streamand that was to put in a
sweet dry whey operation. And there's been tinmes that
t hey' ve | ooked at going to a higher grade, a 34-80, but it
continues to be sweet dry whey.

As far as the inpact fromlast year, there was --
again, the cost structure changed as we went to a sliding

scale fromwhat it was before, so that woul d have
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directionally resulted in a less-profitable enterprise than
what it was before. But again, | know that product is
handl ed by a third party and that product goes into both
export and donestic markets. So Kraft doesn't have
visibility on what the sales prices are, they just have --
they have a sales price to a broker and then the broker
handl es the sale of that.

MS. GATES: Thank you.

HEARI NG OFFI CER ROADEN: Thank you very nuch.

MR. McCULLY: Thank you.

HEARI NG OFFI CER RONDEN. G eg Dryer. Please state
your full name, spell your l|last nanme and state your
affiliation, please.

MR DRYER M nanme is Geg Dryer, DR Y-E-R and
| " mrepresenting Saput o Cheese USA.

Wher eupon,
CREG DRYER
Was duly sworn.

HEARI NG OFFI CER ROADEN:. And your testinony that
you submitted is Exhibit 60.

(Exhi bit 60 was received into evidence.)

MR DRYER | wish | was 60.

(Laughter.)

MR. DRYER. | was, once. Good norning,

M. Hearing Oficer and nenbers of the Hearing Panel. W
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name is Geg Dryer. | am Executive Vice President of

| ndustry and Governnent Rel ations for Saputo Cheese USA.

Qur conpany has 16 facilities across the United States, five
of which are |ocated here in California. Four of the five
California plants purchase m |k for the manufacture of
cheese. The fifth plant utilizes cheese fromour own plants
and that of other conpanies for further processing and
packagi ng. W enploy over 1,000 people in the state and
purchase a substantial portion of the state's mlKk
production both directly fromfarmers and from farmer
cooperati ves.

| amhere to testify in opposition to the Western
United Dairynmen and Coalition petitions filed with the
Departnment in March 2012.

The state has the authority and the obligation to
establish m ninumprices to be paid by handl ers to producers
for mrket mlk. It does not have the authority to oblige
handl ers to purchase mlk that is uneconomc. Nor can it
prevent handl ers from shunning the state when pricing
mechani snms becone unpredi ctable or when mnimum prices are
set so high as to make it unfeasible to earn a reasonable
return on investnent. It is not incunbent upon the state to
be the arbiter of market equilibrium

There is nothing today to prevent the state's

farmer cooperatives fromraising the price of mlk they
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charge their customers. After all, they control the vast
majority of mlk produced in the state and enjoy federal
antitrust exenptions. The fact is that no one enterprise or
group is so skillful or powerful as to overcone the

uni npeded functioning of the marketplace. Cooperative

| eaders know that in a surplus production environnent,
raising prices would cripple their ability to market all of
their mlk. Oher manufacturers with avail able capacity
woul d lure away their direct ship producers sinply by

of fering a guaranteed honme for their output.

Dai ry producers are presently faced with falling
mlk prices and high feed costs, conditions simlar to those
existing in 2009. Now, however, California producers are
better positioned to overcone these chall enges given the
Septenber 1, 2011 adjustnent to the whey factor along with
t he cost advantage they currently enjoy.

An average California dairy farm produces nore
than 11 tines the mlk of an average Wsconsin farm and si x-
and-a-half times the national average. According to
publ i shed reports, their cost advantage, due largely to
scal e, vastly outweighs their price disadvantage relative to
W sconsin or other regions. |If the state arbitrarily shifts
the burden of mtigating | ow prices, which have largely
resulted from over-production, away from producers and on to

processors, it obscures the nmessage that the marketplace is
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trying to send. Punishing those that have no influence over
supply is both inequitable and ineffective and sinply
prol ongs the duration of the required correction.

Regardi ng price conparisons with other regions or
systens, they are sinply not relevant. MIKk, due to its
nature, is a local product. |Its value is established by
| ocal econom c conditions. It cannot be transported cost-
effectively to take advantage of distant markets which over
hi gher returns unl ess capacity exists to convert it into a
concentrated, storable product. The cost to ship mlk from
California to the higher-priced Mdwest region exceeds $10
per hundredwei ght, which makes it unconpetitive.

There are nmany stark contrasts between the dairy
industries in California and the Upper Mdwest. California
has over tinme generally enjoyed a mlk surplus. On the
ot her hand, the Upper Mdwest is deficit in mlk and surplus
i n manufacturing capacity. This deficit has been pegged at
10 to 15 percent.

Pl ants nust conpete to obtain an adequate supply,
whi ch has resulted in higher mlk costs. Cheese plants by
necessity have mgrated toward small er batch, higher val ue
specialty products as opposed to the high-volume, high-
efficiency cormodity orientation of California plants.

Simlar to cheese manufacturing, there is no

shortage of whey processing capacity in the Upper M dwest.
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There is fierce conpetition to procure additional whey
solids based on its increnental value. Wey processing
plants will conpete up to the |evel where the cost does not
exceed the marginal contribution. Therefore, small M dwest
cheese operations can earn a reasonable return on their whey
stream wi t hout having the scale or capital required for a
whey processing venture. Like nost cheese plants they will
and do struggle mghtily when the whey market rises to the
| evel that they are unable to return as nuch as the USDA
Class Il formula presunes they can.

If the price of mlk in California is too |ow,
shoul dn't manufacturers be investing in the state to take
advant age of this opportunity for windfall profits? Not
only are those investnents not forthcom ng, but in recent
years cooperatives have generally downsi zed or abandoned
their involvenent in the cheese business in California.

I nstead t hey have pursued a strategy of seeking higher
prices for sales of cheese m |k while seeking | ower prices
for mlk in those products they continue to manufacture.

One solution for California to increase mlKk
prices would be to stinulate increased demand by encouragi ng
expansi on of existing plants or of constructing new plants.

Those activities m ght be taking place even now if not for
fear that regul atory changes could dramatically di scount or

make worthless investnments in California' s cheese industry.
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Cheese manufacturing is traditionally a | ow margin
business. MIk typically conprises 80 to 90 percent of the
cost. Therefore, a small percentage change to the cost of
mlk translates to a very | arge percentage inpact on a
typi cal cheese nmaker's bottomline. There is sinply not
enough margin in cheese to insulate producers fromprice
swings resulting fromsupply and demand i nbal ances. Wile
the state has historically exercised prudence in
i npl enenting changes to mlk prices, given the unpredictable
political environnment, there is no guarantee to potenti al
investors that such a practice will continue into the
future. And there have been exanples in the past where
significant price changes were inplenented shortly after
conpani es nmade investnents anmounting to tens or even
hundreds of mllions of dollars. The Septenber 1st, 2011
adj ust rent of the whey factor al one has increased cheese
mlk costs to date by al nost 40 cents per hundredwei ght.

The appropriate value attributed to whey and
arguably transferred from processors to producers has been
debated ad infinitum The industry's stakehol ders shoul d
i nstead focus on fundanental change, which will allow the
mar ket to work and lay the groundwork on which to build the
kind of industry that will |lead the world for the years to
cone. Done right, it can formthe tenplate to be emul ated

by federal dairy policy. The Secretary has already
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initiated that process with the establishnment of the CDFA
Dairy Advisory Commttee. W believe that process should be
fully vetted before any further changes are considered to
existing fornulas. It has been our position that the 25
cent fixed whey factor established in Decenber 2007 was a
reasonabl e conprom se. But rather than submtting an
alternative proposal to return to that factor we have

el ected to align with the majority of our counterpart
menbers of the Dairy Institute of California and request the
Departnment to make no further change until a viable |ong-
termsolution can be identified.

And with your permission | -- after listening to
the testinony yesterday | drafted a little addendumto ny
testinmony that | would like to add if you don't m nd.

This entire controversy seens to be revol ving
around m salignment with Federal Orders. 1'd like to rem nd
everyone, we didn't get here by accident. In 2007 we had a
hearing to address a crisis that threatened the viability of
the state's cheese industry. The solution was to
intentionally break from USDA by repl aci ng the whey factor
inthe 4b formula with a fixed factor. Problem sol ved.

It seens we now have devel oped sel ecti ve amesi a,
or rather California producers are seeking a recall election
to undo the 2007 decision. It would be beneficial for al

to go back and review the hearing record and panel report
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fromthe 2007 deci sion

Regardi ng Federal Orders, they are a ness.

Archai c, broken, outdated, unresponsive, counter-productive.
Even the national producer organizations acknow edge it.

The National MIk Producers Federation, of whom nost

producer organi zations represented here are nenbers,

recogni zes its failure and have included a provision to

deregulate Class IIl in the original Foundation for the
Future Program To survive and flourish California's

i ndustry should not be |ooking at enul ating a di nosaur well

on its way to extinction.

And that concludes ny testinony and I woul d
request the opportunity to file a post-hearing brief if
warranted. And happy to answer any questi ons.

HEARI NG OFFI CER ROWDEN: All right, thank you
your request is granted. And questions fromthe panel ?

M5. RANKIN: | have a question. How has the
recent scal e inpacted Saput o?

MR. DRYER. Well, you know, the market for whey is
wel | -established so if the cost of raw naterials goes up it
decreases your margin, basically.

M5. RANKIN: So, | guess, in terns of making any
adj ustnments within the conpany or anything, if the cost
structure is changed.

MR DRYER Well, if we see costs go up we | ook
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for ways to try to mtigate, you know, however you can

M5. RANKIN: And then ny other question would be,
how has capacity and procurenent issues been recently?

MR. DRYER. Capacity and procurenent?

M5. RANKIN: Just in terns of the increased supply
of mlk. How has that affected Saputo?

MR DRYER There's abundant mlk. | nean, the
fact is we could |look to expand our operations in California
to take advantage of the supply of mlk. But given fears as
to what the rules of the game will be going forward, it
doesn't nmake sense to make further investnents.

MR. EASTMAN. | have a coupl e questions. Halfway
t hrough your testinony you nentioned that it cost about $10
a hundredweight to ship mlk to -- where was that? Was that
to the Upper M dwest?

MR. DRYER  That would be to W sconsin.

MR. EASTMAN. W sconsin. And you're just talking

about bulk farmmlk, | take it?
MR DRYER R ght. I'msayingif we -- if we have
al ready exceeded the capacity to process the mlk -- if you

ship rawmlk fromCalifornia to Wsconsin, based on today's
freight costs, it would anobunt to nore than $10 a

hundr edwei ght. W heard yesterday testinony that there was
a $4 disparity in the price of mlk in Wsconsin. But to

t ake advantage of that price it would cost you $10 to get it
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t here, basically.

MR. EASTMAN. And is that based on sort of data or
any sort of actual experience or information you have of
mlk that's actually been shipped that far?

MR. DRYER. W don't -- we don't ship mlKk,
obvi ously, that distance but we ship other |iquid products.

W are aware of what transportation costs are.

MR. EASTMAN. And then in your testinony you
menti oned that one difference between California and
Wsconsin is -- whether it be over the |ast nunber of years
-- cheese nakers have begun -- or they started shifting to
nore specialty-type cheese products. Has Saputo ever
considered that or have they started inplenenting any
simlar strategy there and here in California to take
advant age of the pluses of having that type of operation
conpared to nore of a cormodity cheese operation?

MR. DRYER. W definitely have over the years.
Most of our nore commodity-oriented products we ship out of
the Mdwest, either to the East or West Coast and nore
orientation towards specialty products in Wsconsin to be
able to afford the higher cost of m |k there.

MR. EASTMAN. And so here in California then you
focus nore on commodity cheese.

MR. DRYER. Ri ght, because we have large plants in

California. W are processing big volunmes of mlk on a
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daily basis, so we are oriented towards efficiency.

MR. EASTMAN. What woul d keep Saputo fromtrying
to do the sanme thing in California? Start production of
sonme sort of specialty cheese-type plant or go in that
direction away fromcomodity cheese.

MR. DRYER: You know, | suppose that opportunity
is there but much of the market is on the eastern part of
the country so there is an advantage in terns of -- you
know, each region has its own benefits and di sadvant ages.

W sconsin, because of the size of the plants, they're

smal ler plants. You can't mix the culture of high-vol une/
hi gh-efficiency with small, batch-oriented specialty.
Different markets, different structures, they're different
cul tures basically.

So kind of concentrate -- | nean, there is no
reason California can't develop a specialty cheese industry.
W sconsin has really pushed for that and I think we're up
to about 20 -- 20 percent of the total cheese production is

consi dered specialty in Wsconsin.

MR. EASTMAN. Do you have any sense of the
differences in the marketing? So you nentioned that the
mar kets -- some of the markets for specialty cheese are nore
East Coast or on the other side of the country from
California. Do they just buy nore specialty cheese than say

the Western region of the United States or is that --
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MR. DRYER: There's just nore people there. Just
nor e people, nore popul ation.

MR. EASTMAN: That's all | have.

HEARI NG OFFI CER ROADEN: Thank you

MR. DRYER. Thank you.

HEARI NG OFFI CER RONDEN. Corey Travis.

MR. TRAVIS: Good norning and thank you for the
opportunity to speak here.

HEARI NG OFFI CER ROADEN:  Sorry.

MR TRAVIS: Sure.

HEARI NG OFFI CER ROADEN:. Yes. Pl ease provide us
your full name, spell your last name and tell us who you
represent.

MR. TRAVIS: Corey Travis, and it's T-R-A-V-1-S.
"' m here with Caseus Energy.

Wher eupon,
COREY TRAVI S
Was duly sworn.

HEARI NG OFFI CER ROADEN:. And your testinony that
you submitted is Exhibit 61. Pl ease.

(Exhi bit 61 was received into evidence.)

MR. TRAVIS: | ama representative for Caseus
Energy and we are an advanced bi o- products conpany whose
| ow-cost platformtechnol ogy allows for the production of

val ue- added products that target the agricultural and energy

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© 00 N o o b~ w N P

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

311

mar kets. Caseus utilizes a variety of sugar-rich waste
streans such as whey and whey perneate, which has dom nated
t he di scussion here. And as we know, these are | ow val ue
byproducts of the cheese production process.

Wth a proprietary catal yst and a patent pendi ng
process we create an econom cally sustainable outlet for the
val ue- added processing of waste perneate.

I n essence, we aggregate waste streans fromthe
cheese, food and beverage industries and process these
streans into higher val ue products such as biofuel, human
food products and ani nal feed supplenments. And | am
responsi bl e for governnent affairs as it relates to
navi gati ng governnental grant opportunities, researching the
regul atory | andscape and supporting governnental efforts
that will grow Caseus Energy in target areas such as
Cal i forni a.

We have a full scale denonstration plant in
W sconsin whi ch produces fuel grade ethanol and dry yeast, a
direct feed mcrobial designed to be m xed or top-dressed
with nutritionally balanced diets for all classes of
i vestock, equine and pets, with a specific enphasis on
dairy cattle.

We are currently scaling up our facility in
Wsconsin to a full scale conmmercial production and are in

the process of securing additional sites el sewhere,
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i ncludi ng several in California, which is our home base.
Now each plant will generate around 20 direct jobs and over
100 indirect jobs in hard hit rural areas.

Due to the fact that our primary feedstock is
intertwined with both the m |k and cheese production, our
busi ness nodel rests on the health and vi brancy of both the
CA dairy industry as well as the California cheese industry.

Now Caseus Energy produces high -- or we process
hi gh BOD whey and whey perneate streans fromthose cheese
producers that do not individually have the financial or
operational resources to adequately process or convert these
streans into val ue-added products.

Furthernore, since one of our key products dry
yeast, is specifically intended to be used in California
dairy farms, it is equally inportant for us that the
California dairy industry continues to thrive and fl ouri sh.

Now our busi ness nodel rests on buil ding
sust ai nabl e partnerships with our feedstock suppliers,
whereby we are procuring either fluid whey with proteins,
| act ose and various salts and mnerals, or whey perneate,
after proteins have been renoved fromfluid whey,
essentially converting this cost center into an ancillary
revenue stream

Now obvi ously our financial nodel is very

sensitive to the cost of our inputs, which in turn are
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directly inpacted by the cost of mlk. 1In Wsconsin, for
i nstance, we found that the financial and operational
situations in the cheese conpanies is very diverse and nost
smal | to medi um sized conpani es either |ack whey processing
capabilities or have limted whey capabilities. Processing
whey into aninmal feed grade proteins, which is a | ow nmargin
item as opposed to hunman food grade proteins, a higher-
margin item such as WPC 80 or WPI. Sone of these |imted
resources cheese producers sell their whey streans to
aggregators. But they do not fully realize the whey val ue
as an aggregator nmust burden processing costs to realize a
certain margin. Hence, snmall to medium sized cheese
conpanies in Wsconsin that |ack econonies of scale are
definitely feeling the pressure of current price escalation
in the regulated cost of m |k due to high whey narkets.

Now a simlar situation exists in California. A
smal |l to medi um size cheese producer, wthout access to
funding and a heal thy bal ance sheet, will be hard pressed to
i mredi ately absorb the full inplied value of the whey
stream At best it will take sone tinme to secure financing,
build a WPC plant, and only then potentially be able to
recoup its investnent. The entire process may take years
with no certainty of success.

Now having said that, we are keenly aware of the

pressing need and urgency to keep the California dairy farns
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vi brant and ensure that pricing will not be detrinmental to
its survival. After all, our business nodel starts with a
cow, with mlk sourced fromthe dairy farns, and ends with a
cow with the sale of our dry yeast products.

| do appreciate the opportunity to share our views
regardi ng the current whey | andscape in California. | would
li ke to answer any questions you may have at this tinme and |
woul d al so request the opportunity to file a post-hearing
brief if needed.

HEARI NG OFFI CER RONDEN:. And your request is
granted. Questions?

MR. EASTMAN. | have a few questions. So you
menti oned that Caseus Energy is based in California.

MR TRAVIS: That's correct.

MR. EASTMAN. In terns of you have a corporate
office or --

MR. TRAVIS: Qur corporate office is in Los
Angel es. The technology that we are bringing here to our
home base was refined and devel oped in Wsconsin to solve
t he whey perneate problem

MR. EASTMAN. How many facilities do you have in
W sconsi n?

MR. TRAVIS: W have had an R&D facility that has
been a full-scale production facility since 2004 and we are

currently in the processing of scaling that to a commerci al
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facility.

MR. EASTMAN. And so besides the R&D facility do
you have other conmercial facilities?

MR TRAVIS: That is -- that transition would be
our first comercial facility. Sinultaneous to that we are
| ooking at the California market for potential investnent
for solely comrercial facilities here.

