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PROCEEDI NGS

8:03 a. m

HEARI NG OFFI CER SUTHER: All right, good norning,
everybody. My | have your attention?

Before we start the hearing this norning 1'd like
to go over a fewthings that will help ensure that this
hearing will be as productive as possible.

Pl ease turn off your cell phones so they don't
di srupt the hearing.

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

Third, each person has one opportunity to cone

forward to provide testinony for up to 20 mnutes. |If you
do not use up all of your allotted tinme you will not be
all owed to conme back up again. Wtnesses will be called in

the order that they sign up in. The tine clock to ny right
has been established to assist you when testifying.
Renenber that the testinony you provide for the Hearing
Oficer and the Panel is entered into the record in its
entirety so you nay want to speak to the highlights of your
testinmony if you think you will run out of tinme. You wll
be testifying fromthat chair with the m crophone on the
left side.

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

Renenber, the purpose of this hearing is to take
testinmony and to gather evidence. It is not to nake
findings or to render a decision. Therefore, be courteous
and respect the hearing process, those testifying and those
heari ng the testinony.

Anot her point of order. The restroons are outside
of this room Mke a left and then they will be on your
right.

W will probably break for lunch around 12: 00
o' cl ock dependi ng upon the flow of the testinony and we w ||
probably take a break somewhere around 10: 00 o' cl ock.

This hearing will now cone to order. The
California Departnent of Food and Agriculture has called
this public hearing at the Departnment's Auditorium 1220 N
Street, Sacranmento, California, on this day, Wdnesday, June
3, 2015, beginning at 8:00 a.m

My nanme is John Suther. | ama Branch Chief for
the Departnent. | have been designated as the Hearing
O ficer for today's proceedings. | have no personal
interest in the outconme of this hearing and I will not be
personal ly involved in any decision that may result from
this hearing.

On May 1, 2015, the Departnent called a public

hearing on its own notion to consider proposed amendnents to
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10

the Stabilization and Marketing Plans for Market M1k for
the Northern and Southern California Marketing Areas for the
Class 4b pricing fornmula with a sunset cl ause having an
expiration date not to exceed 24 nonths.

This hearing will also consider the factual basis,
evi dence and the |l egal authority upon which to nake any
and/or all of the proposed anmendnents to the Pl an.

Al ternative Proposals were submtted by the
California Dairy Canpaign/ M|k Producers Council/Wstern
United Dairynmen, a joint proposal, and the Dairy Institute
of California. They will each have 30 m nutes to submt
their testinony and relative material to support their
proposal, which will be followed by questions fromthe
Panel .

Anyone who has signed in on the Hearing Wtness
Roster located in the back of the roomw || be allowed 20
mnutes to give testinony and evidence. Please note that
only those individuals who have testified under oath during
the hearing nmay request a post-hearing brief period to
anplify, explain or wwthdraw their testinmony. Only those
i ndi vi dual s who have requested a post-hearing brief may file
a post-hearing brief with the Departnent. Any information
submtted after the close of the hearing will not be
included in the record for consideration by the Hearing

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

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

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

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

The hearing panel has been sel ected by the
Departnment to hear testinony, receive evidence, question
Wi t nesses and nmake recommendations to the Secretary. The
panel is conposed of nmenbers of the Departnent's Division of
Mar keti ng Services and Dairy Marketing Branch and i ncl udes
John Lee, Branch Chief, Hyrum Eastnan, Dairy Econom c
Advi sor, and Don Shi ppel houte, Branch Chief. Again, | am
not a menber of the panel and will not be taking part in any
di scussions relative to the hearing.

The hearing is being recorded by the firm of
Accel erat ed Busi ness Group |ocated in Sacranmento. A

transcript of today's hearing will be available for review
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at the Marketing Branch Headquarters |ocated in Sacranmento
at 2800 Gateway Qaks Drive and on the Departnment's website
foll owi ng the hearing decision announcenent.

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

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

MR. FRANCESCONI: Yes, M. Hearing Oficer. M
name is M ke Francesconi and it is spelled FRA-NGCE-S-C
O N1I.

Wher eupon,
M KE FRANCESCONI
Was duly sworn.

HEARI NG OFFI CER SUTHER: You may proceed.

MR. FRANCESCONI: Ckay. M. Hearing Oficer, ny
name is M ke Francesconi; | ama supervising auditor with
the Dairy Marketing Branch of the California Departnent of
Food and Agriculture. M purpose here this norning is to
i ntroduce the Departnent's Conposite Hearing Exhibits
nunbered 1 through 35. Relative to these exhibits, previous

Exhibits 7 through 35 are al so hereby entered by reference.
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The exhibits entered here today have been
avai lable for review at the offices of the Dairy Marketing
Branch since the close of business on May 27, 2015.

An abridged copy of this exhibit is available for
i nspection at the back of the roomat the sign-in desk back
there. At this time | amgoing to ask that these conposite
exhi bits be received.

But before I walk these up there to you I have two
other items | would like to submt and then I will bring al
three up there at that tinmne.

Additionally | amentering a data request posted
to the Departnment website on June 1st, 2015 show ng pounds
of mlk shipped to out-of-state plants from California
ranches and plants. This will be entered into the record as
Exhibit 36. A copy of this exhibit is available for
i nspection at the back of the room

| would also like to enter the foll ow ng
correspondence. This first is a letter from Tony P.
Cardoza, Inc. dated June 1st, 2015 and signed by Tony P.
Cardoza. And | would like to enter this as Exhibit 37

So if you want |I'Il bring these over to you at
this tine.

HEARI NG OFFI CER SUTHER: Yes, pl ease bring those
exhi bits.

Exhibits 1 through 35 and 36 and 37 are now
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entered into the record.

(Exhibits 1 through 37 were

entered into the record.)

HEARI NG OFFI CER SUTHER:  Thank you,

M. Francesconi .

Are there any questions for the Departnent's
Wi tness regarding the Departnment’'s exhibits?

Seei ng none, we wll continue.

MR. FRANCESCONI: Ckay. Before you cl ose,

M. Hearing Oficer, | just also want to request the
opportunity to provide a post-hearing brief, if needed.

HEARI NG OFFI CER SUTHER: So enter ed.

MR. FRANCESCONI : Thank you.

HEARI NG OFFI CER SUTHER:  Your request for the
post-hearing brief is granted. Thank you very much for your
testi nony.

MR. FRANCESCONI : Thank you.

HEARI NG OFFI CER SUTHER: | will now call a
representative testifying on behalf of the alternative
proposal submtted by California Dairy Canpaign, MIKk
Producers Council and Western United Dairynen. You w ||
have a total of 30 mnutes to submt your testinony. Please
notice the time clock on ny right. And | believe that is
Anni e AcMoody.

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

M5. AcMOODY: M nane is Annie AcMbody; the | ast
name is spelled ACMOODY and | amw th Wstern United
Dai rymen

M5. MBRIDE: M name is Lynne MBride, MC,
capital B-R-I-D-E, and | amwith the California Dairy
Canpai gn.

MR VANDENHEUVEL: Rob Vandenheuvel, V-A-N-D-E-N-
HEUV-E-L, with MIk Producers Counci |

HEARI NG OFFI CER SUTHER:  Thank you.

Wher eupon,
ANNI E Ac MOODY
LYNNE McBRI DE
ROB VANDENHEUVEL
Were duly sworn.

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

M5. AcMOODY: Just what you have with you.

HEARI NG OFFI CER SUTHER: Okay. So these will be
entered in as Exhibit nunber 38.

(Exhibit 38 was entered into the record.)

HEARI NG OFFI CER SUTHER: Are you testifying on

behal f of an organi zation?
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M5. AcMOODY: Yes, Western United Dairynen.

HEARI NG OFFI CER SUTHER: Thank you. You nmay
pr oceed.

M5. AcMOODY: Thank you. So as | said, ny nane is
Annie. | amthe Director of Econom c Analysis for Wstern
United Dairynmen. W are an association of dairy farmers,
representing the state's dairy famlies. And el ected board
of directors governs our policy and the board of directors
approved the position | will present here today at our | ast
board neeting on May 15, 2015.

Joining ne today, as we nentioned, are Rob
Vandenheuvel of M1k Producers Council and Lynne MBride of
California Dairy Canpaign. Wile they plan on presenting
additional testinony at a later tine, | wanted to point out
their presence, not just because they woul d make good
bodyguards, but mainly because it represents strong unity in
t he producers' conmunity. The proposal we are presenting
here today was subnmitted as a joint effort between the three
producers trade association. |In addition, it has the ful
support of the three main co-ops in the state - CDI, DFA and
Land O Lakes. The clear unity you see today is testinony to
t he undeni abl e di sruption caused to California dairy
famlies and their enployees by the inequity in 4b pricing
conpared to the price discovery nechanismin states

operating under the federal system
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W would like to thank Secretary Ross for the cal
of this hearing on her own notion. W would also like to
t hank Governor Brown for his oft expressed support and
recognition of California's agriculture and dairy in
particular. The issue at hand for this hearing, the whey
portion of the Class 4b fornula, is not a new source of
concerns for the producer comrunity and we are thrilled that
the Secretary recognizes it needs to be addressed.

Wth the fixed whey factor inplenmented on Decenber
1, 2007, it was only a matter of tinme before prices would
fall significantly out of alignment with federal order
pricing. The issue becanme particularly apparent in 2011 as
the value of dry whey started to rise. The producer
comunity, concerned with the inequality, overwhel m ngly
supported sone changes. Land O Lakes submtted a petition
in 2011. And agreeing the issue should be revisited, the
Departnment called a hearing in June 2011. Support from
dai ry producer organi zations and cooperatives was
unparal l eled - all sought changes that would bring the
California 4b price in closer alignment with federal order
prices. As a result of the hearing, the Departnent decided
to i npl enent changes, elimnating the fixed whey factor and
replacing it with a sliding scale.

The changes resulting fromthat hearing were an

i mprovenent for producers but because the whey value is
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allowed to fluctuate. But while we appreciated the
nodi fication, we believed it still fell short of a fair
nmet hod to determ ne the whey value in the 4b formul a.
Hence, we subnitted a petition to the Departnent on Decenber
2011, proposing a whey factor that would closely reflect the
whey val ue generated by the current Class Il forrmula. At
the tine, the difference between California' s whey val ue and
federal orders since the new sliding scale had been put in
pl ace averaged a staggering $1.75 per hundredwei ght.
California dairy famlies clearly needed a better way to
capture the whey value. Unfortunately, at that tinme the
Depart ment decided not to act on the nmatter.

The | ast update to the whey scale occurred in
2012, when the Secretary increased the upper end of the
scale by 10 cents. Followi ng this decision, she created the
Dairy Future Task Force in the hopes of finding comobn
ground between industry participants to inprove the
California pricing system Al nost three years later, no
significant changes occurred and producers are still getting
a Class 4b price that does not recognize whey's market
val ue.

Every producer group in this state has worked
really hard on getting this issue resolved. Wile we very
much appreciate the open dialogue with the Secretary, the

Undersecretary and her staff, the current formula still
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falls short in determ ning the whey val ue.

W will delve into nore details later, but in
short, our proposal adjusts the whey scale to allow the whey
value in the Cass 4b formula to mrror the whey value in
the ass Ill fornmula for a period of two years. More
specifically, as outlined in the Departnent's analysis, if
t he producers' proposal had been in place for the past five
years, the California Cass 4b price would have averaged
$1.46 higher with our proposal. This represents alnost $.70
on the overbase pri ce.

It is no secret that the current producer
di ssatisfaction stenms |largely fromthe grow ng gap that
exi sts between the Cass IlIl price and the Cass 4b price.
The part of the Food and Agricultural Code that states "the
nmet hods or fornulas shall be reasonably calculated to result
in prices that are in a reasonable and sound econom c
relationship with the national value of manufactured m |k
products”, that Section 62062 has been nentioned so many
times in the last few years that nost of us in the room
probably have it nenorized, although I still had to read it
for some reason

According to CDFA analysis, with the current
formula, the Class 4b price would have averaged $1.80 per
hundr edwei ght | ess than the federal order Class IIl for the

period April 2010 to March 2015. The difference is even
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nore striking when |ooking at the |ast twelve nonths of
data, where Federal Cass |IIl was an average $2.57 per

hundr edwei ght hi gher than O ass 4b. |Instead of observing a
shrinking gap between the two price formulas since the |ast
change was nmade, the gap has w dened. Now that's new
information we're considering. This in itself should be
evidence that the current Cass 4b fornmula fails to
determ ne the cheesem | k's val ue appropriately. Cearly,
the current scale violates the mandates outlined in 62062 of
t he Code.

The devi ation between Cass Il and 4b prices was
caused by several factors. But the whey value is what
creates the nost variance between the two class prices and
it seenms the Secretary recogni zed that, calling a hearing
with a scope pertaining only to the whey value of the C ass
4b fornul a.

Wi |l e producers would very nmuch like to see the
Class 4b equal to Class Ill, the scope of this hearing did
not allow for such a proposal. The next best thing was
getting a conparable whey value in Cass 4b to the one
generated by the Cass Ill formula. |If a fornula that
achi eved that had been in place for the past five years, the
difference between C ass 4b and Class IlIl would have been
-$.34, instead of the -$1.80 with the current formula.

California cheesemakers woul d have still gotten to pay a
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cheaper price for cheesem |k than their Federal Order
counterparts.

Therefore, our proposal would achieve a much
closer relationship between Cass 4b and Class Il by
removi ng the potential for unbearabl e discrepancies in the
whey portion of Class 4b that can occur if we do not nore
closely tie our whey value to the end product pricing
formula used in the federal order. As outlined in the
proposal, we propose the foll ow ng scale, and you have t hat
in your testinony here.

And | also include a chart that illustrates the
di screpancy that has occurred in whey values in recent
years. So you can see that on the screen up there. For
those in the audience, the blue Iine on top is the federal
order whey val ue and the double dotted line is the
California whey value. 1In the last five years that gap has
just really grown to unbearable levels. And Figure 2, which
you have here in your testinony is a little bit different
than the one that is going to show up there, but it shows
the proposal, what it would have achieved in terns of
getting those two whey values closer. And on the chart here
you can see a little red like that just popped up on top.
It's what our proposal woul d have achieved. So clearly much
closer to the whey value in federal orders.

One difference between California and federal
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orders that we cannot fail to discuss is the fact that
processors in federal orders have to abide by different
pooling rules. The Departnment seens very concerned with
that situation, being that it specifically included a
statenent in the hearing analysis that says, "plants in
federal orders can avoid the mninmumdass Il price by
depooling; plants in California are always subject to the

m ni mum Cl ass 4b price.” This statenent seens to indicate a
bit of the Departnent's bias on this issue. |In fact, |
would i ke to point out that in California plants are
technically not always subject to the mninmum C ass 4b
price. The option to depool nay not be the same but there
are options for plants to pay |less than the mnimum C ass 4b
price. Wen a producer elects to go Grade B, no m ni num
price applies to that producer. Plants, whether they are
pool ed or not, can agree on whi chever price they want with
the producer. In 2013, G ade B represented approxi mately
1.6 percent of total mlk production in the state. 1In 2010,
t hat percentage was closer to 5.3 percent. The picture in
California is not as different from Federal Orders as sone
processors would like us to believe. Wiile there are sone
di fferences between the two systens, it is recognized that
depool ed volunes in Federal Orders are also mnimal. In
2013 and 2014 only 4.2 percent and 8 percent of the mlk in

federal orders, all classes conbined, was depool ed due to
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pri ce.

So if it hadn't been for the Departnent's
statenent | probably woul d have skipped that information
because really what we want to enphasi ze here is not whether
t hese percentages are accurate or not, it is actually
irrelevant to the current issue of Class 4b (sic) being a
val id benchmark price. It is not because "plants can avoid
the mninumdC ass IIl price by depooling” as CDFA states,
that they necessarily pay |less than the mninmum price when
t hey operate outside the pool. Wether the mlk goes into
the pool so a plant can take a draw out for its producers,
or whether it stays out of the pool, depriving all other
producers in the pool of the withdrawn higher class price is
irrelevant - the plant could have still paid the Cass II
price regardl ess. The depooling decision is separate to the
deci sion of paying Cass Ill prices.

The nost inportant question is: do plants really
base their pricing off of Class I11? Wether that Cass I
price is widely used, even when mlk is not in the pool, is
a point California processors are quick to junp to. Because
when mlk is not in the pool, it is easy to use that as an
excuse because there's not really good nunbers that are
publ i shed for that information. But talking to anybody
outside of California, it is easy to get anecdotal evidence

that the Class IIl price is a conmonly used benchmar k.
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Anecdot al evidence is helpful, but it is also
useful to ook at actual data to corroborate those
statenents. One way to get an idea whether plants pay close
tothe Class IIl price is by looking at a FMMO area where
there is published pricing data. Specifically, it is useful
to ook at an area that has a high Cass Il utilization.
Order 30, the Upper M dwest Order, fits the bill very well.
In 2014, the order's utilization of Cass IIl mlk was 85
percent. Cearly, the price paid for cheesem |k has to
wei gh heavily on the area's price average. The all-mlKk
price, which is defined on CDFA's website as the "wei ghted
average of the prices dairy processors pay for all mlKk,
shoul d give us a good idea. It includes all mlk, whether
in the pool or not. It is inportant to renmenber the issue
we are looking at with the price conparison is not what
producers are actually getting paid once the m |k goes
t hrough the pooling process, but what processors are
actually paying. After all, that is what California
processors are arguing, that other cheese processors don't
have to pay the Cass Ill price, and if they did in
California they couldn't be conpetitive.

Therefore, the all-m |k price should be a good
barometer of what is paid by processors in an area doni nated
by Cass Ill utilization. The table bel ow shows data for

2014 in Wsconsin, which is part of Order 30. For the year
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the all-mlk price averaged $1. 68 hi gher than the Cass ||
price, and that's adjusted to the state's average fat test,
whi ch you al so have on the table. Wile what other plants
are paying for mlk is also included in the all-mlk price,
in an area where cheese plants represent close to 85 percent
of the utilization, it's safe to say that with an all-mlk
price $1.68 over Class Ill, cheese plants certainly could
not have been paying much under Cass |11

Since California processors also nmention that
Order 30 is pretty far from California, which geographically
that's true, another conparison with an area closer to
California is helpful to validate that the Cass Ill price
is used as a benchmark throughout the country. Idaho, an
unregul ated area, is certainly a good place to | ook at.
Since it is unregulated, plants there have the option to pay
what ever they want. Discussion with the Idaho Dairynmen's
Associ ation and  anbia allowed us to find that:

Jerone Cheese pays Class I11+12 cents.

Gossner pays Class I11.

Sorrento pays Class I11-25 cents.

d anbia, the largest player, pays on a formula but
over the last three years averaged 50 cents below Class I11.

And Darigold pays on a percentage of Class Il and
Class IV

Clearly, even when plants are not required to pay

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o B~ w N P

N NN N NN R R R R R R R R R
O N W N B O © 0 N o o0 »h W N R O

26

the Class Ill price, they use it as a benchmark to price
mlk. Cass IlIl is the price benchmark nationally for
cheese mlIk. It's tinme our pricing systemin California

recogni zed it.

G ven the current volatile conditions in the
i ndustry, the years ahead will|l undeni ably be nore
challenging for California dairy famlies. Econom c and
regul atory pressures are escalating in the state. Current
and proposed environnmental regulations have |led and will
continue to | ead to added costs, sonething farnmers in no
ot her states have to deal with. Aside fromthis regulatory
burden, costs of production on the dairy have stabilized in
recent years, but in doing so also seemto have reached a
new hi gher normand the followi ng chart illustrates that
trend. That's the California cost of production as
calculated fromCDFA. And it's hard to see but it goes back
to 2003 on the left part of the chart.

A mninmal softening in feed costs had been a
not abl e nover in the reduction in cost of production
observed fromthe first quarter of 2009 to early 2010.
According to CDFA data, feed costs rose fromjust over 50
percent of the total cost of production in 2003 to 60
percent of total costs by the third quarter of 2008. Since
then, feed prices have skyrocketed and a new hi gher "normal"

seens to have been reached on the feed cost side. You can
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see that on this chart here. Again it goes back to 2003.
In recent years we can see we have reached a new high for
f eed costs.

Nationally feed prices may be | ow, but costs
remain higher in California. As an exanple, according to
USDA data, in 2014 the average hay price was California was
$248 per ton; the average U. S. price was $202 per ton.
Simlarly, the average corn price was $4. 70 per bushel in
California versus $3. 65 per bushel in the U S Wile 2015
cost of production data is not yet available, the
significant declines in overbase prices conbined with fairly
steady feed prices will likely show ever nore deteriorating
margins for California dairy famlies. Wth current feed
prices and an overbase that averaged $13. 91 per
hundr edwei ght for the first four nonths of 2015, the current
financi al snapshot for producers is not great.

Due to al those increased costs, California
dai rynmen have | ost much of their conpetitive position
relative to the rest of the nation. Failure to capture the
val ue of whey, which has turned out to be a very marketabl e
product, is hurting their conpetitiveness further. W
reviewed the cost of production information because the
Department nust take into account -- and | have the quote
here fromthe Food & Ag Code.

Wil e 2014 was no doubt a record year for milk
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prices in California, a conparison of California blend
prices to the average cost of production in California since
2006 reveal s the chall enge faced by producers. And you can
see that on the chart here. Sorry your copy is in black and
whi te but obviously what is under going lower is a negative
and the -- you can see on the chart that there is a |lot nore
red than there is blue in the situation conparing the mlk
price, which is the cost of production.

The | atest cost of production data is not
avai |l abl e for 2015, but based on feed prices that likely did
not nove nuch, conbined with mlk prices $7.73 per
hundr edwei ght | ower than | ast year for the first quarter of
2015, it is not hard to inagine producers' financial
situation has been hit seriously. Moreover, there is no
sign the mlk price will increase nuch above where it is
now. The average overbase price for the second quarter of
2015 will likely be in the |l ow $14 range. And current
mar ket conditions are not pointing to a rapid price recovery
any time soon. To find a clear sign that the financial
situation in California has deteriorated, one needs to | ook
no further than USDA's M|k Production report. |ndeed, so
far in 2015 in the first four nonths, m |k production in
California has averaged 2.8 percent below | ast year. 1In the
U.S., in contrast, mlk production has been up an average

1.7 percent year-over-year. And you can see that chart
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here. The blue line is the U S. mlk production and the
blue line is California. So clearly down drastically
conpared to | ast year.

The reason we are having this hearing does not
pertain to plant capacity. Wth m |k production | ower than
year ago |levels, the previous plant capacity issues that
have been nmentioned in the past should not weigh on the
di scussion today. Still, I would just like to point out,
that keeping the lower mlIk price in our state only
contributes to the financial plight of dairy producers, not
to bring supply nore in line with capacity. Producers are
the ones hearing the cost of a lack of capacity and w |l
respond to it by either building capacity or reducing
production via their plant's supply managenent program The
current whey issue is one of fairness with prices observed
in the rest of the country. It is a well-known fact that
the state is losing dairies. In 2014 there were 1,470
dairies left in the state, down from1, 752 five years ago.
Adding to that, there is evidence that new plant capacity
was built in the state in the past five years.

Two m d-size conpani es have built plant capacity
and there is one underway. Several small farnstead
operation have also started. Looking at the |ist of
handlers in the state, there are nore in operations now than

there were five years ago. That is a stark contrast with
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the nunber of dairies still in operation today.

California dairy farns are the backbone of the
dairy economy. And according to a recent study by UC Davi s,
the inmpact generated is quite inpressive. Indeed, according
to that study, the dairy industry generated $21 billion in
econom c activity for a total of $65 billion of dairy-
rel ated economc activity and it supported 55,000 mlk
production and processing jobs. Kind of a big deal.

In the Secretary's notice to industry detailing
the | ast changes to the whey scale in 2012, she outlined her
concerns about high feed prices, which were "exacerbated by
a drought that is gripping vast parts of this country,
causing crop failures and driving up grain and hay prices."
2012 really was just the tip of the iceberg. According to
California Farm Water Coalition, "last year saw an
unpr ecedented anmount of farmwater cuts - zero water - for
vast parts of the state and 2015 will be worse.” Trying to
speak as fast as Jim Gruebele gets really challenging. In a
study conducted by UC Davis |last year, it was estimted that
429,000 acres had been fallowed statewide - a $2.2 billion
loss to the state's farm ng industry. Wen there is no
surface water available, farners have no choice but to
fallow their fields or turn to underground water. But using
groundwat er cones at a cost, since well drilling is rather

expensive. And to find water, nost have to dig deeper and
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deeper. According to an estimate froman article in
Nat i onal Geographic, there is a quote: "deeper wells don't
cone cheap. Arthur & Orumcharges an initial fee of $5,000
pl us $225 per installed foot. Al in all, once a 1,000 foot
well is installed, tested and fitted with punps, it costs
$300, 000- $500, 000." Again based on the UC Davis study, it
was found the Central Valley was hardest hit, particularly
the Tulare Basin, with projected |losses of $800 million in
crop revenue and $447 mllion in additional well-punping
costs. Another exanple: water board fees alone, sinply for
holding a permt, are up 400 percent since 2007. So the
drought has been certainly a big problem

After the last five years of price ups and downs,
margins at the dairy remain fragile. | think you could have
seen that with the chart earlier that outlined the
di fference between the mlk price and the cost production.
The nmenory of the 2009 dairy crisis is still fresh in
producers' mnds. Volatility has been a buzzword in the
| ast few years for a reason; it is here to stay. As you
know, dairynmen have no way of passing al ong added costs. To
avoid a repeat of that econom c catastrophe, nmany producers
have turned to risk nmanagenent tools to protect their
operations. More specifically, hedging has becone an
i ncreasing part of dairy operation managenent.

Hedgi ng all ows parties to secure prices nonths in
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advance. The effectiveness of hedging really relies on nany
t hings but especially on the relationship between futures
prices and cash prices.

The futures contract nost commonly used by
California dairynen is tied to Class IIl. The difference
bet ween futures and cash prices is called the basis and the
hedge wi Il never be perfect due to that basis. But over

time, with simlar fornulas, dairynen can assess their basis

risk nore effectively. As illustrated earlier, the spread
between Class Il and our mlk price has gotten nmuch | arger
due to higher whey values being reflected in Cass Il but

not inthe California mlk price. Effectively, the issue of
lower mlk prices in California is exacerbated by the fact
that the fixed whey factor in the California fornmula nmakes
Class Il futures contracts a |less effective hedge than it
otherwise would be. As a result, the very insurance that
dairynen attenpt to buy to insure sone operating nargins
does not perform as they intended.

So the unpredictability of the spread, due to the
conpletely different structure of the whey val ue fornmul a,
makes it riskier for dairymen to hedge by preventing them
frombeing able to determne their basis effectively. Just
an exanple, if you look at the nonth of April. Two years
ago the whey value in Federal Orders generated $2. 16 nore

than California. This year it generated $1.09 nore than the
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current sliding scale. So |ooking back at the past is
really no good predictor of the basis.

If the crisis is fresh in dairymen's mnds, it's
not very far fromlenders' mnds either. Lending standards
have tightened and banks |i ke to know where their borrower's
bottomline will be. Adjusting the whey factor to all ow
fluctuation with market prices will better enable California
dairynmen to utilize risk nanagenent tools.

Even the safety net that came out of the |atest
FarmBill is an issue for California producers with the
di screpancy that exists between California prices and the
rest of the country. The correlation between Class IIl and
the all-m |k price, which is the price series used to
determ ne program paynent under the Margin Protection
Program is nmuch stronger than Cass 4b and the all-mlKk
price. The difference between the U.S. all-m Ik price and
the Class IIl averaged $1.64 over the past five years. The
di fference between the U.S. all-mlk price and C ass 4b
averaged $3.50 over the past five years. The |larger gap
with 4b is not too surprising, considering what we al ready
ment i oned above, because O ass 4b has just been
significantly lower than Class Ill. But still, it nakes the
programa |l ot harder to relate to California producers with
California pricing being that nmuch | ower than nati onal

averages. Additionally, it is harder to predict the
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difference between Class 4b and the U S all-mlk than it is
the difference between Class IIl and the U. S all-mlk. The
standard deviation of the difference between U.S. all-mlk
price and Class Il was $. 71, while the deviation of the
difference between U S. all-mlk price and O ass 4b was

$. 96.

Whet her whey has a value or not is not the main
guestion anynore; it is widely recognized that the whey
stream has generated consi derabl e revenues for the cheese
processing industry. Various sources continually point to
t he increasing use of high-value whey products.

A study conducted by the Wsconsi n Wey
Qpportunities Working Group in 2013 points to the grow ng
potential of whey. "On a global |evel, demand for whey-
based protein products remains strong with export growth
averaging 7 percent a year, and prices hovering near a five-
year high level. 1In 2012, while the U S. increased its
share of the world cheese trade, it |ost sone on butterfat
and whey product. And while Wsconsin produces the nost
whey, both California and | daho continue to export nore of
what they do produce. Wth strong export growh potenti al
ahead, this seens to present opportunities for California
whey, not the opposite.

Anerica' s dairy farmers understand the inportance

of devel opi ng hi gher-val ued products and have contributed to
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this process over the years through research at DM. DM is
funded through dairy check-off dollars. W realize a w de
range of whey products are produced fromthe whey stream and
California producers need a fair share of the basic raw
commodity. Producers and processors should both be able to
benefit from higher prices in the whey product markets. The
argunment often repeated by California cheesemakers that
pl ants outside of California pay |ess for cheesem |k, as
ment i oned above, does not hold. The Wsconsin Wey Wrking
Group actually added a statenent to that effect inits
study. Quote: "It should be noted that due to Wsconsin's
practice of paying dairy farmers prem uns above m ni mum
Class Il mlk prices, actual paynent prices were much
hi gher than the Federal Order cal culated mninmmprices."
Producers in federal orders will benefit from
hi gher whey value with the current Class IIl formula - it is
only fair that producers in California also get a share of
this grow ng market.
In the 2011 Panel Report when the scale was first
i npl enent ed, CDFA stated: "such a sliding scale could be
devi sed and updated, if need be, to better correspond with
California conditions conpared to an end-product pricing
factor.” California conditions, as | have spent probably
way too much tine for people in the audience talking about,

clearly they warrant an update.
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The narrow range of the sliding scale used in the
current formula is at the root of the problem Wth a
ceiling capping the whey value at $.75, there is trenendous
potential for discrepancies between the Cass 4b and C ass
I11. Simlarly, a floor of $.25 also creates a potenti al
for discrepancies. The scale proposed in our petition
significantly reduces the potential for these |arge
di screpanci es.

As the panel stated in 2005 before reconmendi ng
the renoval of price floors fromthe 4a and 4b formul ae:
"price floors create an artificial price within a market at
a level that may be higher than the naturally occurring
mar ket price." The sane is true of ceilings, creating an
artificial price that may be | ower than the naturally
occurring market price. In this case, it has prevented
producers from benefitting fromthat val ue.

And | have got another quote fromthe panel here
in the docunent that you can read. But |ooking at the
producer side of the equation, the continued use of a price
ceiling in the California formula has placed California
producers at a conpetitive di sadvantage since there is none
that used in federal orders.

In the past, it has been argued that a cap is
necessary for small cheese processors who do not process

whey. \Whey has had a value for years and many have found
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ways to nmake it profitable by investing in whey processing
facilities. QOhers dispose of it by selling it to dairynen
so they can mix it in their feed ration for the cows.
Operation sizes have never been a focus in the mlk pricing
formulas in California. Al dairy famlies get the sane
vol atile price, regardl ess of the size of their operation.
Cheese processors across the country have adapted to that
reality and have adapted well. California dairy operations
of all sizes have been facing dairy price volatility for
years; therefore, there is no place for a cap on the sliding
scal e on the grounds that sonme snmall cheese processors
cannot afford whey price volatility.

O her proposal s:

We oppose the alternative proposal submitted by
the Dairy Institute. While we appreciate their creative
effort to reformthe scale, it clearly falls short of
achi eving what needs to be done to restore fairness in the
Class 4b pricing fornula. CDFA s analysis reveals that over
the past five years it would have increased the Cass 4b
price by around $.41 per hundredweight. This is clearly
bel ow the $1.46 requested in our proposal. But npst
i mportantly, based on the |latest WPC prices, it would
generate an extra $.06 on the Cass 4b price. Since their
proposal is looking at only the next six nonths, it is

unlikely to generate nmuch nore than that. Cearly, we
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cannot support a proposal whose intentions are not to nove
the Cass 4b price closer to the Class Il price.

| have a little summary here of what | tal ked
about .

Thi s concl udes our testinmony. The nenbers of
Western United Dairynmen thank CDFA staff for their effort in
preparing for this hearing. And we would be pleased to
answer any questions you nay have and al so request the
option to file a post-hearing brief.

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

M5. AcMOODY: Thank you.

HEARI NG OFFI CER SUTHER: Are there any questions
fromthe panel ?

MR. EASTMAN. Since I'mrunning the clock he |et
me go first; that's nice of them

kay, so | have a few questions for you. You
mention in your testinmony when you were formul ating your
proposal there were certain limtations within, | guess, the
call of the hearing that kept you from being able to submt
a proposal that would nmake the 4b pricing equal to the C ass
1l price. |If that flexibility would have been given there
woul d you have crafted a proposal so the 4b price would have
equal ed the Class Il price?

MS. AcMOODY: | think | don't -- the Board didn't
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necessarily take a position on that because of the scope
varying. But | see a lot of thunmbs up in the audience so
yes, we would have crafted it that way.

MR. EASTMAN. That's good that you brought soneone
from the Board.

M5. AcMOODY: Yes, | know.

MR. EASTMAN. That's good. On Figure 5 you show
the difference between the blend price and cost of
production. Was the blend price that you used, was that the
bl end price that CDFA announces?

MS. AcMOODY: Correct, yes.

MR. EASTMAN. Okay. You talked a little bit about
having price floors and ceilings and your proposal actually
does include both a floor and a ceiling. Are you opposed to
-- it doesn't appear that based on your proposal you woul d
be opposed to either of those. 1Is it just the |evel at
which the floor and the ceiling conme into play that you're
worried about rather than the theoretical foundation of
havi ng one in the proposal ?

M5. AcMOODY: Right. So the current scale is too
narrow, it doesn't allow the price to fluctuate enough, and
that is why our scale obviously -- | think if we could have
gotten rid of the one ceiling we probably woul d have. But
being confined in the scale structure wthout having to go

for five pages, you know, we kind of have to put a floor and
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aceiling in at sone point.

MR. EASTMAN. Ckay, so that was just to keep your
tabl e to one page then?

M5. AcMOODY: Pretty nuch, yes.

MR. EASTMAN.  Ckay.

M5. AcMOODY: | think this could have been
achieved with a fornmula structure. But with the, you know,
the previous Departnent's willingness to adjust the scale we
tried to keep it within the confines of the scale.

MR. EASTMAN. That makes sense. And then you
mention that the proposal that, the alternative proposal
submtted by the Dairy Institute, you' re opposed to it. Is
your opposition to that proposal based on the whey val ue
that it generates and/or is it also based on naybe the
nmet hodol ogy of how they're constructing it or the use of
WPC34 as the dry whey finished dairy product that would
generate the value? Can you speak to that?

M5. AcMOODY: No, we're opposed to it because it
does not achieve the intent of our desire to get the whey
value of Cass 4b aligned with Federal Order Class IIl and
their proposal does not do that.

MR. EASTMAN. So that's the overriding sort of
factor that woul d be considered. So hypothetically if they
woul d have submitted an alternative proposal that woul d have

provi ded t he exact sanme val ue that your scale did, although
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they based it on WPC34, you woul d have been indifferent
bet ween the two?

M5. AcMOODY: As long as it achieves -- again, |
can't really speak for the Board. But as long as it
achieves a close relationship. It's alittle bit hard to
say that w could support that because WPC prices nobve
differently than dry whey prices.

MR. EASTMAN. Ri ght.

M5. AcMOODY: And especially because they are
asking for it for just a period of six nonths. |'mnot sure
it's worth noving away fromdry whey, which is what they're
doing in the rest of the country. It seens just noving
further than getting closer.

MR. EASTMAN. And then | had one final question.
Hopefully 1I'm not stealing these guys' thunder.

You nentioned that -- well, let's suppose
hypothetically that the Departnent were to go ahead and
i npl enent your proposal.

M5. AcMOODY: That woul d be great.

(Laughter.)

MR. EASTMAN. COkay. | assuned that would be -- |
gathered as nuch. | have one nore question after this,
apol ogize. If that were to happen do you think that on the

m | k production side or on the dairy we would kind of flash

back to what was happening prior to say, maybe 2008, 2009,
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where the ability to produce mlk -- m |k production growh
was obviously back then on a different trend than it is now.
| don't renmenber offhand the percentage. Maybe it was 3 or
4 percent al nost every year for quite a while. In the |ast
nunber of years that hasn't been the case. It seens that
m | k production gromh and trends are different conpared to,
say, 8, 10 years ago. |If we were to inplenment your proposa
do you think on the dairy we'd be able to get back to that
where there would be opportunities for growth and expansi on?

M5. AcMOODY: | think it would hel p maybe
preventing losing as many dairies as we have. But there's a
| ot of factors of preventing the industry in the state to
grow, environnental regulation, the drought. | nean, al
those things that are hitting the dairies are going to
remai n, even | endi ng standards have tightened, so | don't
think we would get to a point where the industry would grow
significantly. Wat we are trying to do is prevent the exit
of all the dairies that we have been losing. So | don't
think that increasing the price would get us back to -- If
by sone miracle production in the state was to go up,
there's, you know, supply managenent prograns and pl ans at
the co-ops and proprietary plans that would prevent that
f rom happeni ng.

MR. EASTMAN. Ckay. Rob and Lynne, do you have

any comrent on that same question?
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M5. McBRIDE: Yes. | would say given the changes
in prices over the years and the increase in costs, | think
the m ndset has really changed to one that is nore conscious
about expansion, in terns of the nmenbers that we represent.
So we don't foresee returning to that time.

Agai n as Anni e nentioned, the pressures that dairy
producers are facing throughout California, be it the
drought, be it regulatory costs, other costs; again, | just
don't see that as a real possibility.

MR. VANDENHEUVEL: 1'I1l be providing testinony on
behal f of MPC later so | don't want to occupy too much tine
now but | would echo a ot of their sentinents.

MR. EASTMAN. (Ckay, perfect. And | guess ny | ast
guestion. Maybe this will need soneone else fromthe
audi ence to cone up to confirm whether or not you were
testifying as fast as Jim G uebele has in the past.

(Laughter.)

MR EASTMAN: |'ve never heard that so we'll kind
of have to see how that goes. But ny throat was getting dry
listening to you.

M5. AcMOODY: Thank you. Appreciate that.

MR. SHI PPELHOUTE: | had a question on your
comment on mlk that is not regulated, and that being the
Class B. |I'msorry, the Gade B mlIk. Producers can swtch

to Gade B and that m |k would not be subject to m nimum
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pricing provisions. Do you have any thoughts on the
products that could be made with the whey that is
manufactured from Gade B mlk and if there is any
limtations to that? You speak to the difference between
m | k being deregulated in a federal order and nmai ntaining
mar ket grade standard as opposed to having to switch to
manuf acturing grade to be deregulated in California.

M5. ACMOODY: Really | put that there because |
t hought that the statenment in the analysis was a little bit
strong saying that mninumprice is always applied in
California. Really it kind of detracts fromthe issue at
hand that | really don't think that it matters whether the
mlk is pooled or not. Your question is nore to, what kind
of products you could make. | don't think I've got nuch to
add to that.

MR. SHI PPELHOUTE: And ny ot her question you
al ready answered on supply nanagenent.

Back in your testinmony you tal ked about the
prem uns that these plants are paying in other parts of the
country. Have you | ooked at any premuns that California
processors are paying and could you speak to that?

M5. AcMOODY: Yes. There's not really set data on
the premuns and | think it is known that sonme prem uns are
paid and |'m sure sone processors can testify to that l|ater.

| think the main issue here is that if they are able to pay
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those premuns on this product that producers should be
getting a fair return, then it should be shared in the pool
and not just, you know, paid individually.

MR. SHI PPELHOUTE: Okay. There's prem uns paid on
ot her classes as well. Wuld your thoughts on those
prem uns be the sane, that prem uns for other classes should
be pooled as well?

M5. AcMOODY: Well, no. What we are trying to get
at is the basic raw commodity for whey, really, that is part
of the regulated systemin other parts of the country. |
think premuns are great. You know, if we were in the free
mar kets, plants could do whatever they wanted paying the
producers. But since we are stuck within the confine of
this heavily regul ated system we have to nmake sure that the
basic raw commdi ties are accounted for in the pool and that
producers are getting a fair return fromthem

MR. SHI PPELHOUTE: Thank you. And that was al
t he questions | had.

MR. LEE: | have one question. |f your proposal
woul d be validated to be approved.

M5. AcMOODY: That woul d be great.

MR. LEE: What are your thoughts as to how woul d
that affect the whey nmarket in terns of price and vol unes?
Do you have any thoughts on that?

M5. AcMOODY: | don't think it would affect the
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whey market, technically. |If the plants are al ready payi ng
premuns to their producers as, you know, sone people have
stated, then it would just be a reallocation of those nonies
to the pool so it shouldn't affect the whey market prices.

MR. LEE: Thank you.

HEARI NG OFFI CER SUTHER: If there's no further
guestions --

MR. SHI PPELHOUTE: Actually I want to foll ow up on
that |ast comment. There shouldn't be any changes to,
you' re suggesting there wouldn't be any changes to the raw
product cost because with your proposal those nonies would
just be directed to the pool rather than to premuns for the
supplier.

M5. AcMOODY: | think the question was on the whey
mar ket price, right, on the finished product? |Is that what
you were getting at, John?

MR LEE: Yes.

M5. AcMOODY:  Yes.

MR. SHI PPELHOUTE: So do you think that your
proposal, the dollar anounts in your proposal pretty closely
reflect the premuns that plants are payi ng now?

M5. AcMOODY: That's a good question but that's
what you'd expect. Since the Class IIl price is a benchmark
that's heavily used | would think that plants have to pay

sonmet hing close to that.
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MR. SHI PPELHOUTE: That's it.

HEARI NG OFFI CER SUTHER: Any further questions
fromthe panel ?

Thank you Ms. AcMoody, Ms. McBride and
M. Vandenheuvel .

M5. AcMOODY: Thank you.

HEARI NG OFFI CER SUTHER: | will now call on the
representative testifying on behalf of the alternate
proposal submitted by the Dairy Institute of California.

You will have a total of 30 mnutes to submt your
testinmony. Again, please notice the clock. And | believe
it will be Bill Schiek.

WI1l you please state your full name, spell your
| ast nane and state your affiliation for the record, please.

DR SCH EK: Yes. M nane is WIIliam Schiek, S-C
HI-E-K and | amrepresenting the Dairy Institute of
California here today.

Wher eupon,
DR WLLI AM SCH EK
Was duly sworn.

HEARI NG OFFI CER SUTHER: Do you have any ot her
witten statenents other than the ones you have provided us
her e?

DR SCHI EK: No, thisis it.

HEARI NG OFFI CER SUTHER: Okay. And would you |ike
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t hese entered into the record?

DR. SCH EK: Yes, please. Although if you'd like
nore | could probably come up with sone.

(Laughter.)

HEARI NG OFFI CER SUTHER: These wil| be entered
into the record as Exhibit nunber 39.

(Exhibit 39 was entered into the record.)

HEARI NG OFFI CER SUTHER: Again, you are testifying
on behal f of an organi zation?

DR SCH EK:  Yes.

HEARI NG OFFI CER SUTHER: The Dairy Institute. You
may proceed.

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

My name is WIliam Schiek and I am Econom st for
Dairy Institute of California. | amtestifying today on the
Institute's behalf. Dairy Institute is a trade association
representing 30 dairy conpani es which process approxi mately
70 percent of the state's fluid m |k and manufacture about
90 percent of the state's cheese and 75 percent of its
cultured dairy products and ice cream Dairy Institute's
menbers operate in both marketing areas in the state. The
position presented at this neeting was adopted by our Board
of Directors.

Dairy Institute is grateful for the opportunity to
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testify at this hearing where proposals to change the whey
contribution scale in the Cass 4b pricing fornmula are being
considered. |In authorizing the state's dairy regul atory
prograns the | egislature has declared: "it is the policy of
this state to pronote, foster, and encourage the intelligent
production and orderly marketing of conmodities necessary to
its citizens, including market mlk, and to elimnate
econoni ¢ waste, destructive trade practices, and inproper
accounting for market m |k purchased from producers.”
| ndeed, orderly marketing is the stated purpose of nost
dairy regulation. The level of regulated price plays a key
role in maintaining an orderly market.

In establishing a regulated price so that mlk
production and marketing are orderly, it is inportant that
t he Departnent bal ance the needs of producers, dairy product
processors and manufacturers, and consumers, not favoring
one group's need over the others. Producers are not
ultimately hel ped when the Departnent sets prices so high
t hat consuner demand is negatively inpacted and invest nent
in new plant capacity, technol ogy and market devel opnent is
stifled. It is not in producers' collective interest if the
Departnment sets prices for mlk so high that it forces smal
cheese plants out of business by requiring themto pay nore
for mlk than they can obtain in revenue fromthe products

they sell after paying necessary manufacturing and marketing
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costs.

Unfortunately, the proposal by the three producer
trade associations, Western United Dairynmen, M|k Producers
Council and California Dairy Canpai gn, under consideration
here today, would do just that. By forcing cheese plants
out of business their proposal would reduce not only the
nunber of mlk buyers in the state but the overall plant
capacity in the state, thereby shrinking the size of the
California mlk market and | eaving dairy producers wthout a
home for mlk. Their proposal would devastate the cheese
industry in the state and would violate the directives to
the Secretary set forth by the legislature in the state's
Food and Agricultural Code. WMre detail on the
| egislature's requirenents of the Secretary in setting
regulated mnimumm |k prices and the governnment's
appropriate role in mlk pricing is contained in Appendi x A

Cal endar year 2014 was an outstandi ng year for
dairy farmmargins in California. The conbination of high
dairy comodity prices and | ower cost for concentrate feed
hel ped fuel a record year that saw dairynen pay down debt,
pre-purchase feed, defer incone, and drill deep wells for
on-farm wat er needs, including forage production in many
cases. Mk output rose in 2014 to an all-tine record high,
despite there being fewer mlk cows and fewer dairy farnms in

the state than was the case the year before. Average mlKk
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prices have fallen significantly fromwhere they were early
last fall, as a global surplus of mlk has devel oped in
response to an extended period of high global prices that
began in 2013.

M|k production in California has fallen off
slightly in the first several nonths of 2015, which is not
too surprising considering how extrenmely strong m Kk
production was in the first quarter of 2014. MIKk output is
somewhat | ower this year on slightly fewer cows and | ower
m |k per cow, which has been attributed to poor feed and
forage quality being fed in California. It is also
reasonabl e to suspect that rBST use is down this year since
t he margi nal val ue product associated with its use has
fallen relative to its price because of the | ower average
mlk prices in the state this year. Still, despite these
headw nds and the uncertainty generated by the drought, mlKk
production in California during the first four nonths of the
year is the third highest for that period in the state's
history, falling behind only 2012 and | ast year's record
output. There have been occasi ons when m | k output has
fallen in recent years, only to be foll owed by years with
new record high m |k production.

The nodest reduction in mlk production, which
averages 2.7 percent in the January through April period

relative to |last year bears watching, but it is not
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indicative of a crisis nor cause for alarm It is certainly
no justification for putting the cheesemaki ng sector at risk
through a regulated price increase that will nake a | arge
percentage of the state's cheesemakers unprofitable.

Regul ated price increases are neither appropriate nor
effective as a tool for mtigating the inpact of drought on
dairy farm operations because of their negative inpact down
the supply chain. Wat good is it to try to alleviate on-
farm drought inpacts by making dairymen's market for mlk
vani sh in the process?

There seens to be an assunption by producer
advocates that cheese plant margins are so | arge that
cheesemakers can easily absorb and sustain big increases in
the regulated 4b mlk price. That assunption is flat out
wrong. The changes that have occurred in plant capacity are
instructive. The state's producer cooperatives have been
divesting of their large cheese plants. DFA closed its
Corona facility in 2007 after selling its Petaluma facility
a few years earlier. Land O Lakes sold its nozzarella pl ant
in early 2007 in 2010 ceased production of cheddar cheese at
its Tulare facility. Al so during the past few years DFA,
Land O Lakes and CDI have expanded their capacity to nmake
dry m |k powders. DFA has chosen to nmake its new powder
investment in Northern Nevada, voting with its feet about

the desirability, or lack thereof, of siting a plant in
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California. This pattern of behavior would seemto suggest
that co-ops have found the profitability of butter-powder
operations to be greater than in cheesemaki ng, contradicting
the notion that regulated prices for cheese plants should be
i ncreased and cheesenaker profitability decreased, yet the
Co-ops are supporting just such an illogical proposal at
today's hearing. More detail on the current m |k supply and
demand situation is presented in Appendi x B.

In Federal M Ik Marketing Orders where a dry whey
end- product forrmula is used in the Federal Class IIl price,
the regulated mnimumprice is optional. Plants that are
non- pool plants, a category which includes many of the
cheese plants operating in the Upper M dwest, are not
obligated to pay the regulated mninmum price for the mlKk
they buy. Furthernore, these plants do not pay the
regul ated m ni mum price on spot mlk purchases when mlk
supplies are heavy. For exanple, |ast week, spot mlk sold
for as much as $10 per hundredwei ght below the class in the
Upper M dwest and nulti-dollar discounts have been conmon
t hr oughout the spring.

In contrast, proprietary cheese plants in
California nmust pay the regulated m ni num Cl ass 4b price on
every drop of Gade A mlk they buy. |If the price
established by the state is too high for plants to recover

fromthe products they nake, they have no practical option
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but to quit the business. The proposal by the producer
groups woul d | eave many cheese plants in California with no
options but pursuing an exit strategy. There is a false
prem se that has been put forward by producer groups which
states that regulated prices for mlk used to make cheese in
California and the federal orders should be set equal to
each other or nearly equal because both systens set m ni num
prices for the various classes of mlk. Under this false
prem se, any incidence of the California Cass 4b price
being I ower than the Federal Class IIl price is erroneously
characterized as a loss to California producers. That they
have been robbed of sonmething to which they are entitl ed.
However, sound econom cs and basic | ogic reveal
that the regulated price levels for mlk used in
cheesemaking in California and in the federal orders are not
and should not be the same. Producer advocates fail to
acknow edge the mandatory nature of California's mlk prices
conpared to the voluntary nature of federal order prices.
They fail to acknow edge the difference in the |ocation
val ue of cheese and consequently the differences in the
| ocation value of m |k used in cheesenmaking. They fail to
even consider the possibility that the federal fornmula m ght
overvalue mlk to cheesemakers, or the differences in
i ndustry structure and costs in California that necessitate

a lower price for mlk here. By failing to acknow edge
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t hese inportant differences, producer advocates have
perpetuated a fal sehood to everyone's detrinment. The
differences in mlk value between California and the federal
orders are discussed in nore detail in Appendix C.

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

Sonme of those argunments re repeated here: nobst cheese plants
receive no value for the whey byproduct of their
cheesemaki ng operations, about half of those that do receive
sonme receive revenue |less than is assuned by the C ass 4b
formul a, the revenue streans of plants that do capture val ue
fromtheir whey find their revenue does not track well with
dry whey, and only one plant in the state is currently
maki ng dry whey. Mrre on the problens associated with the

i nclusion of whey in the Cass 4b and Federal Order d ass
1l forrmulas is contained in Appendi x D.

More recently, some of the small- to medi umsized
cheese plants in California have been investing in equi pnent
to concentrate |iquid whey, either through reverse osnosis
or ultra-filtration. Increasingly, this liquid whey product
is being sold to other cheese plants for finishing, which is
drying, either directly or after further concentration of
the liquid whey. The liquid product is nost often being

sold to cheese plants at a price that is driven by novenents
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in the WPC34 price. It is therefore possible to construct a
whey contribution scale that is based on the WPC34 price and
that reflects the value that cheese plants selling liquid
whey to "finishing" plants are able to recover.

Some may suggest that using this approach we
shoul d al so include a value for the liquid | actose perneate.
There are probably a couple of plants selling |iquid whey
that have also found a viable market outlet for their liquid
perneate. However, these plants are the exception rather
than the rule. Most small to nediumsized plants, if they
ultra-filter their whey, still find that dealing with the
perneate represents a significant disposal cost, not a
nmoneymaki ng product. For this reason it should not be
i ncluded in any regulated m ni mum price fornmul a.

This approach is nore in keeping with the concept
of m nimumregul ated prices, those that reflect revenues
that can be recovered by nost cheese plants. It should be
noted that such a scale still runs the risk of overval uing
mlk to small plants that are unable to nake anythi ng
saleable with their Iiquid whey byproduct. It is inportant,
therefore, to have an upper limt or cap on the whey
contribution that woul d keep smaller plants from being
severely inpacted when nmarket conditions drive WPC34 prices
to high levels. The notion of using WPC34 as the nover of a

regul ated price whey contribution and the notion of a
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reasonabl e upper limt have support in the cheese industry
outside California, as shown in Exhibit E.

Dairy Institute's Proposed Changes.

The Institute' s proposed changes are shown on the
page, on this page. Itens that have changed are
highlighted. Basically, it is a new whey contribution
schedul e that has a m ni mrum val ue of $.25 per hundredwei ght
for WPC34 prices below $. 75 and then they increase as the
WPC34 price increases, reaching a maxi num val ue of $1.25 per
hundr edwei ght when the WPC price is greater than or equal to
$1.35. And the rest of the formula is the sane.

The whey price series used in the fornula would be
the sinple average of the weekly Central and West 34 percent
Whey Protein Concentrate-Mstly prices as published in
USDA' s Dairy Market News between the 26th of the prior nonth
and the 25th of the current nonth. The changes are proposed
to make the Class 4b pricing fornula better reflect the
current market situation and to bal ance the needs of
producers and the diverse types of cheese plants that
operate in the state of California. It is reflective of the
val ue of whey to cheesenakers that concentrate |iquid whey
and sell it to other plants for further processing, and is
therefore nore appropriate for inclusion in an end- product
formul a designed to calculate m ninmumregul ated prices for

m | K.
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Underlying the table that we submtted as our
proposal is a fornmula that basically takes the WPC34 price
and subtracts $.15, then subtracts $.35, nmultiplies by 1.8
which is the WPC yield and 0.8918 which is a proportion of
skimwhey in 100 pounds of mlk, and less a fixed
transportati on cost.

The $.15 nunber is the discount to the WPC34 price
that applies to purchases of |iquid WPC34.

The $.35 reduction is the cost per pound to nmake
[iquid WPC34.

The 1.8 is the yield of WPC34 solids. That's 1.8
pounds from 100 pounds of liquid whey.

And as | said, .8918 is the proportion of mlKk
that ends up as skimwhey in a cheddar cheesenaking
oper ati on.

A di scount of $.15 per pound fromthe WPC34 price
is applied because the plant buying the |iquid product nust
undertake additional processing to make a finished dried WPC
product. W are estimating that it takes an additional $.15
per pound to dry liquid WPC34 to its dried form Plants
that further process the whey to higher concentrations wll
i ncur higher costs. This discount to the WPC34 price is
sonmet hing that noves with market conditions and with the
anount of conpetition on the buying side. A market with

| ots of buyers will see smaller discounts.
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The cost to make liquid WPC i s about $.35 a pound
of WPC34 solids in the liquid product. These costs are
appropriate for the plant scale and solids concentration
| evel that we are assumng. W are also assum ng a WPC34
yield of 1.8 pounds per 100 pounds of liquid whey. This
equates to a bit over 1.6 pounds of WPC34 yield per 100
pounds of mlk and is consistent, though probably on the
hi gh side, with what woul d be achievable by small- and
medi um si zed cheese plants nmaking |iquid WPC34. The
proportion of the skimwhey is 0.8912. It was derived by
assum ng that 100 pounds of mlk yields 10.2 pound of cheese
and 0. 62 pounds of whey cream at 35 percent fat, which is
t he cream equi val ent of 0.27 pounds of whey butter at 80
percent fat. So the remainder, 100-10.2-0.62, is 89.18 and
that is the ski mwhey portion.

Al so enbedded in the whey table is an assuned
transportation cost for noving the liquid whey 100 mles at
a concentration of 10,000 pounds of solids per |oad, which
is typical. Some |iquid product noves at higher or |ower
concentrations, but the value we use is representative. W
note that sonme liquid whey noves as much as 300 mles for
processing, while other liquid whey shipnents are | ess than
100 mles. The average distance for noving |iquid whey in
the state is probably somewhat higher than 100 mles. The

transportation cost to nove concentrated |iquid whey 100
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mles conmes to about $.05 per pound of WPC34 solids, which

i s equivalent to about $.08 per hundredwei ght of mlk given
the WPC34 yield fromm k. Dairy Institute proposes that

t he new whey scal e descri bed above be in effect for a period
of six nonths.

The whey scale currently being used in the C ass
4b fornmul a as described in the Stabilization and Marketing
Plans is based on dry whey and is no | onger representative
of the whey val ues received by cheese plants operating in
California. It is conpletely ad hoc in construction and has
no technical or rational basis. This same flawis in the
Western United, M1k Producers Council and CDC proposal.
Their whey table is not representative of whey revenues
achievable by California plants nor does it represent the
products that are actually nade by California cheese plants.
It mmcs a feature of a different regulatory systemthat
does not enforce mninmumpricing on all plants, as does
Cal i fornia.

The nunber of plants in the state naking dry whey
has di m ni shed, while the few plants selling |iquid whey
increasingly find their liquid whey product's value is nore
closely tied to the price of WC34. Also the prices for
whey protein products that are made by the large majority of
cheese plants in the state that actually process whey are

nore closely correlated with prices for WC34 than for dry
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whey.

The changes are proposed to nake the C ass 4b
formula better reflect the current market situations and the
actual products produced by California plants and to bal ance
t he needs of producers and the diverse types of cheese
pl ants that operate in California. By including a cap at
$1.25, we allow for additional revenue to pass through to
producers through the regul ated price when whey prices rise,
while attenpting to limt the damage such changes woul d do
to cheese plants w thout whey processing capabilities. Wth
our proposal for a $1.25 per hundredwei ght cap, Dairy
Institute's menbers felt that it was inportant to retain the
current $.25 contribution floor.

The increase in the top of the whey scale is
significant, and while we believe that this increase be
borne by cheesemakers, we have proposed |imting the
duration of the change to six nonths. [|f the 4b price
i ncrease generated by our proposal |eads to negative inpacts
on small cheesenmakers, these can be renedied by reversion to
the existing scale. |If, however, the new scal e proves
wor kabl e for the industry, we believe it has a rational and
sound econonmi ¢ and technical basis and could be eval uated as
to whether it should be extended or refined at a subsequent
heari ng.

Dairy Institute opposes the producer group
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proposal. Their proposal is highly simlar to ones that
have been brought out during the past several hearings and
rejected by the Departnent and there is no new conpelling
evi dence that has suddenly solved all the problems with this
proposal that the Secretary has noted in past decisions. It
i ncreases regul ated prices on cheesenakers by too nuch, is
not representative of whey products nade in California, is
ad hoc and not supported by evidence of it being
representative or applicable to any group of cheesenakers in
the state. Its adoption will reduce demand for mlk in the
state while increasing m |k supply, |eading to uneconom c
nmovenents of mlk and disorderly marketing as was the case
in 2007-2008. It should be rejected.

The best regulated price policy to help dairy
farmers is one that expands the demand for California mlKk
by encouragi ng i nvestnent in new products, new plants and
new t echnol ogy that will help us grow our markets both
donestically and internationally. H gh nmarket-based m |k
prices that are realized through growi ng demand for dairy
products are a far nore effective and sustainable path than
rai sing the regul ated price and squeezi ng nmargi ns for
plants. High comodity and m |k prices are the direct
result of growing the market for California dairy products
in the donestic and gl obal nmarketplace. That is where our

focus should be. The proposal to increase the regul ated
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price will hinder that effort.

We note that the 2013 wei ghted average
manuf acturi ng cost of cheddar cheese was hi gher than the
current manufacturing allowance by a substantial $.0303 per
pound. Looking over the past few years, cheese
manuf acturing costs were higher than the make al |l owance
during each year from 2004 to 2008 and agai n each year since
2011. Therefore, any increase nmade to the whey contribution
scal e shoul d take into account that the cheese nmanufacturing
al l owance i s bel ow the wei ghted average manufacturing cost.
Cheese plants in California are already seeing their nmargins
under pressure from an inadequate nmake al |l owance, so any
| arge increase in the whey contribution will dimnish plant
margins to the point that many will becone unvi abl e, being
unable to make a profit and therefore likely to exit the
industry to the detrinment of producers in the state. Any
whey formula or schedul e nore aggressive than what we have
proposed woul d put cheese plants and their associated pl ant
capacity at risk.