MR. EASTMAN. Since you are based in California is
there a reason why you have that one facility in Wsconsin?

s there a reason why you started there?

MR TRAVIS: W started there because the
technol ogy was initially pioneered and devel oped by veterans
of the cheese industry in Wsconsin. So rather than nove
that facility and continue R& here in California we wanted
to keep it in Wsconsin and further refine it.

MR. EASTMAN. So the question | have is, based on
your business plan and based on whatever anal ysis you have
done on the Wsconsin area, that state and California and
the cheese industries in both areas, do you see that your
operation, that you could build one in California, that it
woul d be viable? Do you feel that there's any strengths or
weaknesses to building a plant or facility here in
Cal i fornia?

MR. TRAVIS: Well |ooking at, |ooking at the

nation, California and Wsconsin are both strong cheese
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produci ng states. You know, part of our decision to nove
into California would depend on the regul atory | andscape and
what future -- the future of the whey markets and our cost
of our inputs would be in the state.

MR. EASTMAN. Besides m |k costs or input costs
are there any other considerations that are bearing heavily
on your expansion pl ans?

MR. TRAVIS: That's a primary driver. There are
ot her considerations but it would be outside the scope of
this particular forum here.

M5. GATES: W heard testinony yesterday that the
di fference between Wsconsin and California were the snal
cheese nmakers are in proximty to thenselves. How do you
see that working in California? Do you see that as viable
with the | ong distances, maybe just depending on where you
woul d centralize?

MR, TRAVIS: It is and that's a great question.

W sconsin, as nost of us know, does have a higher
proliferation of the smaller and nedi um si ze cheese
conpanies that are within closer proximty to each other
where California does have | arger producers and a nuch

| arger state. So yes, freight does play a role in the
devel opnment and our process. Again, which is why we are
cl osely | ooking at the cost of our inputs to nake this

decision to conme to California.
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M5. GATES: Thank you.

M5. RANKIN: Just to piggyback off of Candace's
guestion. |Is there a certain distance or does it depend on
volune in terms of what's been viable in Wsconsin for
shi ppi ng the whey product?

MR. TRAVIS: Distance is definitely a
consideration. W have an ideal range that generally we'd
like to see 50 to 75 mles radius fromwhere we're actually
procuring our waste whey perneate. However, again, based on
the inputs and the cost of freight there nay be sone play
there. Coser is always better though.

HEARI NG OFFI CER RONDEN: Thank you

MR. TRAVIS: Thank you.

HEARI NG OFFI CER ROADEN:. May | have the list, the
witness list. And the next witness is Elvin Hollon, please.

MR. HOLLON: The copies at the front table are
avai l able if sonmebody wants to follow along. Sonetines it's
easier to sl eep when you have sonething in your hand.

HEARI NG OFFI CER ROADEN. W'l | start your
testi mony when everybody is settl ed.

MR. HOLLON: There will be four things. First
there's the testinony of Elvin Hollon, you said that was
Exhi bi t nunber?

HEARI NG OFFI CER ROADEN: | didn't, | haven't --

MR, HOLLON: Ch, I'msorry.
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HEARI NG OFFI CER ROADEN: |'m not starting the
testinmony until we have everybody seat ed.

MR, HOLLON: Ckay.

HEARI NG OFFI CER RONDEN. W I | you pl ease state
your name, spell your |ast name and who you are affiliated
Wi th.

MR HOLLON: Elvin Hollon, HOL-L-ON, and | am
affiliated with Dairy Farners of Anerica, Inc.

Wher eupon,
ELVI N HOLLON
Was duly sworn.

HEARI NG OFFI CER ROADEN:. Ckay. Your testinony
that you submtted is Exhibit 62a. The letter from
M. Masuhara --

MR. HOLLON: To M. Msuhara from M. @Gll agher.

HEARI NG OFFI CER ROADEN. Ckay, to M. Masuhara, is
62b. Your Annual M Ik Production United States Federal
Orders is 62c. And the large, whatever the spreadsheet is,
is 62d. Pl ease.

(Exhi bits 62a through 62d were

received into evidence.)

MR, HOLLON: In ny testinony | will, fromtine to
time, omt sonme paragraphs because | think that material has
been covered a couple of tines so I'll try to call that to

your attention.
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M. Hearing Oficer and Menbers of the Hearing
Panel , good norning, or perhaps afternoon or evening. |
didn't quite know when | would be up. | am El vin Holl on,
Director of Fluid Marketing and Econom c Analysis for Dairy
Farnmers of Anmerica, Inc., DFA. On May 22, 2012 the DFA
Western Area Council, whom | amrepresenting, unaninously
approved the position that I will be presenting today.

| want to thank the Departnent for calling this
hearing and allowi ng nme the opportunity to voice our concern
about whey valuation in the California mlk pricing system
We appear at the hearing as a participant of what the
hearing notice has ternmed the Coalition. Qur testinony is
in collaboration with the Coalition. W offer testinony in
support of Proposal 1 and we fully support the position and
testi mony of Donna Mel by, representing the producer
coalition. W also support the proposal nmade by the Western
Uni ted Dai rynen.

Dairy Farners of Anerica is a Capper Vol stead
cooperative, a marketing cooperative. W are a national
cooperative of nore than 1500 nenbers representing
approximately 320 farns that market mlk in California. CQur
menbers produce approxi mately 20 percent of the state's milk
supply. We nmarket mlk to 30 buyers in the state and
operate two plants. Qur facility at Hughson, California is

primarily a Cass 4a facility and our plant in Turl ock,
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California is primarily a 4b facility. Several of our
menbers operate dairies in California and in states where
the Federal M Ik Marketing Order system adm nisters prices.
Several of our customers operate plants in California and in
regions of the country within the Federal Order system as
a cooperative with nenbers and custoners and nanufacturing
pl ants operating within California and al so throughout the
country, DFA is well-qualified to submt testinony and
evidence to the Secretary on the matter of the appropriate
contribution of whey value to the Cass 4b price.

Qur nenbers support the regul ated system and
clearly believe that the regul ated system provi des the best
framework to support their farm operations, the custoners to
whom t hey market m |k and the plants they have invested in,
own and oper at e.

The California Departnent of Food and
Agriculture's state mlk marketing order system operates a
regul ated and transparent end product pricing fornula system
for establishing mlk prices for the benefit of consuners,
processors and dairy farmers. Mk buying decisions are the
result of sonme type of end product price fornula cal culation
that conpares the selling price with the revenues fromthe
sale. A regul ated system nmakes that process transparent,
provi des consistent ternms of trade to all in the industry

and generally provides for minimumprices to be paid for
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m K.

Skip the next three paragraphs. Step into the
| ast paragraph fromthe bottom

Producers who conpare m |k checks fromtheir farns
in California to their farnms or other farnms |ocated in
federal markets, even while selling to the sane conpany.

But one plant located in California and the other plant in a
state covered by Federal Order regulation, do not conclude
that the requirements of the California 4b price bear a
"reasonabl e and sound econonic relationship with the

nati onal value of manufactured m |k products.” There's a
Code site. And | would draw attention to M. Kasbergen's
statenent yesterday. He had sonme data in his statenent that
was a direct conparison.

Qur testinmony relates primarily to the differences
between the California CDFA 4b price and the Federal Order
Class IIl price. W wll denonstrate why the Class IIl is
t he appropriate benchmark for conparison to the 4b price and
to some operational issues within the Federal Order system
focusing specifically on the practice of depooling.
Additionally we will comment on dealing with tenporary over
supplies of mlk, the small plant/whey processing situation
and the recruitnment of California dairy farns by outside
state firmns.

The Federal Order Class IIl is the appropriate
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benchmark for California 4b prices. Wiile the Secretary is
required to make sure the 4b price "bear a reasonabl e and
sound econom c relationship to the national value of

manuf actured m |k products” there is no |ist of appropriate
mar ket prices with which to conpare, firnmly established in
the statute. However, it seens reasonabl e and appropriate
that the Federal Order MIk Marketing Order price for C ass
1l mlk be that benchmark for conparison.

It is well established that the Federal Orders
operate a nati onw de coordi nated system of prices. Prices
are announced nonthly for simlar products and in both cases
the product m x for each class is much the same. The C ass
1l mlk price is only a mnimumprice and is the benchmark
in the Oders for negotiated base prem uns.

|"mgoing to skip the language. This is sinply
| anguage out of the two orders that directly defines what
the classes are. |If you' d like to discuss themyou can but
| will nove on to the top of page four.

The process for determ ning those prices, as is
the practice in California, is the result of many public
heari ngs and extensive industry input. The orders use a
product price formula system-- which | would add at this
poi nt, includes data fromthe California systemin the
product price fornmulas for the Class V prices in Federal

Orders. And I'Il be glad to discuss that with you if it
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needs to be.

The orders use a product fornula system as is the
practice in California, that requires the use of market-
determ ned benchmark conmodity prices and heari ng-determ ned
make al | owances and yield factors to establish prices. The
Federal Order system administered prices for 65 percent of
the nation's mlk supply in 2011. That percentage has been
reasonably consistent for many years. Table 1. W'II|l go
over the tables at the end of ny testinony.

Wthin that system 38 percent of the m |k supply
was Class Il in 2011 and agai n reasonably consi stent over
many years. Wthin the order systemthe Upper M dwest O der
accounts for 49.2 of the Order systenis total Cass Il
pounds. Between 2007 and 2011 t he percentages fl uctuated
bet ween 46.1 and 51.4 percent and totaled 29.92 billion
pounds in 2011. Likely Cass IIl and 4b represent the
| argest classified use for mlk in the country. Table 2.

The National Agricultural Statistics Service's
Dai ry Products Report, published nonthly, and recaps the
production of manufactured dairy products. The report
publ i shes production pounds in total for the United States
as well as for individual states where possible. Table 3
recaps total cheese production for the US and for states
avai |l abl e over the past five years.

Several observations can be made from Tabl e 3.
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First, cheese production is growi ng across the US as total
production increased each year. California is the second
| argest state in terns of total cheese production accounting
for 21.5 percent of the nation's output over the five year
period. Wsconsin is the | argest cheese producing state
with 25.2 percent of the national supply.

Cat egori zi ng each area's cheese output by
regul atory oversi ght from CDFA, the Federal Order or as
unregul ated pricing geographies, the breakdown woul d be as
follows: California and CDFA, 21.5 percent; unregul ated Ut ah
and | daho account for 8.8 percent of production; plants
| ocated in the Sout hwest Order, 6.5 percent; plants |ocated
primarily in the Mdeast Order, 1.9 percent; primarily in
the Northeast Order, 12.6 percent; primarily in the Central
Order, 2.7 percent; primarily in the Upper M dwest O der,
33.7 percent; plants located in all other states and
primarily within a Federal Order, 12.6 percent.
Additionally, nmuch if not all of the mlk in lIdaho and Ut ah
is priced in terns and val ues that are driven by Federal
Order pricing. DFA and the other cooperatives who market
mlk there conpete with prices based on Class Il val ues or
are Class Ill directly. The large privately owned cheese
plants do also. One of those conpanies just recently
converted their m |k procurenment pricing systemfroma

privately cal cul ated end product pricing fornula that had
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been in place for nore than nine years directly to a C ass
I11-based price. Another |arge private conpany nodified its
end product pricing fornula significantly. Qur internal

anal ysis of how the new fornula woul d have worked, if in

pl ace since cal endar year 2000, shows a greater than 95
percent correlation with the Class Il price.

This woul d nmean conservatively 75 (sic) percent or
nore of the nation's cheese production has a base price that
is or tracks closely with the Class IIl price. There is no
other mlk price that would represent a better benchmark for
the CDFA 4b price than the Federal Order Class Il price.

Depooling in the Federal Order System A frequent
reason given for allowing the 4b price to significantly fal
below the Class Ill price is that Federal Oder plants are
ei ther non-pool plants or are allowed at tines to depool
fromthe Order. Depooling is a termdescribing the action
of renoving mlk froman Order's pricing pool and not payi ng
in any val ue nor collecting any fromthe nonth's pool ed
returns. It occurs in the systemfor several reasons. And
| want to add at this point, | amnot aware of any depooling
deci sions that were made to clear the market. They were
made for income enhancing reasons but not to -- not to clear
a market of distressed mlk.

Four primary reasons. Nunber one: Producer

quality. [If a producer |oses Gade A quality standards the
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mlk is removed fromthe pool. No big surprise.

Failure to neet producer touch base standards.

Al Oders require individual producer performance standards
to be net. That is, a producer nust indicate the ability to
serve the Grade A market by delivering some quantity of mlKk
directly to an Order pool plant, pool distributing plant.
Cenerally a fluid processing plant. |In sonme cases the
producer nmay deliver to a nearby manufacturing plant if that
pl ant delivers a prescribed quantity to pool distributing
plants. This allows the performance to be denonstrated but
not force uneconom c transportation. This perfornmance
standard is ternmed "touch-base.”™ And if a producer does not
neet the touch-base rules his mlk would not be allowed to
be pool ed. Touch-base standards range froma single day to
mul ti pl e days per nonth.

Nunber three, failure to neet handl er perfornmance
standards. |In addition to touch base standards, all Orders
require handler |evel performance standards al so. These
standards require the pooling entity, the handler of the
mlk, to deliver a percentage of its total supply to poo
distributing plants. Over the course of a nonth the handl er
delivers mlk to the plant for processing and diverts away
fromthe plant to a balancing |ocation when the mlk is not
needed for processing. The diversion percentage regul ates

t he maxi mum anount of mlk that can be delivered to a
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bal anci ng |l ocation and still be pooled on the Order. In
areas with a large supply of mlk relative to distributing
pl ant needs this percentage is large and in areas with a
smal l er supplies of mlk relative to distributing plant
needs the percentage is small. A handler nay not have
enough shipnments to pool distributing plants to qualify
their entire mlk supply. |If this occurs, mlk diverted to
bal anci ng | ocations in excess of the diversion percentage
cannot be pool ed.

Nunber four, reason of price. There are timnes
when mlk is depooled for price reasons. That is, the class
price charged for mlk is higher than the blend price
received fromthe pool. 1In this case the handler, the
seller, charges their buyer the class price but does not
pool the sales price. For exanple, if the Cass Ill price

is $15 and the Order blend is $14.50 a handl er may choose

not to pool mlk delivered to a Class Il buyer, charge the
buyer the Cass Ill price of $15 but not put the pounds or
the dollars into the pool. 1In every case that we have

observed, the seller retains the higher value and does not
share the added value with the mlk buyer. Since the Orders
only require Class | mlk sales to be pool ed, sales to U ass
I, Cass Il or Cass IV nay be depool ed.

Reasons 1 and 2 account for a mnuscule portion of

m |k pooled on the Order system Reason 3 may account for
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nore pounds but is only a fraction of a percent of the total
m | k pooled. Reason 4 represents the |argest vol une of
depooled m Ik, but its volune was only 4.3 percent of
cal endar year 2011's total Federal Order pooled mlk vol une.

Add here that Reasons 1, 2 and 3, to ny know edge
there is no recap, there is no pound figures naintained.
Reason 4 they do nmake an attenpt to report those and in one
of ny tables |I've got a ten year history of that.

Cal endar year 2011 statistics fromthe Agriculture
Mar keting Service, AMS, indicate 126.9 billion pounds of
m |k were pool ed on Federal Orders, Table 4. O this total,
AMS reported 5.4 billion pounds was not pool ed, or depool ed,
due to a di sadvantageous price relationship. Table 4 also
indicated a |large reduction in the pounds of depooled mlk
in the Orders since peaking out at 16.86 in 2004. Also note
that this percentage is not broken out by class. A
significant portion of the depooled mlk represents C ass |
and |1V, conparable to CDFA Cl asses 2, 3 and 4a, vol une.
Tabl e 5 conpares, for exanple, the relationships in Federa
Order 30 in 2011. O-der 30 with its very high Cass Il
utilization and low Class | differential would be the nost
likely place to neasure inpact of depooling. It is the
| ocation where the incidents would be nost often
economcally feasible. M. Schiek pointed that out

yesterday in his statenent, that exact logic. The table
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presents the nmonthly announced bl end price for Order 30 at
t he base zone and the nonth's Class IIl, IIl and IV price.

It indicates which nonths of depooling in each class m ght
occur. Depooling of Cass Il pounds would be economcally
beneficial in eight nonths, Cass IV pounds five nonths and
Class Il pounds only one nmonth. So in all Iikelihood nore
of the depool ed pounds in Order 30 in 2011 represent C ass
Il and IV utilization than Class IIl. The conpetitive

rel ati onship between 4b and Class Il and IV is not the
guestion in this hearing.

Wen the Orders were reforned in 2000 the pooling
provisions were |liberalized. It was easier to add mlk to
many of the pools. The touch base and diversion linmts were
lowrelative to historical standards. For exanple, a
standard that allowed a single delivery forever unless mlk
was delivered to another Order's pool distributing plant,
coupled with a | ow diversion percentage, allowed mllions of
pounds of California mlk to be pooled on the Upper M dwest
and Central Orders at the sanme tinme it was pooled on the
California State Order, for well over two years. In
addition to it being nuch easier to add mlk to the pools,
it was nuch easier to depool mlk. As price volatility
i ncreased the incidence of depooling increased. Both the
ease of pooling mlk on the Orders and the increased

occurrence of depooling created disorderly marketing
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conditions that even those who took advantage of the
situation realized it should be changed if the integrity of
the Federal Order systemwas to be maintained.

Bet ween 2000 and 2005, hearings were held in the
Paci fic Northwest, Central, Upper M dwest and M deast Orders
to tighten performance standards and make it nuch nore
difficult to depool mlk. By nodifying the touch base
rul es, decreasing diversion percentages and in sone cases
nore strictly defining what constituted a qualifying
delivery the performance standards of these orders were
tightened up. And attaching mlk to markets to coll ect
nmoni es but shipping only m ninmal volunmes of mlk to pool
distributing plants was virtually elimnated. Equally
inmportant, limtations were placed on pooling that greatly
decreased depooling opportunities. In brief, the volune of
mlk pooled in the current nonth is closely related to the
vol une of mlk pooled in the prior nonth, so renoving
vol unes fromthe pool in the current nonth carries potenti al
liabilities for future nonths as it may take several nonths
to get one's entire volunme back on the pool once renoved. A
cal cul ation of financial benefit beconmes a nmulti-nonth
decision rather than a single nonth decision. One's ability
tore-qualify mlk for the pool plus one's ability to
correctly forecast prices and price relationships and the

pooling activities of others nust be accurate if the
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decision to depool is ultimately successful. The
conbi nation of all these activities is difficult to
acconpl i sh.
| would add at this point, we regularly have staff
nmeeting with the folks in each of our operational areas who
make pooling decisions and we sit down and estimate prices,
we estimate blend prices. W |ook at these cal cul ati ons and
we also try to think, well, if we do this and Hyrum s co-op
does that and Candace's co-op does that, what would be the
resulting price? And it gets a pretty intense conversation
to try to nake that decision
| wanted to point out to you the |anguage in the
Orders that govern this so this is a cite from Federal O der
30. 7 CFR PART 1030 - MIk in the Upper M dwest Marketing
Area, 1030.13. That is the Producer M|k section, Section
-- paragraph (f) reads:
"The quantity of mlk reported by a handl er
pursuant to either 1030.30(a)(a) or 1030.30(c) (1)
for April through February may not exceed 125
percent, and March may not exceed 135 percent of
the producer mlk receipts pooled by the handl er
during the prior nmonth. MIlk diverted to non-pool
plants reported in excess of this limt shall be
removed fromthe pool."