Thank you for the opportunity to testify and I am
willing to answer any questions you may have at this tine.
| also request a period for the filing of a post-hearing
brief.

HEARI NG OFFI CER SUTHER: Your request to file a

post-hearing brief is granted.
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Are there any questions fromthe panel ?

MR. EASTMAN. | have a few questions. Before |
get to those I'd like to go to your appendi ces and just kind
of | ook at sonme of the graphs and nake sure | understand
what they are and where the data is comng from

DR SCHI EK: Ckay.

MR. EASTMAN. On page 4, figure 1A, we have seen
this sort of graph before. | think this is simlar to what
you have presented in previous hearings.

DR SCH EK:  Yes.

MR. EASTMAN. And | assune the net hodol ogy and
your thought process was the sanme?

DR. SCH EK: Everything is the sane, yes.

MR. EASTMAN. On Appendi x B you have a few
figures, B3, B4, B5, and they all | ook at incone and feed
costs and conparison of those two things. Wen it comes to
the incone side of that conparison where are those -- where
are those incone figures comng fronf

DR. SCH EK: The inconme actually cones fromthe
line in the quarterly m |k production cost conparisons,

i ncome-over -feed cost.

MR. EASTMAN.  Ckay.

DR. SCH EK: And then the price is adjusted for
mar keting costs so to avoid kind of taking it out twice. So

that's where that originates. So it cones fromthe cost
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surveys, the sanme place as the cost nunbers.

MR. EASTMAN: Perfect. And that's for all three,

right?

DR SCH EK:  Yes.

MR. EASTMAN. Sorry, |I'mjust flipping through
this. | appreciate you not speed-reading through all of
your appendices. It is entered into the record w thout you

tal ki ng about them

Great. Now | just have a few questions based on
your testinmony itself. In constructing your table you base
it off of the WPC34 fini shed product.

DR. SCH EK: Right.

MR. EASTMAN. We know that the Dairy Market News
portion of the USDA rel eases that weekly based on the
Western and Central regions.

DR. SCH EK: R ght.

MR. EASTMAN. And that was your intention, to use
that price series, based on your testinony?

DR SCHI EK: Exactly.

MR. EASTMAN. Are you aware of any other price
di scovery nechanismfor WPC34 at all?

DR. SCH EK: At this point no, | amnot.
believe that's the only published WPC34 price out there.

MR. EASTMAN. COkay. And granted, | think there

will be some cheese processors testifying later. Do you

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o b~ w N P

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

66

have any sense if that's the main price series that they use
when they' re actually marketing their product and meking
their financial decisions?

DR. SCH EK: M understanding is that it is the
benchmark they use when they are pricing whey products,
whether it be liquid whey or pricing other whey products.

MR. EASTMAN. (Ckay. And then when you were
tal king about the fornula that was the basis for your table
on page 6 of your testinony. Were were the sources that
you derived these factors fron? Did you survey your
menbers? |s there some -- not that there is secret society
of WPC34 information, | suppose.

(Laughter.)

DR. SCH EK: No. Consulted sonme industry experts
who work with whey processors and buil di ng whey plants and
who are famliar with prices paid for liquid whey here in
the state. Wen we developed this we also put it in front
of our menbers, some of whom actually buy some of the |iquid
whey, sone of whom sell sone liquid whey, so they were able
to kind of help us fine-tune that to get it inline with
what market reality here in California is. This is not --
this is representative of California, not of, you know,
what's going on in Wsconsin. Liquid whey sales is a bit
nore of a local kind of market, obviously, because it's

bulky to transport. So that's where it cane from
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The 1.8 yield factor is also corroborated by sone
data from whey equi prent nmanufacturers.

MR. EASTMAN. Ckay. Wth regards to switching to
WPC34 fromdry whey. You nentioned in your testinony that
one advantage is that in California cheese plants that make
a finished dry whey product -- there are nore plants that
make WPC conpared to dry whey.

DR. SCH EK: Right.

MR. EASTMAN. That's one advantage. Do you see
ot her advantages to switching to using WPC34 besi des that
one factor?

DR. SCH EK: Well, I think one thing that's true,
it's certainly true in California and it's true nationally,
is that the volune of dry whey that is being produced is
decreasi ng and the nunber of plants producing that product
is decreasing. There aren't many plants in the Western
Region that actually can be -- that produce dry whey ki nd of
week in/week out. The nunber is dimnishing every year.

So there's a sense that the industry is kind of
nmovi ng away fromthat product. | think that product wll
still be around but its inportance is becom ng | ess and | ess
all the time. O course, we have all these nmenbrane
fractionation technol ogi es and peopl e produce WPCs of
vari ous concentrations and whey protein isolate and

hydrol ysate. | don't knowif | said that right; | should
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probably | et the whey people tal k about that before |
enbarrass nyself. Too |ate.

(Laughter.)

DR SCH EK: But yes, it does seemthat WPC is the
product that is on the rise and variations of it are the
product of the future and noving in that direction nakes
sense.

MR. EASTMAN. Do you think that's primarily driven
on the demand si de, people wanting WPC conpared to dry whey,
or is it based nore on the manufacturing side of it where
you have greater flexibility to fractionate or maybe the
return on investnent is better for WPC34 conpared to dry
whey. Do you have a sense of whether it is demand driven
supply driven, is it both, is there any clear answer?

DR SCH EK: Yes, | think it's both. | think
initially it was, you know, when it was a newer product
there was the thought that it was a val ue-added product and
you could -- by going into it you could enhance your
returns. And | think that probably nade sone sense at the
tinme.

But the difficulty with whey markets in general is
with the size and scale of the cheese plants we have today,
one plant switching their product m x, for exanple, can have
a big inpact on the market. If every plant that's, you

know, out there naking cheese today was still making dry
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whey we woul dn't even be tal king about whey value in the
formul a because there would be no value to that whey. it's
the ability to kind of go out there and actually help create
t he demand by inform ng people technically of what they can
do with the product, how it can be used, that that market
has been grown and now there's nore denand.

Dry whey has sone hunman use but al so an ani ma
feed use. That's one of the big demands for dry whey.

MR. EASTMAN. COkay. And then on the flip side,
maybe this sounds nore |like an interview question you al ways
get, but do you foresee any weaknesses in switching fromdry
whey to WPC34? O things to be concerned about.

DR. SCH EK: Yeah. | think our bigger concern is,
has to do with raising the cap from$.75 where it is
currently, to $1.25. That's a $.50 increase in the cap,
that's fairly substantial. W do have sone concerns how
that will inpact smaller cheese nakers. | think there are
sonme here who are going to be testifying today and they can,
t hey can tal k about what concerns they have about it. That
woul d be one of the shortcom ngs.

Currently, you know, there is no -- |ike you say,
basically there is one price series. W don't have a
futures price yet on WPC34 but | do think that that's
sonmething that's -- if pricing noves that direction there

will be a 34 market pretty quickly, 1 would think.
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MR. EASTMAN. And that would then just enhance the
ability to use the product, to risk nanage, to hedge,
what ever ?

DR. SCH EK: Right.

MR. EASTMAN. I n your proposal you choose a sunset
clause of six nonths. |Is that primarily because of the
newness, for the uncertainty of switching to a different
price series in a different sort of whey value structure?
Is that just have a short test drive of it or is there any
ot her reasons why?

DR. SCH EK: So that's one of the primary reasons.
The other one |I think was our experience with the |ast
tenporary price increase in | guess Septenber 2013. W
extended the sort of tenporary price increases out to July
1, 2014. By the time those canme off we were adding a
tenporary increase onto what was already record prices. And
| just think if you get too far out with tenporary changes
-- market conditions change really dramatically. | think it
is best to have themfor a shorter duration and then
reeval uate whether they are still needed or not.

MR. EASTMAN.  All right. 1 think that's what |
have for right now.

MR. SHI PPELHOUTE: On the second page of your
testinmony you tal k about if the producers' proposal was

adopted that we would | ose plant capacity. Do you have any
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t houghts on the vol unme of capacity that would be | ost?

DR SCH EK: No, | don't and | can't really
specul ate. | have personal opinions but | don't have a
position on how nuch is likely to be lost. | think that,
you know, there are several ways plant capacity can be | ost.
Nunber one, | think you will see an exit of small cheese
pl ants because that increase of $.15 a pound of cheese, that
wi pes out profit margin and the ability of some of the
smal | er cheese plants to pass on an increase |like that in a
conpetitive marketplace just isn't there, so we have that
concern. CQbviously the small plants don't amobunt to a | ot
of volume, a lot of total plant capacity, but we do think

that that's a nunmber of businesses and enpl oyees that won't

be there.

On the sort of next wave or medi um size cheese
processors. | think those are the ones that are going to --
they'Il try to do sone other things. But what we are

finding is that it is very difficult to get revenue out of
whey unl ess you have a certain scale. It is very difficult
to get -- to make a investnent pay off unless you have a
certain kind of scale. So those plants, sone of whom have
even invested in whey, are going to find their business is
really challenged and their viability challenged with an

i ncrease of that magnitude.

Anot her issue is the ability to go out with that
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kind of a cost increase on the input side, the ability to go

out into the marketplace and be conpetitive with your cheese

product. The other sort of way | see plant capacity in, |I'm
talking nore willing plant capacity, what plants are willing
to buy, | see that being affected. Cheese plants may not be

able to make as nmany sales. They nay not be able to sell as
much vol une because pl aces where they are conpetitive now
they won't be anynore and so we see that vol une decreasing.

| see that volune decreasing froman econom c perspective.

MR. SHI PPELHOUTE: On the sane page you al so nmake
a comment that the 2.7 percent decrease is not indicative of
a crisis nor a cause for alarm Do you have any sense of
what percentage decrease would indicate a crisis or cause
al arn?

DR. SCH EK: Yeah. Well, you have to kind of | ook
at where we're comng from that was the point | was trying
to make. | nean, 2014 was a record year. W had plenty of
mlk, plants were running very full a lot of the year.
Reports | get fromour nenbers is right now the narket is
really fairly in balance, there's not a |ot of fol ks out
really |l ooking hard for mlk now Maybe others have a
different opinion of that but at least in terns of our
menbership that's what we hear.

MR. SHI PPELHOUTE: You nake reference to the

conditions in the federal order, the Upper Mdwest in
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particular. You nention that there is mlk noving at $10
bel ow t he announced price. Do you have any sense of the
vol une or percentage of that mlk?

DR SCH EK: No, no. You know, these are the
things you pick up in the Dairy Market News, the weekly
M dwest Cheese or M dwest MIk sections. They usually don't
have any volunme al though there was a statenent that there
were | onger term bel owcl ass contracts being made. You
know, going out, say through June and into the sunmer. So
that's -- typically they' re kind of a week-to-week thing,
just very nmuch a spot sale, but it sounded |like there had
been sone reports that it's going on a little bit |onger
t han that.

MR. SHI PPELHOUTE: kay. That's all 1 have.

MR. LEE: | have a question. | asked the sane
guestion of the producer, the petition fromthe producers
version. Wat do you think if, as conpared to their
proposal , your proposal, how would that affect the whey
mar ket, whey market prices? Do you think it would have any
effect or would it -- would it affect the ability to sel
t he sane anobunt of whey that is being done today, by an
i ncrease?

DR, SCH EK: Well, you know, | would |ike to give
that some nore thought and answer it nore carefully in a

post-hearing brief. One of the things that our nenbers feel
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is inmportant is having their mlk costs match nore closely
the products they actually sell. So to sone extent, you
know, you could see naybe nore effective marketing and sal es
of the WPC, which m ght boost the demand for that product.

| really don't know. But I'd like to give that nore thought
and respond in a post-hearing brief, if I could.

MR. LEE: Okay. And now, do you have any opi nion
as to if the proposal that was presented by the producers’
petition? Wat would be your thoughts on their -- how those
i ncreases woul d affect the market?

DR SCHEK: 1'd like to give nore thought --

MR. LEE: kay.

DR. SCH EK: -- and answer that in a post-hearing
brief as well.

MR. LEE: 1've got one nore question. Regarding
your table and the long, involved fornula that's used. Do
those factors or those nunbers that you are presenting, does
that change frombatch to batch? Wuld that be a nore
better way of reflecting a rate better?

DR. SCH EK: You know, that's a good questi on,
John. | don't see it as something that changes from batch
to batch, but as | indicated in ny testinony, sone of those
technical factors do have sone market orientation and they
are inpacted, for exanple, with new buyers. |[If there were

nore buyers of liquid whey in the marketplace sonme of those
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m ght change. |f you had nore of what | would cal
"specialists" in the whey business, if you had a | ot of

t hose who had nore scal e econony, you know, that m ght
change. It m ght suggest a change in the nake al |l owance.
don't know. But | think any nmarket that's nore conpetitive,
certainly that pricing nunber is the one that's nost

vari abl e and m ght change with market conditions. The
pricing discount.

MR. LEE: Thank you.

DR. SCHI EK: Ckay.

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

DR SCHI EK: Thank you.

HEARI NG OFFI CER SUTHER. W are going to take
about a five mnute break.

But before we do that, we have a special provision
to all ow witnesses to present testinony for three m nutes or
less. W are going to set up another sign-up sheet in the
back of the roomif anybody would like to do that.

And al so the post-hearing brief will need to be --
it will need to be turned in to the Departnent -- it is due
to the Departnment by 4:00 p.m on Mnday, June 8th, so that
will need to be turned in by then. [If it is not in by then
it will not be presented into evidence.

So we are now off the record for about five
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m nutes and we will start back again.

(OFf the record at 9:41 a.m)

(On the record at 9:54 a.m)

HEARI NG OFFI CER SUTHER: All right, we will now be
comng to order. It is 9:55 and we will be coming to order.

MR SHI PPELHOUTE: We are back on the record.

HEARI NG OFFI CER SUTHER: All right, |adies and
gentlemen. Ckay, as | said, we are now back on the record.
W will now proceed with the public testinony section of
this hearing. Qur first witness is M. Brokaw.

M. Brokaw, you are already here, you' re seated.
WI1l you please state your full nanme, spell your |ast nane
and state your affiliation for the record, please.

MR. BROKAW Yes, M. Hearing Oficer and Menbers
of the Hearing Panel. M nane is Barry Brokaw, B-R-O K-A-W
| amthe President of Sacranmento Advocates, Inc. | amhere
today as a consultant testifying solely in behalf of ny
client, Kraft Foods G oup.

HEARI NG OFFI CER SUTHER:  Thank you.
Wher eupon,

BARRY BROKAW

Was duly sworn.

HEARI NG OFFI CER SUTHER: You have presented us
with some witten statenments here; do you want those entered

into the record at this tinme?
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MR. BROKAW Yes | would, sir, please.

HEARI NG OFFI CER SUTHER: These will be entered in
as Exhi bit nunber 40.

(Exhibit 40 was entered into the record.)

HEARI NG OFFI CER SUTHER: You may proceed.

MR. BROKAW Thank you. M. Hearing Oficer and
Menbers:

Kraft Foods operates a dairy plant in Tul are,
California where they nmanufacture Parnmesan and ot her hard
Italian cheeses, as well as cultured products including sour
cream and cottage cheese under the Knudsen brand. This
facility al so produces dry sweet whey powder, both food
grade and ani mal grade. Kraft enploys 265 people at this
facility and processes several mllion pounds of mlk per
day. This mlk is purchased fromfarnmer cooperatives in
California. The Tulare plant is one of Kraft's 40
manufacturing facilities in North Arerica, 9 of which are
cheese plants. The Kraft customer base includes custoners
in the retail foodservice and whol esal e segnents,
nati onwi de. The cheese that Kraft produces in Tulare is
then transported to the Mdwest, where it is aged, processed
and then packaged. The packaged, finished goods are then
shi pped nati onw de, including approximtely ten mllion
pounds shi pped back to California to be distributed. This

back-and-forth shi pping adds significant cost to the cheese,
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whi ch is why higher cost mlk due to whey will create an
unconpetitive market situation for cheese nakers.

| am here today to testify in strong opposition to
t he producers' proposal - we can call it formally the
Western United Dairymen/M | k Producers Council/California
Dai ry Canpai gn proposal - that would val ue whey in the 4b
mlk pricing fornula at a value simlar to the Federal C ass
1l value, for atermof up to two years. | amalso here to
testify in support of the Dairy Institute alternative
proposal that replaces the current dry whey schedule with a
schedul e driven by the price of WPC34 and a term of no
| onger than six nonths.

In our view, whey processing in general falls into
four tiers:

1. The largest plants in California manufacture
whey protein concentrate, WPC34 or WPC50, and even | actose
and dry whey perneat e;

2. The next tier manufactures whey protein
concentrate but does not further process the perneate,
creating a cost to dispose of the perneate; and

3. The third tier recovers sone value fromselling
iquid whey concentrate, when possible, and pays to dispose
of liquid whey concentrate when there is either a quality
issue or there is no buyer. Transportation cost also has to

be paid on these | oads, further eroding that val ue.
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4. The fourth tier is full disposal. Two-thirds
of California' s cheese plants are too small to recover any
of their whey from cheese processing and nust instead pay to
transport and di spose of the liquid whey that they generate.
Pl ease note that these plants have no ability to sell their
whey to sonmeone that does have a whey drying capability, and
t hose conpanies that can dry whey are either fully utilized
or want to be paid to toll the product, and oftentines the
tolling fee is higher than the value that would ultimtely
be realized anyway.

Currently, Kraft handl es whey generated through
their manufacturing process in Tulare in several ways: they
sell a small anount as |iquid condensed whey and they dry
the rest into sweet whey powder. The sweet whey powder is
then marketed by a third party to both food custoners and
feed custoners, as applicable. GCccasionally, due to
processi ng i ssues, the sweet whey powder generated has to be
sold as aninmal feed instead of as a food grade product, for
a fraction of the price of a food grade product. Kraft does
recover value fromthe whey streamthat it generates because
it only runs a sweet whey drying operation versus a val ue-
added whey dryi ng operation |ike WPC34, WPC80 or WPI. But
Kraft is not able to process 100 percent of the whey into
food grade product and the value is mninmal and sonetines is

an expense on a net basis. Kraft has cal cul ated the cost of
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converting the current whey drying operation into a val ue-
added whey drying operation |ike WPC34, WPCB80 or WPI, but

t he amount of capital investnent required does not have a
payback that is even close to being financially feasible.
Kraft does not generate enough volune in its one California
plant to justify a val ue-added whey dryi ng operation, and
transporti ng whey generated by Kraft plants |ocated

el sewhere is extrenely cost prohibitive. So the value that
the Kraft Tulare facility garners from sweet whey processing
is mnimal, and even at that minimal level is still higher
t han what nmany of the cheese makers in California are
spendi ng to di spose of their whey.

Any increase in the cost of 4b mlk like the one
bei ng proposed by the producers will negatively inpact
Kraft's margins. Cheese processor nargins are small, as
retail cheese is a commodity business - neaning that on-
shel f prices for branded products need to be cl ose enough to
the prices for store-branded products in order to be
attractive to consuners. The costs of manufacturing,
storage, transportation, sales and marketing are
inflationary and inelastic, and when conbined with potenti al
increases in costs of raw materials like mlk in this case,
there's only one place that these potential increased costs
can conme fromand that's the margin. Kraft's business is

rational -- excuse nme, it's rational too but it's national
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and it can't charge the customer nore in general or in any
regi on just because sone percentage of its cheese is nade in
a particular geography like California at a higher cost.
Hi gher cost raw materials like mlk can't be funded out of
trade spending either. |If Kraft reduced trade spending in
general or in key accounts just because sone percentage of
its cheese was nmade in a particular region at a higher cost,
retailers would choose to pronote their private |abel
products over Kraft branded products because private | abel
products don't carry the heavy narketing expenses that
branded products do. Kraft would | ose volune and share and
eventual |y becone desisted fromretailers' refrigerator
cases. After that, the business would have a | ack of
viability.

So the Dairy Institute's proposal addresses the
concerns of the majority of California cheese makers,
i ncluding those that are too small to afford a whey
operation of any kind. The proposal does represent a val ue
that can be recovered by plants that process whey in the
state of California because it is based on |iquid whey
val ue, which is realistic. And the proposal includes a cap
on contribution that is at a | ow enough level to allow the
smal l er plants wi thout whey processing to be mninally
impacted. In light of this, and in light of the fact that

t he producers' proposal does not take basic supply/demand/
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profitability fundanmentals into consideration, Kraft is in
support of the Dairy Institute proposal.

So |l et me conclude; | know you're | ooking forward
tothat. California as a dairy producing region has a | ot
of positives: generally tenperate weather, scale in nunbers
of cows on the farm scale in processing infrastructure and
price leverage by having mlk prices creating a total cost
of ownership of finished goods that is in line with other
regions in the United States. Until now the only negative
has been the drought situation and the resultant reduction
in year-over-year mlk production, but that is to be
expect ed based on the ebbs and flows of mlIk volunes in a
nor mal mar ket pl ace. Now, the additional negative caused by
t he continued squeeze on margins resulting fromrecurrent
tenporary price relief and other short-termfixes in the
current California dairy pricing systemis beginning to
result in cheese manufacturers leaving California for other
regions and a | ack of growth of manufacturing assets in
California. California' s |abor rates, energy costs and
wat er costs are higher than nany other regions and the cost
of transportation fromCalifornia to other areas in the U S
is prohibitive. For exanple, sending Italian cheese from
California to the Mdwest for aging and processing, then
back to California for distribution. Therefore, sonething

has to give to return the California mlk industry's bal ance
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to equilibrium A longer-termfix to the California mlk
pricing system which is better for producers and processors
ali ke, should be the ultinate goal. However, instituting
tenporary "fixes" resulting in higher mlk costs for
producers while waiting for longer termprice reformis
short-sighted. Raising mlk prices due to whey won't really
acconpl i sh anyt hing other than increasing costs and
decreasing margins, and inpacting California cheese
manufacturing viability. |f manufacturers can operate nore
profitably in regions other than California, then
justification for new plant and processing investnents wll
be easier in those other regions, and manufacturing capacity
and therefore mlk supply will grow in those other regions.
The financial viability of cheese manufacturing in regions
that don't have such far-reaching water and energy
chal l enges that California does will support further

i nvestnment in those regions and California dairy processing
infrastructure will begin to erode. Kraft owns dairy plants
in Wsconsin, Illinois, New York and M nnesota, and Kraft
has an extensive supplier base that reaches nany ot her
states around the U S. Kraft regularly perforns financial
anal yses and conpari sons of product |ine and pl ant
profitability as well as overhead conpari sons between
plants. California has been |ong trendi ng towards higher

m |k prices and any additional increases comng out of this
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hearing will only serve to decrease California s viability
for grow ng cheesenaki ng i nfrastructure.

So to reiterate, Kraft is strongly opposed to the
producer proposal as it does not allow the pricing in the 4b
formula for whey to accurately reflect the actual market
conditions. Additionally, having a "tenporary” price fix in
pl ace for two years is hardly tenporary. |If only
manuf acturers and retailers could have that kind of val ue
and price certainty, it would be ideal, except we can't, as
we are at the nmercy of the elasticity of supply and demand,
which is the true market clearing mechanism Conditions can
conpl etely change within a six nonth period, which is why
that should be the inposed tinme |imt of any price changes.

Kraft supports the Dairy Institute proposal, and
while it mght not be the nost ideal solution, for a conpany
i ke Kraft who does process sonme whey into end-use products,
it certainly captures the true narket conditions a bit nore
fairly to the magjority of cheese producers in the state and
it has a reasonable duration. This is the best proposal to
acconplish the goal of balancing the needs of the entire
i ndustry by creating a nore rel evant whey-based pricing for
m |k used in cheese naking, while offering nore inconme to
the pool in higher whey markets. 1Isn't it the goal of the
collective dairy industry in California to expand capability

and capacity and create demand for California dairy products
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by fostering an environment where val ue drives innovation,
and innovation drives investnent, and investnent drives
profitability? Profitability has to work for both the
producer and the processor, and the producer proposal fails
to acknowl edge the econom ¢ fundanental s that processors are
bound by from cow to consuner.

This concludes ny testinony. Thank you for your
time and attention. | would like to have the opportunity to
file a post-hearing brief if necessary.

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

Are there any questions fromthe panel ?

MR. EASTMAN. | just have a couple of questions.
On the first page of your testinony you nention that Kraft
ships its cheese to the Mdwest, | think, to age it and then
ships it back in order to distribute it.

MR. BROKAW Correct.

MR. EASTMAN. |s there a particular reason why
that happens? |Is there a lack of aging facilities here in
Cal i fornia?

MR. BROKAW It is nmy understanding that's where
our, that's where our facilities are for doing those latter
tasks and that's why it's done that way.

MR. EASTMAN. COkay. And then in two places you

tal k about how you would view the inpact to snmaller cheese
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processors of any of the proposals. You nention the four
tiers of cheese processors. You nention the fourth group,
whi ch is about two-thirds of cheese plants and then you al so
sort of nention at about page three how snall er cheese
plants m ght be affected by the Dairy Institute's
alternative proposal. Do you as a consultant work with

ot her cheese plants or what know edge or experience do you
have with sonme of those processing facilities in California
to make that statenment?

MR BROKAW | don't work with other cheese
processing plants. Qur experts hel ped prepare the remarks
and 1'd like to have them get back on that point, if you'd
like, in the post-filing brief.

MR. EASTMAN. Ckay. And then obviously in your
testinmony you nmention that you do support the Dairy
Institute alternative proposal, even though their proposal
is based on WPC34 and Kraft actually nmakes dry whey. Do you
feel that there is enough correlation between those two
finished coomodities that allow you to support that
alternative proposal or do you think it's just that the
val ues that they are proposing fall in line with what you
can absorb?

MR. BROKAW All | can say at this nonent is
that's the position that we have taken. W have revi ewed

the alternative proposal by the Dairy Institute and we are
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confortabl e supporting it, even though the great benefit
doesn't extend to us.

MR. EASTMAN. Ckay. And then the final question
had is you nention that there is sone limtation that Kraft
has that causes sone of their dry whey to not be of human
grade or have to be marketed to ani mal feed-type purposes?
Do you know what the limtation or what causes that to
occur ?

MR. BROKAW \Well specifically | can't say at this
moment if it goes beyond the processing itself that
sonetinmes leaves it in capacity. But we can get back to you
on that as well.

MR. EASTMAN. Ckay. |If you could do that, that
woul d be great, in the post-hearing brief so we get the
sense of that.

MR. BROKAW Thank you.

MR. SHI PPELHOUTE: A follow up question on the
smal | plant subject. You nentioned that two-thirds of the
smal|l plants -- plants are too small. Do you have any sense
of the percentage of volune that that covers?

MR BROKAW No | don't, sir.

MR. SHI PPELHOUTE: And you nentioned that Kraft
has nine cheese plants in total. Do you know if there's
ot her plants that make the same type of cheese products that

you are doing here in Tul are?
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MR. BROKAW | can't answer that specifically. W
do nost of the Parnesan cheeses in California but we have a
vari ety of cheese brands and there nay be sone duplication.
Because they conpete within plant for product |ines and
costs determ ne who produces what.

MR. SHI PPELHOUTE: Do you have any sense of the
cost of mlk for those other eight plants outside of
California conmpared to the California plant?

MR. BROKAW | can't respond authoritatively to
t hat .

MR. SHI PPELHOUTE: That's all the questions | had.

HEARI NG OFFI CER SUTHER: Any fol | ow-up questions
fromthe panel ?

Thank you for your testinmony, M. Brokaw.

MR. BROKAW Thank you for your tinme.

HEARI NG OFFI CER SUTHER: W now have M. Cardenas.

MR. DE CARDENAS: Good norning. | brought an
illustrative very large exhibit, actually. It is sonething
proprietary to our business and |I'Il just kind of use it for
an illustrative purpose. |Is this sonething | would have to

| eave with the commttee or can | take it hone with ne.
HEARI NG OFFI CER SUTHER: You woul d need to | eave
it to be entered as an exhibit.
MR. DE CARDENAS: GCkay. But | can use it for an

illustrati on?
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HEARI NG OFFI CER SUTHER:  Yes.

MR. DE CARDENAS: In non-exhibit fornf

HEARI NG OFFI CER SUTHER:  Yes.

MR. DE CARDENAS: W will win for the |argest
illustration of the day.

(Laughter.)

MR. EASTMAN. Well the day is still early so you
better watch out.

MR. DE CARDENAS: Yes, that's true. You see, this
is the perfect carry-on on Sout hwest.

MR EASTMAN. | see. But that's not what the
illustration illustrates, | hope.

MR. DE CARDENAS: Correct.

MR. EASTMAN. Ckay, that's good.

MR. DE CARDENAS: Nice. Thank you, appreciate it.

HEARI NG OFFI CER SUTHER: M. Cardenas, could you
pl ease state your full nane, spell your |ast nane and state
your affiliation for the record, please.

MR. DE CARDENAS: Certainly. M nane is Antonio
de Cardenas, A-N-T-O-N-I1-0O separate word DDE, CGA-R D E-N
A-S. And | am here as a business owner representing our
fam |y business, Cacique, CGA-CI-QUE, Incorporated
Thank you.
Wher eupon,

ANTONI O DE CARDENAS
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Was duly sworn.

HEARI NG OFFI CER SUTHER. M. de Cardenas, do you
have any other witten statenents that you want entered into
t he record?

MR. DE CARDENAS: At this time, no, | amjust
going to present orally.

HEARI NG OFFI CER SUTHER: Thank you. You nmay
pr oceed.

MR. DE CARDENAS: Thank you very nuch. | am here
today -- and than you for this opportunity to share the
story of our famly business.

My parents immgrated fromlLatin America in 1971
In 1973 they had a fabul ous start-up idea except there
wasn't private equity or venture capital; there was hard
work and there was hard work. And with $800 borrowed and
rai sed they started our famly business.

Today we are Anmerica' s nost popul ar brand of
Hi spani c dairy products as neasured by nationally recognized
auditors such as IR and Ni el sen.

We have grown fromthe inmgrants of ny newy
immgrated parents with two suitcases and three snal
children and one on the way, nme, with big, big dreans to
succeed in Anerica' s prom se that hard work, integrity and
earnest effort will be net with fair and just rules of

governing. Every day we are thankful for these proven
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truths.

Qur begi nnings were hunble. W produced hi gh-
qual ity cheese and creans. Yet typical of the tinme we
suffered Iow efficiencies with l[ittle byproducts to sell.
Essentially we nade cheese, cream and whey. At that tine
whey was sinply an expense and it had no practical use. It
could not be flushed with the wastewater.

As we were then, and now, an urban cheesenaker in
Sout hern California, we have no fallow farmfield dunps nor
did we have eager buyers. However, we did nake a bargain
with a pig farmer to take the whey off our hands many, nany
years ago.

Certainly tinmes have changed. Wth nodern
t echnol ogi es and expandi ng markets of opportunities we have
managed to capture many of the elenents that once flowed
into our whey. Even so, today's whey market for Cacique
remains very difficult and the expense is very difficult to
manage. Although in the practice formula of mlk pricing
whey is given a value for determ nation of what we pay for
mlk, it is the net cost, not gain, for us.

There are nmachines that can concentrate and dry
whey for sale that would cost us mllions to install and
operate for a few pennies profits with an unlimted anount
of time to pay that back. W concentrate whey into WPC and

sell our market rates. A byproduct of our WPC process is
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liquid | actose that has no hone other than zero-gain feed
and it, in fact, is significant capital expense every year
to di spose of.

Overall, on average we consunme about a mllion
pounds of mlk per day. About 45 to 50 percent of our
products | eave the state of California. W conpete directly
wi th regional manufacturers that aggressively defend their
mar kets. Most of the conpetitors are in the Upper M dwest.
While m Ik prices may be higher the operating costs are
considerably lower. No great surprise. Costs such as
el ectrical wastewater, |egal exposure, workers conp and
others are considerably lower; in sone cases half as | ow as
ours. State and local taxes are far |ower and these states
are all friendlier to business, unfortunately, than
Cal i forni a.

Now I'd like to turn your attention to our handy-
dandy map here. This is kind of an indication over the | ast
90 days where consuners have purchased Caci que products.

And you' Il see we manufacture our dairy itens here in the
state of California. And as we nove further east it becones
nore expensive for us to sell our products.

In fact, if you take into consideration the cost
of doing business in California, although we do have a
different price nodel here for mlk, I think it's a zero sum

gane realistically. [If we instantaneously have a
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significant price increase our growh and -- we push our
grow h east of the Mssissippi. Those markets in New York
and Washington and Fl orida, they don't becone 3,000 mles

t hey becone 9,000 mles because we are far | ess conpetitive,
whi ch neans we have | ess volunme and we are buying | ess mlk.
And realistically, we want to buy mlk. W want to drive
the category, we want to grow our business. However, it is
somewhat of an unsustai nabl e nodel to take such an
extraordinary cost and be able to conpete in the furthest
mar ket s.

Si mul t aneously, such a cost is exactly what our
out-of -state conpetitors want because it opens an
opportunity for themto conme to California because they do
have costs, operating costs that are significantly | ower.

So in the overall schenme, our famly business would have to
take a national price increase, our conpetitors wouldn't.
So that is an inpedinment that presents risk to our famly
busi ness.

You know, it's really inportant that you recognize
that we are in this together and we feel we are the
anbassadors - an anbassador | should say - for mlk in
California. It's not so secret our nunber one cost of good
is mlk and we exceedingly want to buy nore California mlK.

So with that being said | thank you for your tine

and we do, in fact, support the Dairy Institute's proposals.
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Thank you.

MR. SHI PPELHOUTE: A qui ck question on your
gr aphi c.

MR. DE CARDENAS: Yes, sir.

MR. SHI PPELHOUTE: |Is there any indication of
volune there or is that just a transaction somewhere in New
York generates a dot?

MR. DE CARDENAS:. Those are just -- back -- in
that part of the market there's overl appi ng dots.

MR, SHI PPELHOUTE:  Ckay.

MR. DE CARDENAS: So | would say we are pushing
our, the strength of the growth is east of the M ssissippi,
whi ch has al ways been the nost chal |l enging for us because of
di stance, freight and additional costs.

MR. SHI PPELHOUTE: Do you have a sense for what
your conpetitors in other states are paying for the mlKk
that thy use to nmake cheese?

MR. DE CARDENAS: Well, | assume they are
participating in the federal system | don't know to what
extent they are opting out, you know. So based upon market
conditions it is pretty clear that there are certain markets
where probably sone of our l|larger conpetitors have opted out
of the federal system You can just see. It's really
straightforward, you see it in the pricing. So it's just a

price conpetitive market.
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MR. SHI PPELHOUTE: No ot her questi ons.

MR. EASTMAN. Do you have any sort of data
information to support your statenment that the cost of
maki ng cheese, you sort of nentioned the Upper Mdwest is
cheaper or their costs are lower. You nentioned tax rates,
business climte, things of that nature. Do you have any
sort of information to corroborate that?

MR. DE CARDENAS: Sure. California's workers
conpensation rate is 188 percent nore expensive than the
national nean. So that means for a California enployer,
we're putting about $3.75 into the workers conpensation
system for every $100 of pay; the federal systemis at about
a $1.80. The electricity is significantly nore expensive in
California, water is nore expensive, higher regulation.

Sonme of this is no secret.

But the issues that we are really are inpacted is,
you know, we have a -- another one is cost of living in
California. You know, we have over 200 enpl oyees here in
California so it's definitively sonmething that -- you know,
we don't pay m ninum wage, we are above m ni num wage, we are
not a m ni rum wage bearer. Does that answer your question?

MR. EASTMAN. Yes. |If it's possible for you to
provi de any docunentation of that, say in a post-hearing
brief, that would be beneficial, if you'd |ike to do that.

MR. DE CARDENAS: Sure, 1'd be thrilled to.
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MR. EASTMAN. | realize that you didn't cone
prepared with a lot of witten statenents, per se, but if
you have such information to corroborate that statenent and
you are able to provide it in a post-hearing brief that
woul d fi ne.

MR. DE CARDENAS: | confess |I've cone with ny
trai ning wheels today, this is my first tinme.

MR. EASTMAN:  Under st andabl e.

MR DE CARDENAS: Do | would be thrilled to.

MR. EASTMAN.  Ckay.

MR. DE CARDENAS: Thank you very nuch. Any
addi ti onal questions?

MR. LEE: Yes, | have one. In terns of your total
vol une of sales, how much of it would you say is in-state as
conpared to your out-of-state sal es?

MR DE CARDENAS: |It's about 53/47, 53 in the

St at e.

2

LEE: Fifty-three of your volunme is in
Cal i fornia.

DE CARDENAS: Correct.

LEE: Forty-seven outside.

DE CARDENAS: That's correct, sir.

2 %33

LEE: Thank you.

2

DE CARDENAS: Thank you.
HEARI NG OFFI CER SUTHER: M. de Cardenas, thank

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N oo o b~ w N P

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

97

you for your testinmony. And your request to file a post-
hearing brief is granted.

MR. DE CARDENAS: Thank you very nuch, have a
pl easant day.

HEARI NG OFFI CER SUTHER M. Paris. M. Paris,
will you please state your full nanme, spell your |ast nane
and state your affiliation for the record, please.

MR PARIS: M nanme is Joe E. Paris, P-A-R1-S
and | am here representing Joseph Gallo Farns. And the
testimony | will give has been reviewed and added to by
M. Mke Gallo, who is the CEO of Joseph Gallo Farns and
al so co-owner.

Wher eupon,
JCE E. PARI'S
Was duly sworn.

HEARI NG OFFI CER SUTHER: Do you have any ot her
witten statenents other than the ones you have presented?

MR PARIS: No, sir.

HEARI NG OFFI CER SUTHER. Wuld you like this to be
mar ked as an exhibit?

MR PARI'S: Yes.

HEARI NG OFFI CER SUTHER:  Your exhibit will be
Exhi bit nunber 41.

(Exhibit 41 was entered into the record.)

HEARI NG OFFI CER SUTHER: You may proceed, sir.
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MR PARIS: M. Hearing Oficer and Menbers of the

Heari ng Panel :

My name is Joe E. Paris. | ama dairy consultant
representing Joseph Gallo Farns. | amresponsible for the
mlk and creaminto and out of Gallo Farns. | also work

with the Farm Service Agency for Gallo's farm ng operations
and | provide market information and ot her pertinent
information to the senior managenent of Gallo on a daily
basi s.

Joseph Gallo Farnms is |ocated at 10561 West
Hi ghway 140 in Atwater, California. At this location we
have the Gallo Cottonwood Dairy and the Gall o cheese pl ant
as well as Gallo dobal Nutrition, a whey processing plant.
Two mles east of the Gallo cheese plant is the Gallo Santa
Rita Dairy. Between the two dairies Gallo m ks
approximately 8,000 cows. W also farm several thousand
acres to provide feed for those cows.

Joseph E. Gallo started farmng in 1946. |In 1983
he hired a Wsconsin cheese maker to help himrealize his
chi | dhood dream to make and narket cheese. He and the
cheese maker built the Gallo cheese plant. Since that tine
that plant has been inproved and expanded several tines.
The cheese plant plans to process close to 500 mllion
pounds of mlk this year into various cheese varieties

i ncl udi ng cheddars, Monterey Jack, nozzarella bl ocks and
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pasta filata. At this tinme, 70 percent of the mlk that
Gal |l o processes is bought from outside suppliers. W
concentrate our whey fromour own plant and are a market for
whey protein concentrates fromother small plants in the
area. The WPC is processed and dried into whey protein
isolate at the Gallo G obal Nutrition plant, part of the
Gl | o conpl ex.

Donestically we sell packaged cheese under the
brand of Joseph Farnms Cheese. Most of this cheese is found
in grocery chains or stores like Walmart and Costco. W
al so export cheese into Mexico, both branded and unbranded.
About 40 percent of our cheese is sold as comrercial bl ocks
or for food service.

Gall o has always tried to invest in ways to not
only inprove our efficiency, but in a way to protect our
environment. The Gall o nethane di gester provides
electricity to operate the plant. Wste water fromthe
plant is used to flush the Cottonwood Dairy |anes to a
separator where the solids are taken out before the liquid
goes into the digester. Solids then are conposted and used
to fertilize the land. The systemcost mllions of dollars
to build and maintain. Gllo dobal Protein is another huge
i nvest ment where we process WPC from our cheese plant and
fromother small cheese plants. Until recently, much of the

whey was bei ng dunped or fed to cows.
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If Gallo had been required to pay the 4b price
that would result by the producer proposal, none of these
i nprovenents coul d have taken place. Gallo is a small plant
when conpared to other national conpanies in California and
we woul d not have been able to generate the type of profits
to invest in these |ong-term sustainable projects. Wthout
profits there is no investnent.

As nentioned earlier, Gallo mlks 8,000 cows in
two facilities. W certainly understand the plight of
dairynmen in the state of California. W know what the cost
of production is on our dairy farns because we experience it
every day. W know that in sonme years the cheese pl ant
hel ps to subsidize the | osses on our dairies and in sone
years the dairy hel ps subsidize the cheese plant's | osses.
Sonme years they both nmake noney and sone years they both
| ose noney. Both as dairy producers and cheese pl ant
operators we are at the mercy of the marketpl ace.

Vol atility can be the eneny of both producer and processors.
Long-term pl anni ng and investnent is needed in order to grow
bot h the producer segnment and the processor segnent of the
dairy industry. |If the proponent's proposal is adopted as
witten it is our opinion that the cheese sector wll
stagnate al nost i mediately. Mediumand small plants will

no |l onger be able to sustain their processing plants. The

producers will find thenselves with fewer nmarkets. The
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California market will find itself in a pre-1985 position of
having nostly a butter-powder industry.

How woul d we respond at Joseph Gallo Farns? One
scenario would be to elimnate all outside suppliers of mlk
and reduce our cheese sales to only our Joseph Farns
packaged cheese. W might need a few nore cows and woul d
t ake advantage of the higher mlk prices. Qur branded
product prices would have to be increased in order to
mai ntain overall profitability. W could also |ook at
di versi fying our operation by planting nore pernanent crops.
At the very least, we would have to elimnate any prem uns
or handling charges we currently pay our suppliers.

Producers have a tendency to | ook at the M dwest
or the East Coast and feel that are being deprived of a fair
price. These producers serve an entirely different market
than we have in California. Because of their |ocation,

t hese areas serve the vast population that runs fromthe

M dwest to the East Coast and from Maine to Florida.

Because of transportation costs they can demand hi gher
prices for that products. Mich of California' s production
services not only the West Coast popul ation but al so Mexico
and the export market. These export market sales, including
Mexi co, cannot pay the prices that woul d be needed to of fset
the increased cost of this whey factor. Even in the

energi ng markets, income will not allow any chance for
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profit or growmh. W know that any tine the market price of
cheese is greater than $1.90 per pound, cheese sales to

Mexi co come alnpbst to a standstill. Over $2.00 cheese
elimnates the market in Mexico and sl ows sales of our
cheese here in the West. \What we hear about the growth in
the mddle class in many energing countries to which we
export cheese does not nean they have the sane ability to
purchase as the mddle class in this country.

In the Federal M|k Marketing Orders, plants are
al l owed to depool and there are no mnimum pricing | aws that
require a mni num paynent for depooled mlk. Due to a |large
increase in mlk production in other parts to the country it
has been reported that m |k has been purchased as nmuch as
$7.00 per hundredwei ght bel ow the mi ni mumregul ated price.
| heard sonebody this norning say as nuch as $10. We know
that this has been happening fromvarious reports. 1In
California it is unlawful to pay |ess than the regul ated
price unless the mlk does not neet the Grade A standards of
quality and the mlk is degraded. Many of the plants in the
Upper M dwest have much | ower overhead costs due to
regul ations that have nothing to do with mlk. Many of the
pl ants are nedium and smal|l and process specialty cheeses.
Sone are able to buy manufacturing grade mlk at a reduced
cost on a regular basis. In the |ast several years we have

seen | arge cooperative cheese plants close due to | osses
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under our current pricing systemhere in California.

Joseph Gallo Farnms is opposed to the producers
proposal as it is witten. The sliding scale for the whey
woul d elimnate any profits for investnment into new
technol ogi es that would add value to the 4b mlk. For sone
plants it would nean closure. For others, it mght nean a
conpl ete change in the way they do business, including the
anount of m |k they could purchase. | know of cheese plants
t hat have planned to add additional cheese-naki ng equi pment
or whey processing equi pnment that would not be able to neet
that plan due to dramatically increased mlk costs. The
cost of rawmlk in a cheese plant can be as nuch as 95
percent of its total costs. Adding the average of the | ast
3 years of $1.44 per hundredweight to the current 4b price
will make California processors greatly disadvantaged to
cheese processors in surroundi ng states such as Washi ngt on,
Oregon, lIdaho and Uah. Idaho and Utah are not price
regul ated under any state or federal order. we support the
principles of the Dairy Institute proposal and particularly
t he concept of noving the whey pricing fromdry whey to whey
protein concentrate, WPC, a nuch nore market-oriented price.
It is our understanding that there is only one plant in
California that is currently drying whey. Mst of the whey
product pricing is related to the WPC price rather than the

dry whey market. It is the opinion of Gallo that the scale
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used in the Dairy Institute's proposal is still too high for
small to medi um cheese plants, although it may be all right
for a few-- very few larger, newer, efficient plants.
Gallo is concerned that the inplenmentation of the producers
proposal will force closure of several small to medium size
cheese plants, including Gallo's. This will result in |ess
processing capacity in the state and nore producer mlKk
seeking a market. Over the years we have had many
"tenporary" adjustments that make it difficult to make | ong-
term plans in processing.

State or federally regulated m Ik prices should be
m ni mum prices based on the best nmarket-oriented criteria
and shoul d not be changed every few years. Producers have
the right to negotiate higher prices than the state m ni nuns
based on an individual plant's ability to pay above the
regul ated price.

This concludes ny testinmony and I would |ike the
ability to file a post-hearing brief.

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

Any questions fromthe panel ?

MR. SHI PPELHOUTE: A simlar question to what we
asked the | ast person and that is, you nmake reference to the
cost of manufacturing in other states. Do you have any

information that we could |look at to verify or get a sense
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for the difference between the cost of manufacturing in
California versus the Upper M dwest or other areas?

MR PARIS: |s that where | tal ked about ot her
costs were |lower in other states?

HEARI NG OFFI CER SUTHER: That's correct.

MR PARIS: Well, just the regul ati ons we have
here in California in manufacturing is extrenmely high.
O her states don't have those kinds of regulations. They
allow things to happen differently than we do here. And
that's the reason we don't see a | ot of expansion in cheese
plants in the state of California. There's other places
where you can go and put in a cheese plant and it's a whol e
ot less costly to you. As sone person said once, here we
roll out the red tape, there they roll out the red carpet.

MR. SHI PPELHOUTE: But you don't have a sense of
how much of a difference there is in the cost?

MR. PARIS: In the cost of producing the cheese?

MR, SH PPELHOUTE:  Yes.

MR PARIS: No. But | could find out and address

that in a post-hearing brief.

MR. SHI PPELHOUTE: If you could, please.

MR PARI'S: Yes.

MR. LEE: | have a question.

MR. PARIS: Ckay.

MR. LEE: Wen you' ve finished your witing.
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Regardi ng Joseph Gallo's cheese sales. How nuch
of your sales would be in California as conpared to outside
of California?

MR PARIS: |'maguessing it would be at |east 50
percent, it may be higher than that. | know our cheese
going to Mexico is about 30 percent and we do service sone
other areas in the West, but our product mainly is in
California. W are a large farnstead cheese operator.

MR LEE: So let me get this straight. So how
much would it be in ternms of your -- 30 percent outside of
Cal i fornia?

MR. PARIS: Thirty percent is about what goes into
Mexi co when the prices are right. Wen that price hit $2
| ast year, sales in Mexico died. | nean, it was just very
difficult to get anything done there. W do have a little
bit up in the Pacific Northwest but not a significant
anount. Most of it is right here in California so 50 to 60
percent, somewhere.

MR. LEE: Thank you.

MR. EASTMAN. | have a question. You nention that
you do support the proposal of the Dairy Institute. |If the
Department were to inplenent a change that were to extend
beyond si x nonths how woul d you view that inpacting your
operation?

MR PARIS: It will have a significant inpact on
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our operation in the increased cost, even the Dairy
Institute's proposal. W think it's too high, the scale is
too high init. W prefer the status quo.

MR. EASTMAN. That's it.

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

Dr. Erba, you are up next.

Dr. Erba, could you please state your full nane,
spel |l your last nane and state your affiliation for the
record, please.

DR ERBA: Dr. Eric M Erba, the last nane is E-R-
B-A, and | amrepresenting California Dairies, Inc.

Wher eupon,
ERI C ERBA
Was duly sworn.

HEARI NG OFFI CER SUTHER: Do you have any ot her
witten statenents other than the ones you brought up that
you would like entered as an exhibit?

DR ERBA: | do not. You have the one that |
have.

HEARI NG OFFI CER SUTHER: Thank you. Dr. Erba's
exhibit will be Exhibit nunber 42.

(Exhibit 42 was entered into the record.)

HEARI NG OFFI CER SUTHER: You may proceed.

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

Good norning. My name is Eric Erba and | hold the
position of Senior Vice President and Chief Strategy Oficer
for California Dairies, Inc., whom| am here representing
today. California Dairies is a full-service m |k processing
cooperative owned by 400 producer-nenbers | ocated throughout
California and coll ectively producing 18 billion pounds of
m |k per year, or 45 percent of the mlk produced in
California. Qur producer-nenbers have invested over $500
mllion in large processing plants at six locations in
California, which will produce approximately 385 mllion
pounds of butter and 785 m | lion pounds of powdered mlk
products in 2015. The Board of Directors for California
Dai ri es approved the concepts contained in my testinony that
| will be presenting today at their May 26, 2015 board
nmeet i ng.

We thank the Secretary for calling this hearing on
her own notion and keeping the relevant topics narrowy
defined such that only alternative nmethods for val ui ng whey
in the Class 4b mlk pricing forrmula are bei ng consi dered.
Over the past four years, we have pointed out that the
di sparity between the whey valuation in federal mlk
mar keting orders and in California remains too large to
ignore and continues to have far too great of an inpact on

our nmenber-owners' mlk price. The effect on our nenber
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owners of the underval uing of whey has been addressed
several tines in hearings simlar to today's proceedi ngs but
the sane old inequities continue to persist. And the reason
is sinple; the glaring problemin the Cass 4b pricing
formul a has not yet been corrected.

Today's hearing affords us the opportunity to show
our support for an inproved neans to val ue the whey portion
of the Class 4b pricing formula. California Dairies fully
supports the alternative proposal submitted by Western
United Dairynmen, MIk Producers Council and California Dairy
Canpaign to nodify the sliding scale within the C ass 4b
mlk pricing fornula that generates values for dry whey.

Wiile it is outside the scope of the hearing
today, California Dairies also supports the regular review
of manufacturing cost allowances relative to the
Departnment's annual manufacturing cost exhibits.

| will speak now to the alternative proposal from
Western United Dairynmen, M1k Producers Council and
California Dairy Canpaign

The mlk pricing proposal that California Dairies
supports has a foundati on based on econom cs, |ogic and
consistency with the California federal m |k marketing order
effort that is being actively pursued. The proposal is
meant to address the singular issue of fair conpensation to

dairy producers for mlk and its conmponents purchased by
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processors. The current neans for valuing whey in the C ass
4b formul a has been in pal ace since August 1, 2012. It is
clear that it fails to track within a reasonabl e range of
t he benchmark for whey valuation as established by the
federal Class IIl pricing formula. 1In fact, since January
2012, the California Cass 4b pricing fornmula has averaged
$1. 95 per hundredwei ght |ess than the federal dass I
price, alnost entirely because of the inferior nmechani sm
bei ng used to capture the value of whey. The proposal from
the three producer trade associations corrects the
deficiency by inplenenting an expanded dry whey val ue | ook-
up table that mrrors the whey val ues achieved in federa
m |k marketing orders. Wthin the current operating range
of market prices for dry whey, the proposed changes woul d
have a | arge inpact on producer mlk prices. At dry whey
prices of $.40 per pound, the Cass 4b price would be $1.25
per hundredwei ght higher. And |ikew se, at dry whey prices
of $.60 per pound the Class 4b price would be $2.50 per
hundr edwei ght hi gher. A graphical conparison of the
proposed | ook-up table and the current | ook-up table are
shown in the docunment subnmitted into the hearing record.

An acceptable level of price difference exists for
nost of the classes of mlk when conparing California mlk
prices to federal order mlk prices. The exception is C ass

4b and it is past the time for the appropriate adjustnent to
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occur. W believe a nodification to the nmethod for val uing
whey in the Cass 4b fornula would not only restore equity
in what our manufacturers pay for mlk relative to

conpar abl e manufacturers around the country, but would al so
generate much- needed additional revenue for dairy farmers,
who are facing sone of the lowest mlk prices seen since
2010.

The California dairy industry is the |eading
agriculture industry in California and mlk and dairy
products have generated the nost val ue of any of the
agricultural comodities produced in California - over $6
billion in each of the last five years and a record of
nearly $10 billion in sales in 2014. 1In 2015 the California
M | k Advi sory Board study of the econom c inpact of the
dairy industry estimates that $65 billion in direct and
indirect sales is attributable to the dairy industry, as are
190, 000 j obs statew de.

However, as hard as it may be to conprehend given
the dairy industry's |egendary status in California, there
are signs that the producer side is not faring well at all.
Sinply, the billions of dollars cited in mlk sales do not
translate directly to dairy farmprofitability, and the | ack
of profitability has a predictable effect on dairy farm
operations. Over 480 dairies have exited the dairy industry

since 2007. From California Dairies' own perspective, we
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now have 165 fewer dairies in operation than we did in 2007.
That trend has not abated but has continued into 2013, 2014
and 2015. Over the last two years, the past 24 nonths,
California dairies has lost nore than 50 dairy farns that
were producing a conbined 2.7 mllion pounds of m |k per
day. Most of these dairies were sold at auction and are
conpl etely out of production today.

The direction that the industry is headed is not
sust ai nabl e wi t hout suffering w despread consequences.
Banks, vendors, suppliers, feed conpanies, mlk hauling
conpani es, and m |k processing plants are m ndful of the
conditions being faced by their dairy custoners. They also
know the dairy industry well enough to understand what it
means when dairy farns exit the industry. These affiliated
busi ness partners are dependent on the health of dairy
farm ng operations, and a collapse on the m |k production
side of the dairy industry has grave consequences for the
survivability of their own operations.

The regions of the state where the dairy industry
has fl ourished have al so been the | eadi ng areas of
unenpl oynent. These counti es have been reporting high
unenpl oynment nunbers relative to the state average for the
| ast several years. Further increases in unenploynent rates
can be expected as dairies continue to exit the business.

And I will run through sonme of these. These are

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o b~ w N P

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

113

based on April 2015 information obtained fromthe U S.
Bureau of Labor Statistics. The California average for
unenpl oynent is 6.5 percent, Fresno County, 11.2 percent,
Kern County, 11.1 percent, Kings County, 11.9 percent,
Madera County, 11.5 percent, Merced County, 12.9 percent,
St ani sl aus County, 10.4 percent. And the |leading dairy
county in California, Tulare County, 13.2 percent. That's
April 2015 information.

It is well-known that California is facing the
wor st drought in over a century. Calendar year 2014 was
California' s driest year dating back to the 1800s and four
consecutive dry years have left mllions of acre-feet of
enpty space in reservoirs across California. On April 1
2015 California Governor Brown directed the first ever
statewi de mandatory water reductions. Not surprisingly, the
drought has had and will continue to have significant
inplications for dairy farnms in California.

To chronicle the negative inpact of the drought, |
have asked nenbers of California Dairies about their
decisions for growing feed for their dairies. | am
including just three of these in ny testinony today as
substantiation of the inpact of the California drought on
dairy farmng

Dairy 1 farns 780 acres. 1In a year wi th nornal

rainfall, the dairy grows 120 acres of alfalfa and 660 acres
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of corn. However, the drought has altered the planting
decision to include zero acres of alfalfa, 320 acres of corn
and 460 acres of sorghum Alfalfa and corn take substanti al
amounts of water and cannot tolerate stress well. Wile
sorghum takes | ess water than corn and is nore stress-

tol erant, sorghum does not have the same nutritiona
qualities of corn, which will force Dairy 1, as well as al
other simlarly situated dairy producers, to buy

suppl emental feed for their dairy rations.

Dairy 2 farns 1,200 acres. 1In a year with nornal
rainfall, the dairy grows 300 acres of alfalfa, 400 acres of
corn and 500 acres of sorghum This year, the dairy wll
farm zero acres of alfalfa and 900 acres of sorghum The
remai ni ng 300 acres will be unfarned.

My |last exanple, Dairy 3, farnms 1,300 acres. 1In a
year with normal rainfall, the dairy grows 300 acres of
al falfa, 700 acres of corn and 300 acres of sorghum This
year, the dairy will farm again as the other ones did, zero
acres of alfalfa, 250 acres of corn and 400 acres of
sorghum There will be 650 acres |left unfarmed on Dairy 3.

Many of our dairymen are reducing the anmount of
corn silage used in their dairy rations. They typically
suppl ement the rations with nore alfalfa hay, which nust be
brought in fromout of state. The Departnment's Cost of MIKk

Production 2014 Annual verifies that dairy-quality alfalfa
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hay is an expensive suppl enmental feed and averaged over $300
per ton in 2014. Current prices in 2015 are no different;
del i vered costs range between $300 and $325 per ton for
dairy-quality alfalfa hay.

We recogni ze that attenpting to establish a mlk
price high enough to erase the historical financial |osses
sust ai ned by producers as a result of years of inappropriate
whey valuation is problematic. As stated in my testinony,

t he proposal that we support is neant to address the
singul ar issue of fair conpensation to dairy producers for
the mlk and its conponents provided to processors. Said
anot her way, producers are entitled to be conpensated fairly
for the product they produce.

| am going to answer a question that M. Eastnman
asked earlier in ny testinony, which | was very pl eased
about, by the way.

There seens to be a common thene underlying past
heari ng decisions by the Departnent, and that is to say, if
there is sufficient mlk supply to service m |k processing
plants then there is no need to increase the mlk price. A
corollary to this basic notion is that establishing a higher
mnimumprice will only lead to nore m |k production. It
does not take nuch of an analyst or a historian to concl ude
that managing the state's m |k supply by adjusting m nimm

pricing formulas only occasionally is ineffective and
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inefficient. Al of the major cooperative and sone of the
proprietary plants arrived at that same conclusion years ago
and adopted prograns that allocate m |k production shares to
producers based on the ability of the entity to handle its
m |k supply. These prograns are actively nmanaged and can
adjust with market condition much faster than the Depart nent
can call hearings and institute mlk pricing changes.

California Dairies supports the whey val uation
proposal submtted by Western United Dairynen, MIKk
Producers Council and California Dairy Canmpaign. It is
| ogi cal, has an economc basis and is consistent with the
producer-led effort to pursue a federal m |k marketing order
in California. W urge the Departnment to adopt the proposal
as a neans to bridge the financial gap fromwhere California
mlk prices are today and where they need to be to prevent
further attrition on the producer side of the California
dairy industry.

Thank you for your attention. | am happy to
answer any questions you have and | do request the option to
file a post-hearing brief if necessary.

HEARI NG OFFI CER SUTHER: Dr. Erba, your request to
file a post-hearing brief has been accepted.

Any questions fromthe panel ?

MR. EASTMAN. | guess |I'm back first again.

On page four of your testinony you talked a little
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bit about the drought's effect on a few dairy farns that
grow sone of their own feed. Do you have any sense of the
cost conpari son between them having to buy suppl enenta

feed, sort of the transition fromfarmng their own or a
portion of their own feed to what it will cost to have to
buy suppl enmental feed or whatever change that they are going
to make?

DR ERBA: | would just -- | will estimate - 1'1|
have to verify this and get back to you - but a 20 to 25
percent higher cost to purchase and bring in from out - of -
state -- kind of the kicker there is it doesn't grow
| ocal ly.

MR. EASTMAN: Ri ght.

DR. ERBA: Conpared to what they could do if they
had the resources thenselves. |It's clearly better for them
to be able to grow their own forages. And | think you
probably know that California dairy farmers get into rea
troubl e when they can't produce enough forage to feed their
own dairies. Wen they have to bring in forage from out - of -
state it gets to be very expensive very quickly. So I'l
check on that but 20 to 25 percent is about what | would
say.