So in practicality, if I have 100 pounds of mlK,
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next nonth | could only pool 125 under this scenario, and in
any nonth except March. So | have to decide if | am going
to take mlk off the pool this nonth to gain this price
advantage | better make sure that the next nonth |I can pool
all nmy mlk if the price advantage isn't there. And if it's
not I have to say, okay, well over two nonths do | cone out
ahead? So it's not as sinple and it's not as easy to do and
there is an econom c decision to it.

Thi s | anguage woul d be repeated if you were to
ook in the Central Federal Order and the M deast Federal
Order only the percentages would be different. And those
wer e developed in hearings to reflect the conditions in
t hose Orders.

| would close this section by saying the
inplications of the inpact of depooling drawn from reading
the dairy press fromthe mddle part of the 2000 decade are
sinply not relevant to today's market | andscape.

Price conmparisons in the nonth that mlk is
depool ed. The exhibit fromthe hearing workshop detail ed
depooling for Order 30 denonstrates the success of these
types of provision changes. The percentage of m |k depool ed
t here has declined markedly since peaking at 14.1 percent in
2007. And this is referring to the Federal Order 30 data
that was in the hearing workshop. There was the graph, a

chart and a copy of the nonthly market report and exanpl es
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of where the data cane from Trends in the other M dwest
Orders would show simlar results. However, critics would
say there continues to be depooling and thus the w de | evel
of disparity between Cass 4b and Class IIl is stil
war rant ed as depool i ng sonehow gi ves the Federal Order
handl er or manufacturer a conpetitive advantage. That
response i s based on inconplete logic and inconplete facts.
In Federal Order 30, the single |argest collective body of
m |k conpeting with California cheese plant operators,
handl ers continue to pay mail box prices in excess of the
Class Il price, even in nonths when they depooled mlk,
hardly a conpetitive advantage. And despite paying a higher
price for mlk processors there, as shown by the extensive
tabl e of plant expansions in Land O Lakes' testinony, plants
continue to invest and expand their asset base while the
California processing sector appears to |lag due to non-m |k
pricing issues.

Tabl e 6 describes the cal cul ation that reaches
this conclusion. For each nonth in 2007 through COctober
2011 the total pounds in the pool, the Class Ill pounds, the
Class Il price, the pounds of butterfat, protein and other
solids, the test percentage of each conponent, and the price
per pound of each conponent is listed for Order 30. The
dol | ar val ue of the conmponents over the standard test, 3.5

percent for butterfat, 2.9915 for protein and 5.6935 for
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other solids -- and | obtained those standards fromthe
Order 30 Market Adm nistrator, is calculated. The Mil box
M|l k Price as published for Wsconsin by the Agriculture
Mar keti ng Service, the |argest geographical portion reported
within Order 30, was chosen to represent the conparison
The mail box price was adjusted to the standard price by
recogni zi ng the val ue of conponents that varied fromthe
standard. One additional adjustnent needs to be nade, the
producer price differential, termed PPD, needs to be
subtracted fromthe mailbox price. The PPD generally
represents the added value fromthe Cass | and C ass |
sales in the Order. The renainder of the mail box price
woul d then represent the value paid to diary producers at
standard test and reduced by an prem um val ued derived from
the operations of the Order. |In every nonth but one the
value is in excess of Cass Ill, including five nonths where
m | k was depooled. Chart 1 depicts these val ues
graphically. The m nimum val ue over 58 observations is at
-20 cents per hundredwei ght; the maxi num val ue at $2.65 per
hundr edwei ght, the average 90 cents and t he nedi an 56.

HEARI NG OFFI CER ROADEN:  Excuse ne.

MR HOLLON: Yes, sir.

HEARI NG OFFI CER ROADEN:  You are over tine.

MR, HOLLON: Ckay. | amperfectly willing to step

asi de and sign up again and pick up here.
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HEARI NG OFFI CER ROADEN. Ckay, yes, to be fair
wi th everybody.

MR. HOLLON: That's fair, | understand.

M5. GATES: W'l keep you where you're at.

MR. HOLLON:  You'll keep nme where I'mat? kay.

HEARI NG OFFI CER RONDEN:. Arie de Jong. Please
state your nane, spell your |ast nanme and who you are
affiliated with, please.

MR DE JONG Arie de Jong, A-RI-E the last nane
is DE, J-ONG
Wher eupon,

ARl E DE JONG

Was duly sworn.

MR DE JONG And | amrepresenting nyself here.

HEARI NG OFFI CER ROADEN: Thank you. And this is
your testinony?

MR. DE JONG Yeah, yes it is.

HEARI NG OFFI CER ROADEN:  Ckay.

MR DE JONG | would like to start by thanking
you for the opportunity to speak to you at this tine.

HEARI NG OFFI CER ROADEN: One second. That's
Exhi bit 63. Pl ease.

(Exhi bit 63 was received into evidence.)

MR DE JONG | ama producer of mlk in both

California and Arizona. | amthe owner of the MIky Wy
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Dairy in Visalia, California, mlking 4,200 cows with 12,000
head of young stock. W also farm about 5,000 acres of
ground in Visalia.

| am al so the owner and Acting President of
Hol | andia Dairy, a producer distributor in San Marcos,
California, where we process, sell and deliver mlk to over
1400 school s, nunmerous hospitals, the Navy, Marine Corps
bases and many stores in the area. W operate that conpany
in San Diego, Riverside, Los Angel es and San Bernardi no
Count i es.

That conpany al so operates Hol |l andia Farns in
Ri versi de County where we mlk 2,400 cows and ship the mlKk
directly to our plant in San Mar cos.

My son Joshua mlks 4,100 cows on the Ranpna Dairy
in San Jacinto, California and ships mlk to Security MIlk
Producers Association in Southern California, which supplies
t he non-producer distributor mlk to our plant in San
Mar cos.

W own and operate a 5,000 acre farmin Inperial
County to feed the cows in Riverside County.

| also mlk 18,000 cows on five different dairies
in Arizona and ship that mlk to United Dairynen of Arizona,
which is a cooperative, which nmarkets the mlk in the
Federal Order system

United Dairynmen | mght add, makes 25 different
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products, including dry whey, and exports to 28 different
countries in the world.

My dairies ship over 11 percent of Arizona's mlK.

| have served on the board of directors of United
Dai rymen for over 24 years and have been vice president
there several times. | amcurrently serving, | think, ny
12t h year on the executive commttee of that board.

| am al so, oddly enough, a board nenber of
Security M1k Producers Association in Southern California.

| have served on that board many years also, | don't know
how many.

| amthe son of a Dutch inmm grant who canme here in
1949.

| was born in California, grade school educated in
California, high school educated in the Netherlands by the
sanme teachers that taught nmy father and his siblings.

Qur famly now ml ks over 250,000 cows in
California, Arizona, Mchigan, Indiana, Illinois, Chio,
Oregon and W sconsi n.

| amthoroughly famliar with all aspects of both
producing mlk and marketing mlk in the Federal Order
system and the state of California. Though there are nore
qual i fied people in the audience to answer questions on
Federal Orders | can answer questions on the costs of

production in nost of those other states.
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There are sone facts | would like to bring out in
nmy testinony here that | don't think have been enphasi zed.

Nunber one. There seens to be sone feeling that
cooperatives don't want to build cheese plants in
California. Let me expound on that a little. [If a
cooperative owns and operates a cheese plant and al so sells
to other cheese plants they would often be conpeting with
their custonmers for the sane outlet for their product. This
is very unpopular with our cheese producer custonmers. W
chose instead to endow themw th full supply contracts,
often selling them our cheese plants and giving them our
fini shed product custonmers, so as not to conpete with them

It makes for a better relationship with our custoners.

Nunber two. | have heard a | ot of testinony here
from cheese producers how they would like to buy mlk at
clearing prices. | have been party to negotiations of
numer ous contracts with end users of mlk and cooperatives
over the years. | amnot totally positive but I am al nost
certain that with the exception of H Inmar Cheese, all of the
cheese manufacturers are in full supply contracts with the
| ocal cooperatives.

These cooperatives provide a valuable service to
their custonmers. They provide themwth full |oads of the
best quality mlk available. They nake sure that the

hi ghest protein mlk the co-op produces goes to these cheese
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producers. They deliver the mlk in the exact anmount they
want, when they want it, free of freight, free of fuel
surcharges, three, four, five, six or seven days a week. |If
they don't have enough tank capacity at their cheese plants
we are standing by with tankers full of mlk in their
parking lot to ensure themthat they can run at maxi mum

ef ficiency.

They are free from negotiating separate contracts
wi th producers who mght not be in close proximty to their
cheese plants and who m ght not ship high protein mlKk.

They are disconnected fromthe responsibility of picking up
the mlk on the dairy seven days a week, 365 days a year,
Christmas, New Year or any other holiday that they m ght not
be running their plants. Their enpl oyees can have those
days off. They woul d not be able to make nore cheese when
the mlk is cheap or |ess cheese when the mlk is expensive,
i ke they can do now.

They woul d not have the opportunity to shut down
for mai ntenance the | ast several days of one nonth and enpty
their supply lines because they know they can buy the mlk
cheaper the following nonth. This is what happened in 2008
when several cheese producers at the sane tinme shut down for
several days in a row because they knew they could buy the
m | k cheaper the next nonth. This caused nass dunpi ng of

expensive mlk in California.
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When they enter a full agreenent with a
cooperative they pay a negotiated prem umfor the services
that they receive. 1It's not a tax.

How many cows | choose to mlk on ny farmis none
of their business.

When | have too nmuch mlk, as | have had in the
past, they never ponied up for the expenses incurred to nove
that mlk to other plants outside of California.

It is sinply not the job of either the cheese
manuf acturers or of CDFA to manage ny supply of m k. That
is ny job, either on the farmor at the co-op level, both of
which | can control

For us to let our custoner, the cheese
manuf acturer, out of contract when there is too nmuch mlk so
that they can buy that m Ik at clearing or depressed prices
sinply does not get rid of the problem there is still too
much ml k. They are all running at capacity when there is
too nmuch m |k, making hay when the sun shines, so to speak.

I f we already have a negotiated price for mlk and
services provided to them why would we as co-ops let them
out of these agreenments just to give themthe m |k cheaper,
the sane m | k cheaper?

The cooperatives in not only this state but al
over the world have to own and operate |large clearing plants

for the volune of mlk that at tines has no hones. And | et
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me reiterate, at tinmes. Because at United Dairynen
sonetinmes our plant is enpty. It's parked all summer | ong.
And in the wintertime we process mlk for other states and
we help each other out that way. All these co-ops are
wor ki ng together to try to not dunp mlK.

When there is too much milk on the horizon
everybody at the co-op | evel gets nervous.

We are the ones who make and store product when
the market is declining, not the cheese producers.

We are the ones mlking the cows, who have to nake
the hard decisions to either cull or sell or powder to the
i nternational markets. That decision can never be nanaged
by a customer who only takes 40 percent of our mlk five
days a week. Certainly not DFA also. | have to | ook the
cow in the eye and say "honey, it didn't rain in Decenber or
January and now you have to go."

Anot her thing, | had nunber three. W got to hear
froma controller of a cheese plant in San Bernardi no, how
he would |i ke to add ten percent capacity to a one mllion
pound plant a day -- or a day plant, but just can't justify
the investnent given the marginal return

| don't nean to sound call ous but don't you think
it's kind of extrene to expect all the dairy famlies in
California to give up over a mllion dollars a day to try to

increase the state's capacity by just two | oads of m | k?
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That plant is in an area where the dairynen are
suffering the nost. Frazer and Torbet's nunbers for 2011
show that the dairymen in Southern California nmade zero
nmoney in 2011. No return on investnent. No noney for
managenent. As a matter of fact they had to borrow ot her
noney to nake principal paynents on their dairies. And |
can forward that information to you. | got it via email.
And we could print that out and I could give that to you
later on if you want.

Thi s cheese producer got his mlk in 2011, when we
didn't make any noney. He'll get his mlIk in 2012 when
we're losing noney. He'll get his m |k when we don't have
any nore mlk in Southern California because we as co-ops
will deliver it to himat the negotiated contract price,
whet her his cheese plant is in the right |ocation or not.

Nunber four. W also got to hear from another
cheese manufacturer in Hanford about how he only wants to
make cheese, not whey protein concentrate.

| owmm a mlk plant in San Marcos and | only want
to bottle mlk, not run a waste water treatnent plant, which
costs mllions of dollars.

| owmn a dairy and I only want to mlk cows, |
don't want to scrape and haul manure all day.

Ri ppi ng and disking fields is not as fun as

harvesting feed but it's all part of the game. As far as
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that goes we are all on the sane playing field.

Nunber five. W also heard a choking testinony of
how it costs up to $8 nore to make nmilk in Wsconsin than in
Cal i forni a.

Let nme assure you that that is wong. Wy would
dai rynen hedge their mlk at a Federal Order Class Il on
the CVE at around $16 if their production costs were upwards
of $23. The actual production cost on a western style dairy
in Wsconsin was just over $16. O course, when asked where
t hese nunbers canme from he had to admt they were
anecdotal. | had to ask SIRI what that word neant.

I n conclusion, when | listen to all the
testinoni es of these cheese producers | get the feeling that
they feel entitled, so to speak, to nake nore than the usual
noney, as they obviously have been lately.

The cheese, | want to add in here, the cheese
makers in Wsconsin -- and | read that sanme article that
they read. The cheese nakers in Wsconsin are sinply
jealous of the low mlk price that our cheese nakers here in
California are enjoying.

| for one would like to see CDFA go through their
books to see if there maybe is sonme roomfor nore
reasonabl eness on their part to pay a conpetitive price for
our mlk. Wuldn't that be nice? They see all our costs.

After listening to only yesterday's testinonies |
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woke up at 2:45 a.m and felt conpelled to wite ny feelings
down in an organi zed way so as to not give an answer in
anger, but to appeal to this Commttee to support the
Coalition's proposal and to level the playing field. Not
only for dairynen in this state but also for cheese
producers in other states where our noney is going. Putting
a lot of smaller cheese producers at risk for non-survival
because our noney is going there to build very conpetitive
cheese plants in those areas.

This is ny first visit to CDFA here in Sacranento.

| have listened to hours of well-witten, rehearsed

testi nmony prepared by people who got paid to wite and/or
deliver their testinony to you. Let nme assure that | didn't
get paid for ny time away frommny farmand famly to present
these facts to you. As a matter of fact, | amapolitical,
so that what you hear fromne, though it m ght be unpopul ar,
is nevertheless the truth.

Thank you. | would like to ask for the
opportunity for a post-hearing brief.

HEARI NG OFFI CER RONDEN:. That's accept ed.
Questions fromthe panel ?

MR. EASTMAN.  You nentioned that you woul d be
willing to submt sone of the -- actually --

MR DE JONG From Frazer and Torbet, the cost of

production?
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MR. EASTMAN. Yes, from Frazer and Torbet. Wuld
you mind just sending that in --

MR. DE JONG  No.

MR. EASTMAN. -- in the formof a post-hearing
brief. That can just be an attachnent and usually that
cones in via email.

MR DE JONG  Yes.

MR. EASTMAN. It could just be --

MR DE JONG W're always the first to get those.

W get themvia enmail before they conme into a printed form
because we |ike to see where we conpare with everybody el se
because | mlk cows in Southern California, Central
California and Arizona. They do -- they do accounting for
pretty nmuch all dairies that I know of in our area and in

California. The western style dairies.

| don't think that they're involved -- and | al so
don't think -- because Genske and Mil der's nanme was
mentioned too. | don't think they' re involved in real smal

dairies in the Mdwest either.

So nost of the accounting firnms follow their
clients to other states. |If | started a dairy in Wsconsin
Frazer and Torbet woul d, would be ny, ny accountant because
they do it here too. And | think that's the same with those
western-style dairies in those areas too.

MR. EASTMAN. Well, that's great. So if you could
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submt that or what other information that conpares the cost
of production across various states that woul d be nost
hel pful .

MR DE JONG Yeah.

MR. EASTMAN. And if you want to just stipulate,
just sort of confirmthe style of dairies, how big they are,
so we have a sense of what type of dairies would be included
in the sanpling. That would be great.

MR. DE JONG (Ckay, we can do that. And you al so
have, of course, CDFA's, your own information. W
participate in those studies too. You have an econom st
here that nmeets with nmy son here regularly and they know t he
costs on our dairies here. And they also have all the sizes
of the dairies.

MR EASTMAN: Yeah, we're aware of that and we
know t hat guy.

(Laughter.)

M5. GATES: | have a clarification question for
you. At the bottom of page one when you're talking about
producer-distributor in San Marcos and you're supplying al
of the schools, hospitals and everything. |[|s that
California mlk?

MR DE JONG Yes, yes nma'am that is all
California mlKk.

M5. GATES: | was getting a little confused with
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the Arizona, the this, the that.

MR DE JONG No, that is all California mlKk.
It's all produced in Southern California.

M5. GATES: (kay.

MR. DE JONG Because we were hauling that mlk
from Hanford down there.

M5. GATES: (kay.

MR DE JONG Later we started a dairy in Southern
California so we wouldn't have to -- because we didn't get
the hauling credits for hauling PD m |k south over the ridge
route. So we started a dairy in Southern California and
m | ked those cows in Southern California for Southern
California with feed from Sout hern California.

M5. GATES: So everything is kind of separate with

Arizona and Southern California?

MR DE JONG Yes, ma'am it is, it is. | wanted
to dairy in California all my life. | was born and raised
here. | spent four years in Holland. | wanted to live in

California. But | couldn't afford a dairy in California
because in those days if you didn't have shipping rights to
ei ther Safeway or some creanery or some co-op you couldn't
get in. You could not dairy here, it was closed. It was a
cl osed nar ket .

And being born and raised here | had to wait for

an opportunity to come back here. Wen | canme back here |
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cane back to Visalia, California. | wanted to |ive here but
my wife didn't like it. | have too many relatives. W
relatives are a little bit overwhel m ng.

(Laughter.)

MS. GATES: Thank you.

MR DE JONG So | chose to not divorce and live
in Arizona.

M5. GATES: You did what you needed to do.

MR DE JONG But ny kids love it here, they're
back here.

MS. GATES: Thank you.

HEARI NG OFFI CER RONDEN: Thank you

MR DE JONG You're wel cone.

HEARI NG OFFI CER ROADEN: Scott Hofferber. Wiit,
excuse nme. Before you get back up | want to nake sure --
|"msorry -- to make sure that everybody that has not had a
chance yet we'll call them Al right then. And what we
would i ke to do is make sure everybody gets at | east one
shot at this and then if you want to sign up again you can
do that.

And just to let you know, in terns of thinking
about your testinony if you are going to stand up again, we
are not |looking for rebuttals, we | ook for new information.

This is not a debate forum So just renenber that if you

plan to get up again.
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The next witness is Stephen Mancebo, Mancebo.

MR. MANCEBO Hello. M nane is Stephen Mancebo,
it's MA-NCE-B-O

HEARI NG OFFI CER ROADEN. And you are representing?

MR. MANCEBO  Mancebo Dairy.
Wher eupon,

STEPHEN MANCEBO

Was duly sworn.

HEARI NG OFFI CER RONDEN. Ckay, pl ease.

MR. MANCEBO  Again, my nane is Stephen Mancebo.

My famly and | dairy in Tulare, California. | have been a
dairyman nost of nmy life. |1 amnot a polished speaker so
"1l apologize in advance. | follow a ot of Arie de Jong's

sentinents as to what he said on the dairy side.

As a producer things have al ways been up and down
in the dairy business. The last three to four years have
been an extreme struggle. Prices are down, feed input costs
have been up, amazingly up. W have no control over input
costs on what the fuel market, corn market and different
things do. | can make contracts, lock in feed costs, all of
a sudden fuel goes up, they can then put on a surcharge for
the fuel to deliver it to ne.

| have no opportunities whatsoever to add any kind
of a surcharge to any product | make. The only input -- the

only thing | ampaid for in this business is ny mlk. As
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that is ny only product to sell | also have no control over
the price. |1 amtotally set to what CDFA sets as the
California standard fair mninumprice that is paid to
dairynmen, a nonth after | produce it. A pretty bad business
nodel on ny sense but that's what we have to work with

W work with a pooling systemthat puts the mlk,
the noney in there off of the end product pricing so that |
can get a fair mnimumprice established for mlKk.

As | have sat here for a day and listened to this,
| amonly here trying to find out nore informati on as to why
nmy busi ness nei ghbors and friends are goi ng out of business
at an extrenely alarmng rate. | can ook in the history
and see we |l ose 50, 70 dairynen a year. Twenty years ago
there were 5,000 dairynmen, today there are around 1, 500.

You take that same 50, 70, 100 dairynen a year, the
percentage of dairynmen that we are losing is at an al arm ng
rate.

| have heard testinony that the production is
still here. Well yes it's still here. | have had to get as
efficient as possible as a dairynen. | have to squeeze
every last drop of mlk out of every cow | have, | have to
find every little bit of roomthat | have to squeeze anot her
cowin, for the fact ny fixed costs are the sanme. If ny
facility has roomto sonehow squeeze another 10, 20 cows in

| have to do that. |'mnmaking less and |less, if anything,
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per cow. And over the |last couple of years it has not been
anything. And | still try to push nore mlk for the fact
the day | do make a few cents per cow, once again | can
become profitable.

| have heard sone testinony here where it is very
hard to get nore noney for cheese out of the market. Add
anything to the whey. | as a dairynmen have no one to even
try to get another cent out of. | amstuck with the set
price fromCalifornia that is established as a fair m nimm
price for all products made out of my m |k product when it
is sold.

Well now | no longer feel we are fair. You take a
cheese plant, fromny understanding. Before they processed
whey they had to dispose of it. California doesn't want it
in the water systens. You can't dispose of it. It was a
full cost.

| understand now t hey have come up with
technol ogy, different styles of whey and there's a product
price for it. Over the last two years that price has becone
a very valuabl e product. The rest of the nation is getting
paid for that product. The Federal Order has a price in for
whey. You can | ook at the CVE, you can see whey has a
value. Ten, 15 years ago there was no value, it was an
expense to a cheese processor. They are capitalizing on

that product. |If they're small, large, indifferent and
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there is a product there they need to nmake the adjustnents
to do it.

Me as a dairynen, whether I'msnmall, |arge,
whatever, |I'mgetting the sane exact price as the guy that
isn't small or large or different fromnme. So to hear a
cheese processor say small or large -- they are all whey
manuf acturers, there are ways of dealing with it, they have
to get nore efficient.

If 1 as a dairynen decided ten years ago, |'m not
going to put msters, soakers, to figure out a way to hold
nmy production through the sumer, | would be out of
business. | have to take every avenue, every new
t echnol ogy, every new product that's nmade, and try to
benefit fromit. |It's the only way to stay in business.

It's the same with these cheese processors. So if
the Federal Order can pay a Cass Illb price with a whey
factor in it, and our whey factor adjustment is so much
| ower, | amno | onger conpetitive with any of my nei ghbors
in other states. | would definitely like to keep ny
business right here in California. That is a fact.

You tal k about the production. W weren't paying

much for whey seven years ago. |'ve heard that there was
different things. | know that Hi |l mar Cheese started here in
California, made a cheese plant. It still looks like it's

doing very well to ne. Yet they go out of the state to
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buil d nore processing capacity. That's not on the price of
the mlk that's here in California, that's California's

rul es, regulations, water, air board. The sane things |
fight as a dairy producer. W have to adjust to all of

t hose things.

So to pay ne less to think that we are going to
get nore capacity built. | find that really hard to
believe. W as dairynmen and the co-ops that we belong to
can control that production and processing -- we can control
t hat production. Because the production is not here year
round. Spring it hits very hard. This spring especially.
Spring this year started |ast year in August. W have had
unbel i evabl e weather. | have pulled nore m |k wthout
changing a thing on nmy place at this tinme, at this point in
time. 1'mup five pounds per cow.

| al so have nei ghbors goi ng out of business and |
don't know when | amgoing to be next. But | feel really
bad that | have taken advantage of that. Wen they do sel
their cattle it is under market val ue because there's a | ot
of mlk. So if I've got 20 -- roomfor 20 cows | have
bought themin an underval ued market. It has actually
benefitted me for the fact that the bank puts a val ue on
cows and | amable to buy themunder. It's a step that | am
taking to try to stay in business for at |east another day

or two until we can get a price established that pays a fair
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price for mlKk.

| know | amnot as smart as a |ot of people in
this roomon the whey processing process, on the cheese
process. But what | do know is we are no | onger being paid
a fair price here in California for this whey factor. And
it's not the only problemwe have but it is a problem And
each piece needs to be fixed so the producers have a chance
of staying in the state and producing m |l K.

Like | said, | amnot very polished so | apol ogize
for this but this is the end of ny testinony. Thank you
very rmuch

HEARI NG OFFI CER ROADEN: Questions? Questions?
Al right, thank you very nuch

W I liam Van Dam

MR. VAN DAM |I'mnot a polished speaker either
(Laughter.)

HEARI NG OFFI CER RONDEN. Pl ease state your nane,
spel |l your last nane and | et nme know who you are affiliated
Wi th.

MR VAN DAM M nanme is WIliam Van Dam V-A-N,
separate word, D-A-M I'mwith the Alliance of Western M1k
Producers.

Wher eupon,
WLLI AM C. VAN DAM

Was duly sworn.
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HEARI NG OFFI CER ROADEN: And your testinony is
Exhi bit 64. Pl ease.

(Exhi bit 64 was received into evidence.)

MR. VAN DAM Ckay. Good norning, M. Hearing
Oficer and Hearing Panel. M nanme is Wlliam C Van Dam
| amthe CEO of the Alliance of Wstern M|k Producers. Cur
organi zation is nmade up of two cooperatives, California
Dairies Inc. and Dairy Farners of Anerica - Wstern Council.

The two cooperatives currently market and process 63
percent of the mlk produced in California.

The Alliance of Western M|k producers is a nenber
of and supports the proposals put forth by the Coalition.
The use of a coalition of this sort is a departure fromthe
practices of the past and cane about because of producer
frustration with a pricing systemthat they feel has |eft
themwith a price that is, for no apparent reason, far bel ow
the price levels paid to producers in other parts of the
country. California producers have | ong ago cone to grips
with the fact that there are good and adequate reasons why
California producer m |k cannot be as -- mlk prices cannot
be as high as those in the Mdwest. The reasons fall into
two general categories: First, the Mdwest is over 1,000
mles closer to the custoners on the East Coast. Second,
the cost of doing business in California are higher than

ot her areas. However, whey val ues generated by the
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California formula have, in tinmes of high dry whey prices,
have been bel ow the Federal Order Class Ill price by anmounts
several multiples of the biggest values the traditional
factors could possibly explain. This is a price difference
wi thout a clear and easily understood explanation. It has
been shown by prior w tnesses, the high whey val ues are
being paid by nearly all mlk used to nake cheese in other
parts of this country.

An additional factor is that price volatility is

here to stay. This neans that producers cannot afford the

"l uxury" -- luxury in quotes because it's an ironic
statenent -- of foregoing participation in price peaks in
good times because they will not be able to avoid the price

valleys in the bad times. There is an old saying in the
farm ng business that goes: "If you want to be there when it
is good, you have to be there when it is bad." But for that
to work the good tines cannot be artificially reduced by
pricing policies that trimthe top off the peak of the
pri ci ng.

Those of us that have been through the now nearly
a decade old California whey wars know how conpl ex and
difficult this topic has been, and continues to be. The
tremendous anount of effort that went into the whey
commttee effort in 2007/2008 -- of which I was part and

many people in the roomwere. It is discouraging to
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remenber the whole effort ended in "unchanged" and the 25
cent fixed factor installed "tenporarily” in Decenber '07
stayed put until Septenber 2011, a period of nearly four
years. In the light of that background, the producer side
very nmuch appreciates the adjustnments made to the whey val ue
formula last year. It was, in historical terns, a very
significant inprovenent in the recognized val ue of whey, and
even nore inportant, in terns of providing a framework for
establishing a fornmula that can be adjusted to give a

wor kabl e and fair alternative estimate of the proper whey
val ue since the traditional factors, such as nake

al | omances, are not avail abl e.

It is significant that the proposed pricing by the
Coalition follows, and thus endorses, the sliding scale
concept adopted |ast year. The Alliance opposes the
alternative proposal suggested by Farndal e Cheese because it
woul d undo all the progress nade at the previous hearing on
this topic.

It is very inmportant to stress that this hearing
narromly limted to discussing the value of whey in the
Class 4b formula. This hearing should not be seen as an
attack on the California mlk pricing systemor an attenpt
to undermne it.

Thank you very nmuch for holding this hearing and

allowing us to testify on this very inportant topic. The
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end. An all-tinme record, short testinony.

HEARI NG OFFI CER ROADEN: Questi ons?

MR. EASTMAN. | do have a couple of questions.
Were you going to want the right to file a post-hearing
brief if necessary?

MR. VAN DAM Don't plan to.

MR. EASTMAN. Ckay. So that's a no?

MR. VAN DAM |If you give it automatically, fine;
l"mstill not going to. (Laughter.)

MR. EASTMAN. |'m gl ad soneone here is able to
predict the future. (Laughter.)

You nentioned that California Dairies Inc. and
Dairy Farners of Anerica are the two cooperatives that are
menbers of the Alliance of Western M|k Producers. W have
seen graphs and information and then we'll have to see even
nore extensive testinony fromDairy Farmers of America. |
assunme that the Alliance supports their testinony. |s one
of the reasons why your testinony is so short is because
those other two representatives have provided nore
i nformati on and nore graphs?

MR. VAN DAM  Yes indeed. That was very detailed
testinmony, especially by DFA and by CDI. You end up with
al nost triple nenberships with a coalition of those two. So
it is short for that reason

MR. EASTMAN. And then | have one nore question.
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We have heard testinony during this hearing about it seens
sonme of the factors that -- for mlk production there's
obviously different factors such as nutrition, feed rations,
cow confort, weather, et cetera.

And |'m curious, do you have an understandi ng or
knowl edge of how do you view m |k production going into the
future in light of sone of the things that have been
menti oned? For exanple, there's sex senen, we have had good
weat her for quite a while now, things of that nature. Do
you view m | k production as going to change com ng into the
future? 1Is that going to get off of the upward trend? 1Is
t hat new technol ogy just going to keep m |k production
al ways there? | knowthat's a lot. That's a pretty I|ong,
wi ndi ng question. |1'mjust sort of curious as to your
t houghts on how that m |k production is going to react.

MR. VAN DAM So you set me up to give you a |ong,
Wi ndi ng answer.

MR. EASTMAN. That is great.

MR VAN DAM It's very interesting that you bring
it up and when you try and think through this. However,
you' ve got to look at the history. And | have now -- | cane
to California, once | got out of school and went to work
here, in 1970. And since that tinme there has literally been
one year that m |k production in California went downward.

There was a couple others that it was flat. That is part of
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the DNA of a producer in California.

As it is going on right nowthere is a significant
shift going on in California to the nuch |larger places where
they raise nearly all their owm feed. That seens to be the
new key to dairying and it's working here in California.
They' ve got water all the tine as long as they're in the
right places that it's in the ground. But water is not
typically an issue here in California. They get their crop,
the water is applied at their tine, the crops are big. So
this is a good place to dairy and that's the nodel that
seens to be taking over.

Unfortunately, a lot of smaller dairies that are
in place or that happen to be surrounded by al nond trees and
sonetimes by grapes can't get access to the kind of |and and
they are at a di sadvantage and those are the ones that are
at the biggest risk. So the sinple answer is | do see
production continuing to increase. The production plans
seemto be working reasonably well to contain that within
the size of the plant capacities and | think that's an issue
we'll see for awhile.

MR. EASTMAN. Thank you.

MR. VAN DAM  You're wel cone.

HEARI NG OFFI CER RONDEN: Thank you

MR. VAN DAM  Thank you.

HEARI NG OFFI CER RONDEN: Ri en Doornenal (sic).
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Door nenbal , excuse nme. Please state your nane, spell your
| ast nane and | et us know who you are affiliated wth.

MR. DOORNENBAL: M/ nane is Ri en Doornenbal, the
|ast nane is spelled DO ORNENB-AL, and | represent R
Door nenbal Dairy.

Wher eupon,
Rl EN DOORNENBAL
Was duly sworn.

HEARI NG OFFI CER RONDEN:. Ckay, pl ease conti nue.

MR. DOORNENBAL: | amhere to |l et the panel know
that | agree with the proposal comng fromthe Coalition and
Western United Dairymen and | have sone of nmy own points
that 1| would like to share with you

The Departnent continually refers to market
signals. And as they have -- it seens by the questions that
t he Departnent asked they seemto feel they have sone
responsibility on howmlk is priced having to do with the
mar ket si gnal s.

The dairy producers have historically responded
very well when the market signals indicate that it is a good
time to expand. For exanple, we all know the phenonenal
success story of Hilmar Cheese Conmpany. They sent a | ot of
signals to the market that they were ready to accept nore
product. And | think that they have done a terrific job.

It's al nost unbelievabl e the success story that goes al ong
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with H | mar Cheese.

The sane thing goes for Leprino Cheese. They cane
out here years ago, started and bought a plant that, what is
now Dairy Farmers of America, was not able to operate. It
wor ked better to have Leprino operate it. They increased
the production there. And of course as you know, they have
a plant in Lenoore that several years ago doubled their
production and the dairymen in the state responded. They
brought the extra m |k that was required.

What we all have to understand is that once we
have expanded as dairynen, we are comritted. Once we borrow
the noney, build the facility, buy the cows, we as
i ndi vi dual dairy businessnen cannot reverse that process.

If the market signals are such that we are long in mlk in
California, there is nothing that the individual dairynmen
can do by hinself, regardless of the mlk price or

regardl ess of any decision that the Departnent can nake
affecting the mlk price.

Case in point. For the year of 2009 -- and the
year 2009 has often been referred to because it was
absolutely a bl oodbath for the dairynen in California, as it
was for the dairynen all over the United States. Many of us
spent time with our consultants to determne if we could
| oner our production. W're getting so little for our mlKk,

maybe we could | ower our production by reducing inputs and
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at the same tine slowng down the | osses that we were
i ncurring.

We found out by spending a lot of time with
spreadsheets and knowi ng how cows respond to taking away
i nputs, whether that be feed or managenent practices. W
consulted with the smartest people who have doctorates in
the dairy industry and the determ nation was that there is
not hing we could do to sl ow down production on the dairy
that woul d | ower costs enough so that we would be | osing
| ess noney.

So no matter how high the feed costs were, no
matter how | ow the m |k price was, reducing production
sinply would result in greater |osses. The best business
deci sion for each individual dairynen was to go to his lines
of credit, and hopefully he had lines of credit that were
established with his banker during better econom c tines.
Go to his lender and borrow heavily and produce all that he
could on his particular facility. There was nothing el se
t hey coul d do.

My banker refers to a dairy farmas a huge
investnment in a single use facility. W cannot sell the
cows and use our dairy facilities for any other use.

Nei ther can we sinply wal k away fromour dairy facilities.
Because as opposed to honeowners, our |loans are not -- and |

repeat not -- non-recourse. |If | walk away fromny dairy ny
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banker will find ne.

| would agree that to -- | would argue that today
we do not have too much milk in the state. The Departnent
seens to be very concerned that we have too much m k. And
it is alnost |ike the Departnment seens to take on a
responsibility, want to take on a responsibility of making
sure we don't have too nuch mlk. And | don't quite
understand why you feel that that is part of your
responsi bility.