MR. EASTMAN. Geat. |If you could just provide
sone information to sort of illustrate that sort of cost

conpari son that would be great.
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And then | had a question regarding the answer to
the question | didn't have to ask you so | appreciate that,
saves us a mnute or so.

DR. ERBA: And we are all about saving tinmne.

MR. EASTMAN. | had a question

DR. ERBA: W're all about saving tine.

MR. EASTMAN. That's great. So you nentioned how
t he cooperatives have their production basis and can utilize
that to respond to whatever m | k supply balance there is
with regards to plant capacity. How do you view that
changi ng under sort of a hypothetical situation? Already we
have received sone testinony, we m ght hear nore, that would
suggest that any increases to the 4b price could inevitably
cause sone snmall or medium sized cheese plants to go out of
busi ness, which woul d represent sonme portion of the mlk
supply. Wsat that is, probably neither one of us know.

But if that were to actually happen and that
represents 1, 2, 3 percent of the state's m |k supply, do
you view that you, as the cooperatives who handl e nost of
the mlk supply, you would be able to handle that within
just the scope of your production basis? Wuld you feel
you would ship sone mlk out of state? |Is there any sort of
concern about that happening, sort of in the current
framework with which we are operating right now?

DR. ERBA: | think it would be call ous and
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careless to say that we don't care about the industry beyond
our own nenbers. W absolutely do and we woul d absol utely
do anything to prevent that from happening. But I will give
you a flip side, M. Eastman, and that is: we have lost a

| ot of dairies over the past few years and that doesn't seem
to get a lot of recognition or attention; but that continues
to happen even today. Even |ast year when we had
extraordinary mlk prices and extrenely high margi ns we
still lost dairies. Cbviously not as nany but we did | ose
dairies. So we are concerned about the general health of
the dairy industry but we want that bal ance and that's why
we are supporting the proposal that we are.

As far as the mlk supply and how you m ght
allocate that. Qur viewis that the mlk supply -- and you
heard it earlier today fromsone of the other w tnesses.

The m |k supply, the pressure to produce nore mlk in this
environnment is extraordinary. There are so many factors at
wor k agai nst increasing ml|k supply today we didn't have
five years ago or ten years ago. | just can't see that we
woul d ever return to those levels and stay there. There's a
| ot of conpeting conpetition for the resources that dairy
farms use. Land and water are huge ones now. It would be
very difficult to say that the dairy industry is going to
return to those gol den years that we have had in the past, |

just don't see that happeni ng.
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| think the likelihood of m |k supply goi ng down
is much higher than it going up, and how you all ocate that
m | k anong the buyers is going to be a challenge in the
com ng years. Now I'mnot saying that it doesn't matter if
we | ose a few processors. Again, we very nmuch care about
the health of the overall dairy industry, but | amnot so
sure that that is going to be a problemthat we are going to
have difficulty managing. W will pull m Ik out of our own
plants if we have to. That's the advantage we have for
having the setup we have with six processing plants.

MR. EASTMAN. So in sunmary, you woul d argue that
over the last five to ten years, per se, besides the
regulatory mlk pricing sort of issues that we have been
continually tal ki ng about for a nunber of years now, you
view that currently the other sort of factors that affect
m |k production |ike you nention, but it's water, |and use,
conpetition, regulatory costs and inplications of those.
Even if the proposal fromthe trade associations were to be
adopted, you would still think that those other factors
woul d i npede us fromgetting back to sort what we
experienced maybe 5, 10, 15 years ago. Was that an accurate
st at enment ?

DR. ERBA: | think so. W have maintai ned our own
supply managenent program capacity allocation programis a

better way of saying it fromour point of view That has

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o b~ w N P

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

121

been in place since 2008 and we have never taken it out of
pl ace. The last tinme we had to charge back our nmenbers was
three years ago. | think the days of that being a major
concern are probably past us.

MR. EASTMAN. Thank you. | think that's what |
had.

MR. SHI PPELHOUTE: I n your reading you nmentioned
the hay prices for 2015. Could you repeat those for ne,
pl ease?

DR. ERBA: Sure. | actually just talked with one
of our folks this norning and asked what the current price
was and he quoted me $300 to $325 a ton delivered.

MR. SHI PPELHOUTE: And that's for suprenme?

DR. ERBA: Yes, dairy-quality.

MR. SHI PPELHOUTE: No nore questi ons.

MR. LEE: Regarding the proposal by the Dairy
Institute using the different way of determ ning the whey
factor? Do you have an opinion as to the new net hodol ogy?

DR. ERBA: Actually, Dr. Schiek and | tal ked about
this before the hearing was called. W were actually in
good conversation about this idea of bringing sonething
ot her than dry whey as the basing point for determ ning the
whey price and there is sone validity for that, | don't
argue that one bit.

The area where we departed in agreenent,
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unfortunately, Dr. Schiek, was the price levels. So no
matter how you determine, no matter what you use to
determne the price level, that's where we found there is a
deficiency. Wether it's dry whey, WPC or sone ot her
product. If the price level is right I don't think we would
really have much of an argunent for why you should or should
not use WPC rel ative to dry whey. Qur main concern is the
price |level.

MR. LEE: Do you think the concept, the
recognition in California particularly, the concept of using
that pricing mechanism would that be nmore -- | don't want
to say it would be better but nore reflective of what goes
on in California?

DR. ERBA: Even in the days when | was here
wor ki ng at the Departnment we had difficulty getting
information on dry whey. It just isn't really done here so
| do not argue that that's necessarily the best way. Then
again, you could look at all of the conmmopdities we have for
each one of those mlk prices and say, is that really the
best commodity to be used to set the mlk price? | think
it's all, it's all debatable.

We produce a lot of Italian-type cheeses in
California. That doesn't appear anywhere in the fornmula.

Is that really -- the way we do it with cheddar cheese, is

that really the best way? 1| don't know. | think you could
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make an argunent that says, maybe there are different ways
of doing it. But no matter what the nethods are, the price
level to ne is what's the nost critical and | think that's
where we have a departure of agreement on. It is not
necessarily the nethods, it's where you end up price-w se.

MR. LEE: Thank you.

HEARI NG OFFI CER SUTHER: Any ot her questions from
t he panel ?

Thank you for your testinony, Dr. Erba

M. Dryer, you are up next.

M. Dryer, will you please state your full nane,
spel |l your last nane and state your affiliation for the
record, please.

MR. DRYER: Actually nmy full nane is Ray Gregory
Dryer. M father insisted | be nanmed after himand then ny
not her nmade sure | was never known by any nane ot her than
the one that she chose, which is Geg, soit's Geg Dryer.

(Laughter.)

MR. EASTMAN. We'll call you "Greg" then

HEARI NG OFFI CER SUTHER: Coul d you state your
affiliation, please.

MR. DRYER. The last nane is Dryer, D R Y-E-R

HEARI NG OFFI CER SUTHER: Can you state your
affiliation too, please, for us.

MR. DRYER. | work for Saputo Cheese USA,
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| ncor por at ed.
Wher eupon,

CREG DRYER
Was duly sworn.

HEARI NG OFFI CER SUTHER: Do you have any ot her
witten statenents other than the ones you' ve brought up to
us today?

MR. DRYER. No | don't.

HEARI NG OFFI CER SUTHER: Ckay. They will be
mar ked as Exhibits 43 and 44.

(Exhi bits 43 and 44 were entered into the record.)

HEARI NG OFFI CER SUTHER: You nmay now proceed.

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

My name is Geg Dryer. | am Senior Vice President
of Industry and Governnent Rel ations for Saputo Cheese USA
Inc. Qur company, Saputo, operates seven facilities in the
state of California. W enploy nore than 1,500 peopl e here
and purchase a substantial portion of the state's mlk
production both directly fromfarmers and from farmer
cooperatives. W are very famliar with conditions in other
regions fromour experience operating 21 facilities in ten
ot her states.

| am here to testify in support of the Dairy

Institute of California s proposal to tenporarily replace
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the current whey factor in the Cass 4b fornmula with one
based on the value of liquid WPC.

Wiy cheesem |k is lower priced in California.

Regi onal market vari ations.

Contrary to popular nyths, the California 4b mlKk
price is not a discounted price. It is built fromthe
ground up. The 4b price is based on the value of California
commodities FOB California, less the state's average cost of
their manufacture. It is independent of other regions and
ot her circunstances.

There is no shortage of precedent for substantial
regi onal variation anong commodity costs and prices. The
April 2015 USDA AIl M1k Price showed California to be the
| onest anong the 23 nmmj or dairy-producing states. This is
due in part to low Cass |I utilization and the relatively
| ow val ue of butter and powder in the nonth. Also, 16 of
the 23 states had a higher fat content in their mlk than
California. |If these prices were adjusted to a 3.5 percent
butterfat equival ent and we excluded Florida and Virginia
whi ch have 83 percent and 65 percent Class | utilization
respectively, the price range would be $3.24 or 18.5 percent
off the high price. To conpare, in March, the nobst recent
nmonth on record, California grapefruit sold for 24 to 26
percent |less than that of Texas and Florida. April wheat

prices by state ranged by 29 percent from $4.31 to $6. 62 per

ALL AMERI CAN REPCORTI NG | NC

(916) 362-2345




© 00 N o o b~ w N P

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

126

bushel. Hay prices ranged by 186 percent from $86 to $246
per ton. Wen | was last here, | filled ny tank with $3.50
gas. The Mdwest price at the tine was $2.50 a gal |l on.
Those conmmodities all varied nore by region than
California's mlk price did. The point is that it is normnal
for comodity prices to vary widely by region. The narket
for mlk is regional, not national. Conditions in
California inpacting California's market price for mlk are
uni que to California.

California's mlk supply.

According to USDA NASS in its February 2015 M1 Kk
Production Report which includes the 2014 annual mlk
production and farm nunbers, California m |k production
i ncreased nore than any other state in 2014. 1In fact, it
accounted for 22.4 percent of the entire nation's increase.

M | k production here has nore than doubl ed since
1991. The California mlk pricing systemhas enabl ed farns
and processing plants to grow significantly. That woul d not
have happened if the systemwas detrinmental to the
partici pants. Market share has been captured and mlk is
bei ng exported in the formof dairy products to other state
and other countries. There is little |ocal conpetition for
m | k, because supplies have been nore than adequate to fill
exi sting capacity.

California s cost of production.
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According to USDA, on average, California farns
produce 7.6 tines the anount of mlk that the average dairy
farmin the rest of the country produces. They produce 10.6
times the amount of mlk an average W sconsin farm produces.
That enornous scal e gi ves producers a substantial cost
advantage. M|k production cost studies al nost exclusively
conpare farns that are simlar in size. The USDA ERS M|k
Cost of Production Estimtes by State Report takes into
account all farms regardless of size. The May 1, 2015
report shows California as the second | owest cost state at
$3. 71 per hundredwei ght below the All States average and
$8. 36 per hundredwei ght before Wsconsin's cost. As |long as
the price of mlk exceeds their variable cost of production,
farmers are notivated to produce nore ml K.

California s processor margins.

The percentage in reduction in dairy farm nunbers
here from 2013 to 2014 ranked 34th of the 50 states.
California lost just 3.3 percent of its farnms but it | ost
9.4 percent of its cheese plants, that's according to the
USDA' s NASS Dairy Products 2014 Summary. Avail abl e
processi ng capacity has continually been stressed to keep
pace with the growing supply of mlk. This has led to the
construction of very |arge plants producing bulk commodity
products capabl e of accommpdating the ever-increasing mlk

flow. Just three of those plants account for 56.4 percent
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of the mlk used in Cass 4b. Bul k products conmand | ower
mar gi ns than those of the smaller specialty plants that
operate in other key cheese produci ng areas such as

W sconsin, M nnesota, New York, Pennsylvania and Vernont.
In other areas of the West where larger plants are nore
common, the industry is either conpletely unregul ated or
nost of the manufacturing is dom nated by cooperatives,

whi ch have pooling and pricing flexibility to adjust to the
changi ng mar ket conditi ons.

Because California m |k production has grown so
dramatically, it vastly exceeds the demand for |ocal dairy
products. As a result, nost of the cheese produced in the
state is exported to other population centers across the
United States.

There exists a Freight Market Intelligence
Consortiumthat provides strategic frei ght market
intelligence, benchmarking and conparative analysis to its
menbers in a private forum That organi zation indicates
that it currently costs approximately $.11 per pound to ship
cheese fromcentral California to Chicago and $. 165 per
pound to New York. California cheese nust conpete in those
markets on a delivered basis. $.165 per pound of cheese
equates to $1. 67 per hundredwei ght according to the O ass 4b
formula. There are a nyriad of other factors which al so

contribute to a | ower cheesem |k value in California. Anong
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them are higher siting and operating costs and a hi gher cost
of regulatory conpliance. Statew de Environnmental and Cap
and Trade regul ation inpedes the ability to pay a higher
price for the mlKk.

Class 4b History and Federal M|k Market Orders.

The California 4b price had no whey factor prior
to 2003. Wen it was introduced it was very simlar to the
Federal Order whey factor. 1In 2007, a crisis arose when the
dry whey price surged to unprecedented |evels, conpletely
out of proportion to the value derived fromwhey products
made by nost of the cheese plants in California.

That placed a nunmber of California cheesenakers in
serious financial jeopardy. An energency hearing was held
and the problemwas solved with an arbitrary fixed val ue for
whey. That fixed value resulted in higher mlk prices for
producers than the previous fornula for 17 of the first 19
nmonths after its inplenmentation. As dry whey prices began
again to steadily increase after 2009, the opposite has been
t he case.

A vari abl e whey val ue table was introduced in 2011
and then subsequently increased in 2012.

In all that time since 2007, USDA did nothing to
address the dry whey over-valuation problemin the Federal
Order areas. The Federal Order process had becone so

cunber some and unwi el dy that participants resigned

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o b~ w N P

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

130

t hensel ves to accept their fate rather than undertake the
Federal Order hearing process once again. Many plants
didn't survive. Wsconsin's Anmerican cheese plants dropped
from90 to 60 in the past 20 years, nonfat dry mlk plants
have virtually di sappeared, 91 of the renaining 127 cheese
plants in Wsconsin now produce specialty cheese. By
di versi fying away from conmodity products, squeezing
what ever value they can fromtheir |iquid whey byproduct and
t aki ng advant age of under-class prices for surplus mlKk,
t hey have sonehow managed to survive. The Class Il whey
factor based on dry whey prices, however, continues to keep
t hem under enornous pressure. Two |large M dwestern
cooperatives published |arge | osses in 2014. AMPlI reported
a loss of $10 mllion on sales of $2.2 billion and Forenost
Farns |ost $16 million on sales of $2 billion.

The fact that California addressed the whey
probl em and USDA did not led to large price disparities
bet ween the two systens as dry whey prices gradually clinbed
back to very high levels. That disparity doesn't mean
however, that California mlk was underpriced. On the
contrary, it meant that Federal Order regulated prices were
significantly overpriced.

The W sconsin Cheesenakers Associ ati on addressed
this issue on April 13, 2015 with Comments Filed on the 610
Revi ew of Federal M|k Marketing Orders - Docket |ID. AMS-DA-
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09- 0065 and | have attached a copy of that docunent with ny
t esti nony.

In it, they make the case that dry sweet whey is
not an appropriate basis for the valuation of other solids
in the Federal Order Class Ill price. Less than 6 percent
of the U S. cheese plants produce dry whey and human
production has declined nore than 20 percent since 2000.
There are too few processors of dry whey and limted dry
whey production results in prices that can be wildly out of
proportion with other whey products. The answer for
California is not to attenpt to mrror the antiquated and
fail ed Federal Order system This is especially true
because plants operating in FMMOs can operate outside the
pool as non-pool plants, and as such are not subject to the
m ni mum regul ated prices under the orders. Cooperatives are
free to resell their mlk for whatever price they can
command. Last week, sales in the Mdwest were reported at
$7 to $10 below the Class price. in California, plants nust
pay mninmumprices for all the G ade A mlk they buy,
whether it is in or out of the pool. Again, conditions in
California are unique to California.

It appears that California producers do not
necessarily want a Federal Order, they want a higher price
for their mlk. A sustainable higher price whether in

California, or a Federal Order region, will only cone from
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i ncreased demand.

Regul atory Intervention.

VWiile it mght be tenpting for CDFA in synpathy
for producers to nandate a much higher 4b mlk price,
setting a price above the market will not achieve its
i nt ended purpose. An unintended consequence of such a
change is likely to be reduced market demand for the mlK.
| f that occurs, producers' inconmes could actually decline as
producers and co-ops try to find newoutlets for mlk in
today's market, where mlk capacity is stressed in key areas
of the country. Efforts to circunvent a California market-
driven price for mlk, one that bal ances supply with mlk
demand and clears the market, are fruitless in the long run.

2014 was the all-tinme record year for mlKk prices
across the U.S. and it was the result of increased demand
froma burgeoning world market and not from any form of
price intervention. The continual threat of CDFA
intervention in mlk pricing | eads to uncertainty.
Uncertainty is the eneny of investnent. An environnment
where the constant threat that regulation can radically
alter what conprises 80 to 90 percent of a cheesenaker's
cost inhibits investment. G ven the magnitude of cheese
mlk cost relative to any potential margin, 10 to 20 tines
as much or nore, a small increase in the regulated price can

translate to a devastating change to a cheesenaker's bottom
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line. That price difference m ght be enough to elimnate
his incentive to buy the mlk in the first place. It is
very unlikely that m Ik price increases can be passed on to
custoners in the current market environment. The
relationship of mlk cost to profit margin hel ps explain
cheesemakers' sensitivity to regulatory changes in the price
of 4b mlk. 1In contrast, regulatory stability and growth in
dai ry product demand stinmnulate plant investnent and will
lead to nore m |k demand and hi gher prices for producers.

Al ternative Proposal

The ot her proposal submitted for the hearing today
is sinply a rehash fromthe one that was subnmtted and
rejected in 2012. It attenpts to take us back to 2003 once
agai n but has been increased further to mrror the Federal
Order Cass Il whey factor. The only differences are that
it is based on the Dairy Market News West \Wey Market rather
than the AVMS NDPSR survey price for dry whey and it
i ntroduces a price floor and a price ceiling. This proposal
woul d radically raise mlk prices and conmes on the heels of
t he hi ghest year of mlk prices in recorded history and one
in which cheese plants across the country experienced very
chal I engi ng economc tines. Further, cheese byproduct
revenues in general this year, with the exception of dry
whey, have been sl ashed by about half fromlast year's high.

This is in response to a mgjor reduction in the
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world nmarket price level. It has been driven by a nunber of
factors which include the over-production of mlk and
decreased demand from China. To adopt such a proposal in
light of the state's mandatory application of regul ated
m ni mum prices would instantly render the state's cheese
i ndustry unconpetitive with the rest of the country. It
woul d result in disorderly if not chaotic marketing
conditions and should be rejected out of hand.

Dairy Institute Proposal.

The consensus of the U S. Dairy Industry
recogni zes that our econom c future depends heavily on
exports to nmeet the growi ng demand from devel opi ng
countries. There is no state better situated to neet that
demand than the state of California. Maintaining regulated
prices at levels that still allow the market to work wl|l
result in increased investnment, nore conpetition and
ultimately higher prices for California producers. 1In the
interim California should | ead the way with a whey table
utilizing the value of liquid whey based on the WPC34
market. It will result in a noderately higher price for
producers, is nore reflective of the state's processors'
products and coul d serve as a nodel for the USDA as it
consi ders necessary changes to Federal Order pricing. That
tabl e i s enconpassed in the proposal presented by the Dairy

Institute of California which we are here to support. The
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Dairy Institute proposal is for a tenporary adjustnent not
to exceed six nmonths. 1In those nonths, the industry should
continue to work cooperatively toward a pernmanent and nore
mar ket - ori ented sol ution than what we currently have.

That concludes ny testinony. Thank you to the
Secretary and the Hearing Panel for the opportunity to
testify and I would ask for your approval to file a post-
hearing brief if warranted.

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

Questions fromthe panel ?

MR. EASTMAN. | have a couple of questions. In
about the fourth page of your testinony under the subheadi ng
"California s cost of production” you nention that
California farns produce 7.6 tines the anount of mlk and on
average a lot greater. Are you talking because California
farms, on average, are larger? The total quantity of mlKk
they just greater than smaller farns.

MR. DRYER. Yes, I'mjust -- Yes, |'mjust
excerpting fromthe USDA's annual m |k production report
where they include farm nunbers and m | k production per
farm

MR. EASTMAN. Ckay. That's what | assunmed, | just
wanted to verify that.

On the next page of your testinony, | guess it's
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before you get to the history of C ass 4b and Federal

Orders.  You nention that you receive information regarding

freight costs as, | assune, a nenber of this consortium is
there a way for you to support sone of that by show ng sone

of the information or data on freight costs, possibly in the
post - hearing brief?

MR DRYER | could share that.

MR EASTMAN. O would that --

MR DRYER:  Yes.

MR. EASTMAN. That woul dn't go against the ground
rul es of the consortium or anything?

MR DRYER No, | don't think so.

MR. EASTMAN. (Ckay. That would be great so we
coul d get that on the record.

The other question | had was towards the end of
your testinony you support the Dairy Institute proposal but
you nention that the industry should collaborate and find
cooperatively solutions to the long-termissues that we have
been discussing. |Is there sone sort of formor method or
way that you view that could be successful ?

Last year the industry through the Secretary's
task force attenpted to do that and in the end it didn't
come out with a solution that was inplenmented. Do you fee
that is the best nethod? |I|s there sone other way or sone

ot her fashion in which that could occur that mght lead to
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success? Because sonme people mght -- | think a | ot of
peopl e woul d agree there needs to be coll aboration but |
guess we have been unsuccessful in the past.

MR. DRYER. | think one possibility could be
informally a couple of major players on either side of the
i ssue get together and brainstormand cone up with an idea
that they cone back and sell to the rest of the industry
coul d be an expedi ent way to approach sonething |ike that.
Rat her than introducing a | ot of players in the beginning
all at once, there tends to be too much contention. Whereas
if you narrow that down to a |imted nunber of people, if
they were able to come up with a good viable idea, then you
go back and try to sell that to the rest of the industry.
That m ght be an effective way to approach that.

MR. EASTMAN. Ckay. Do you view that sonme of the
i ssues confronting the industry on both sides of the fence
are long-termin nature in the sense that they do require
sonme sort of collaborative, long-termstructural change? Do
you think that's an underlying cause or do you think that is
not quite as inportant at this juncture? 1 guess, how much
i nportance do you place on that right nowin terns of
sol ving what m ght be the barriers in the industry today.

MR DRYER. Well, | think it's hugely inportant.
Qoviously it is very inmportant to producers, they need a

viable price in the long run, processing plants need a price
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that they are able to conpete with in the marketplace. So
comng up with a pricing nechanismthat works is hugely
important. M point of my testinony was, though, that
fiddling - constant m cro-nmanagenent trying to go one
direction or another doesn't really play out. W need
sonmething that is flexible in response to changi ng market
condi tions quickly.

MR. EASTMAN. And then the last question | had is,
how do you view Saputo's operation would be inpacted by say
the Dairy Institute proposal that you support?

MR. DRYER. W are a public conmpany so, you know,
| can't provide information that hasn't first been disclosed
to the market. But obviously it would, yeah, adversely
i npact our costs substantially with what was proposed with
the MPC and Western United and the California Dairy
Canpai gn's proposal would be a significant cost increase to
our plants here.

MR. LEE: Wuld you clarify that as to what
significant change would occur if it is inplenented. Do you
have an opinion on that?

MR. DRYER: Like | said, | can't disclose detail ed

financial information but we buy -- | nmean, it's sinple math
to take the price increase per hundredweight tinmes -- for us
it's a significant volume of mlk. [It's a big cost. Enough
to inpact the business in total. | nean, it's a big
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potential cost so one we are concerned about.

MR. LEE: Would you nove sonme of your production
out of state then?

MR. DRYER. You know, when | | ook at things I
don't -- | don't expect anything knee-jerk. GCbviously in
busi ness you meke obj ective decisions based on conpari sons
and anal yses and then over tine, things tend to happen over
time. So | could see over tinme, you know, having an inpact
on deci sions bei ng made.

MR. LEE: Thank you.

HEARI NG OFFI CER SUTHER. M. Dryer, thank you for
your testinony.

Ms. McBri de.

Ms. McBride, will you please state your full nane,
spell your last nanme and state your affiliation for the
record, please.

M5. McBRIDE: Lynne McBride, MC, capital B-RI-D
E, and | amwith the California Dairy Canpaign
Wher eupon,

LYNNE McBRI DE
Was duly sworn.

HEARI NG OFFI CER SUTHER: And do you have any ot her
testi nony other than what you provi ded here?

MS. McBRI DE:  No.

HEARI NG OFFI CER SUTHER We will mark this as
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Exhi bit nunber 45.

(Exhibit 45 was entered into the record.)

HEARI NG OFFI CER SUTHER: You may proceed.

M5. McBRIDE: Thank you. M. Hearing Oficer and
Menbers of the Panel, ny nane is Lynne McBride. | currently
serve as Executive Director of the California Dairy
Canmpaign. CDC is a grassroots organi zation representing
dairy farmfamlies throughout California. The testinony |
will present today is based on positions adopted by the CDC
Board of Directors.

| would like to begin by thanking California
Department of Food and Agriculture Secretary Karen Ross for
hol ding this hearing today to consider adjustnents to the
whey factor in the 4b price formula. W join with MIk
Producers Council and Western United Dairynen in calling for
an increase in the 4b whey scale to better reflect the whey
value in the federal m |k marketing order system W
support the testinmony that Annie AcMody presented earlier
outlining the details and justifications for an increase in
the whey factor in the 4b formula. W consider this
increase to be a conprom se position due to the fact that
the scope of today's hearing is |limted to the whey factor
in the 4b fornula and woul d sunset in 24 nonths. However,
we strongly support all efforts to increase California

m ni mum prices so that they are closer to a reasonabl e and
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sound econom c relationship with prices paid in other
st at es.

W believe economi c conditions warrant an
adj ust nent .

The California Departnent of Food and Agriculture
Annual Review for 2014 indicated that there are 1,470
dairies remaining in the state. Despite record high dairy
producer prices, 26 dairies went out of business in
California | ast year. The econom c conditions faced by
dairy farmers in our state have led to the | oss of now nore
than 500 dairy farnms since 2006. W believe a significant
reason for the decline in the nunber of dairies in
California is largely due to the fact that dairy producers
in our state are paid significantly less than dairy
producers in the federal m |k marketing order system Qur
organi zation strongly supports efforts underway by
California Dairies, Inc., Dairy Farmers of Anmerica, and Land
O Lakes to establish a federal order for California to bring
our state dairy producer pricing and the process of setting
dairy producer prices inline with the rest of the federal
order system

Al t hough dairy producer prices inproved in 2014,
t hey dropped substantially beginning in Decenber of | ast
year and continue to be well bel ow production costs today.

It is inmportant to recognize that although prices did
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i nprove | ast year, higher prices did not |last |ong enough to
make up for the trenmendous | osses that dairy producers have
incurred in recent years.

Over the last six years, California diary farners
experienced a substantial net loss in income based on CDFA
cost conparison sunmmaries. As we all know, 2009 was the
wor st year by far with average incone |osses throughout the
state of nore than $5 per hundredwei ght. Conditions
i mproved in 2010 with the net loss narrowing to $.75 per
hundr edwei ght on average and in 2011 dairy producers earned
an average net profit of $.71 per hundredwei ght. The
situation deteriorated dramatically in 2012 as dairy farners
| ost nmore than $2 per hundredweight. In 2013 incone for
dairy producers in California on average did not cover
expenses, falling short roughly $.06. And in 2014, incone
di d exceed expenses by $3.29 per hundredwei ght on average;
however, higher prices in 2014 just sinply did not |ast |ong
enough to nmake up for years and years of chronic | osses.

As the | ast avail able cost of production report
from CDFA indicates, the average cost to produce mlk in
California now totals $20.09 per hundredwei ght; but since
|ate | ast year, prices paid to dairy producers have not cone
cl ose to covering those costs. Milbox prices in California
total ed $15.11 in January and $14.49 in February while the

bl end price in May was just $14.60 per hundredwei ght, al
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wel | bel ow average production costs.

Dairies Continue to d ose

A nunber of our dairy producer nenbers have cl osed
their dairy operations since CDFA held its last hearing in
2013 to consider adjustnents to the 4b pricing formula. W
believe it is inportant to recognize the factors that
contributed to the decision by these dairy producers to
close their dairies and how it relates to the m ni mum
pricing formulas established by COFA. | would like to
briefly discuss the factors that led up to the closure of
three dairies of various sizes, both above and bel ow t he
statewi de herd average, because we consider these closures
to be representative of the challenges confronting dairy
producers in our state due to the fact that California dairy
producers receive sone of the |owest prices in the nation

The first dairy I would like to nention was a 350
cow dairy in the Oakdal e area of the Central Valley. This
was a dairy that was in operation for nore than 20 years.
The husband was primarily responsible for managing the dairy
and his wife had a full-tinme job in order to sustain the
dairy operation. These dairy owners endured consi derable
scrutiny fromstate regulators over the years despite the
fact that this dairy was in full conpliance with all state
and federal environnental regulations. The owner of this

dairy made sure that the mlkers on his operation had days
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off, but he rarely, if ever, took days off while he managed
his dairy operation. After the crisis that all dairy
farmers in California faced due to a substantial rise in
feed costs and depressed producer prices in 2012, the owner
of this dairy decided to sell the operation. 1In the end the
dairy was sold and converted into an al nond orchard. This
practice has becone so common that now a new nane has been
created to describe these dairies. Dairies that are torn
down to plant trees are frequently called "grind up
dairies.” These grind up dairies are literally leveled in
order to nake room for orchards - and in the case of this
dairy - an al nond orchard.

The second dairy | would like to discuss was a
roughly 1,000 cow dairy in the Tulare area. The owner of
this dairy was a | eader in our organization for many, nmany
years. Due to the high cost to produce mlk in California
and the low prices he was receiving on his dairy he put his
dairy up for sale. He received a generous offer to purchase
his dairy and it becanme another grind up dairy that was
replaced with wal nut, alnond and pistachio trees. He
rel ocated to Oregon and he considers it one of the best
deci sions he has ever made. As a result of the sale of his
dairy he was able to retire mllions in debt he had
accurnul ated operating a dairy in California over tinmne.

Besi des the higher income he was receiving in Oregon, the
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other major difference he found was the marked difference in
t he approach of regulators to dairy operators in that state.
In California regulators inpose fines and penalties when
envi ronnment al issues occur, he said. In Oregon he found

t hat regul ators approached dairy operators and asked how
they could help themfix problenms in order to achieve

regul atory conpliance. |1 spoke with himrecently and he
confirmed that he receives an incone that is well over the
federal order mninmumprices, denonstrating that dairy
producers on the West Coast can be paid well above the

m ni muns and plants can remain profitable. 1t was difficult
for himto leave famly and friends behind in California,

but he said in the end that the many benefits of operating a
dairy in Oregon were well worth the sacrifice.

The final exanple | would like to mention is the
closure of a dairy by another |eader in our organization who
was renting a dairy with the option to buy that operation.
This dairy was a 1,500 cow free stall organic dairy in the
OCakdal e area. But doe to the fact that the owner of the
dairy facility received a substantial offer to purchase the
land from an al nrond grower, the |ease-to-own option was
canceled and this dairy operator was forced to nove his cows
to another rental facility. The original dairy that he
hoped to purchase becane yet another "grind up" dairy.

Despite the higher prices he received produci ng organic
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mlk, this dairy producer could not conpete with the anount
of noney a mmjor al nond grower was offering to buy the |and.
This dairy producer was able to nove his cows to another

| ocation and is continuing in the dairy industry, but the
pressure that he and other dairy producers face due to the
profitability of other crops, particularly alnonds in this
case, creates great uncertainty about the future of his and
other dairy operations. Gven this pressure it is nore

i nportant now than ever that CDFA uphold the standard in the
Food and Ag Code that requires California prices to be in
reasonabl e and sound rel ationship with other states.

We woul d not continue to see so many of these
dairies go out of business if our California pricing system
had paid dairy producers a price that was in line with the
federal m |k marketing order system Reports we have
received fromlivestock sales in the Turlock area indicate
that approxinmately half of the heifers are |eaving the state
during special heifer sales and a significant percentage of
cows are leaving the state in all sales. It is well
docunented that m |k production has been on the decline each
nmonth of this year and this trend is likely to continue.

The disparity between our 4b price and the
equi val ent federal order Class IIl price is a significant
reason for the decline in mlk production in our state. W

appreci ate and agai n thank CDFA Secretary Karen Ross for
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limting the call of today's hearing to the 4b price because
it is and has been the source of the greatest difference
between California and federal order prices. The average

di fference between the California 4b price and the

equi val ent federal order Class IIl price totaled on average
$1.80 per hundredwei ght over the |ast year as the analysis
for today's hearing confirms. The gap between the C ass ||
and California 4b is wide and |longstanding and is a threat
to the future of the dairy industry in our state.

California Producer Prices Fail to Cover
Production Costs.

As CDFA determ nes whether to grant an adj ustnent
in the 4b pricing forrmula, the income received by dairy
producers relative to production costs is an inportant
i ndi cator to assess whether econonmic conditions nerit an
increase. The | atest cost of production data available from
CDFA again is fromthe fourth quarter of 2014, which reports
the cost to produce nmlk in the state anobunted to $20. 09 per
hundr edwei ght. I n past hearings the Departnment has
indicated that the mail box price is a nore transparent price
in regards to the incone received by producers. Again, the
California mail box price for February was $14. 49 per
hundr edwei ght, indicating that income that nmonth was nore
t han 25 percent bel ow average production costs. Since then,

prices paid to producers have continued to remain
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substantially bel ow production costs. According to the
section which we have all naned before, 62062 of the Food
and Ag Code, the secretary shall, "consider the cost of
managenent and a reasonable return on necessary capital

i nvestment” when establishing prices. The current pricing
formulas do not result in a price that is adequate to cover
production costs proving that a mninmum price increase is
nore than justified.

The ongoi ng statew de drought is creating even
greater chall enges for dairy producers. One dairy producer
| spoke with the other day indicated that he had just spent
hal f of his incone that nmonth on his feed bill. He grows
all his own forage crops so that was just the grain bil
that took up half of his income. He indicated that if
anyt hing were to happen to one of his wells, he would be in
real trouble. He used a |ot nore colorful |anguage than
that but that was his point. The uncertainty about feed
avai lability will exist far into the future given the
ram fication of the historic and ongoi ng statew de drought.
The prices that dairy farmers will be required to pay for
alfalfa hay are far nore uncertain and unpredictable than
during the last hearing CDFA held in Septenber 2013 to
consider an adjustnment in the 4b price. The drought has
wor sened exponentially since the |ast hearing and the feed

and water situation is far nore dire.
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A recent California M|k Advisory report conducted
by UC Davis which has been nentioned previously in this
heari ng states, "The econom c health of the California dairy
i ndustry depends crucially on a healthy |ocal forage
industry to sustain silage, hay and other forages that are
too bul ky to econom cally haul |ong distances.” It goes on
to explain that, "California dairy farns use nmainly
Cal i forni a-produced forage feeds and grains and hi gh-protein
food shipped into the state fromel sewhere.” Dairy
producers are undoubtedly going to pay nore for forages this
year and in years to cone and it is critical that m ninmm
prices in our state take into account these and ot her
i ncreases in production costs relating to the drought and
other factors. The study estimates - and this has been
menti oned before, I'll repeat it - the direct dairy farm
enpl oynent total ed 30,000 workers in 2014 and produced $9. 4
billion of mlIk output. The stakes are high in this
deci si on today about whether to raise the 4b price because
of the trenendous econom c inpact of mlk production in our
st at e.

The fact that our state system underpays dairy
producers conpared to other states has caused California
dairy farnmers to be paid on average $1 per hundredwei ght
| ess than dairy farnmers in the federal m |k marketing order

systemleading to a nmore than $1.2 million loss in income
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for the average size dairy since 2011 and that nunber has
only grown. Had our state dairy systempaid California
dairy producers prices that were in line with prices paid in
ot her states, the |osses dairies suffered would not have
been as great and nore California dairies would be in
operation today. The closure of dairies causes irreparable
harmto the | ocal and regional econony and the social fabric
of the affected comunities.

California mail box prices are consistently sone of
the | owest of any regulated state in the nation. Again, the
nost significant difference is the inequity in the 4b
pricing formula that fails to reflect the current val ue of
whey in the marketplace. According to the latest D ary
Mar ket News, the mailbox price in California -- | nentioned
t hese nunbers before. Again, in January it was $15.11
February $14.49. |In contrast, if you | ook at the average
mai | box price in all federal orders those nunbers for
January $17.71 and $16.91 respectively, again show ng that
di fference.

As has been said nany tines during these hearings,
the California Food and Ag Code requires the Secretary to
set prices that are in reasonable and sound econonic
relationship with the national value of manufactured m |k
products. A gap of $1.80 per hundredwei ght between the 4b

and the equival ent federal order price over the last five
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years denonstrates that the current 4b pricing fornula fails
to meet the standard set out in the code. By conparison the
gap between the 4a price and the equival ent federal order
Class |V price total ed approximately $.23 during the |ast
five years. W along with other producer organizations have
called for an end to this price disparity, however, up unti
now t he departnent has failed to restore equity to our dairy
pricing system

Despite the challenges faced by California dairy
producers, California continues to be the nation's | eading
m | k producing state, yet dairy producers here are not able
to find markets if they want to change to a new buyer. Due
to the consolidation and concentration that exists and the
| ack of conpetition in the marketplace, the mninmumprices
established by CDFA are nore critical than in other parts of
the country where nore buyers of mlk exist. Mninmumprices
are nore inportant than at any other time in our state's
hi story because of the nunber of dairies that have exited
and those that are likely to exit unless our state prices
are brought in alignment with prices paid in other states.
The unprecedent ed statew de drought continues to put
additional stress on dairy producers due to a decrease in
water availability that is decreasing the acreage planted
for feed crops. Gven those factors, again it is critica

t hat CDFA adhere to each standard set out in the Food and Ag
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Code so that mnimum prices here are fair and equitable.

In addition, the new dairy margin insurance
program established in the last farmbill is based on the
"All MIK" price which is significantly higher than the
California mailbox price. During the sign-up period for the
DWPP | ast fall, information circulated by UC Davis estinated
that the California mail box price was $1.92 per
hundr edwei ght | ower than the "All MIk" price used in the
new program Now under the new armbill, dairy producers in
California are at a greater disadvantage due to the fact
that prices in our state are significantly bel ow prices paid
in other states resulting in far less of an effective safety
net for dairy producers here when margi ns decli ne.

Dai ry operations cannot continue to sustain
chronic losses while there is considerable profitability
experienced further up the food chain. As we have testified
at previous hearings. CDC believes the only way to restore
equity to our state dairy pricing systemis to join the
federal order system which would inprove the outl ook for
dairies across the state and enabl e the next generation of
dairy producers to have a brighter future than the one that
exi sts today.

The proposal we join with MPC and Western United
in proposing to CDFA today woul d, again, bring our 4b prices

in closer relationship with federal order prices and nake it
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nore responsive to changes in the whey market. Again, it
woul d narrow the gap significantly fromthe current $1.80 to
a far nore reasonabl e $. 34 per hundredwei ght. Because it is
limted in scope to 24 nonths instead of a permanent change
to the pricing formula in the end it falls short of
restoring equity to our pricing systembut it would nove our
4b price closer to the national value of cheesem | K.

We are opposed to the proposal put forward by the
Dairy Institute that would incorporate a sliding scale based
on whey protein concentrate values. Under the Dairy
| nstitute proposal the whey value would increase just $.06
based on today's WPC price. Denmand continues to grow both
donestically and overseas for whey products. G ven how nuch
t he market for whey products has matured over the |ast five
years, we do not agree that dairy producers should be paid a
val ue based on the WPC price according to the scale they
have i ncluded which does not reflect the growh in the whey
mar ket that has and continues to occur. The Dairy Institute
proposal would maintain a significant gap between the 4b and
Class IIl prices and we urge CDFA to reject that proposal.

And again, given the long |ist of challenges dairy
producers face today, we do not agree that any adjustnent
should be limted to six nonths. W think that any increase
shoul d be for the entire 24 nonths and if necessary, at a

| ater date, that could be possibly reviewed.
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And in conclusion, the increase called for in our
joint proposal will provide much needed additional revenue
that is well deserved by dairy producers who have conti nued
to | ose substantial income since prices dropped dramatically
|ate | ast year. Qur proposal is a conprom se position that
woul d increase the 4b price, a step that is |ong overdue.
Adoption of the producer price increases that we have call ed
for today will provide, again, nmuch needed and well deserved
revenue to dairy producers across the state who continue to
struggle to remain in operation under continued difficult
ci rcumnst ances.

CDC woul d l'i ke to thank the Departnment for the
opportunity to present our testinony today and we would |ike
to request the opportunity to submt a post-hearing brief.

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

Questions fromthe panel ?

MR. SHI PPELHOUTE: You spent quite a bit of tinme
tal king about "grind-up dairies.” Certainly over the tine
that I have been with the Departnent we have had i nstances
where a ot of dairies in Southern California were ground up
for houses; in the North Bay a | ot of dairies were converted
to vineyards. |I'mjust curious if you could speak to your
t houghts on using the mninmumprice to ensure that a parcel

stays in dairy as opposed to some other conpeting | and use.
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M5. MBRIDE: | bring that up just because | think
when you hear of those, you know, story after story after
story of dairies, again, just literally being leveled to
pl ant ot her crops, and you have a mni num price system here
in California, again, some of the |lowest mailbox prices in
the nation, and you see this continuing gap between the 4b
and the Federal Order Class IlIl. | nean, | just think the
stakes are a |l ot higher than they would be if all our prices
were in alignnment with prices paid in the other parts of the
country. | think it just makes the decision so nmuch nore
critical and that's why we thought it was inportant to raise
today. And with the drought and the water situation it's
becom ng even nore preval ent.

MR. SHI PPELHOUTE: So do you think if we were to
adopt this proposal that it would prevent or -- would it
make dairying nore conpetitive or able to pay nore than the
al nrond growers that are bidding for that sane |and?

M5. MBRIDE: | think there is going to continue
to be pressure fromother crops certainly, but the adoption
of this proposal just to ensure again that our prices are
equi tabl e conpared to what is being paid for mlk in other
states. And | think it would put farnmers in our state on
much better footing than they are today, again, given that
they are conpeting against farns that are paid those

m nimunms. And again in the case of the one farm| nentioned
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in Oregon on the West Coast, well above the mnimuns. W
need at |east an effective m ninumprice systemhere in
California, which we don't think we currently have.

MR. SHI PPELHOUTE: On page 6 of your testinony you
tal k about the devel opnent of the whey markets
internationally and the growth of those whey markets. |Is
that growth in sweet whey or WPC? Do you have any
i nformati on on what types of whey products?

M5. McBRIDE: That's sonmething | could definitely
submit as part of a post-hearing brief.

MR. SHI PPELHOUTE: And your opposition to using
the whey protein that was reconmended by the Institute, is
that just because of price |evel or because of the commodity
that they are using?

M5. MBRIDE: Well, we think it is really
i mportant for our prices to be brought in alignnent with
Federal Order prices, and by switching to a WPC price when
the rest of the country isn't doing that, we have concerns
along those lines. But also just the fact that it would
mai ntai n that substantial gap between the 4b and the C ass
11, that's really the primary reason why we oppose it.

MR. SHI PPELHOUTE: kay. That was it.

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

At this tine let's take a one hour break. We will
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to testify at 1:00 o' cl ock.
W are now off the record.
(OFf the record at 11:52 a.m)
(On the record at 1: 05 p.m)
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AFTERNOON SESSI ON

1: 05 p. m

HEARI NG OFFI CER SUTHER: | would |i ke to go back
on the record. It is 1:05.

Again | would like to announce the opportunity to
submt a post-hearing brief anplifying, explaining or
wi t hdrawi ng your testinony is granted for all w tnesses who
request a post-hearing brief period. In order for the brief
to be considered the Departnent nust receive the brief by
Monday, June 8, by 4:00 p.m The brief may be e-mailed to
dai ry@dfa.ca.gov or submtted to the Departnent's branch
office | ocated at 2800 Gateway Oaks Drive, Sacranento,
California, 95833. And the brief may al so be faxed to area
code 916-900-5341.

W will now proceed with the public testinony.

M. Zolin, would you pl ease state your full nane,
spell your last nanme and state your affiliation for the
record, please.

MR ZOLIN. My name is Alan Zolin, Z-OL-1-N, | am
a consultant and | am here testifying on behalf of Pacific
Cheese Conpany.

Wher eupon,
ALAN ZOLI N
Was duly sworn.

HEARI NG OFFI CER SUTHER: Do you have any ot her
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statenents, witten statenents other than the one you have
presented that you would |li ke entered into the record?

MR ZOLIN: | do not.

HEARI NG OFFI CER SUTHER:  You wi || be Exhibit
nunmber 46.

(Exhibit 46 was entered into the record.)

HEARI NG OFFI CER SUTHER: You may proceed.

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

My name is Al Zolin and | am here today
representing Pacific Cheese Conpany, |ocated at 21090 Cabot
Boul evard in Hayward, California. Pacific Cheese Conpany
was founded in 1970 by Ray and June Gaddis and was the West
Coast's first broad |ine cheese supplier. As industry
pi oneers, Pacific Cheese was instrunmental in the expansion
of the California cheese industry and |aid the groundwork
for the conpany's growth into one of the country's |eading
suppliers of premer-quality, natural cheeses. Today, a
second generation of the Gaddis fam |y oversees the
conpany's success and industry | eadership. Pacific Cheese
has had a long history of working directly with individual
dairy farmfamlies, dairy cooperatives and proprietary
cheese nmakers to build a high quality cheese industry that
has greatly expanded the demand for California mlKk.

Paci fic Cheese delivers a variety of cheeses for
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foodservice and retail environnents. The conpany handl es
private |labels and also offers its own brands, such as
Cheswi ck, North Beach, Pacific Blue and California Sel ect
Farnms, anmong others. Pacific Cheese al so supplies cheese
products for ingredient use in food manufacturing and is a
supplier to the international marketplace, delivering

t hrough the Port of Qakland for direct shipnents to South
Anerica, Southeast Asia and the M ddl e East.

Pacific Cheese is in the business of procuring
hi gh quality cheese from excellent suppliers and addi ng
val ue through our cut and wap facilities in Reno, Nevada
and Amarillo, Texas, our supply chain expertise and customner
service. W are a national and international supplier of
cheese; we source cheeses froma variety of suppliers in
mul tiple |ocations. W have historically and continue to
procure a large quantity of cheese fromsuppliers in
California. So we very concerned about proposals which
woul d significantly increase the cost of mlk to our cheese
suppliers and the cost of the products that we source in the
st at e.

Qur business is a very conpetitive one. W began
in California and have had a |long history of procuring
cheese in the state. However, there are nmany high quality
and excellent suppliers of cheese in other states besides

California. 1In recent years conpetitors have energed
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t hroughout the western states. |If a large increase in the
regulated mlk price paid by cheese nakers were to translate
into an increase in the price that we have to pay to procure
cheese, and we see that as a likely outcone of at |east one
of the proposals (the producer trade association proposal)
under consideration at today's hearing, the conpetitive
nature of our business would cause us to, in all Iikelihood,
reduce our purchases of California cheese and increase

pur chases from high quality suppliers in other states.

Procurenent decision aren't only about price.
Quality, service and supplier relationships are inportant as
well. But in today's environment where there are nany
qual ity suppliers throughout the country, a conpany such as
ours has choices, and we will need to give these choices
serious consideration if our California cheese suppliers
becone | ess conpetitive on a price basis.

Wil e we understand that the drought in California
has created a | ot of uncertainty and that the Departnent has
concerns about the challenges facing dairy farnmers in the
state, pricing policy decisions have inpacts beyond the farm
gate, and sone of those inpacts may not be in the best
interests of the state's producers if demand for California
products and California mlk is negatively inpacted as a
result. W ask the Secretary to take these issues into

consi derati on.
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Thank you for the opportunity to testify here
today and | would request the opportunity to file a post-
hearing brief. Thank you.

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

Any questions fromthe panel ?

MR. EASTMAN. | have a question. In your
testimony you don't necessarily support either of the two
alternative proposals. |s your baseline -- Is your baseline
testinmony that you would prefer no change at all, and if
there is change sonething very small? |Is that what | am
readi ng here?

MR ZOLIN. Pacific Cheese is a nenber of the
Dairy Institute of California and we do support their
pr oposal .

MR. EASTMAN.  Ckay.

MR. LEE: Just one quick question. Pacific Cheese
Conmpany, do they process cheese thensel ves?

MR. ZOLIN. The word "process" has a nunber of
definitions. They do make processed cheese, so they wl|
buy cheese that is made as a natural cheese and then further
process it into a processed cheese. Anerican singles, for
exanple, or a lowtype cheese. Primarily they are a cut and
wrap operation where they buy natural cheese, shred it or

chunk it and nove it into the retail sector or foodservice
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MR. LEE: Thank you.

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

MR. ZOLIN.  Thank you.

HEARI NG OFFI CER SUTHER: M. Hofferber.

After M. Hofferber we will do the three mnute
testinmonies, right around 1:30. So if you have not signe
up in the back of the room please sign up for those.

M. Hofferber, will you please state your ful
name, spell your last name and state your affiliation for
the record, please.

M5. HOFFERBER: Yes. | am Scott Hofferber,
spelled HO F-F-E-R-B-E-R, and | amthe Chief Financial
O ficer of Farndal e Creanery.

Wher eupon,
SCOIT HOFFERBER
Was duly sworn.

HEARI NG OFFI CER SUTHER: Do you have any ot her
statenents, witten statenents that you would like to ent
as an exhibit?

MS. HOFFERBER:  No.

HEARI NG OFFI CER SUTHER: Your testinony will be
Exhi bit nunber 47.

(Exhibit 47 was entered into the record.)
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HEARI NG OFFI CER SUTHER: You may proceed.

M5. HOFFERBER: Thank you. Good afternoon Hearing
O ficer and nenbers of the Hearing Panel. | am Scott
Hof ferber, the Chief Financial Oficer of Farndal e Creanery
and | amhere at the direction and on the authority of our
Board of Directors. Farndale is a third-generation fam|ly-
owned and operated dairy processing facility in Southern
California. Wth over 90 enpl oyees, Farndale is processing
an average 28 mllion pounds of mlk and cream per nonth,
120 | oads a week, into cheese, sour cream WPC80 powder and
buttermlk. W are grateful for this opportunity to provide
Farndal e' s perspective on the matters before the panel.

We are here to advocate for the proposal proffered
by the Dairy Institute of California at this hearing to try
and bring a true and honest m ni mum val ue of the whey stream
as a starting point for end-product-based val ue
determ nati ons.

The Di sconnect

To paraphrase the outcry fromthe producer
comunity: "W want what our Federal Order brothers and
sisters are getting in their Cass IlIl mlk because it would
be fair", which would be an untruth. This is a "l oaded
statenent™ - one with false, disputed. or question-begging
presuppositions. But anyone who knows the California and

Federal Order systenms knows this absolute truth: federa
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orders do not nandate the m nimum prices paid for mlk going
into anything but fluid usage. And that truth can be seen
every nmonth in the mail box prices paid in orders where the
industry is structured like California, mainly in the Wst,
and where prices paid dairy farmers are within pennies of
those paid in California.

Earlier testinony tal ked about the ability to go
Grade Bwith California mlk but in the regulations and the
statutes that acconpany that, it taints all the other
products that cone with it. For exanple, in our case we
have WPC80 powder. \Were if we were to nake that powder
froma Grade B product it would severely danage the val ue of
that in the marketplace. So it is not a sinple as just
saying, technically in California you can get away fromthe
m ni mum regul ated price. You' re not tal king about apples
and appl es.

Producers can choose to perpetuate their
m sinformation, but right now, the absolute truth is that in
W sconsin cheese plants can buy mlk for $7 below Class I11.
A real disservice has been perpetrated on the California
dairy producers and the industry by the pronul gation of this
fallacious and inflamuatory outcry.

The producer proposal assunes that certain
features of the Federal Orders are directly applicable to

our California regulatory nodel, industry conditions and
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under | yi ng econom cs. Such an assunption has been nade by
producer advocates at nearly every hearing over the past 15
years and its accuracy has yet to be conclusively shown in
any California hearing record. And we heard testinony
earlier from Saputo that really reinforces that idea that
the California construct is a ground-up build rather than a
we want what they want -- what they've got. And of course
it can't be because anything nore than a cursory exam nation
of the two systens shows clearly that is a fal se assunption
W aren't them or they.

Wo says the Federal Orders have the whey issue
right in the first place? Not the Executive Director of the
W sconsi n Cheese Makers Associ ation, John Urhoefer. His
article in the Cheese Reporter of May 8, 2015 describes the
reality of valuing whey streans accurately. In speaking
about the use of dry whey as the nmeasurenent for the val ue
of the whey stream he states: "It's a fundanental flaw in
federal m |k marketing order mlk pricing - a built-in
di scrim nation against small and m d-sized cheese
manuf act uri ng busi nesses that cannot begin to afford the
cost of dried whey manufacturing.” Wo else says that the
federal orders have it right? Not Farndal e.

And to a question from M. Shippel houte earlier:
There is in the testinony record back in '07, | believe,

there is a presentation by the Departnent that describes the
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cheese plants at about 65 of them where we cane in about
fifty-second place, the largest to the smallest. And from
52 on down that collective group of smaller cheese makers at
that point in time accounted for about 15 percent of the
total mlk being put into cheese. So if you are trying to
equate the nunber of cheese plants to the anount of mlKk
going it's about five-sixths or so of the plants are
accounting for about 15 percent of the total mlk going into
cheese. It would scale fairly close to that if we were to
update that particul ar study.

Farndal e, in response to the conpetitive
environnment in which we operate, took a hard | ook at our
options, including going out of the cheese business
al together, and decided to take the risk. W bit the bullet
and made the very significant investnent in a whey
processing facility which has been in operation now for just
under two years. This so-called upgrade to our ability to
efficiently elimnate the waste whey stream conmes wi th great
risk. The required capital investnment, nmarket devel opnent,
gl obal demand and ot her factors nake this course of action
wort hy of our retaining any margi nal inprovenents gai ned by
affecting this change. It remains to be seen whether or not
we made the right choi ce.

The Reality

The |l ast 18 nonths endi ng June of 2013 of our old
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animal feed roller drying operation resulted in a negative
out cone of about $.0125 a pound of cheese produced, a cost
whi ch was and is absorbed by the cheese operation. 1In the
final six nonths ending June 2013 of that sanme operation the
result was a negative outconme of $.0250 a pound of cheese
produced. This increased negative outcone was directly
attributable to the higher Cass 4b price contribution from
the increased whey scale in conbination with higher nmarket
prices for dry whey. It got worse as tine went along for us
in the animal feed world, is the point of all of that.

Since the conversion to the new process, in the
nost recent 18 nonths ending April 2015 of our WPC80 powder
operation we resulted in a positive outcone of $.03 a pound
of cheese produced, an inprovenent of $.0425 a pound of
cheese produced over the simlar 18-nonth period in the old
process. In the final six nonths ending April of 2015 of
t hat same operation, however, the result was a negative
out cone of $.0225 per pound of cheese produced, an
i mprovenent of only $.0025 a pound of cheese produced over
the sane old process' tinme frane, to conpare the |ast six
nmont hs of those two different processes.

A few inportant observations about these data:

The i nprovenent of $.0425 a pound of cheese
produced roughly represents the RO necessary to service the

debt incurred on making the necessary investnent for the

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o B~ w N P

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

169

change in the first place.

Secondly, the inprovenent of $.0425 per pound of
cheese produced could only renmotely justify an increase in
t he val ue of the whey stream of $.3845 per hundredwei ght of
4b m |k at an 11 percent yield, and that's if you believe
the producers are entitled to the entire inprovenent ion
performance. In no way can an increase of $1.46 a
hundr edwei ght, or so, be justified. W also have concerns
about the Dairy Institute's proposal indicating an increase
of $.41 a hundredwei ght but are hopeful that, by changing
the underlying driver to WPC34, the novenent in mlk cots
will track nore closely with our WPC80 nar ket .

Third, the dramatic downturn in the market prices
of WPC80, earlier testified to as having been cut in half
and we will verify that that is the case, in the |ast six
mont hs, resulting in the aforenenti oned negative outcone of
$. 0225 per pound of cheese produced in our new operation,
anplifies our earlier points regarding the risk we have
undertaken to stay afloat in the cheese business. The
inability of the pricing systemto appropriately track the
val ue of WPCB0 narkets and translate that into mlk pricing
i s obvious and not accounted for in the WJUD proposal or the
CA FMMD systens. |If the WUD proposal, or anything close to
it, is adopted, we would face another even nore catastrophic

eventuality, that of being driven out of the cheese business
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wi t hout ever having had the opportunity to recover the debt
i ncurred.

Fourth, we are, at |east, just as inpacted by
| oner prices as the producers when it cones to the whey
busi ness. The whey value in 4b mlk over that sane siXx
nmonths has fallen from$.6875 a hundredwei ght to $.50 a
hundredwei ght in the 4b fornula. 1In the netrics we use,
this indicates a reduction in whey value to the producers of
an average of $.01 a pound of cheese produced, or $.0925 per
hundredwei ght in the 4b mlk price. It is clearly evident
that the "ask" for an increase of $1.46 a hundredwei ght in
4b m |k, or $.1325 a pound of cheese produced, is w thout
conprehension of the realities of our business. W mght be
able to garner a few cents-per-pound nore out of the
mar ket pl ace but certainly not the full "ask" w thout getting
cl obbered by out-of-state cheese.

Fifth, to have a conversation about whey val ues in
i solation of the inextricably related cheese production
pi ece is dangerous. It should actually be taken up as a
separate class of product if, in fact, we are going to go
down this road, but that is not part of this hearing. The
Departnment’'s own cost studies clearly indicate that cheese
make al | owances continue to run behind the actual costs in
an ever-increasing anount. Processors have agreed to

forestall pressing this point with the Departnent in an
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effort to cooperate with the tenor of the debate surroundi ng
producer pricing. That "discount” fromthe processors to
t he producers has certainly been left out of the
conversation but should not be forgotten. And this
"discount” is a real, audited figure based on real cost
factors in California, not an abstract and unsupported
correl ation between FMMO Class Il theoretical price and the
California mandated 4b price.

There was a question earlier fromM. Lee
regar di ng whet her margi ns coul d support the kinds of
i ncreases we are tal king about here today and | think by ny
previ ous nunbers you can tell that they won't, at least in
our operation.

The nost recent wei ghted average manufacturing
cost for cheese is $.2291 a pound, but the manufacturing
all omance is stuck at $.1988 a pound, which was the wei ghted
aver age cheese manufacturing cost in 2006, nine years ago.
| have done the math on what that inpact would be to us and
it is just a big nunber. | didn't bring it with ne but
we've left a lot on the table as far as make al | owances go.

In 2007, a variable whey factor nearly ruined the
smal | er cheese makers when dry whey prices went unexpectedly
high. A hearing at that tine returned the whey valuation to
a reasonable flat rate of $.25 a hundredwei ght. However, as

the econom c nodel for dairy farmng in California has
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continued to under-perform nostly due to an oversupply of
mlk into the existing and un-incented-to-expand processing
conpl ex, the outcry fromthe producer conmunity has been
reduced to the unwarranted, unjustified and unproductive
focus on the whey valuation in the 4b fornula as a neans to
an end; that end being pure price enhancenent.

"Fai r ness"

Anot her issue we have with the producers' outcry
is the use of the term"fair". This has become such a
politically and enotionally charged word in recent years as
so-called "entitlement spending” by governments in the nane
of fairness has put cities into bankruptcy, including our
own San Bernardino, and created so nmuch political polarity
that our | eadership is at |oggerheads | eading to a near
standstill in getting anything meani ngful acconplished.
Fairness is a fable these days. The better termis
"appropriate”.

Let's nove the discussion away fromthis "I want
what | want 'cause | want it" ranting to a nore reasonable
approach to determ ning the appropriate val ue of the whey
stream

First and forenost, producers have always had the
ability to extract additional value out of the m |k by
af fecting surcharges above the mninmumregul ated price. Wy

hasn't this been done is a nystery. Wy this hasn't been
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done is a nystery. Producers and their representatives are
certainly not |azy or unsophisticated so the answer nust be
the mlk just isn't worth it.