We have, and | would argue, we have exactly the
right anount of mlk in the state. And the reason we have
exactly the right anount of mlk in the state today is
because we are experiencing today in California something
hi storic, sonething brand new that has never happened
before. And what that is, is that every dairy today has
either a co-op base or a cap on their production if they are
produci ng for a private processor. And those bases and
t hose caps can be enforced or taken off at any time by the
co-ops and the processors.

| live in Escalon so | was here yesterday. | went
home and | was up at 5:30. | was on ny dairy; | was hel ping
nmy herdsman. After | was finished with that | went into ny
office to see how much mlk | had produced yesterday as well
as for the nonth of May relative to ny co-op base. | ship

to two different co-ops.
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One of ny co-ops | was 60,000 pounds over for the
nmonth of May. That's about a load. That particular co-op
did not inpose any penalties on ny mlk, but I had received
a letter fromthem several nonths ago warning ne and
rem nding me that | have a base with my co-op

And al so warned ne that there are people who
bel ong to other co-ops that have their production -- have
their bases enforced that are noving either mlk or cows. |
woul d say cows. That are noving cows to this particul ar co-
op, thereby taking advantage of the fact that the one co-op
is not enforcing their base. And also warned us that if we
are doing that and that's found out, that could be a good
reason for us to be dism ssed as nenbers of ny co-op. So |
amgoing to take this very seriously.

I f ny co-op says -- one of ny co-ops says, you
know what, if you take mlk fromyour other dairies that
aren't comng here and ship it to ne or nove cows around, if
we find that out you're going to be gone, that's serious.

So | didn't do that, of course. (Laughter.)

The ot her co-op, the other co-op had sent a, had
sent a letter out that -- in March that for April and My
t he deductions night be as nuch as $3 to $6 per
hundredwei ght. And | started | ooking at the nunber of cows
| had and how that m ght affect me and | nade a decision to

sell a |load of cows out of state. | reduced the mlk
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production that was produced on ny dairy. | had an
incentive to reduce the mlk production on ny dairy, and |
didit. And | felt good about it.

The processors are only accepting the anount of
mlk that they need. Some may be going out of state with
the dairy farmer bearing the cost. Sonme of it may even be
finding its way to Texas. W heard testinony yesterday that
there is a demand there to produce cheese. | suppose sone
of the mlk that -- the little bit of mlIk that | produced
that was over ny base, it may very well have found its way
to Texas. So we have -- what we have here is a fundanenta
shift.

We al so heard sone npbans and groans. Ch ny
goodness, we are sending sone mlk to the calf ranches. How
terrible is that? You know what, it should not matter to
the Departnent if that mlIk is going to calf ranches. That
is the dairymen's responsibility. |If he wants to sell it to
a calf ranch for whatever the calf ranch wants to pay for

it, if he wants to give it to the calf ranch, that is

entirely his business. So they have -- if the dairynen, if
it isin his best interest to sell it to a calf ranch, it
makes them happy. It nakes the calf ranch owner happy. And

you know what, it makes the cal ves happy too because they
are getting real mlk instead of replacenment. That's it for

nmy testinony.
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HEARI NG OFFI CER ROADEN. Questions? Thank you
very much. May | have the next witness list, please. Ckay,
Edwi n Ri zo.

MR. R ZO  Good norning.

HEARI NG OFFI CER RONDEN. Pl ease state your nane,
spel |l your last name and for the record | et us know who you
are affiliated with.

MR RZO Edwin Rizo, RI1-Z-O and | am
affiliated wwth Ri zo Lopez Foods. It's a cheese conpany
t hat we market Mexican-style cheeses under the Don Francisco
|abel. And | amhere to read a letter that my brother Ivan
who is ny partner, sent to the Departnent on March 7th and
just to add additional comrents.

First of all, thank you for the opportunity. This
is the first time | have ever been to one of these hearings
and participated so here we go.

We manufacture and sell Hispanic-style cheeses
under the Don Francisco | abel. W have been manufacturing
cheese in Riverbank, which is just about 10, 15 mles east
of Modesto, California, since 1996 but we have been selling
cheese since 1990. Peluso Cheese Conpany was mnaki ng the
cheese for us at the very beginning. W are the |argest
enployer in the city of R verbank. W serve nmany of the
smal | er Hi spanic grocery nmarkets with two mllion pounds

hi gh-qual ity cheese throughout California each nonth
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We purchase our mlk fromlocal dairy farners
t hrough two co-ops, Pacific Gold and CDI

The petition submtted by Western United Dairynen
is asking for an increase in the whey pricing factor. W
respectfully ask that you deny their request.

Since the inplenentation on Septenber 1st, 2011 of
the increased whey factor on the 4b price formula our mlKk
cost has increased by an average of about 40 cents a
hundr edwei ght. W have no incone fromthe whey streamin
our plant. That is since 1996, over 15 years. |In fact, it
costs us about $140,000 a year to di spose of our whey. It
was difficult for us to maintain our conpetitive when we
have the fixed 25 cents factor in the pricing fornul as.

W are in the process of building a new facility.

W will be processing our whey through a reverse osnosis
system which will only concentrate to about 26 percent
protein, and | believe it is going to go to cow feed.

We hope that this will help us to at | east break
even in our whey stream Any nore increase in the price
will put us at a | oss on the whey again.

We know t hat producers are experiencing sone
financial distress. But raising costs on the processors
would only tend to elimnate their markets in a tinme of
i ncreasing mlk production.

| would Iike to add that | have been in the dairy
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busi ness practically since 1980. | went to school here at
the University of California at Davis. |I'moriginally from
Ni caragua, immgrated here. | ama proud US citizen. And |
work for a lot of dairy people. | did consulting for
dairynmen in the areas of mlk quality. And when | started
nmy business in 1990 two of ny original partners were

dairynen. So | have a lot of friends and a deep feeling for

dai rynen.

And sone of them have asked ne through one period
or another if |I can take their mlk. | cannot. |It's just
by the law. | know there is excess mlk. And a dairyman in

t he past said somet hing about econom c choices and | think
we all do have econom c choice. | made an econom c choice
or an economc followng a dreamin 1990 and | have been
doi ng okay. But this increase in the whey pricing factor
has made us invest in about closer to $2 nillion to be able
totry to break even on the whey. And that's an econonic
decision. W all have to nmake econom c decisions. | just
feel that we risk and we get our conpensation for it.

| thank you for the opportunity for allowing us to
express our sentinments. And sorry for not being, again, a
pol i shed speaker but thank you.

HEARI NG OFFI CER ROADEN: Questions?

MR. EASTMAN:  You nentioned that -- in the first

part of your testinony you were reading froma letter that
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had been sent to the Departnent --

MR RIZO By ny brother.

MR. EASTMAN. Right. It mght be a good idea, if
you wanted to subnmit that as evidence and to be part of the
hearing record. |If you feel so inclined.

MR RIZO Yes. | think it was posted at the
website but --

MR. EASTMAN.  Ckay.

MR RIZO -- we'll doit.

MR EASTMAN. That was all | had.

HEARI NG OFFI CER RONADEN: Thank you

At this time we are going to take a short break of
about five mnutes and figure out what the rest of the day
will be here. W will reconvene back here at 11: 20.

(OFf the record at 11:14 a.m)

(On the record at 11:23 a.m)

HEARI NG OFFI CER RONDEN: We have changed our
mnds. W wll break for Iunch now and reconvene at 12: 30.

(OFf the record at 11:23 a. m

for the lunch recess.)
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AFTERNOON SESSI ON

12: 31 p. m

HEARI NG OFFI CER ROADEN:. Ckay, our first w tness
is Sue Taylor. Please state your full nanme, spell your |ast
name and your affiliation for the record, please.

M5. TAYLOR | am Sue Taylor, the last nanme is
spelled T-A-Y-L-OR and | amrepresenting Leprino Foods
Conpany.

Wher eupon,
SUE TAYLOR
Was duly sworn.

HEARI NG OFFI CER ROADEN:. And your testinony that
you have submtted is Exhibit 65.

(Exhi bit 65 was received into evidence.)

HEARI NG OFFI CER RONDEN. Ckay, pl ease.

M5. TAYLOR  Thank you. M. Hearing and nenbers
of the Hearing Panel. | am Sue Taylor, Vice President of
Dairy Policy and Procurenent for Leprino Foods Conpany.
Leprino operates ten nozzarella plants in the United States.

Three of these are located in California, two in Lenpore
and one in Tracy. W also process our whey into sweet whey
or whey protein concentrate and | actose. Al whey from our
California plants is processed into protein concentrates and
| act ose.

There is no doubt that many dairy producers in

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© 00 N o o b~ w N P

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

372

California, particularly those operating with a purchased
feed nodel, are under financial stress today after
experiencing significant | osses in 2009, foll owed by a
coupl e recovery years prior to what has becone a negative
cash flow period for many this spring. Producers using the
sanme nodel across the country experienced simlar patterns
of stress and profitability of differing magnitudes over the
| ast several years. There is also no doubt in nmy mnd that
net returns to dairynen in California nust be conpetitive
with alternative m |k producing regions over the long term
But regulated minimummlk prices are only one of several
factors that drive the level of net returns and they should
not be viewed as the sole solution to farmfinancial stress.
The overall supply and demand bal ance drives the finished
product values that determ ne the overall narket val ue of

m |k, including the regulated price and over-order prem uns.
Addi tionally, cost structures of internediaries such as
cooperatives and haul ers and m |k production cost structures
impact farmprofitability. It is therefore inportant to
recogni ze the change in the regulated mninumm Ik price is
not the sole source of a relief for dairy farmprofitability
i Ssues.

The Western United and the Producer Coalition

proposal is an attenpt to remedy the current farm financial

stress by nodifying the regulated m ni num Cl ass 4b price
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formula in a way that is in conflict with basic principles
of mnimumregulated mlk price policy. Specifically,
regul ated m ni nuns should be set at |evels that contribute
to orderly marketing of mlk. This necessitates that the
regul ated prices for hard manufactured products be set at
| evel s that clear the market. Therefore, the | ogica
construct of an end-product price formula, such as that used
inthe California system is that the fornulas generate a
m | k val ue representative of the nbst generic products that
can be universally produced by entities subject to the price
regul ati on. The preponderance of testinony at this and
prior hearings indicates that whey processing is a highly
capital intensive operation that is not econom cally viable
on a small scale basis, and therefore cannot be considered a
product that can be universally produced by entities subject
to the price regulation. This necessitates that the
val uation of whey in a mlk price fornula nmust be approached
with extrenme caution

In that context, | amtestifying today in
opposition to the Western United and Producer Coalition
proposal . That proposal:

Sets the whey portion of the C ass 4b regul ated
mnimummlk price at a | evel that exceeds returns
achi evabl e t hrough sweet whey production in California.

And j eopardi zes the California cheese plant
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capacity associated with operations that cannot economcally
process their whey into a product that is at |east as
commercially viable as sweet whey. As this plant capacity
exits the market it al so jeopardi zes producer viability in
geogr aphi es where the cost of hauling mlk to alternate
processing capacity and the likely decrease in conpetitive
prem uns resulting fromthe associated reduced conpetition
frommlk exceeds the bl ended gain achi eved by i ncreasing
the m ni mumregul ated price.

Regul at ory Backdr op.

The Producer Coalition proposal is prem sed upon a
desire to bring the valuation of whey in the Cass 4b
formula in the California mlk pricing systeminto cl oser
alignnment with the valuation of whey in the Federal MKk
Mar keti ng Order system |In doing so, significant
differences in how the prices apply within the two regul ated
systens are rationalized away. Specifically, manufacturers
in California nust pay the m ninumregul ated price for al
Grade A m |k processed, whereas manufacturers outside of
California can choose whether to participate in mnimmmlKk
price regulations. The only entities upon which the m ni mum
regulated mlk price is fully binding in the federal system
are bottlers. Mnufacturers of all other dairy products
make an econom ¢ decision regarding participation. Even if

they opt to buy m |k pooled under the Federal Order system
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t hey can purchase m |k at bel ow regul at ed m ni nmuns.

Usi ng t he whey exanple, a producer |ocated near a
smal | cheese plant w thout whey processing capacity may
determ ne that the small cheese plant provides himwth the
hi ghest return for mlk net of hauling, even if that cheese
pl ant i s paying below C ass because of the |lack of a whey
revenue stream |In the Federal Orders, nothing precludes
the plant from buying the mlk below O ass or the dairyman
fromselling it below Cass, which in this scenario yields
himthe highest return. In contrast, under the California
system a simlarly situated dairyman could not opt for the
econonmically rational choice of selling Gade A mlk at
bel ow C ass to his nei ghborhood cheese plant, even if it
nets himnore than paying for the haul to the next closest
market. This effectively sets up a scenario where the | ocal
pl ant that does not have a whey revenue stream cl oses due to
inability to recover the Cass price, and the dairy producer
nets a lower mlk price than he woul d have recei ved had he
accepted a price that is below d ass.

The inclusion of an explicit whey factor in
regulated mlk pricing had its origin with the
i npl enentation of Federal Order reformin January 2000.
Simlar to California, many cheese plants outside California
did not and do not have whey processing capacity. However,

the inclusion of the whey factor within the Federal O der
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system was expected to boost the Class IIl price by a nodest
enough anmount that a small cheese naker that | acked
sufficient scale to cost-effectively process whey was
perceived to be able to cover the whey portion of the mlk
price through prem uns garnered on the specialty cheeses it
produced. In its first year of inplenentation, the whey
factor contributed 29 cents per hundredwei ght to the Federal
O der Cass Il fornula.

During the five year period fromJanuary 1998 to
Decenber 2002 that CDFA anal yzed prior to incorporation of
an explicit whey factor in the 4b forrmula in April of 2003,
the contribution to the Cdass 4b regulated m ni mum m |k
pri ce woul d have been just shy of 24 cents per
hundr edwei ght. This al so was perceived by many to be within
the range that a specialty cheese naker w thout whey
processi ng capacity could cover through prem uns on their
specialty cheeses.

The explicit inclusion of a whey factor becane an
i ncreasi ng chall enge for those w thout whey processing
capacity as whey prices strengthened a few years |ater.
Wth whey driving up regul ated mni nuns by over $3 per
hundr edwei ght at tinmes in 2007, plants w thout whey
processi ng capacity struggl ed and sone were shuttered. In
Federal Order areas, sone plants that are |ocated in dense

cheese production regions were able to recoup sone val ue by
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the sale of whey to consolidators as prices increased. But,
as John Unmhoefer of Wsconsin Cheese Makers Associ ation
noted in nultiple editorials already in the hearing record,
t he whey factor was even problematic for those cheese nakers
selling to consolidators in Wsconsin. The whey factor was
al so problematic for manufacturers of whey proteins because
sweet whey values in the mlk price fornmulas outstripped
returns for protein and | actose at tinme. It was not
uncommon in that time frame for cheese makers unable to
recover the whey value assuned in the Class IIl mlk price
formula to negotiate with their suppliers for relief from
the full Cass price.

But, in California manufacturers do not have the
choi ce of whether to participate in the mninmmpricing
regulation if they are purchasing Gade A mlk, and the
viability of several cheese plants was threatened during the
hi gh whey price period of 2006 and 2007. In recognition of
the crisis created by the explicit whey factor, CDFA
replaced it with the fixed factor of 25 cents in Decenber
2007. A subsequent change in formulas in Septenber 2011
al l oned the whey contribution to the 4b price to flex up to
65 cents as whey prices fluctuate.

The sum and substance of this discussion is that
the existence of an explicit whey factor is problematic for

cheese nmakers w t hout whey processing capacity, regardless
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of whether they are operating in the Federal Orders or
California. However, the binding nature of the California
regul ations limts market-based approaches to relief and
l[imts the range of m |k values that can be ascribed to
whey.

CDFA's 2011 Panel Report is still correct.

Key consi derations el aborated in CDFA' s panel
report for last year's Cass 4b hearing are still relevant
and correct. Quote:

"In the cheese making process, it is

i npossible to capture all the vat mlk solids in
the final cheese product. The residual mlk
solids are contained in the whey stream which is
t he byproduct of nmaking cheese. O her than whey
cream recovering those mlk solids fromthe whey
streamrequires |arge capital investnents and
econom es of scale.”

In this week's hearing, Barry Mirphy's testinony
i ndi cated that a whey plant needs to process a m ni num of
one mllion pounds dilute whey per day to be econom cally
viable. So that statenent fromthe |ast Panel Report is
still accurate.

Anot her statenent fromthe Panel Report, quote:

"Still, only larger cheese operations have

been able to achi eve the econon es of scal e

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© 00 N o o b~ w N P

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

379

necessary to nmake it economcally feasible to
recover the solids in the wet-skinmed whey.
Department data show that in 2010, only 10 (sic)
of the larger processors out of the 58 cheese
processors in the state processed whey in any
form"
Going to current data, as of the first quarter of
2012, only 11 of 57 cheese plants process whey. And that
was found in the background nmaterials for the 4b hearing.
CDFA al so properly interpreted the Food and
Agriculture Code as it relates to reasonable alignnent. And
there's a | engthy discussion on pages 24 and 25 of the Panel
Report that I will not attenpt to reiterate but they have a
very thorough and well thought out exam nation of what the
stat utes nean.
One final point, a quote fromthe Panel Report
once agai n:
"California statutes provide no simlar
flexibility; all Gade A m |k purchased by
processors, whether the manufacturing plant
operates within the pool or separately fromthe
pool , depool ed, nust purchase the mlk at state
established m nimum cl ass prices. Because of
this, California Cass 4a and 4b prices have to be

set at levels that will clear the nmarket of al
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m | k that has not been processed in the higher
usage mlk classes, 1, 2 and 3. As a result of
this difference, a strict conparison of the
California Class 4b price to the Federal Order
Class Ill, without considering other factors, is
i nappropriate if processors operating in federal
orders are not strictly required to pay the
federal order price at all times."

This is still true today.

Western United/ Producer Coalition Proposal Assunes
Lower Whey Processing Cost than Prior CDFA Studies.

The Western United and Producer Coalition proposal
overval ues the whey stream even for those who can produce
sweet whey in California. Although it does not explicitly
i ncorporate a manufacturing cost allowance, the val ues
ascribed to whey in their proposal would exceed the |evels
justified based upon the CDFA cost studies that were
publ i shed during the period when an explicit factor was in
the formula. Although the studies are now approxi mately
five years old, there is no reason to believe that
California processing costs have dropped significantly in
that time frame. Qur fully |oaded |abor rates in California
are 40 percent above our |abor rates outside California and
many ot her cost categories are neaningfully higher in

California than in our plants outside of California.
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At this point | would like to depart fromny
prepared testinony and comrent on a few other itens that
have cone up in this hearing. One ItemI|'d |ike to address
is managing price risk on behalf of dairy farnmers or
manufacturers in California under the current 4b formul a.