It is the sinplest of economc realities that
since we need to run our plant in order to get an adequate
return on our investnment, there is demand for mlk. If mlKk
is scarce we would pay nore for it, to a point, in order to
keep our plant operating and afford the debt service on it.

Third, if mlk is over-supplied, which has been
the case nore often than not in ny 18-year tenure on the
job, a high mnimmprice sends the wong signal to the
supply side; to wit, "make nore mlk". Wile mlk
production is down a bit this year, we have seen m nor
pul | backs in m |k output before, only to be followed by new
m | kK out put records.

In earlier testinony the corment was nade that the
producers have no way to pass along costs. And | think but
what | just said in that they have the ability to raise
their prem uns, that would kind of belie that statenent.

And on this one | wanted to make the comment. It
has been said a fewtinmes today, citing the nunber of dairy
farms lost in the last five years. You know, there have
been a coupl e of nunbers thrown around, 400, 500 or so dairy
farms. If this nunber is correct, and | ampretty sure it

is, when the regulatory systemcane into being in the '30s

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o b~ w N P

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

174

there were somewhere around 17,000 dairy farnms in
California; we are down to 1,400. If you run a linear math
on that that's 180 farnms a year have di sappeared over that
entire length of tine. So in five years that's what, 900
farms, which is a bigger nunber than the nunber actually
thrown out here today. So it gets a little disconcerting to
me that we get these statistics in isolation without rea
context. There is no argunment that there has been difficult
econonmi c times, but the ongoing consolidation and change in
busi ness dynam cs that go on needs to be separated fromthe
debat e about whether the 4b price is really the culprit in
all this.

To run to the regulatory, legislative or judicial
systens for "relief in the nanme of fairness" is not the
answer. Just do business. But wait, there's a problemwth
that. The fact that nmany producers are al so processors at
sone | evel masks the sonetines harsh realities of being in
manufacturing. Since "re-blending” in co-ops can occur, a
menber producer doesn't necessarily see the inpact of
regul atory price changes on their conbined total incone.

For a proprietary processor, we end up on the short end of
that stick every tine. W can't assess our producer/
suppliers to make up our business | osses because we can't
get below the minimumregul ated price. The systemis

broken. Discussions surroundi ng reform have been unfruitful
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and even thwarted by this hearing.

Where we share the Secretary's concern for the
wel fare of the dairy industry entrusted to her care, we
i nplore the Departnent to recognize the fragile nature of
both sides of this coin, both producers and processors, and
bal ance the needs of industry stakehol ders. Let the
mar ket pl ace determ ne the appropriate |evel of equilibrium
in the price of 4b mlKk.

And with the respect to submt a post-hearing
brief | respectfully submt ny testinony.

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

Any questions fromthe panel ?

MR. EASTMAN. | have a couple of questions. |'m
m ssi ng what page this is on but you nmention that - here we
go - that there are certain areas of certain orders, mainly
in the West, where producers/dairy farners are paid within
penni es of those paid in California. Are those specific
federal orders or specific states or areas that you are
referring to?

M5. HOFFERBER: Yeah, it's ny understandi ng that
whatever is in place in New Mexico is presenting mail box
prices very close to California's nunbers. | can submt
sone additional breakdown on that that shows those

conpari sons.
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MR. EASTMAN. Ckay, that would be good. So it
seens that your default position is really "no change.” Is
t hat --

M5. HOFFERBER: That woul d definitely be preferred
as far as we are concerned. W need tinme to continue to
devel op this operation and the markets related to our WPC80
pl ant, you know, to get a handle and convince our banks we
are going to be good to go for the next nunber of years it
takes to pay that debt off.

MR. EASTMAN. |f the Secretary were to decide to
make sone sort of change do you feel that a proposal |ike
the Dairy Institute's proposal that bases pricing off of
WPC34 is closer to your operation that produces WPC80 or is
it just as different as dry whey or do you have any sense of
how t hose correlate at all?

M5. HOFFERBER: Well, ny sense and what our
consultants are telling us is that we would track closer to
80, although there are disparities in those two prices. W
don't really have a survey on the 80 so it's going to be
somewhat, you know, a good guessing ganme. But we think it's
a much better guessing gane than what we've got with the
whol e dry whey narket with nobody really making it and kind
of an odd correlation between us and what's going on in
W sconsin, for crying out loud. It has nothing to do with

our narket.
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MR. EASTMAN. And that was ny second question
whi ch you kind of answered. So you are not really aware of
any public price discovery for --

MR. HOFFERBER  Not on the 80.

MR. EASTMAN.  -- WPC80? Ckay.

And then you sort of mention towards the end of
your testinmony that -- you nmade the statenment that the
systemis broke; that you feel that there are certain issues
t hat obviously need to be addressed. Do you consi der those
i ssues that need to be addressed within some sort of
industry growth simlar to what was happening | ast year? Do
you think that's a bigger priority than what we are doing
here today?

M5. HOFFERBER: Right. | have had the great
privilege of serving on both the Wiey Review Comrittee that
foll owed up the 2007 adjustnment and the Secretary's Dairy
Future Task Force and | appreciated the opportunity to be
part of both of those tables. The problemis that those
exercises really were too broad in participation

This really needs to be appointed to a very snal
focus of econom c-based people that would come up with a
construct that then we could present to the broader audience
and debate that once sone sort of construct was devel oped.
We ended up doing an awful |ot of good work and a | ot of

good i deas ended up on the table, but the end of the day in
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both of those conmittees we lined up just as we are lined up
here today and we have to find a way to push past that.

My personal opinion in ny experience is it would
be a full deregulation in manufacturing mlk and let us sit
down across the table and negotiate a price on a |ocal,
vertical basis with the producers. | used nunbers earlier,
in the '30s or whatever we had about 17,000 farnms and 625
processors. Today we are down to 1,400 farnms and 120 or so
processors. It seens to ne with those changes in scale the
necessity for these hearings beconmes al nost noot, where we
could actually deal locally, regionally - when | say
regionally I don't nean U.S., | nmean up and down California
- and cone up with deals to where a group of producers woul d
conme to us and say, okay, here is our econom c nodel, here
is what we could nmake. Let's go together and get this done.

And | have been tal king about this in both -- not
so nuch the Wey Review Commttee because | probably didn't
know enough in those days but certainly with the Dairy
Future Task Force. It becane evident to ne that that's
where we need to go. But to get there is going to take
anot her nmonunental effort, a real paradigmshift in why we
-- the necessity of a regulated systemat this point in tine
the way this econony is built and the nunber of players that
are involved init. That's ny soapbox but, you know, you

asked.
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MR. EASTMAN. | did, okay.

Actually, | have one nore question. You had nmade
reference to a table that I think the Departnent had put
t oget her that showed cheese plants based on the anmpunt of
m | k they procured and peopl e have made conments about that.
We have done that for this hearing again but would you think
t hat based on the size of your operation that you are just
not big enough in ternms -- | assume you went through nunbers
to show how al nost any price increase is definitely going to
affect your bottomline. Do you feel that your size and
bel ow you just don't have the econom es of scal e based on
your size to conpete in the sane way that maybe sone of the
| arger cheese plants do based on your size?

M5. HOFFERBER: Yes. Over tine we basically kind
of described ourselves as the biggest of the smalls. Gallo
is alittle larger than us; Cacique is exactly our size,
exactly roughly, if that nakes any sense. But there's a |ot
of guys that are not nearly our volune that are | ooking for
a way to doit. And Gallo described the fact that they are
taki ng up whey streans around them and processing them
W're trying to work that out, it's not sonething that
happens overnight. And a shock to the systemlike what is
bei ng proposed by the, by the producer community here would
just conpletely trash any of that that we got going on. 1In

nmy opi ni on.
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MR. LEE: As a follow up question to what Hyrum
and yoursel f had regardi ng di scussion over pricing. A few
testinoni es ago Saputo Cheese's Geg Dryer had indicated a
means to which maybe to go forward is having a small group
of folks getting together and com ng up with a net hodol ogy
and be sold to the rest of the industry. Wat are your
opi nions regarding that process?

M5. HOFFERBER: Yeah, and naybe that's what | was
trying to describe when | kind of answered that question a
little earlier on the tails of the Dairy Future Task Force
i nvol vement and all that stuff. It needs to be a smaller
group of really smart people to just sit down and do exactly
what you're describing. O what Geg or Ray --

MR LEE: Geg, Geg Dryer.

MR. HOFFERBER: No, G eg descri bed.

MR LEE: Geg Dryer.

MR. HOFFERBER: Just ki ddi ng.

(Laughter.)

MR. HOFFERBER: We had sonme fun with that at
| unch.

MR. LEE: Thank you.

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

MR. HOFFERBER: Thank you.

HEARI NG OFFI CER SUTHER: Now we are going to take

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o B~ w N P

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

181

alittle deviation. W are going to take some three-mnute
testinmony so sone producers can get back to work.

Pet er van War ner dam

M. van Warnerdam first off would you pl ease
state your nanme and spell your |ast nane.

MR. VAN WARMERDAM  Pet er van Varnerdam |ast nane
V-A-N, WA-RRME-RDA-M
Wher eupon,

PETER VAN WARVERDAM

Was duly sworn.

HEARI NG OFFI CER SUTHER: Do you have any witten
statenents you would |li ke entered into the record?

MR. VAN WARMERDAM  No.

HEARI NG OFFI CER SUTHER: (Ckay. You may proceed.

MR. VAN WARMERDAM  Good afternoon, Panel. | want
to thank you for taking the tine to listen to the dairy
industry's testinony. M nane is Peter van Warnerdam | am
a second generation dairy farmer in Galt, California. M
famly has been in the dairy business for over 60 years.

| am here today to speak to the long-termeffects
of our ever-decreasing dairy farns. Currently, California
has the | owest price per hundredweight. | need each one of
the panelists to think |ong and hard about the |ong-term
sustainability of our industry. Qur state has |ost hundreds

of dairy farns due to our current pricing system Unless
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sonmet hing dramatically changes, we will continue to |ose
val uable dairy farnms that are essential to maintain our
state's econom c well -bei ng.

Furthernore, all costs to run and operate a dairy
farmin California has gone up significantly.

The conpetitiveness for the |and that feeds our
cows has changed drastically. Over the last five years in
our area there have been hundreds of acres that have gone
into grapes or trees.

Personally, | feel our state's mlk price needs to
change to what is being proposed by our dairy trade group
today representing us here. W have been at a di sadvant age
for several years now that has cost dairy famlies mllions
of dollars. W are the nation's nunber one dairy state for
m |k production and quality; it is time we get paid for it.
In CDFA's nost current dairy review it showed California's
mai | box price for February at $14.49, $3 less than the
second- | eadi ng production state at $17.58.

In closing, please think about the sustainability
of the dairy industry and nmake changes to our mlk price
that reflects the diligence, hard work and sacrifice that we
all make to put out a quality product to feed our world.
Thank you.

HEARI NG OFFI CER SUTHER: Any questions?

MR. EASTMAN. | have a question. Do you have an
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| and? Do you grow any of your own feed?

MR. VAN WARMVERDAM  Yeah. We mi |k about 1,100
cows and farm about 800 acres. Probably 300 in alfalfa, 400
in corn silage and maybe 100 in grass. W have al so
diversified a little bit n the last few years with other
crops and grapes and we put in some solar panels just to
have sone backup. W can't rely on one source of incone
anynore with what we have gone through in the last five to
seven years so we have diversified. But our main incone is
fromthe dairy. That's what got us where we are today and
that's what we have a passion for.

|"ma pretty hands-on dairy farnmer. | start every
nmorning at 5:00 o'clock. And the thing that probably
saddens ne the nost is two or three years ago | went to a
field trip, went on ny son's field trip to a firehouse and
one of the firemen asked him "Wat do you want to be when
you get older?" And he said right away, "I want to be a
dairy farmer.” And | amnot so sure that I want himto go
t hrough what we are going through over the |ast 10 years.
think we are all very grateful for 2014, it got us back on
our feet and built up sonme equity, but | sure don't hope --
| sure don't hope that the next five years is what was prior
to 2014, otherwi se this roomwould probably half full from
what it is right now.

MR. EASTMAN. How has the drought affected your
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farm ng operation?

MR. VAN WARMERDAM  The drought hasn't really
affected us that nmuch yet. W are pulling all well water.
| mean, we are in Sacramento County, 30 miles fromhere, so
we have a reasonabl e amount of water. W have had to | ower
our wells a little bit |ast year.

But | think the biggest concern we have is | | ook
around ny farmand all | see is grapes. | go two or three
mles down the road and they're putting in hundreds of acres
of wal nuts and al nonds that are just -- you know, it's hard
to see that when you have been a dairy farmer your whole
life. Even though | put in grapes it's not really ny
passi on but | have to do sonething that is going to give ne
a higher return per acre than the feed | grow for ny dairy
Cows.

MR. EASTMAN. Thank you.

HEARI NG OFFI CER SUTHER: Thank you for your
testimony, M. van \Warnmer dam

M. Avila.

MR. AVILA: darification. 1 signed up for the
ot her one.

HEARI NG OFFI CER SUTHER: Whi ch one woul d you
rather with?

MR AVILA: Well, | tell you what, 20 mnutes is

too much and 3 mnutes isn't enough so let's split sonmewhere
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in the difference.

HEARI NG OFFI CER SUTHER: Well, then you will need
to stay on the other list for the 20 m nute one.

(Laughter.)

HEARI NG OFFI CER SUTHER. M. Deni z.

M. Deniz, could you please state your full nane,

spel |l your last nanme and your affiliation for the record,

pl ease.

MR DENIZ: Sure. M nane is Lucas Deniz, D E N
|-Z. | amhere today representing nyself, Deniz Dairy, in
Petaluma. | also would like to state that I am a nenber of

the Western United Dairynmen board, part of the people that
put the petition together here today. Excuse nme, |I'ma
little bit nervous.

| don't have anything really prepared to say but |
just want to nmake sone comments.

HEARI NG OFFI CER SUTHER: Excuse ne; could you hold
on one second?

MR DEN Z: Sure.

HEARI NG OFFI CER SUTHER: |'ve got to finish up a
little nmore business here.
Wher eupon,

LUCAS DEN Z

Was duly sworn.

HEARI NG OFFI CER SUTHER: (Ckay, thank you. And any
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statenents you want entered into the record, any witten
statenent s?

MR DENI Z: No.

HEARI NG OFFI CER SUTHER: (Ckay. You may proceed.

MR DENIZ: Like |I said, I"'ma dairy producer from
Petal uma, third generation

I'"d like to talk a little bit about our pricing
system here in California, the pooling systemas we all
know. It's not a perfect systembut | believe it's a good
system | think it's a fair system Sorry, Scott, for using
“fair.”

At its basic fundanmental core | think it is
designed to ensure stability and ensure that producers get a
fair market price for the raw products that are made. And
as we heard earlier fromall the nunmbers, we don't feel that
we are getting a fair -- the whey price is not an accurate

mar ket price, it is not representative of the value of that

pr oduct .

And as a producer | have no way of passing on ny
costs of doing production at all. Many of the small cheese
processors who we have heard fromtoday -- and | would |ike

to also state that | think all of us producers are very
sensitive to their situation as well. | don't think any of
us want to see processors struggle or go out of business or

| eave the state. W need them no different than they need
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us. But unlike producers, we are unable to pass on our cost
of doi ng busi ness.

| know that many of the small processors are doing
val ue- added products and are at | east on sonme |level, | don't
know where that is, | don't have any nunbers, at |east sone
| evel are able to pass on sone of their costs to the
mar ket pl ace. Now | don't know what their costs have done.
You know, the retail cost of their products have gone in the
| ast year. | know as our prices have dropped by 30 to 40
percent in the last six to seven nonths -- | don't know but
| speculate that their prices, their retail prices have
probably not dropped quite that drastically.

Anot her thing that was failed to nention from nany
of the processors here today is in our current 4b fornmula we
take the value for cheddar cheese. A mpjority of the cheese
produced in this state is not cheddar cheese, it's cheeses
t hat produce a nmuch higher yield than cheddar, and so the
processors are capturing that value as well as, | feel, not
accurately accounting to the pool for the whey val ue.

Al so another thing is we have been at this fixed
whey price now for al nost since Decenber of 2001 -- excuse
me, Decenber of 2007. So we're going on, com ng up on eight
years that we have been in this situation in the industry.
| find it somewhat difficult to see how two years of a

di fferent whey factor could so drastically and dramatically
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i npact the processor community the way that we have been
i npacted, like |I said, for alnost eight years now.

So that's why | amhere today to fully support the
proposal submtted by the three producer groups, Wstern
United, M1k Producers Council and California Dairy
Canpai gn.

HEARI NG OFFI CER SUTHER: Any questions fromthe
panel ?

Thank you for your testinony.

Mster -- | believe it's Corda.

MR CORDA: Yes.

HEARI NG OFFI CER SUTHER: And | apol ogi ze in
advance if | butcher anybody's nane.

MR CORDA: You're fine.

HEARI NG OFFI CER SUTHER:. M. Corda, could you
pl ease state your full nane, spell your |ast nane and state
your affiliation for the record, please.

MR. CORDA: M nane is Jerry Corda, GO R-DA and
| ama dairyman in Marin County and that's nmy affiliation
Wher eupon,

JERRY CORDA
Was duly sworn.

HEARI NG OFFI CER SUTHER: Thank you. Do you have

anything witten you would like to enter as an exhibit?

MR. CORDA: No | don't at this tine.
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HEARI NG OFFI CER SUTHER  Ckay.

MR. CORDA: | want to thank you for this
opportunity to speak before you today. | ama fourth
generation dairyman and | amin partners with my nom and ny
brother. W have been in dairy since 1972. Prior to that
all of nmy famly was involved in the dairy industry.

| just want to |let you know that | support the
Western United, M1k Producers Council and California Dairy
Canpai gn' s proposal before you today.

| think all the facts and figures and nunbers have
been presented throughout the day whet her through the
processors and the producers so | think you ve got all those
nunbers.

| just wanted to say that to keep the dairymen in
business | think it's inportant that you support Western
United' s proposal. | don't think California can afford to
| ose another dairy famly.

And with that | thank you for your tine.

HEARI NG OFFI CER SUTHER: Any questions?

Thank you for your testinony.

MR. CORDA: Thank you.

HEARI NG OFFI CER SUTHER: Ms. Duarte.

M5. DUARTE: Good afternoon.

HEARI NG OFFI CER SUTHER: Cood afternoon. Pl ease

state your full name and spell your |ast nane and state your
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affiliation for the record, please.

M5. DUARTE: MW nane is Antoinette Duarte, D U A-
R-T-E, and | am a dairyworman in Elk Gove, California.

Wher eupon,
ANTO NETTE DUARTE
Was duly sworn.

HEARI NG OFFI CER SUTHER: Thank you. Do you have
any witten testinmony you would |i ke to have entered?

M5. DUARTE: No, | don't.

HEARI NG OFFI CER SUTHER: You may proceed.

M5. DUARTE: Good afternoon, Hearing Panel.
woul d i ke to say thank you for allowing me the tinme to
speak at this hearing on behalf of the dairy famlies here
of California.

My famly and I own and operate a 550 cow dairy in
Sacranento County. W began our dairy on 160 acres on a
farmin 1972 with 180 cows and $12,000 in our pocket. M
grandf at her, father and brothers also had a dairy, and
unfortunately they sold their cows and facilities in May of
2013 and they were one of the circunstances of the falling
mlk prices. So as you can see, dairy farmng is very
i nportant to mne.

| amgoing to bring out sone points and then
have a few things to say afterwards.

The dairy operations will feel the effects of the
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drought as feed supplies, and a portion of which is locally
grown, represents our highest operating costs. For the

| osses of locally grown silage, hay and pasture could raise
our feed costs significantly. California dairy producers on
an average inport 50 percent of the feeds during the non-
drought years and in drought years these producers are
expected to increase their feed inports 60 to 70 percent.

California dairy farns are likely to be nore
vul nerabl e during the drought in 2015 than they were in the
previ ous years. Last year mlk prices nationw de soared to
hi gh record prices, which shield California dairies fromthe
drought effects on feed prices. Wth mlk prices having
pl umret ed nearly 40 percent froma year ago, California
dairies will not likely be so lucky in 2015.

Sonme dairy producers who grow their own silage are
converting sonme of this acreage to nut trees where the net
returns are higher. Qher producers are fallowing their
acres due to water constraints, diverting water to other
commodity crops or selling it to nearby farns. Dairies wll
have significant access to feed in 2015 but nore of it may
come fromfurther distance at higher prices and sone dairies
may shift the conposition of their feed rations. Changes in
rations are likely to reduce protein content in dairy diets
and lower mlk output to sone degree.

In the face of sharpening their end margins -
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narrowi ng margins - California dairy operators have begun to
shrink their herd sizes, culling |ess-productive cows and
are noving cows outside of California. Some of the |arger
operators with the available capital are leasing land to
gain extra water rights. Mny snaller dairies, the 500 to
750 cow dairies such as mne, are contenplating their future
in California. A few have sold off their herds in the past

year and have sold their land to be planted into trees or

Vi nes.

| f the drought continues through 2016 feed
supplies will beconme nore limted and nore expensive.
California dairies will decrease their mlk production,

putting a strain on the California dairy processor sector.
And t he approaching regul ation of groundwater is likely to
have a detrinental inpact on |ong-term health of the
California dairy industry. Mre consolidation of snmall and
medi um si ze dairies i s expected.

Not long ago in Elk G ove we had 22 dairy
operations; presently we have 7. One is now currently for
sale. And | understand it was sold | ast week and |' m hopi ng
it'"s going to go to continue as a dairy. O these dairies
sold in the past three years, three are currently being
pl anted wi th wal nuts.

| have famly and friends who live in Wsconsin,

and of course, after we have di scussed qui ckly about our
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famly and our conversation of grandkids, the conversations
go directly to the dairies, the water situation in
California, feeds and m Ik prices. And of course the bottom
line is they are maki ng nore noney than what we are and
their costs are much | ower.

The |l ast three nonths have been very difficult to
cash flow W are tapping once again into our val uable
assets to borrow fromour |lender to keep up with the rising
cost of produci ng because the |ow, extreme nmail box price
that we are receiving does not pay the bills. The cycle of
volatility is very difficult when the lenders are | ooking to
our year-end finances and contenplating if they are going to
renew our |oans and how much nore operating funds will be
avai |l abl e when we make the call. This is all very trying on
our health and our famly life.

On a personal note also, we were with a bank for
many, many years. W have been approached by many ot her
banks because, like | said, we have been in business for
many years, we have an older dairy and we only fix what
needs to be fixed. But back to the |ending, what | wanted
to say was being with the bank that we were, | was seeing
the volatility was getting | onger and the cuts were deeper
on us. And | was very concerned about how t he bank was
going to approach us if we decide to continue in the dairy

business. | do have a son who is 42 and managi ng the dairy
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since ny husband had a stroke five years ago.

And again, | was concerned if this bank was goi ng
to continue backing us. So | did change to another | ender
because | feel that they would be nore -- not conpassionate,
of course, but nore able to work with us if we choose to
stay in this business. Two years fromnow, | don't know. |
really amvery concerned about the | osses that we are
under goi ng.

| don't need $25 milk. | just want to continue to
have a viable dairy operation to keep our val uabl e enpl oyees
that we have had for over 25 years, to have a future for ny
son, possibly ny grandchildren. | am encouraging themto
get an education. And | amreally -- as of |ast week |
di scourage themto cone into the dairy with us. There is no
life -- thereis alife but there is no future. The
volatility is trenmendous and this is not a way to keep in
busi ness. Not knowing fromthree to four nonths ahead how
we are going to pay the bills, much less trying to keep the
busi ness going with all the high water and standards that we
have to have in place for the business to stay.

| thank you again for your tinme and | do want to
say that I amin support of the proposal from Wstern
United, California Dairy Canpaign and M|k Producers
Counci | .

HEARI NG OFFI CER SUTHER: Any questions fromthe
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panel ?

Seei ng none, thank you for your testinony.

M5. DUARTE: Thank you.

HEARI NG OFFI CER SUTHER: M. Barcel | os.

M. Barcellos, would you pl ease state your ful
name, spell your last name and state your affiliation for
the record, please.

MR. BARCELLOCS: Yes. Tom Barcellos, B as in boy,
A-R-CGE-L-L-OS. | amthe owner of T-Bar Dairy and
Barcellos Farns; | ama partner in Wite Gold Dairy with ny
daughter and son-in-law. | am al so an owner of LGT
Harvesting, which is a pistachio harvesting conpany.

Wher eupon,
TOM BARCELLGOS
Was duly sworn.

HEARI NG OFFI CER SUTHER: You may proceed.

MR. BARCELLOCS: M. Hearing Oficer and Panel,
appreciate the opportunity to testify before you today and
thanks to the Secretary for the call of the hearing.

| amin support of the Western United Dairynen
proposal and the associated trade associations that are
working with them and the co-ops that al so support that.

| amgoing to give you a little bit different
tw st on what you have heard here today. Part of ny farm ng

operation business for the |ast 25 years has been operating

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o b~ w N P

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

196

| ong-reach excavators cleaning out dairy ponds. It's a
service | have been providing.

Most recently we have been cl eaning out ponds to
decertify the dairy to get approval fromthe State \Water
Board to close the dairies up. W are currently
decertifying two and both of them are owned by a
congl onerate out of Singapore. | was told yesterday by the
| ocal manager that they are going to cl ose escrow on anot her
one in two weeks and that | would have nore work. | never
expected that that would be ny prinmary source of inconme in
t hat segnent of the business when | started that 25 years
ago. We talk about California Gown. Well, the trees that
are being planted on these facilities will be California
grown but they will not be California owed, which I think
is sonething that needs to be taken into consideration.

There's four other dairies that | do work for,
have for many years. They have young trees planted over the
|ast two to three years and in three to four years they are
going to make a determ nation based on the outconme of this
heari ng and the potential federal order that is going to be
avai lable in a couple of years on whether or not they are
going to stay in the dairy business, or we'll decertify them
as well and they'll plant the rest of it in trees.

My dairy, Wiite Gold Dairy, that | am partners

wi th ny daughter and son-and-law, we are on a | eased
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facility on that one. W have two years |left on that |ease
and the owner is currently entertaining opportunities to
sell that to tree growers, sone out of the country, sone in
the country.

So the outcone here today also is going to have a
bearing on ny own business. WII| we expand our hone
facility and nove the herd over or will we just divest
oursel ves of that operation? Because there is a great risk
in investnent, as i heard here today. Do | spend $6 mllion
and upgrade a facility? O do | spend $4 mllion and pl ant
trees nyself. That's a determnation that will have to be
made.

If the Western United and associ ated nmenber
proposal goes through I1'd be happy to pay the additional
$.08 plus-or-mnus for cheese at the store because that is
the inmpact that it will have at the market. And | would be
able to afford it because | would still have businesses that
coul d sustain thensel ves.

So | thank you for the opportunity to testify
t oday.

HEARI NG OFFI CER SUTHER: Any questions fromthe
panel ?

Thank you for your testinony.

M. Mendoza (sic).

M. Mendoza, could you please state your ful
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name, spell your last name and state your affiliation for
t he record.

MR. MENDONSA: My nane is Frank Mendonsa, M E-N D
ONSA | ama dairyman, a farner, | amcurrent president
of Western United Dairynen.
Wher eupon,

FRANK MENDONSA

Was duly sworn.

HEARI NG OFFI CER SUTHER: You may proceed.

MR. MENDONSA: | also want to thank Secretary Ross
for calling this hearing. | just would say that I am here
to support the producers' proposal. | want to thank CDC and

M | k Producers Council for being with everybody and the

t hree co-ops.

| am a second generation dairyman. 1've got a
real passion for what | do. | hope ny kids can be the third
generation. It's going to be tough. | would ask the

guestion, you know, com ng off such a great year, 2014, you
have to really wonder why we are down production in the |ast
five months. As you have heard here today, the | and prices,
the drought, there's a | ot of things working against us.
And | would say that the m ndset of the California dairyman
has changed since 2009.

So that's what | wanted to testify to. Thank you

for this opportunity.
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HEARI NG OFFI CER SUTHER: Any questions fromthe
panel ?

MR. SHI PPELHOUTE: You were asking a hypotheti cal
guestion, | just want to nake sure, you have the opportunity
to share fromthe producer perspective. You asked the
guestion, why has production dropped off as quickly, and you
al luded to the m ndset having changed in the | ast coupl e of

years. Can you expand on that a little bit just for ny

benefit?

MR MENDONSA: Well, like | said, the m ndset has
changed. | have been on ny own in the dairy business 30
years this nonth, or last nonth. It used to be that

everybody thought about m | king nore cows and, you know,
expanding for the kids. That's no |onger the case. Too
many dairynmen, if they still have equity, are tal king about
planting trees or have planted trees and encouraging their
kids to go do sonething else. It's just way too vol atile.
The reason why we're down in production, there's a
nunber of reasons. W are one of only two states that are
down, the rest of the states are up. Wy is that? Well,
com ng of f of 2014 we knew 2015 was going to be a bad year.
Too many dairymen said, not ne. A lot of cows went to
sl aughter they were holding on to in 2014 to capture that
hi gher price. Sone dairynen have sold out and noved to

other states or are considering it, I know a couple, and
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others just had to | eave.

| would -- | would nake a conment to the gentl eman
who stated that in the '30s there was 18, 000 dai rynen and so
over the course of tine that's about 180 dairies out per
year. Well, in the '30s that represented one percent and
today that would be over ten percent. | think, you now,
that's not a very good argunment on his part.

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

MR. MENDONSA: Thank you.

HEARI NG OFFI CER SUTHER M. Sanchez.

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

MR SANCHEZ: Adolfo Sanchez, S A-NCHE-Z and |
work for Los Altos Foods.

Wher eupon,
ADOLFO SANCHEZ
Was duly sworn.

HEARI NG OFFI CER SUTHER: Wbul d you |ike these
witten statenents entered into the record?

MR, SANCHEZ: Yes.

HEARI NG OFFI CER SUTHER: They wi || be Exhi bit
nunmbers 48 and 49.

(Exhi bits 48 and 49 were entered into the record.)
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HEARI NG OFFI CER SUTHER: You may proceed.

MR. SANCHEZ: Well, it's not good norning anynore
but thank you for listening to ne. M nane is Adolfo
Sanchez; | am here on behalf of Los Altos Food Products, a
smal | cheese manufacturer in Southern California.