There has been testinony fromvarious w tnesses
that the Class Il contract, futures contract, has too nuch
basis risk to effectively be used. | understand that
argunent. What | woul d suggest is that the NASS cheese
contract that has very |ow basis risk and has gai ned enough
l[iquidity that we use it fairly extensively. And to the
extent that nore producers wanted to use that, that would
enul ate the 4b fornmula quite closely. That would contribute
to even greater liquidity and opportunity for themto nanage
their price risk. So the fact that you don't have as tight
a connection to Cass Il should not be an obstacle in terns
of managi ng price risk anongst California dairynen.

| would also like to touch briefly on the issue of
depooling. There has been testinony that has been very
narrowly stated, is how !l can nost politely describe it,
about depooling. | think there was one w tness that
described that even if mlk is depooled in the Federal O der
systemthat, in fact, the mnimumclass price is paid. And
the scenario that was outlined in the testinony was rel ated

to mlk that was under contract between a co-op and a cheese
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maker and under contract at a mnimumddass Il price and
the benefit of depooling accrued to the co-op.

That's not how all of mlk supplies are arranged
in the Federal Order and there are many cheese nmakers who
have direct supplies. And so once you depool you
essentially are going to be trying to conpete with the other
pl ayers in that marketplace and can nake that choice of
whet her to pass through that Cass Il value or whether to,
in fact, pocket the difference between the Cass Ill val ue
and the blend price and pay, again, below C ass

One thing as well that is being obscured in sone
of the discussions on depooling is the pricing of distressed
m |k and an inference that, in sonme cases | think | picked
up and interpreted an inference that there is no distressed
mlk. And | can tell you that within the |ast two nonths
have been offered and | have al so been charged costs that
range from$3 to $7 under Class for distressed mlk. There
are those safety valves in the Federal Order system and they
are used.

Finally, I'll nove back to ny prepared testinony.

The Need to Rethink Regulated Pricing Structure.

Leprino appreciates the efforts of Secretary Ross
to stinulate a dialog about revisions in the regulated mlk
pricing systemthat are needed in order for all sectors of

the California dairy industry to thrive and | everage grow ng
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gl obal opportunities. Over 13 percent of US mlk is now
exported in the formof various dairy products. Leprino and
many ot her manufacturers have made significant investnents

i n devel oping exports that will drive up demand for US dairy
products, and along with it, the demand and price for raw
ml k. These are the opportunities that will raise all ships
and restore financial health to the industry. It is tine
that we ensure that our mlk pricing systemfacilitates
rather than inhibits |leveraging this opportunity.

In addition to reviewing the mlk pricing system
in the context of global opportunities, the industry needs
to col |l aborate about the regulated pricing systemin the
context of production concentration that threatens the
Departnment’'s ability to publish the cost data necessary to
have an informed discussion in the hearing process that
keeps end product price fornulas relevant. Even wthout the
confidentiality issues that will restrict publication of the
cost study reports for sone products, patterning nake
al l omances in the regulated price fornmulas after very | arge
scale efficient plants creates a barrier to entry for plants
that are not of conparable scale. The maturity of the
California industry nakes snmall and nedi um scal e pl ant
investnments nore likely than | arge scale plants. But those
plants will find it difficult to achieve the cost structures

provided for in the nake all owances. The industry should
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step back and di scuss | ong-term objectives and align the
policy tools with those objectives.

The Departnent should reject the Western United/
Producer Coalition proposal and the entire industry should
dedicate its energy and efforts toward | onger term policy
reforns that will benefit all sectors, including producers.

Thank you for your tine and consideration. |
respectfully request permssion to file post-hearing briefs.

HEARI NG OFFI CER ROADEN.  Your request is granted.

Questions?

MR. EASTMAN. | guess | can wite mnmy questions
faster than they can. | have a couple of questions. The
first one is when you were tal king about risk managenent you
menti oned NASS Class Il futures, is that what you sai d?

M5. TAYLOR  Yes.

MR. EASTMAN. Do you think that maybe when you
submit your post-hearing brief you could explain alittle
bit, anplify exactly maybe how the liquidity or how that
mar ket has cone on

M5. TAYLOR Certainly, 1'd be glad to.

MR. EASTMAN. G ve just sone background-type
i nformation.

M5. TAYLOR  Certainly.

MR. EASTMAN. When you were discussing the topic

of depooling you nentioned that obviously there's sone
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plants that would contract with co-ops to get their mlk and
then you nentioned that others, | imgine, would just be
contracting with independent shippers. |Is that --

M5. TAYLOR  Yes.

MR. EASTMAN. -- what you were hinting at?

M5. TAYLOR  Yes.

MR. EASTMAN. And so do you feel that when they
are negotiating below class or for below class m |k prices
do you think that the range that they negotiate is always
i n-between the Class Ill and say the blend price in that
area or does it go beyond that? You nentioned that range.
|"mjust curious if that tends to be the range or it can
even go to different places or points?

M5. TAYLOR In the case of depooling, econonic
depooling, the reason why | used the blend is one of the
benchmarks is using a basic assunption that nost of the
conpetitors in the marketplace will be paying blend. And so
to stay conpetitive you would be using that as a, as a
benchmark. Theoretically, you could have periods of extrene
surplus where it would go below blend. But typically the
wi ndow | woul d expect in a depooling scenario would be to
essentially capture the spread between the Cass Ill and the
bl end.

MR. EASTMAN. And then you nentioned that over the

| ast couple of nonths the plants, Leprino' s plants have
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taken distressed mlk at below class prices. And I'm
curious, what areas of the country were those plants | ocated
in?

M5. TAYLOR And | should clarify.

MR. EASTMAN.  Ckay.

M5. TAYLOR | was offered and | was charged, |
did not take it. W didn't have the plant capacity to take,
to take that m k.

MR. EASTMAN.  Ckay.

M5. TAYLOR And the charges were when we had
pl ant breakdowns and we had to divert sone mlk and we were
obligated to cover those diversion costs on behal f of our
mlk suppliers. But that was in Nebraska.

MR EASTMAN. That's the Central ?

M5. TAYLOR It's part of the Central Order, yes.
My under st andi ng, because | had a | engthy di scussion about
t he appropriateness of that pricing and was given visibility
to where that mlk was diverted to. M sense is that it was
a pretty w despread price surface to spread the distressed
m | k throughout the M dwest and goi ng sonewhat into even the
Sout hwest .

There is also a letter that | have that was sent
fromtwo of the major co-ops in the Northeast that was
outlining the disruptions in the Mdeast that caused sone

significant charges back to producers as well. Again
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evi dence there was m | k noving at distressed prices.

MR. EASTMAN.  And when it conmes to distressed mlk
does that tend to be mlk that just either goes above
contract or it turns out to be a situation maybe during the
spring flush when m Ik supplies are high? Is it strictly
just when mlk is long, that's when distressed m |k noves or
are there other circunstances other tinmes of the year when
you woul d see that happeni ng?

M5. TAYLOR It's typically when mlk is |ong
relative to the demand. And that can occur during the
spring flush, it can occur during other holiday periods. It
can occur Thanksgiving, Christmas. Cccasionally it wll
occur during school breaks, even in the spring depending
upon what the overall supply and demand bal ance is in a
particul ar marketplace. |It's nost extrene in the spring
peri od.

It was, | believe, unusual this year because the
first tinme that | gained visibility to that distressed
pricing of $3 to $7 this spring was in March. And usually |
woul d have associated that kind of pricing in Federal Oders
where you keep production closer to -- well at least in the
northern parts of the country where you peak close to
Menorial Day, | would have associated that kind of pricing
nore with the May tine period. But it was already at those

price levels in March.
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MR EASTMAN. So when it conmes to that distressed
m |k then, does that have to end up getting diverted to a
non-pool plant in order to -- if you're in Federal Orders is
that sort of that nechanisn? |Is that how that works?

M5. TAYLOR Yes. M understanding is that pool
plants -- that there are -- actually there are several
di fferent nuances and designations and | probably am not
expert enough to go very deeply into it. But we have
partial -pool plants, plants that are partially pool ed.
Actually | suspect the DFA witness could give you all sorts
of nuances on how different plants can be designated. But
typically it would have to go to sonebody who is not a full-
pool plant. And cheese plants typically in the Federal
Orders are non-pool .

MR. EASTMAN. And then | have a question that we
have asked of other w tnesses today. You could argue that
Leprino, since they have plants in California and then
pl ants outside the country where they possibly pay a higher
price for mlk than in California, as a business nodel you
could leverage that to sone extent to beat out your
conpetitors who nmay or nay not have a plant in California or
in an unregul ated area. How would you respond to that?

M5. TAYLOR It's true that we have capability to
produce whey and so we do have a revenue streamthat is

based on our investnent and our innovation, just |ike any
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ot her investnent/innovation that people use to differentiate
their product lines, to reinvest in our business.

Ri ght now it happens to be that we are reinvesting
heavily in devel opi ng gl obal markets. Qur offshore
production is limted to the UK to serve the EU.  CQur
objective is to supply areas outside of the EU froma US
supply base. W opened a sal es support office in Singapore
about a year ago with chef talent, marketing, sales. Al
t he ki nds of support that you need to really break open that
market. So yes, we do have a revenue streamthat we are
benefiting fromand we are reinvesting it into devel opi ng
mar ket s.

MR. EASTMAN. And | just have one nore question.
| may not be popul ar today, or this afternoon.

On the second page of your testinony at the end of
t he second paragraph under the Regul atory Backdrop section
you nention a few scenarios. At the end you nmention a
scenario where that -- if you have a local plant that is not
able to -- does not have a whey revenue stream the
inability to handle that situation, that ultimtely that
probably would end up with that plant closing. |Is that nore
of a theoretical type argunent or do you have evi dence or
data to show that that is indeed happeni ng?

M5. TAYLOR Well that happened. This is under

the scenario where you fully value whey or value it at a
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| evel that outstrips the capacity of that plant to absorb
it.l And ny recollection is that there were at | east two
plants in California that closed prior to the change in the
whey factor in 2007. | do -- | amnot famliar with the
location. So it is a theoretical scenario fromthe
perspective of, you know, renotely |located plant with few
ot her good mar ket opportunities. But fromthe perspective
of, do plants get forced out if you overvalue the mlk

m ni mum pricing perspective, that is not theoretical.

MR. EASTMAN. And so do you have any sense or do
you know of any plants that are going to be possibly closing
their doors under that scenario since, say, |last sumer's
hearing then we inplenented the sliding scale and noved away
fromthe fixed 25 cent val ue.

M5. TAYLOR | amnot directly famliar. There
were other witnesses in this hearing that referenced three
pl ants that they knew of. And ny understanding is that
| rperial Cheese did submt a letter, | have not seen it.

But | did take a | ook on Mapquest |ast night at the distance
bet ween | nperial Cheese and what | presune would be the next
cl osest whey processing location, and Visalia is ny
assunption but | haven't done thorough research on that, and
that's 400 mles. M sense just |ooking at where El Centro
is located relative to other markets is that if there are

producers associated with that plant in that region at this
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point intime it may be the scenario that would face themif
that plant closes, but that's conjecture.

MR. EASTMAN. G eat, thank you.

MS. GATES: Just one quick question. The Leprino
plants, the Tracy plants are already at capacity, correct,
if | understood correctly?

M5. TAYLOR They are operating at our desired
capacity at this point in time. W have a little bit of
headroom not nuch.

MS. GATES: But based on sal es?

TAYLOR:  Yes.
GATES: Your contracts.
TAYLOR:  Yes.

5 5 o

GATES: Thanks.

HEARI NG OFFI CER ROWDEN: All right, thank you
Jared Fernandes. Please state your full nanme, spell your
| ast nane and for the record | et us know what your
affiliation is.

MR. FERNANDES: The nane is Jared Fernandes, the
last nane F-E-R-NA-N-D-E-S. | ama dairyman partnered with
a famly partnership called Fernoak Farnms in Tul are,

Cal i fornia.
Wher eupon,
JARED FERNANDES

Was duly sworn.
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HEARI NG OFFI CER ROANDEN: Pl ease.

MR. FERNANDES: This is ny first hearing | have
ever been to. |'ma young producer, third generation dairy
farmer. Watched ny dad, |earned fromnmny grandpa. 1've been
tackl ed as the next generation to try to mnimze our risk
in our operation.

We al ways had a support price that kept a pretty
good floor for us and nowin the last four or five years,
ten years, we have had this extrene volatility in our
i ndustry and we can go through periods where we | ose a | ot
of noney. So | amnot going to go over how times have been
t ough, you have heard enough of that testinmony in this
heari ng.

But nmy goal is to try to mnimze our risk in our
farm Had a |lot of pressure fromour bank to mnimze our
risk. The way they tell us is, the nore risk you can
mnimze is less risk for us also.

About three years ago | decided i was going to
start learning now to hedge, hedge m |k and protect ny
floor. And | started enrolling in sone hedging classes and
research brokers fromthroughout the country.

One of the first things that | realized is
dairynmen in California don't hedge, we don't hedge our mlK.

And why is that, | asked. Wy don't we hedge our m | Kk?

It's because we have so much basis. And the basis that the
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M dwest producers can use and the Class IIl price to hedge
and we have our California price, there's this basis.

But | have been advised that you still should
hedge 40 percent of your mlk that relates to the Cass ||
and your 4b and you typically will have a basis that ranges
from50 to 75 cents a hundredweight. As |long as you can
nonitor that basis it's not -- the risk isn't as bad because
you' ve just got to bank on you're going to | ose about 50 to
75 cents below the Class Il price.

So the last two years |'ve decided to -- | figured
the only way I"mgoing to learn is I'"mgoing to have to
start doing sone hedging and start playing this gane. And
the |l ast year | hedged 45 percent of ny mlk. | put 45
percent of my mlk into what's called a Call Option because
to put a floor on your mlk is extrenmely expensive. And you
can't afford -- even if your cost production is $16, $17,
you can't afford to protect that floor so you have to go
somewhat bel ow as di saster insurance. And in order to pay
for that floor you have to sell the Call. So you have to
sell the top end to give up -- take that noney to hel p pay
for the floor.

So the last year | put a Call of around a $15
floor with an $18 top. So | figured ny cost production was
sonewhere in the $16 range. | had protection on 40 percent

of my mlk below 40 percent. But if mlk went up to $20,
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$25, I'mgoing to give up that profit. But | am not greedy.
| am not out here to nmake a killing, | amout here to
protect nmy bottomline to keep ny banker happy and to stay

i n busi ness.

Well this last year | got to experience extrene
volatility in the basis and now | have |ost all confidence
to even hedge mlk. | experienced this year prices above
the Call, so | was |osing noney. But yet ny price was in
the range but | saw the spread go froma typical 50 to 70
cents in Decenber of close to a $2 spread over ny over-base
price. And so | had to experience m |k noney com ng out of
my check on the call without ny price being protected.

Now | have continued with those options forward
because you make these decisions well in advance and | had
protection throughout this year too. | feel nore
confortabl e having those protections. But | think that if
we could get the price closer to the Class IIl price it wll
reduce our risk of hedging our mlk, which in the |long-term
makes us | ess risky and safer and gives us the ability to
stay in business.

| know that when I -- | amstill a basic |earner
on hedging mlk. I'mstill learning a |ot about it, there's
alot nore to learn. But the one tool that we have that we
use is mainly the Class Il hedge. And that's predom nately

because of the liquidity in Cass |1l
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There was a conmment about there's other markets
out there to use and | have been advised to use Cass ||
j ust because of strictly liquidity. The liquidity is not
quite there in the other foruns. There is Cass IV futures,
there is cheese futures, there is whey futures. |'m
starting to | earn about these things and these nay be tools
that we are going to use in the future. But | wasn't
advi sed a year ago to use those tools, | was advised to use
the ass Ill. And strictly because of liquidity in those
fields.

And | just -- | would love to continue to hedge
mlk. | would just |ove to see the consistency of the price
to stay as close to the Cass Ill. It just nmakes it easier
for us to do anything. And that's mainly all | wanted to
testify about.

HEARI NG OFFI CER ROADEN. Questions? Thank you
very nmuch. M. Holl on.

MR HOLLON: Let's see, we're on page two?
(Laughter.)

HEARI NG OFFI CER ROADEN:. Actually you are on page
eight and we're starting with the paragraph "Additionally."

MR. HOLLON: On page eight.

HEARI NG OFFI CER ROADEN:  Yes.

MR. HOLLON: Additionally, there is no discernable

pattern of different behavi or surrounding the nonths in
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whi ch m |k was depool ed.

This section is tal king about, again, depool ed
mlk and the information that is in Table 6.

Revi ewi ng the five price conparisons fromthe
month prior to the nonth of depooling, and fromthe nonth of

depooling to the nonth after, confirns that depooling did

not add to the handler's ability to pay as a whole. In sone
nmont h-t o- nont h conpari sons the value over Class Il went up
and in sonme nonths it went down. It seens clearer to

conclude that the general |evel of pay over a nmulti-nonth
period renai ned about the sanme regardl ess of the pooling
status. This is logical as any firms strategy to attract
and maintain a mlk supply nust be a long-term plan and
cannot be based on a single or a few nonths' narket
condi ti ons.

|"mgoing to skip the next paragraph. | think
that point has been referred to half a dozen tines.

Pool Pl ants Versus Non-Pool Plants in Federal
O ders.

There al so seens to be sonme m sunder st andi ng of
the role that pool and non-pool plants in Federal Order
process. A pool plant is one that neets the various but
specific definitions of a plant. A pool plant nmay be a
plant with high Cass | or Il usage like a bottling plant

with fluid mlk production and/or cultured products and/or
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i ce cream and cream products, or a plant that manufactures
butter, mlk powders, condensed m |k products or cheese
products. A pool plant may be cooperative owned, privately
hel d. A special class of pool plants is a supply plant that
serves the purpose of assenbling and shipping mlk to the
mar ket and provi di ng bal anci ng services to the market and
frequently manufactures dairy products also. A non-pool

pl ant can do all of the above except produce Cass | fluid
use products. However, the key point to realize is that the
mlk delivered to a pool plant or to a non pool plant is
included in the Orders' equalization pool by the seller. In
Order ternms that's the handler on the mlk, so as to collect
val ues fromthe Order pool. The handler conpletes all the
necessary reporting requirenents to have the mlk included
in the Oder blend price pool. They insure that all the
rules are conplied with. Unlike California where mlk is
included in the pool unless it opts out on an annual basis,
mlk that participates in a Federal Order nust neet
performance requirenents that are defined by each Order.

The types of requirenents are generally identical, al
producers nust deliver sone quantity of mlk to the market
and that delivery earns the right to associate mlk with the
pool. | referred to those earlier as producer touch base
rules. DFA as a pooling handler, nmakes sure all of the

mlk of its menbers neets the requirenments nonthly, reports

ACCELERATED BUSI NESS GROUP

(916) 851-5976




© 00 N o o b~ w N P

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

398

to the Market Adm nistrator as required, submts and
collects nonies fromthe pool and pays its nenbers. The
billings to pool and non-pool plants are not different due
to pool status. W negotiate prices in the sanme nmanner.
Negoti ati ons nay be based on service | evel, conponent mnake-
up, seasonal variation or contractual performance. They may
be on a spot basis or long-run basis. Mst if not all price
negoti ati ons have the appropriate Federal O-der m ninmm
price either directly or in conponent formas an initial
m ni mum r ef erence poi nt.

Equal ly inportant is our settlenent with the
Federal Order pool is nade on the basis of the appropriate
Class price. That is when we remt or collect funds from
the blend price pool the Market Adm nistrator determ nes our
paynent, assum ng that we collected the m ninmumcl ass price
on the transaction. |If a sale is nmade for nore than the
m ni mum price the over-class val ue belongs to the seller and
is not netted agai nst the pool paynent; if a ale is under
class value the seller's ability to pay producers is reduced
because the seller is not made whol e by the Order for under
cl ass values. The pool integrity at the class price m ninmm
values is maintained. So the seller either collects at
| east the m ninmum class value fromthe buyer or pools the
mlk and settles with the pool at the m ni num cl ass val ue.

Dealing with tenporary oversupplies of mlKk
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producti on.

In several prior decisions it has been advanced t hat
sonehow the state's responsibility is to provide for prices
that will clear the market and not allow for chronic |evels
of excess mlk supplies. W do not think this is the
responsibility of the state. W don't find that |anguage in
the statute, and perhaps of equal inportance, we don't find
evi dence of action that would cause us to believe the state
is fulfilling that role.

In the California market, only producers bear the
burden of dealing with excess supplies of mlk. They both
capitalize and operate facilities to deal with excess
supplies, pay for the balancing of those supplies or
institute plans to reduce mlk production. There is no
evidence that in the |last period of tenporary oversupply,
roughly January 2008 through June 2008 -- | think that
period was referred in sone information in M. Scheik's
testinmony also -- with estimated m | k producti on exceedi ng
capacity in the nonths of February or May was sol ved by any
action of CDFA. In fact, during that period the change in
whey factor contribution, and that was when the 25 cent cap
program started, resulted in a positive contribution to
producer revenues conpared to the predecessor fornula.

The rapid reduction of m |k supplies was

overwhel mngly the result of the institution of producer
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base plans by the najor cooperative suppliers in the state,
i ncl udi ng DFA.

| mght add at this point that | have been
i nvol ved in nunerous conversations with m |k suppliers and
regul atory groups and trade associations from other parts of
the country asking, how did that happen? D d that base plan
wor k? Because typically in our industry, as was pointed out
yesterday by one or two of the producers, sonetines it's
hard to have base plans because dairy farm nenbers are
pretty independent and deci sions by co-op boards to put in
base plans are pretty difficult. They are not nade easily.

There's | ots of harangui ng and harassnment, occasionally
there is legal action. And so to put themin place is a
pretty major ordeal.

The current 2012 situation has been dealt with by
the restart of cooperative base plans that resulted in mlk
production cutbacks. | forget his |last nanme, the gentl enman
who spoke earlier in the norning who tal ked about getting
two letters. He's in two different co-ops with two
different base plans. He got letters explaining them
happeni ng. Made deci sions and nade responses to those
letters. The DFA restart has served its purpose and the
assessment on over-base production has been elim nated
effective June 1.

Addi tionally, seasonal fluctuations that result in
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short-term over-supplies of mlk are a usual occurrence in
our industry because of the nature of the m |k production
and the seasonality of denmand. W need to recognize that
sonme surplus balancing will always be a part of our industry
and as a result should be recogni zed by CDFA.

Smal | plants and whey processing.

| would |ike to ask a question of those that
requested the hearing workshop for a schedule to be expanded
of plants that process liquid whey. And | have to admt |
didn't go back and | ook at the website but were you able to
generate a table on that? The table that exists was plants
that processed -- and | think that's only dry whey. And
we'd asked if there could be nore detail on plants that
processed |iquid whey?

MR. EASTMAN. | don't renenber that request.

MR, HOLLON: Ckay.

It has been noted that smaller plants are not able
to recover the costs or generate revenue or profit streans
frommarketing whey. This is inply not true in our
situation. The DFA Turlock, California cheese plants falls
into the G oup 7 category, two |evels below the | arge plant
category of the table. The Pounds of MIk Processed into
Cheese published for the hearing workshop. W nmanufacture
Italian variety cheeses. W further process the |iquid whey

via a fines saver process, a separator process, a filtration
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system process and produce a pasteurized product for sale in
condensed liquid form W sell this product in several
mar ket s as food grade whey and the byproduct as ani nal feed.
At this time we do not manufacture any dry whey products.
In 2011 our plant was profitable and the whey operations
contributed 17.5 percent of the plant's gross margin.

|"mgoing to skip the next paragraph for that too
has been referred to.

In summary, we have shown that Federal Order C ass
1l is the appropriate price for the Secretary to use as a
benchmark for the Class 4b price in neeting the standard of
a price that bears a "reasonabl e and sound economic
relationship with the national value of manufactured m |k
products.”™ The Class Ill price is the mnimmprice
standard for approximately 75 percent of the nation's milk
supply. As such the CDFA 4b price should value whey inits
formula in a manner simlar to that of the Class Ill. W
have denonstrated that the prospect of depooling mlk in
Federal Order manufacturing plants does not does not yield a
conpetitive advantage to those plants. And in the |argest
conpetitive sphere, Federal Order 30 plants consistently pay
above the Cass Ill price, even after adjusting the price to
standard conponents and the producer price differenti al
val ues. There was no discernible pattern of advantage or

di sadvant age from depool i ng when exam ni ng mai |l box pri ces.
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We note that concerns over excess surplus volunes shoul d not
be an issue for this proceeding as only producers absorb the
cost of dealing with that issue. There is no evidence that
any action of the state has caused any corrective behavi or
int his regard. W have al so noted our own cheese plant,
not anong the largest plants in terns of capacity, is able
to have a profitable whey marketing business. And we raise
t he question of how can the state perpetually justify the
position that all dairy farnmers should willingly subsidize
smal | manufacturing plants forever.

Finally, we want to call your attention to an
active and ongoi ng canpaign to specifically recruit
California dairy farmfamlies to invest or even nove their
farms to the 1-29 corridor in South Dakota. Menbers of what
is termed the "1-29 teamt are running billboards in
California, placing ads in the dairy press, visiting farns
and hosting farmers. Wiile the tag line "No Base, No Quot a,
M| k Your Cows in South Dakota" grabs your attention, it
will certainly cause California farners to consider the
alternatives

The m | k processing and procurenent and feed
conpani es involved in the recruitnment anong others --

i ncl ude anong ot hers, Agropur, Bel Brands, Davisco Foods and
Val l ey Queen. | would nmake a comment, we do business in

some formwith all of those conpanies and they are al
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si zabl e cheese manufacturers, credible businesses. You
know, solid conpetitors and custoners. Qher partners
include the state of South Dakota and the lending firm Bank
of the West and Farm Credit Services of Anerica.

In a recent Cheese Reporter story Jon Davis of
Davi sco Foods was quoted as "W're collectively trying to
organi ze a novenent to recruit any dairy farmers who
currently don't mlk cows here."

Ti m Cznowski of Agropur's Hull, lowa facility
specifically credited the state of South Dakota for a strong
effort and desire to grow dairy. He went even further in
not hi ng, "The Governor and his team have decl ared and
identified the growh of dairy as the nunber one econom c

devel opnent opportunity.” he said. "The governor and
Secretary Bones wanted those 10 to 12 dairynen in Tulare to
know the state of south Dakota is open for business. They
wanted themto know South Dakota was ready to work with them
inregard to permtting. There is anple feed, anple water
and anple space to grow. The reaction | saw was really
positive. They're pretty pro-business in South Dakota. And
he, the governor, was stressing to those farners that we
want themto grow with us."

| would add that we are fam liar with other

simlar efforts led by Secretaries of Agriculture in other

states, none quite as active as this one. W have been
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approached by at |east one Secretary of Agriculture to say,
we'd like to understand better how the California dairy
nodel works, could you set up a tour for us to go out to
California and visit some dairies.

These South Dakota plants are | ocated Federal
Order markets, paying premiuns for mlk above the Cass I
price and payi ng values for whey that reflect what we are
proposi ng rather than the current price.

We hope both the Secretary and the Governor will
see the inportance of keeping dairy nunber one in
Cal i fornia.

Again | want to thank you for the opportunity to
testify. And | do request the opportunity to submt a post-
hearing brief and we'll be happy to answer any questions the
panel may have. And | would |i ke to address a handful of
guestions that have been asked of sone of the other
Wi tnesses earlier in the proceeding.

HEARI NG OFFI CER RONDEN. First of all your request
for a brief is granted.

MR HOLLON:

HEARI NG OFFI CER RONDEN: Questions fromthe Panel ?

MR. EASTMAN.  All right, I was just going to go
t hrough sone of the attachnents.

MR HOLLON:  Yes.

MR. EASTMAN.  Cbvi ously you brought a nunber of
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things. You have to bear with nme here a second. | think
for the nost part a lot of these are pretty straightforward
in ternms of what they show and where the data came from

MR HOLLON:  Yes.

MR. EASTMAN. The first question cones from Tabl e

4.

MR HOLLON:  Yes.

MR. EASTMAN. And so | wanted to ask you, was this
data, is it publicly -- is it on a website, did you ask for
it specifically and receive it from USDA or where -- what

was the source, so to speak?

MR. HOLLON: The source is AMS;, it is not publicly
avai l able. The 2011 nunber is publicly available and it was
published in Dairy Market News, of which date | don't have
but 1'Il be glad to give you ny copy. But it was -- the
2011 nunber was. The 2000 to 2010 nunbers | requested ANMS
to produce those for ne and Joe Gaynor, who is the Branch
Chief, did so. And of course they indicate depooling
vol unes by Orders for all collectively. And you know what,
the trend has been to a great reduction.

MR. EASTMAN. When it cane to -- |'massum ng that
when you requested the data did they provide details about
what woul d be included or not included in the data set?
Whether this is just mlk that's pooled just for -- | mean

depool ed just for price considerations or --
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HOLLON: That is correct.
EASTMAN: Is it just for that?

2 3 3

HOLLON: It is just --

MR. EASTMAN. Because | know in your testinony you
did give a nunber of different --

MR HOLLON: Only Item4 in ny testinony is
included. And | inquired about that to nake sure that |
woul d know what the tabl e represented.

MR. EASTMAN. Do you know whet her or not under the
ot her options besides this one item nunber 4, did they have
data regardi ng the other circunstances?

MR. HOLLON: They did not.

MR. EASTMAN. It's not collected or they weren't
able to --

MR HOLLON: It's not collected that |'mare of.
Part of their audit process, they would check and see if a
producer touched base or not. Typically we find that out,
to our dismay, after the fact when the mlk is then depool ed
if the producer didn't neet that requirenent.

On a nonth-to-nonth basis your handl er diversion
limts, those are calculated at pool tinme. |If for sone
reason you were not able to pool all your m |k you generally
know t hat but they don't keep any tables on that. | asked,
| asked that question.

MR. EASTMAN. | inmagi ne you woul d have, that would
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be a smart question to ask.

When it comes to -- we heard a couple of different
categories of mlk, you have non-pool ed or depooled mlk and
t hen you have di scounted or distressed mlk. Do you have
any sense of whether any distressed m |k data woul d have
made it into this or was this strictly just depool ed for
pricing reasons?

MR. HOLLON: This is strictly depooled for pricing

reasons. And again | would say, I amnot aware of any mlKk
t hat was depool ed for distress purposes. In fact, it would
-- you depool for economic -- we'll go to the next table for
a m nute.

MR. EASTMAN.  Ckay.

MR HOLLON: This is 2011. Took the O ass |
price, the Class IIl price, the Class IV price, the Blend at
t he base zone in Order 30 and just sinply subtracted them
And so in January if you were in charge of pooling mlk for
DFA on Order 30 and you had sales to a Class Il stand-al one
ice creamplant, it's pretty difficult to do if it's an
integrated plant. But you have a stand-al one ice cream
pl ant, stand-al one yogurt plant, stand-al one cottage cheese
plant. You would do your estimates and you woul d say, |
know the Class Il price is 16.79, the best guess the Bl end
is going to be 14.12, |1 think I'lIl not pool that and keep
that $2.67 in ny pocket. And you may do that and you | ook
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at Cass Ill and say, no, there |I've gained 64 cents.

So if you were in a distressed mlk in January,
you would say, well gee, 1'd like to get the 64 cents
because distressed is not, is not returning nme very nuch.

So you probably woul d make that deci sion.

And as you | ook down this table, you | ook down for
the course of the year and you count the Class Ils, there's
one-two-three-four-five-six-seven-eight-nine tines -- eight
times that would be an economi cally positive decision if you
could estimate it correctly in advance.

Class Ill it was only one tinme. Again at the base
zone.

In Cass |V, one-two-three-four-five, five tines.

So in the table that's published in the hearing
record or in the workshop notice that outlines those
categories, really it looks like nost of the tine in 2011 it
was Class Il and Class IV mlk. so even a smaller --

MR. EASTMAN. | assune the red map, that's just
t he boundari es of Federal Order 30, correct?

MR. HOLLON: That is correct. In terns of some of
the analyses that | did. And | nade a point of saying, the
mai | box mlk price | chose was Wsconsin. | wanted to point
out it was alnost all in the marketing area. The bi ggest
pi ece of the marketing area.

MR. EASTMAN. Now if | remenber correctly Table 6,
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which is the grand-daddy of all the tables.

MR HOLLON: How about that

MR. EASTMAN. | guess it's the Rose Bow .
(Laughter.)

M5. GATES: It's so he could read it and see it.

MR. EASTMAN. Yeah, | appreciate that. Sone of us
don't have young eyes.

MR. HOLLON: | was thinking of M. Dryer's comment
about 60. It didn't sound too bad to ne. (Laughter.)

MR. EASTMAN.  All right. So with this it |ooks
like this data just comes from probably the Market
Adm ni strator O fice, Federal Order 30.

MR HOLLON: It all cones fromthe Market
Adm nistrator office but it is not all easy to obtain in one
fell swoop.

MR. EASTMAN. Ckay. So they may have had to --

MR. HOLLON: Not they.

MR. EASTMAN. Ch, you did, okay. So they pointed

you in sonme directions and you had to do all the hard worKk.

MR HOLLON: Well, | knew where the directions
were but it still had to be done that way. Have years, how
many pounds were in the pool, what was Class I1l, what was
the blend, the Cass Ill price.

And in order to get an apples and appl es

conparison -- | nean, the mail box price has val ues of
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conponents over standard. So you say, gee, that's going to
be higher but it's got extra conponent value init. |It's

al so got the value enbedded in it that the regulation brings
us, the PPD. So if | wanted to make a conparison | ought to
try to take those things out to have an apples and appl es
conparison the best | coul d nmake.

MR. EASTMAN. And that one was columm -- once you
have corrected for the standard conponents, et cetera,
that's 24?

MR, HOLLON: Twenty-five. That's right. [It's 24
after it's been corrected and 25 is the difference.

MR EASTMAN:. Perfect.

MR, HOLLON: So if you were to take the results of
the tape, of the chart -- I"'msorry, the results of the
| ar ge spreadsheet and | ook at Chart 1, you can take -- you
can | ook and see that there was only one nonth out of a
bunch of nonths that there was a paynent below Class I11.
Lots of nmonths there were paynents well above Class II1.

The red bars are the nonths when m |k was depool ed. And so
it was pretty hard for ne to conclude from you know, this
information that there was a financial advantage to the
peopl e who depool ed m | k.

And | would point out one other thing, at the risk
of Federal Order mnutiae, you would go back to the |ast map

that's green, the Cass | Price Surface. Unlike California,
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everyone gets the same blend price in California. And the
transportation, what accommodati ons are made for
transportation in California is done outside the pool
structure. GCenerally inside the Order systemand in al
Orders there is sone special accommopdations in sone Orders
that's done inside, if you will, of the Blend price
structure. So the Blend is announced at the primary
consunption point, which would be Chicago in this Order.
And then the price is scaled back to the m Ik supply.

So when | conpared the PPD, when | took that val ue
out, | was taking out the PPD at the base zone in Chicago,
where there's not many farns in Chicago. There's no cheese
plants left in Chicago. And they're all further out. So
actually the scenario if | had perhaps said, well okay, how
about if | use the $1.70 because that has nost all the
cheese plants in it. | would have gotten -- all of the blue
bars and Chart 1 woul d have been even bigger. But sonetines
that is a hard thing to explain so | used the base zone for
the basis of nmy conparison. And again, blue bars and even
the red bars are above the |ine.

And our proposal is not saying, you ve got to pay
exactly Cass Ill to be parity. And besides, these guys are
payi ng even nore so you have to do what they do. But, you
know, we're looking at a mninum And not even -- | think

M. -- the Western United proposal had some data that said
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the proposal would result in sonmething | ess than the C ass
Il price.

So I want to hopefully put sonme, you know, data to
go along with the comments of our point that | think that
t he depooling issue is a Trojan Horse. And so | hope the
deci sion doesn't ride on it.

| would Iike to make a comment about
M. Gallagher's addition.

MR. EASTMAN. So you're going to nake a comment
about this appendix, this exhibit?

MR. HOLLON: Yes, there's three points | want to
make. In fact, one of themwas nmade pretty el oquently by
M . Fernandes just now. M. Gallagher is a DFA co-worker
He has been involved in dairy risk nmanagenment for over 15
years. |If you wish you can read his speeches and
presentations but he would be considered an expert in the
field if there was such a thing.

At the bottom of the paragraph, the very bottom
par agraph. He has discussed dairy risk nmanagenent with
t housands of dairy farmers. Qur own DFA hedgi ng program we
have four people who are out in the country, nmuch of the
time explaining the program how it works. W do sem nars,
we explain, we set up. And there's a real person you can
call that you don't have to punch three nunbers to get to

the person to do it.
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The second paragraph on the next page. | want to
read that paragraph because | think it hones in on the
point. And this was the point that M. Fernandes made.
"From 2005 to 2010, the Class Ill basis generally was in a
range of +$1 to -$1.50 --". And if you renenber he said
that he could generally expect the results of his hedge to
need to be adjusted by about 75 cents. And as |ong as that
was consistent he could work with that. "-- with few
di vergences outside the range.” And there's a chart in the
back that | want to show that shows this.

"Al t hough not exact, California dairy farners

coul d expect that an $18, for exanple, Cass ||
hedge woul d result in a pay price of around $16. 50
or better. Now the basis has becone nore negative
and uncertain with ranges between -$1 and -$2. 50.

Combi ned with hi gher production costs and with
feed being contributing factor, the change in
Class Il basis is an econom ¢ shock to the system
and negatively inpacting California nenbers’
ability -- California dairy farmers' ability to
hedge. "

And again as M. Fernandes said, the second to the
| ast paragraph tal ks about the confidence in using the tool.

It begins to erode. That's graphically -- ook at Exhibit,
the G aph G3 where you see that trend. It goes from
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January of 2000 up to about 2009 or '10. Here are sone

spi kes, you know, up and down. But if you were to eyebal

an average of about 75 cents you could see that. You get up
to 2010 and the line falls off pretty dramatically. and so
that says, if you want to use this tool, now how much you
estimate your estimates are going to be off has grown by a
bundle. And we would say that our proposal would have an
effect on that.

There was a comment made, it was a question asked
of one of the earlier w tnesses about shouldn't the solution
-- I"'mgoing to paraphrase. But shouldn't a solution be al
California stuff? And | just want to point out that in the
Federal Order make all owances there is California data
included in the nonfat dry m |k make al | owance, the whey
al | omance and the butter nake all owance.

And if you go back to those records of those prior
price formula decisions you woul d see that CDFA data and
part of Mark Stevenson's data where he actually came out to
California and took his nodel and worked through with M.
Reed to see how it conpared with what you were doing here,
and sonme of that information was used in those make
allowances. So | think it's fairly safe to say that if that
is acriteria there is sone weighting of that.

Amber asked several persons sone questions about

cows are up, mlk production is up and farns are out and
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dowmn. On the surface that doesn't conpute. | want to point
out a couple of things that just in the first half of this
year | went back and had soneone pull out for ne tenperature
and rainfall data.

We picked Visalia because it's in the heart of the
bi g production area. And January tenperature was higher
t han average and hi gher than any other year by a snal
anount except for 2010. February was the sanme, tenperature
was hi gher than average and hi gher than any ot her year
except 2010. So tenperature-wi se we were able to get a junp
on the flush. And if you go to the remai ning March, Apri
and May, we noved back around to about the norm but warmer.

Look at precipitation |evels, same thing.

Rai nfall was .42 average for 2012. For those four nonths an
average is 1.24 inches, so like way less than half. Only
one time in 2007 was there less rain. So we had a great --
war mer tenperatures, drier condition. That sane thing
happened in February so we got a big junp to the flush. So
one of the non-issues was just sinply cow confort.

There have been two or three w tnesses, one in
particul ar, who tal ked about sort of the standard hol di ng
pens, 90 animals. And you can kind of bounce up but you
suffer alittle bit in cow confort, which then you suffer in
m | k production per cow. The cows are pretty happy. The

tenperature was pretty good, it didn't rain very much. So
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that's a non-issue. A non, | guess if you will, price
i ssue.

Anot her question about cow nunbers is beef cattle
prices have been at all time highs. The agricultural prices
was rel eased yesterday. The beef cattle price was |ike
$121. Average the last five years, $96. |If you |look at the
five months of this year it's been averaging in the $120
range so it's tine to cull. If I want to cull ny herd |
could get a great price for it so I'mgoing to take sone
out .

But there's lots of replacenents that are
avai l able. The USDA's January cattle report indicates we
are still at all time highs. M. Gailey tal ked about how
because of sex senen and the availability of heifers there
is an anple supply. So | can sell nmy lower end at a really
good price and | can buy a replacenent heifer at a | ower
price. So several of those things have just conbined,
think, to inpact sone of that first quarter of this year,
first four or five nonths of this year m |k production.

Lastly, quite a few questions about distressed
mlk and so | wanted to, you know, to throw out -- the data
on that is going to be pretty -- it's not going to be in the
public realm in the main. There is Dairy Market News
information as has been di scussed. That tends to hit the

headline side of it. And | would say if you're going to
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give weight to that then you need to go and look in the file
and |l ook for their report, the loads of mlk that went out
of the Upper Mdwest into the Southeast. And bear in mnd
that's going to carry sone extrene prem um val ues and there
may be sone offsets there. And actually, actually that
nunber is pretty hard. They do publish that on a weekly
basi s and on a seasonal basis.

And there have been -- M. Ahlem in the record,
he was asked that question. He started out his testinony by
saying his plant was approxi mtely 200 | oads of mlk a day,
6,200 in a nonth. And when the question about distress
| oads, his answer was "dozens." So | don't know all the
particulars with that but dozens agai nst 6200 doesn't -- you
know, in whatever forum doesn't cone out to a trenendous
anount .

| | ooked in our own records for two |ocations,
first here in California. W have not noved, to ny
knowl edge and | could find out, any loads of mlk directly
out of state but we have noved condensed m |k out of state.
And we nove about 16,000 |oads of mlk a nmonth and | ess than
one percent of those noved out of the area. And quite a few
of those nmoved to our own plant so | guess you could argue,
where does that go? | would say inside of DFA we have
different profit centers so there's sonetinmes conpetition

for that. But nonetheless it's all, you know, end to end.
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And | also |looked in the Central Area, which would
be an overlap with the Central Corridor, mlk into
M nnesota, mlk into Wsconsin. | asked themsonme simlar
guestions for a crude nonthly conparison. And there we nove
about 12,240 loads of mlk in a nonth. And during March
just under two percent of those would have fallen in the
di stressed m | k category.

And many, many tines in that part of our operation
we have year-round negotiations with buyers so that we may
prearrange. You know, we'll agree to sell you mlk in the
fall at this premumand retain the right to have access to
your plant in flush tines at a different premum And
during the sanme tinme period when sonething under two percent
was going in a distress node the other 98 percent was noving
at negoti ated val ues.

So again | would -- you know, | guess the coment
for the record is to the extent this is going to carry
wei ght, 98 and 2 needs to carry sone of that weight. or 99
and 1. And these are one or two nonths out of the year
because it doesn't -- it's not a 12 nonth arrangenent. So
that further bleeds down. Because | think you will agree we
are not trying to set, we are not trying to set the price
based on a one nonth experience. [It's part of your
responsibility to | ook at a broad basis.

And | think that is the end of ny questions I
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wanted you to ask me so | could answer them (Laughter.)

M5. RANKIN: | have one question that you have not
asked yourself yet. (Laughter.)

MR, HOLLON: Ckay.

M5. RANKIN: One page four of your testinony you
talked a little bit about -- at the bottomyou tal ked about
| daho and Ut ah pl ants.

MR HOLLON:  Yes.

M5. RANKIN:  And how they use their own private
end product pricing fornul as.

MR HOLLON:  Yes.

M5. RANKIN: Does that nmean maybe using their own
manuf acturing cost data within their own plant?

MR HOLLON:  Yes.

M5. RANKIN: Ckay. And then you just nentioned
that they are |l eaning towards Class Il now.

MR. HOLLON: Not I eani ng.

M5. RANKIN:. O they're going --

MR. HOLLON: One of the plants changed their whole

-- they went out to the nenbers and said, if you'll do this
we'll pay you Class IIl plus this. |If you |lose Cass II
plus that -- if you want to do that, we'll pay you C ass II

m nus that. The other plant put out a proprietary fornmula.
Because we sell to them we have sone access to that fornul a

and that's the basis of the 90-95 percent correlation with
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Class Ill. Trying to figure out what it would be as we
negoti at e.

MS. RANKIN:  Thanks.

HEARI NG OFFI CER ROWDEN: All right, thank you

MR HOLLON: You're wel cone.

HEARI NG OFFI CER RONDEN: Patricia Van Dam  For
the record, your full nane, spell your |ast nane and |l et us
know who you're affiliated wth.

M5. VAN DAM M nanme is Patricia Van Dam V-A-N,
DDA-M and I'mthe owner with nmy husband and son of Two B
Dairy in San Bernardino County. And ny --

HEARI NG OFFI CER RONDEN: Pl ease.

M5. VAN DAM  What? |'msorry, what?

Wher eupon,
PATRI CI A VAN DAM
Was duly sworn.

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

M5. VAN DAM | guess pretty nmuch this is going to
be the enotional part of it. | have never conme to one of
these hearings. But listening to all the manufacturers, you
know, want to deny the price increase. And |I'mthinking,
the dairy industry in California has contributed $8 billion
to the state of California. And over the past four years,
we used to have 800 cows and now we're down to 500 because

of the economics of it. And so when |I hear them quibble
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over that we cannot pass on the increase in production as to
what | conme from but yet | can go to a grocery store and
see $5 cheese in good tines and bad times. And it kind of
makes nme sad that in another four years | probably won't be
i n busi ness just because of the econom cs.

To me this is the enotional part and | hope you
take that into account. Thank you.

HEARI NG OFFI CER ROADEN:. Any questions? Thank you
very nmuch. Ri en Doornenbal. You have been sworn in, sir.

MR. DOORNENBAL: W have all heard testinony the
| ast two days that m |k cow nunbers have gone up in the
state of California from March 2011 to March 2012. The
nunber of cows that have gone up is 23,000 cows.

We have 1625 dairynmen in California. The average
dairyman in California has 1100 cows on each dairy, on their
dairies. |If you divide the 23,000 cows by 1625 dairynen
each dairy is only up on the average 14.15 cows. That's not
a lot of cows for each dairy to be up

We have heard from Tom Barcel | os, Stephen Mancebo
and just a few mnutes ago from M. Elvin Hollon from DFA,
why the average dairy in California of 1100 cows would find
it efficient -- would find it efficient to be mlking what
turns out to be, rounded out, 15 nore cows in March of 2012
than what they mlked in 2011. | don't have to go over

t hose reasons.
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My prior testinmony | told you that | sold a | oad
of cows in March. M sweet spot on ny dairy i s now no
| onger the nunmber of cows that | mlk, it is being right at
nmy base from nmy co-ops.

My second sweet spot on ny dairy, if nmy co-ops are
not penalizing me for any production over ny base, is 1600
cows. A few nore are okay.

Just today in this room M. Francis Pacheco from
DFA rem nded nme that for the nmonth of June there will be no
penal ties for production over ny DFA base. Apparently DFA
has econonmic reasons to |l et any producer that wants to go
over his base.

My other co-op | referred to has not been sending
me any nasty warning letters lately so |I'massumng they're
okay if | go over ny base.

Guess how many cows | have for sale today? None.
Because | am going to produce as nuch mlk as | can and stay
right around nmy sweet spot of 1600 cows on ny dairy because
that is what | have to do if | have any hope of surviving.

| would also like to support M. Hollon's
testinmony that even some processors in unregulated mlk
price areas depend on the federal mlk marketing price to
negotiate a price that they contract with producers. | know
that -- | know for a fact that a lot of mlk in the

unregul ated area of Idaho and Utah is based on the Federal
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Order Class Il price.
For exanple, | amintimately aware, this is not
hearsay, this is -- | amintimtely aware of sone producers

that are contracted with their processor in the |Idaho/ Ut ah

m | k-shed area and they are using the federal m |k marketing
Class IlIl price. And they are essentially being paid the
Class IIl price plus or mnus 25 cents per hundredwei ght
depending on the quality. There is no threat of any kind of
depool i ng because it doesn't apply in an unregul ated area.
That is the contract that these processors and producers
have settl ed on

And | would be willing to give you nore details of
-- | would be willing to give the Panel nore details of
those contracts but the rest of it in this setting would not
be appropriate because nmuch of it is proprietary.

And t hat concl udes ny testinony.

HEARI NG OFFI CER ROADEN. And questions? Thank
you.

MR. EASTMAN. | just have one quick question. So
when you were referring to the cow nunbers it sounds |ike
you were just referring to the -- USDA s nunbers that they
rel ease each nonth with production and cow nunbers when you
were citing the 23,000 additional cows, correct?

MR. DOORNENBAL: Yes, yes. | amnot aware of any

ot her dat a.
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MR. EASTMAN. No, that sounds famliar. Just
clarifying just for the record s sake.

MR. DOORNENBAL:  Ckay.

HEARI NG OFFI CER ROADEN: Next up is the invitation
to the United Dairynen to use up their renmaining 18 m nutes
of presentation.

MR. BARCELLCS: M. Hearing Oficer, Tom
Barcel | os, President of Western United. W yield the
bal ance of our tinme and we'll make any additional comrents
in our post-hearing brief.

HEARI NG OFFI CER ROADEN. Ckay. kay. The
Coalition. You guys will have a total of 39 m nutes.

MS. GATES: No, 21.

HEARI NG OFFI CER ROADEN:  No? He said he'd yield.

Excuse ne.

MR. EASTMAN. No, he's giving up the tinme.

M5. GATES: He's giving up the tine.

HEARI NG OFFI CER RONDEN. He's giving it up, okay,
excuse nme. Al right, you have 21 mnutes. And again, what
we're | ooking for is additional factual information and
m nim ze any argunent/rebuttal

M5S. MELBY: Thank you. | did not intend to use 39
mnutes even if | had it. (Laughter.)

The dairy famlies of California have cone

toget her conpletely unified, in total alignnent in an
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unprecedented way to ask the Departnment to just give thema
fighting chance. This kind of overwhel m ng support w thout
nor e speaks vol unes about the gravity of the fundanental
inequities created by a seriously flawed formul a.

Producer by producer you have heard the facts from
t hose who have firsthand personal know edge of the negative
effects of a pricing systemthat is failing them even as it
unjustly enriches their processor brothers and sisters.

In an effort to preserve a system from which only
t hey can benefit, processors urge business as usual. O
even worse, a rollback to a systemthat clearly was not
working at the tinme, will not work now and which the
California dairy producers strongly oppose.

The testinony that we have heard over the past two
days fromthe processors is notably w thout any
docunentation or data to support it. W waited and waited
for hard docunentary evidence to support their position, we
did not see it.

The testinony appears designed to instill fear
based upon unfounded threats of doom based upon the
specul ation that if the Departnent considers any reasonable
and sound economic relationship with the national val ue of
manufactured mlk, as the law requires it to, then
processors may consider closing their doors. Such crystal

bal | predictions --
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HEARI NG OFFI CER RONDEN:. Excuse nme. |1'mgoing to
interrupt you. | believe the Panel heard the testinony from
all sides and what this kind of sounds like is sort of a
summation. So please, stick to facts and statistics, things
that are not in evidence right now, please.

M5. MELBY: Okay. W thought it would be
appropriate to coment on our observations of the testinony
as it came in. |Is there a rule against doing that? Should
we refrain fromdoing that?

M5. GATES: | think what the Hearing Oficer is
saying is that's com ng back as a debate or rebuttal. And
t he purpose of the hearing is to gather all testinony and
evi dence based on what you -- you know, your tine when you
come up to do that. And that's kind of what this whole
process i s about.

M5. MELBY: Right. WlIl, it's newto us because
we heard it for the first tine and so the purpose of the
presentation was to set forth our observations about the
testinmony. So that's newto us. Anyway, you'll stop ne if
| " ve done sonmething that's not in keeping with the
pr ocedure.

Qur point is that specul ation cannot be the basis
for any decision of the Panel. That the |aw really does
matter. Just as | cited it in our original presentation,

the lawis so inportant. And it does matter and it gives us
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great guidance and tells us what has to be done here. The
pl aying field does not need to be level. The |aw gives us
the way to do that. It guides the Panel.

And the petition sets forth in great detail and
we'd like to refer the panel back to the petition, a
solution that is consistent with the law that is fair, that
is not over-reaching. That the Coalition worked very hard
to put together to nake it as evenhanded as possible, to be
consistent wwth what the lawis and to give thema fighting
chance.

| wal ked down the hall several tines as | was here
over the last two days and | saw that the CDFA has a poster
that's out in the hallway. It says, "Be patient and do the
right thing." The producers have been very patient, at a
cost of $300 million in 2011, which is mounting in 2012 and
soon to be billions of dollars to the producers of
Cal i fornia.

And now it asks the CDFA to please do the right
thing in following the law. Wich is mandatory. And it's
clear and it's a law that respectfully must be foll owed.

The Coalition asks that the proposed amendnent be
adopted and that the | aw be given full force and full
effect. Because it's fair, because it's detailed, because
it has the full support of all of the producers in

California. Because it's not over-reaching. Because this
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i s not business as usual.

This hearing is not business as usual. It cane at
a short interval after the last hearing and a | ot of coment
has been nade, negatively | mght add, about the fact that
there is sonmething bad about that. W viewit to the
contrary.

The systemis working the way the system shoul d
work. There is a problem it needs to be addressed. And if
the solution to the problemis inplenmented consistent with
the law, and if that turns out not to be sonething that
works well but we think that it will be, but if it doesn't
then there is a procedure for redress. And that procedure
is set forth under the law and it will be dealt with

So we ask the Panel to | ook at the docunentation
and to data that has been submtted by M. Hollon and by
others. To consider what is at stake here, which really is
the viability of the dairy producing industry in California,
and to level the playing field because that is what the
statute requires. Thank you.

HEARI NG OFFI CER ROADEN: Questi ons?

MS. MELBY: Thank you.

HEARI NG OFFI CER RONDEN. (Ckay, the representative
from Far ndal e.

MR. HOFFERBER: W have nothing that we coul dn't

offer in a post-hearing brief, we'll handle it that way.
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HEARI NG OFFI CER ROWDEN:. Al'l right, thank you.
Any ot her wi tnesses back there?

kay. M. Francesconi.

MR. FRANCESCONI: Yes, M. Hearing Oficer. The
Department has received a letter and | would just like to
introduce it. And this letter was received fromLos Altos
Foods Products, Inc. on June 1st, 2012. And it was signed
by Raul Andrade. |'mnot sure what nunber you're on but if
you can give ne that nunber then | can mark it.

HEARI NG OFFI CER ROADEN: That's Exhi bit 66.

(Exhi bit 66 was received into evidence.)

MR. FRANCESCONI: Ckay. And that's all | have to
include at this tine.

HEARI NG OFFI CER RONDEN:. Ckay, that will concl ude
the hearing. | would like to rem nd everyone that post-
hearing briefs will be due by 4:00 p.m Friday, June 8th.

Again, is there anybody el se that wi shes to
provi de any nore testinony?

Al right, thank you very nuch for your
cooperation. W' re adjourned.

(Ther eupon, the public hearing adjourned at

1:31 p.m)
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