Ei ghty-five years ago mlk pricing started to save
the small dairies from going bankrupt and insure an adequate
supply of mlk to children and the general popul ation. The
ot her reason was because there were a few | arge, well
or gani zed processor-handl ers who controlled the mlk price
negoti ations. Farns were usually between 50 and 150 head of
cattle. Ei ghty-five years later mlk pricing controls
continue but instead threaten small businesses |ike Los
Altos while giving the regulatory advantage to | arge, well-
or gani zed co- ops.

DFA in 2013 had an adjusted net incone of $61.3
mllion, net sales of $12.8 billion, which equates to a 6
percent increase over the prior year.

Land O Lakes in 2014 had $5.1 billion in net sales
just in dairy products and $15 billion in total sales.

Their net earnings were $266, 710, 000. Their profits al one
far exceeded our total gross revenues.

California Dairies produce approximtely 18
billion pounds of m |k products per year, 43 percent of

California's mlk. It is one of the nation's |argest
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suppliers of butter and it also produces dry mlk which is
available in all 50 sates and in nore than 50 countri es.

A study from 2000 to 2006 showed that the nunber
of dairy farns had declined but that the average size of a
dairy farmhad increased. Also at the sanme tinme the average
m | k production per farmhad increased twelve-fold. During
this sanme period of tinme the largest dairy farns had over
15, 000 cows, but a nore conmmon size was 1,000 to 5,000 cows.
The days of the 50 cow farns have | ong di sappeared. "Large
dairy farms account for nost inventory and production in
Western States.” This study was nade by the Econonic
Research Services of the USDA.

Everyone is tal king about the nunber of dairy
farms but we should be tal king about the mlk supply. In
2011 California produced 41.4 billion pounds of mlk and in
2013, a very rough year for the mlk farmer, it produced
41.2 billion pounds. On an average the supply of m |k has
not decreased very greatly.

Los Altos is truly a snmall fam | y-owned busi ness
t hat produces fresh cheese with a 45 day shelf life. W are
under the gun every single nonth. W do not know the price
of mlk until the nonth is over and nost of our cheese has
been sold. Then our customers require a 30 day notice, and
sonetimes nore, on any price increase. W are no different

than the small dairy farms. They are just at the begi nning
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of the production while we are at the end.

Los Altos estimates that, as proposed, the whey
cost would increase between $1.50 and $2. 00 per
hundr edwei ght. That woul d cost us between $1.7 and $2.2
mllion, annualized. This is not a cost that Los Altos can
readily absorb. It will cost jobs, decrease margins and
t hreaten our economc viability.

I ncreasing the price should be a solution ainmed at
the viability of all of California s dairy industry. As it
is, it supports only one single sector and will harm smal
processors like Los Altos. Los Altos urges you to limt the
harmto small business, and if you must adopt a proposal,
that you adopt the proposal set forth by the Dairy
| nstitute.

Thank you very nmuch and |I'd be happy to answer any
nore questions and | would |ike the opportunity to put in a
post-brief, a post-hearing brief.

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

Any questions fromthe panel ?

MR. EASTMAN. | have a question. What exactly do
you do with your whey streanf

MR. SANCHEZ: Mbst of it goes to cow feed. W pay
for the transport and it is just given away as cow feed.

Just a couple of nonths ago we started condensing it you
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m ght say. But it's a break-even proposition because we
can't afford the equi pnment nor do we have the roomto
install the equipnment to dry the whey.

MR. EASTMAN. So just to clarify, you pay to
transport it to sonmeone who takes it but you are not paid
anyt hing for your whey streanf

MR. SANCHEZ: For nost of it, right. Like a said,
in the | ast few nonths we have been selling sonmewhere around
30 to 34 percent condensed or concentrate. Wth the
equi pnent that we have to use and stuff we are basically
breaking even. So we save a little bit on the transport but
that's about it. Overall it is still a cost factor to us
because the majority of the whey is not sweet whey and they
won't take salt.

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

MR. SANCHEZ: Thank you.

HEARI NG OFFI CER SUTHER: Ms. Rooney.

Ms. Rooney, would you please state your full nane,
spel |l your last nanme and state your affiliation for the
record.

M5. ROONEY: Yes. Em |y Rooney, Agricultural
Council of California. M last nane is RO ONE-Y.

Wher eupon,

EM LY ROONEY
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Was duly sworn.

HEARI NG OFFI CER SUTHER: Do you have anything el se
or would you like this statenent, this docunent entered into
t he record?

MS. ROONEY: Pl ease.

HEARI NG OFFI CER SUTHER It will be Exhibit nunber

49.
(Exhibit 49 was entered into the record.)
HEARI NG OFFI CER SUTHER: You may proceed.
M5. ROONEY: Thank you M. Hearing Oficer and
menbers of the Panel. | appreciate the opportunity to

testify today.

HEARI NG OFFI CER SUTHER:  Excuse ne.

M5. ROONEY: Yes?

HEARI NG OFFI CER SUTHER It will be Exhibit nunber
50.

M5. ROONEY: |I'mtrying to be Annie AcMbody words-
per - m nut e.

(Laughter.)

MR. EASTMAN. Can't wait.

HEARI NG OFFI CER SUTHER. And | ruined it.

M5. ROONEY: M nane is Emly Rooney and | am
President of Agricultural Council of California.

Qur dairy nenbership includes the three California

cooperatives, California Dairies, Inc., Dairy Farners of
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America and Land O Lakes. W collectively represent about
75 percent of the fluid mlk in California. As highlighted
in our letter of support, Ag Council supports the proposal
submitted by California Dairy Canpaign, MIk Producers
Council and Western United Dairynen.

In 2014, production costs increased due to higher
envi ronnmental and | abor costs and increased regul atory
costs. Additionally, inpacts of the drought are increasing
t he econom c burden for dairy farms as well. UC Davis
recently projected that for the year 2015, the drought wll
decrease revenues for California dairies, potentially
increase feed costs due to the |ack of availability of
| ocally grown hay and extra costs will be added with
expenses such as additional groundwater punping.

Just yesterday, the State Board of Food and
Agriculture held a hearing here in this roomon the
continued inpacts of the drought on California agriculture.
UC Davis has released its prelimnary findings for the
drought in 2015 - increasing statewi de | osses due to the
drought from$2.2 billion in 2014 to $2.7 billion in 2015.
Total job | osses are estimated in the range of 18, 600 jobs
lost in 2015.

Dairies may add $250 million in |ost revenues for
2015 due to the drought alone. Additionally, farnmers wll

foll ow approxi mately 564, 000 acres, or about 7 percent of
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the irrigated farm and. Many of these fall owed acres are
projected to be field crops such s alfalfa, cotton and
grains, resulting in decreasing |ocal feed supplies for
California's dairies. G oundwater punping costs are
expected to increase by 31 percent to $595 million.

According to UC Davis faculty, these | osses will
be uneven. Specifically, greater |losses will be experienced
in the areas of the San Joaquin Valley with poor groundwater
supplies such as Tulare, Kings and Kern Counti es.

According to the US Bureau of Labor Statistics, in
April 2015 the unenploynent rates in these counties were as
follows: Tulare County at 13.2 percent, Kings County at 11.9
percent and Kern County at 11.1 percent, which the statew de
unenpl oynent rate was 6.5 percent.

While on-farmcosts are on the rise, mlk prices
are not responding simlarly. Prices have decreased by
approxi mately $8 to $9 per hundredwei ght since the peak of
March 2014. California continues to be the nost
environnmental ly regulated state in the nation and we expect
this trend to continue.

These factors contribute to the overall declining
health of dairy farms in the state. Wile dairy is the
| eading sector in California agriculture, the nunber of
dairy farnms is decreasing. Since 2007, California has |ost

480 dairi es.
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For these reasons we urge the Departnent to adopt
t he proposal submtted by the dairy producer groups for a
period of 24 nmonths. The whey sliding scale has been in
pl ace since August 2012 and is not tracking with the
benchmark for whey within the federal Cass Ill price. In
previ ous hearing reports the Departnment has stated that it
coul d update the sliding scale and therefore the proposal
submtted by the producer groups is consistent with this
m ndset. This solution would nodify the sliding scale that
val ues dry whey within the Cass 4b formnula, bringing
addi tional revenues to dairy farns during a very critical
time for California's dairy famlies.

The short-term solution being offered by the
producer groups inproves price alignment with surroundi ng
states and increases California dairy's mail box price.

The proposal is also consistent with the
cooperatives' efforts to bring California's 4b forrmula in
alignnment with the Federal Order Class IIl price. The
cooperatives remain focused on this effort and have invested
significant resources on that front. The trade
associ ations' proposal fills a short-termgap that could
provide inmediate relief until a determ nation is nmade on
t he Federal Order.

In closing, we thank the Secretary for calling

this hearing and urge the Departnent to adopt the proposal
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submtted by the producer groups. Thank you for your tine
and consideration of our comments. Additionally, | would
like to request the ability to file a post-hearing brief if
needed.

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

Any questions fromthe panel ?

MR. EASTMAN. Actually, | do have a request.
Wul d you mnd submitting the UC Davis report that you cited
in your testinmony within your post-hearing brief so we can
include that on the record?

M5. ROONEY: Absolutely.

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

M5. ROONEY: Thank you.

HEARI NG OFFI CER SUTHER: Karen, is there any nore
three m nute testinonies?

M5. DAPPER  ( Shook head.)

HEARI NG OFFI CER SUTHER: COkay. W wll go back to
the 20 mnute testinony. Brian Miurphy. Excuse ne; Barry.

M. Murphy, will you please state your full nane,
spel |l your last nanme and state your affiliation for the
record, please.

MR. MJURPHY: It's Barry Murphy, MU RP-HY, ny
affiliation is with BESTWHEY, LLC. It's a consulting firm
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for small cheese plants and whey protein plants.

HEARI NG OFFI CER SUTHER:  Thank you.

Wher eupon,
BARRY MJRPHY
Was duly sworn.

HEARI NG OFFI CER SUTHER: Do you wi sh to have this
statenent entered into the record?

MR, MJRPHY:  Yes.

HEARI NG OFFI CER SUTHER:  Exhi bit nunber 51.

(Exhibit 51 was entered into the record.)

HEARI NG OFFI CER SUTHER: You may proceed.

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

My name is Barry Murphy and | have worked in
California's dairy industry for the past 25 years, first in
t he seni or managenent corporate environnent and for the past
15 years as a consultant under BESTWHEY, LLC, to snaller
cheese plants with specialty cheeses and whey handl i ng and
di sposal needs. M background includes Dairy Science and
Busi ness post-graduate degrees, technical and operations
managenent, sal es and marketi ng managenent and green field
proj ect devel opnment and financing. | live in San Franci sco,
Cal i fornia.

My position on the proposal and the alternate

proposal : BESTWHEY, LLC opposes the proposal fromthe three
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producer trade associations, CDC, MPC and WUD, and strongly
bel i eves that these neasures will destroy California's
cheese industry and elimnate nost snmall cheese conpani es.
BESTWHEY, LLC supports the Dairy Institute of California's
al ternate proposal, but believes that the current 4b whey
factor should remain as is and to allow the market forces to
determne the 4b mlk price prem uns.

Whey Powder and Whey Protein Concentrate.

O the 57 cheese plants in California, one plant
manuf act ures whey powder, that's Kraft Cheese in Tulare, and
the next three major cheese conpanies, Leprino, Saputo and
Hi | mar, process nost of the whey solids into products other
t han sweet whey that is the factor for the current C ass 4b
whey val uation and for which the current whey are weak. Ten
ot her cheese conpani es process a liquid reverse osnosis whey
or ultra-filtered whey for sale as liquid to aninmal feed, to
ot her whey processors, and in four of these plants, as dried
whey protein. Al ten of these conpani es di spose of greater
than 85 percent of the whey solids as aninal feed at little
or no val ue.

Fact s:

Thirteen of the 57 cheese plants in California can
process whey to sone degree per nost recent CDFA data.

2. Using whey powder market value in the 4b

pricing formul a does not nmake sense and assunes that al
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plants utilize 100 percent of whey solids, when in fact one
plant in the state can achieve this and a handful of

addi tional plants can capture the value fromthe bul k of the
whey solids, while the vast nmgjority have m ninmal or no
recovery of whey solids.

3. Reverse osnosis whey solids are sold in liquid
formtwo plants in the state and achieve 50 to 70 percent of
t he whey powder value mnus freight costs.

4. WPC34 liquid solids are sold by three plants
in the state to dryers at $.20 to $.30 cents under the WAOV
the Western Average of the Monthly WPC34 delivered. In
ot her words, even though it's $.20 to $.30 over the freight
needs to cone out of that.

5. The small cheese conpanies, representing at
| east 70 percent of the 57 cheese plants in the state, have
no ability nor the econom es of scale to process whey and
actually pay up to $1.00 a hundredwei ght to di spose of the
whey.

Concl usi ons:

A. Using the Dairy Institute's proposal to index
whey value in 4b mlk to WPC34 mar ket val ue nakes nore sense
t han usi ng the whey powder market val ue since only one plant
in the state can utilize 100 percent of whey solids. | have
tested the Dairy Institute's data supporting its proposal

and the data is accurate in ternms of WPC34 vyi el ds,
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operational costs, sales value, transportation costs for
t hose plants able to recover whey val ue through
concentration and sale of liquid whey.

B. Adopting the three producer trade associ ations
proposal will w pe out the smaller cheese plants and may
result in reduced processing |evels by the |arger cheese
pl ants, since they have the ability to nove sonme cheese
vol unme to other states.

The cheese business is a tough, |owmargin
busi ness, and for the smaller cheese conpanies w thout the
ability to create value fromthe whey it is even tougher.

For the large plants, a few cents margin from cheese sal es
val ue, less mlk cost and operating cost, conbined with very
| arge scal e operations, may at best result in a break even
busi ness and whey processing can add value to create an
overall fair return on investnent.

For the smaller plants, even wi th higher margins
on cheese sales value less mlk and operating cost, e.g., an
exanple of the target gross margin in the specialty cheese
busi ness m ght be sonmething |ike $.50 per pound of cheese.
But the relative overhead costs are so high that the
struggle with smaller plants is that they don't have the
econoni es of scale to cover the base overhead confortably
nost of the tinme. The proposed 4b m Ik price increase by

t he producer trade associations would be $1.61 per
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hundr edwei ght over the past three years. This would be $.16
per pound of cheese value and would |ikely w pe out nore
than half of the smaller cheese plants this $.16 per pound
of cheese increase in costs would elimnate a |arge
percentage of the already |low profitability. The specialty
cheese busi ness conpetes with products fromacross the U S.
and many of these cheese busi nesses nust be buying mlk
outside the federal pool since their cheese pricing does not
mat ch federal order class Il pricing in many cases. O
course, we know that many of these federal order nechani snms
have a depooling option to ensure mlk clearing bel ow
federal order pricing. California cooperatives can pay

m ni mum mandated pricing to dairies but then can assess

| osses back to the dairies while the cheese business mlk
buyers do not have such an option. | guess what | am saying
there is in 2014 the nonfat m |k powder market went from $2
in January to $1 in Decenber or sonething of that nagnitude,
so it was a disastrous year for the big cooperatives in the
nonfat dry m |k business. But surely they can absorb --
this included all the cooperatives in California as well as
-- actually all across the U.S., all across the world. But
the co-ops had the ability to assess sone of those | osses
back to the dairies. The cheese plants just don't have this
ability. This is clearly not fair and provides for no

mechanismto clear mlk with respect to the cheese plants.
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Cooperatives versus the Private Cheese Conpani es

Whey-derived markets have col |l apsed in recent
times as have nonfat dry m |k powder markets. |In the case
of nonfat dry m |k powder, the co-ops lost tens of mllions
of dollars in 2014 then assessed the producers to pay for
these | osses. The private cheese industry cannot assess
| osses to producers and therefore absorbs these | osses. DFA
and Land O Lakes have one cheese plant each in California.
Both sell liquid WPC bel ow market to private cheese pl ant
dryers. Wiy has DFA and Land O Lakes not invested in WPC
dryers, not to nmention | actose or whey perneate handling
dryer systens? One reason is the tens of mllions of
dollars required for investnent in whey processing. |If the
t hree producer trade association proposal is adopted, then
DFA and Land O Lakes cheese plants will | ose noney or break-
even at best. Wiy have the California dairy cooperatives
sold or closed down their large California cheese plants and
not devel oped their remai ni ng cheese maki ng operations?
Exanpl es are the Corona cheese plant. Wich, you know, in
1984 was touted as the |largest cheese plant in the world.

We have the Petal uma cheese plant that was sold by DFA to
Pet al uma Creanery. W have the WI Il ows cheese plant that
was sold by DFA to Sierra Nevada Cheese. The Gustine cheese
pl ant which is now basically abandoned, sold by Land O Lakes

to a private entity. W have the nassive plant in Tulare on
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Page avenue that was devel oped by Land O Lakes and Mtsu
and it got sold to Saputo. Why? Because it wasn't naking
any noney. Yet now, producers and the cooperatives are
proposi ng an i ncrease that would force cheese plants to pay
nore for Class 4b m |k, despite the fact that when
cooperatives were operating these cheese plants they could
not operate themat a profit. The math sinply does not
work. There is only so nuch noney available with which to
pay for a cheese plant, run a cheese maki ng operation, pay
dairy farmers for mlk and renmain conpetitive with other
cheese suppliers in the market. The producers' proposed
formula will sinply increase the mlk price too nmuch for
many cheese pl ants.

And ny final concl usions:

Many of California's smaller cheese plants will be
forced out of business should a federal order type mlk
pricing proposal be adopted, which is further conpounded by
the inability to depool mlk to clear markets. Several of
the cheese plants that | have consulted for over the past
several years will be forced out of business. The |arger
cheese plants may reduce mlk |evels as they have the
ability to nove sonme cheese production out of state. |If a
very snmall percentage of cheese manufacturing is noved out
of state or disappears due to plant closure, this wll

provi de for an oversupply of mlk in California with no
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ability to sell below the m ni mum nmandated pricing to clear
t he market .

BESTWHEY, LLC supports the Dairy Institute of
California's alternative proposal with respect to the 4b
factor and opposed the WJD/ MPC/ CDC proposal, but believes
that the current 4b whey factor should remain as is and
allow the market forces to determne the 4b mlk price
prem uns. Thank you

And I'd like the opportunity to provide a post-
hearing brief.

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

Any questions fromthe panel ?

MR. SHI PPELHOUTE: On the first page you state
that the whey factor should remain as is and allow the
mar ket to determne the 4b price and the prem uns; you al so
make reference to the Dairy Institute proposal. So | take
fromthat that your preference would be status quo, but if a
change is nmade to go with the Dairy Institute?

MR. MJURPHY: Yes, | support the Dairy Institute's
proposal. | prefer that it stay the way it is and let the
market -- let the mlk price premuns drive everyt hing.

MR. SHI PPELHOUTE: And when you were descri bing
t he various plants the cooperatives have sold off over tine.

Qobviously this covers quite an extensive period of tine.
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But you meke the statenent that their math sinply does not
wor k. Coul d you naybe expand on why their math doesn't work
but a proprietary operation may?

MR. MJURPHY: | think what has gone on here is a
battl e between the Class 4a and the Class 4b mlk, is the
way | see it. You ve got the cooperatives, Land O Lakes,
DFA and CDI, all are managing -- you know, in addition to
selling ass 1 mlk and other classes of mlk they are
processing nonfat dry mlk and butter, so it's all C ass 4a.

They had the opportunity over the years, you know,
goi ng back to -- you know, like |I nentioned the Corona
plant. Which | renenber in 1984 was -- this was on the
gl obal news as the | argest cheese plant in the world. So it
was owned by DFA. LOL has sold Gustine. They still have
Oland but they don't process the whey fully, they just nmake
liquid WC. Exactly the sane thing is happening with DFA in
Turlock, it makes liquid WPC. It doesn't take the WPC
further to other val ue products.

So at the end of the day what you have is the
three co-ops on a 4 -- everything they do is on a 4a basis.
Unfortunately what's happened is that the 4b side of things
is private industry, so the three big guys, Leprino, Saputo,
Hlmr, and then it's all the other 54. well Kraft | guess
isin there. Kraft not being that big, | don't believe,

it"s only 2 mllion pounds of mlk a day. But then the
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ot her 53 or so cheese plants are all privately held -- |I'm
sorry, the other 51, two of themare co-ops. So DFA
Turl ock, Land O Lakes Orland, that's all we've got.

And | guess the question I'mraising is why hasn't
-- you know, if the whey premuns are so good and the profit
mar gi ns are so good in the cheese business, why hasn't the
cooperative side with their massive resources kind of
diversified into that region? They have just focused 100
percent on the 4a market.

MR. SHI PPELHOUTE: Thank you.

MR. EASTMAN. | have a question. On the second
page of your testinony, the nunber 4 at the top. You
menti oned a Western nostly series. |Is that different than
the Dairy Market News Western Mostly Series that covers
Western and Central ?

MR. MURPHY: No, that's the same nunber.

MR. EASTMAN. Ckay, it's the sane one.

MR MJURPHY: It's all out of the -- | think it's
the USDA office in Madison. [It's the AMS

MR. EASTMAN. Ckay. And then in your testinony
you allude to the fact that size is inportant, econoni es of
scale cone in with regards to really being able to try and
capture sone sort of full value for the whey product. Were
do you draw that |ine?

MR. MURPHY: You know - -
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EASTMAN.  Where do you see --
MURPHY: I n past --

2 3 3

EASTMAN.  How big do you need to be?

MR. MJRPHY: Yeah. |In past testinony -- you know,
we have had a run-up in the narkets over the past five
years, in kind of all the markets, | believe, all the powder
markets. In the last 12 nonths we have a serious downturn
very, very serious, so obviously nonfat is inpacted, whey
powder is inpacted, anything dry is inpacted. On a gl obal
scale it's apparently related to a strong dollar and just
poor purchases out of Asia. Asia has gone away because -- |
believe it all comes back to the dollar, the strength of the
dollar. I'msorry, to get back to your -- so what was your
guestion?

MR EASTMAN:. Who is buried in Grant's Tonb?

(Laughter.)

MR. EASTMAN. No. Wth regards to econom es of
scal e how big do you need to be?

MR. MJRPHY: Ch, yeah. |In past testinonies here |

used to say about a mllion pounds of whey per day, or say
20 loads of mlk a day would do it. | think today you can
do it for about a half a mllion, for half a mllion pounds.

So in other words, ten truckloads of mlk a day.
| think you have the opportunity to at |east put

in a reverse osnosis, perhaps even a UF. The problemwth

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o b~ w N P

N NN N NN R PR R R R R R R R
O N W N B O © 0 N o 00 M W N L O

221

putting in a -- Putting in an RO kind of concentrates the
whey so it gives you a product that is nore |ike a whey
powder except it's got 20 percent solids or sonething.
Putting in a UF just gives you protein so you still have
solids to dunp and have shipped out. Could you put in a
dryer at a half-mllion pounds? | don't think so. No, you
just partially process.

MR. EASTMAN. So at a half-mllion you partially
process and then at a mllion per day --

MR. MJRPHY: Then maybe at a m|lion pounds a day,
kind of simlar to the size of Joseph Gallo or Farndal e
Creanmery. Now you can afford to put in the dryer, possibly.
But of course, as Scott Hofferber testified, it hasn't
wor ked out terribly well for them Because, you know, whey
mar ket s have col | apsed as well as nonfat powdered mlk
pri ci ng.

MR. EASTMAN. Thank you.

MR. LEE: Do you think that if the producers
proposal is adopted -- what do you think would happen in the
whey market? Wuld it go further dowmm? How would it be
af fected, do you think?

MR. MJURPHY: | don't think it will have any i npact
on the whey market. | think it will just put cheese,
smal | er cheese conpani es out of busi ness.

MR. LEE: Thank you.
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MR. SHI PPELHOUTE: And one ot her question. You
i ndi cated you had tested the nunbers in the Institute's
proposal. But at nunber 4, page 2 of your testinony you
mention the sales at $.20 to $.30 bel ow the WAOM nunber and
| believe the Institute's proposal uses $.15.

MR. MJRPHY: Yes. Actually, | negotiate sone of
these -- sonme of these nunbers are -- yes, so | think --
think the Dairy Institute has been conservative on the side
of the -- on the side of the original proposal. | have
bought liquid WPC, | buy actually a fair percentage to send
to South Anerican for a client of mne and yes, the pricing
has ranged in those ranges, $.20 to $.30 under. | know what
you're saying the Dairy Institute is proposing $.15. That's
a fair nunber.

| think it depends on what's happening with that.
If it is going into a processing plant and there is sone
di vergence between the 34 market and say the WPC80 or the
WPl market - in other words, you can add sone value to it -
then I think people wold even be prepared to pay market for
that. But over, just going back over the last five, six,
seven years that | have been involved in these purchases,
the price has been in that range. So if it's going in and
deriving value in a dryer, then that's one thing. But if
it"s going into a-- let's say it's going into ani mal feed,

into acalf mlk replacer, then that's -- the $.20 or $.30
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is probably nore accurate for the animal feed side.

MR. SHI PPELHOUTE: Thank you.

HEARI NG OFFI CER SUTHER: Any further questions
fromthe panel ?

Thank you for your testinony.

M. Ahlemand M. Jeter.

M. Ahlem wll you please state your full nane,
spel |l your last nane and state your affiliation for the
record.

MR AHLEM David Ahlem the last name A-HL-E-M
and I amw th Hi |l mar Cheese Conpany.

HEARI NG OFFI CER SUTHER: M. Jeter, will you
pl ease state your full nanme and spell your |ast name.

MR JETER  John Jeter, J-E-T-E-R and | amwth
Hi | mar Cheese Conpany.

Wher eupon,
DAVI D AHLEM
JOHN JETER
Were duly sworn.

HEARI NG OFFI CER SUTHER: You have this witten
statenent. Wuld you like this entered into the record?

MR, AHLEM  Yes.

HEARI NG OFFI CER SUTHER It will be Exhibit nunber
52.

(Exhibit 52 was entered into the record.)
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HEARI NG OFFI CER SUTHER: You may proceed.

MR. AHLEM Thank you. M nane is David Ahlem |
amthe Chief Operating Oficer for H I nmar Cheese Conpany,
Inc. | am acconpani ed today by John Jeter, our President
and CEO, who will conplete the latter part of our testinony.

Hi | mar Cheese Conpany is a cheese and whey
products nmanufacturer with locations in California and
Texas. In California, H I mr Cheese Conpany, purchases mlk
fromover 200 dairies processing about 12 percent of the
m |k produced in California each day. W enploy nearly
1,000 people at our facilities in California and sel
finished products to over 50 countries around the gl obe.

Hi | mar Cheese Conpany was forned in 1984 by a
group of innovative market-oriented Jersey dairynmen who
sought to capture the full value of their high quality mlK.
They founded the conpany on the ideal that producers should
receive a conpetitive market-driven price for their mlKk.

We are here today to represent Hil mar Cheese
Conmpany and our dairy producer owners. Hilmar Cheese
Conmpany supports the Dairy Institute of California
alternative proposal to value whey and does not believe
econom cal conditions warrant additional increases in 4b
mnimum m |l k prices as proposed by Western United,
California Dairy Canpaign and M|k Producers. Furthernore,

we believe the California systemis in desperate need of
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reform Increases in mnimmprices will do nothing to
address our nost basic problens. |Instead, they will only
further danmage our industry by continuing to deter

i nvestment and del ay necessary |ong-termreform

M Ik supply intervention will make things worse -
| et markets work.

M|l k prices are falling because international
demand has decreased. China is purchasing | ess and Russia
has banned inports. Falling prices are a rational narket
response to decreased demand, especially after a period of
supply resulting fromthe record high prices of 2014. 1In
this type of environnment we shoul d expect prices to fall and
m |k supply to decrease.

Qutside of the U S. all major global exporters
have al ready seen reductions in mlk supply in response to
falling prices. W are no different, but the U S. price
signals and response | ag our international conpetitors
because of our regulated pricing system which del ays narket
signals. California's mlk price and supply response to
current market conditions mrror what is happening in the
rest of the world.

in other regions of the country, of the U S. that
is, blended mlk prices are falling nore slowy because they
are nore strongly influenced by donestic cheese prices, nore

so than powder, which has already fallen to match gl oba
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mar ket val ues. Mail box prices in those regions wl
eventually fall as donestic prices fall and deeply
di scounted surplus mlk begins to inpact mail box pay prices.
A recent Dairy Today article noted that production is
exceeding dairy capacity in the Upper Mdwest and the mlKk
os "going for $3 to $5 under market to get sonebody to take
it." In New York it has been reported that Dairy Farners of
Aneri ca asked sone farners to dunp m |k during the holidays
and others have lost contracts with m |k suppliers. Earlier
this week there were reports that dairy producers were al so
dunping mlk in Mchigan. These are outconmes of oversupply
in soft markets and not the type of environment in which we
want to encourage supply by neans of regulatory price
enhancenent .

It appears California mlk production may have
returned in 2013 levels and we nay even exceed those 2012-13
average production |levels for the renainder of the year,
even if supply remains 2 percent below 2014. This is to be
expected after a year of record profits when producers were
incentivized to do all they could to squeeze additional mlKk
supply fromtheir herd. This year's falling prices, coupled
wi th drought, nmeans dairy producers will enploy different
strategies that result in less mlk per cow, i.e., using
rBST as a production enhancenent. This also seens to be

supported by the fact that cow numbers have not declined
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significantly year over year.

Qur year - Hilnmar Cheese - our year over year mlk
supply of mlk has increased. W are not having trouble
sourcing mlk or fulfilling commtnents in the current
environment. We have maintai ned our non-sumrer contract
caps.

Additionally, mlk supply in California continues
to meet or exceed state plant capacity in the spring. Again
this year mlk left the state because it could not find a
home in California. Hilmar Cheese Conpany shipped nearly
400 | oads out of state this spring because we were unable to
find avail abl e processing capacity and willing buyers for
mlk in California.

The bottomline: while m |k production has fallen
in California this is not a crisis. It is a normal response
to falling prices and is simlar to what is occurring in
every other major exporting region of the world. Regions in
the U S. that are growing rapidly, the Mdwest, M chigan,

New York, are dunping mlk or selling it at deep discounts

to class prices. Increasing mninmumprices in this
environment will encourage oversupply and drive prices
lower. This will not help dairy products. It will only

prol ong and extend periods of low prices. Let markets work,
don't intervene.

| ncreases threaten our global conpetitiveness.
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Increasing mlk prices will nake us |ess
conpetitive in an already difficult global marketplace.
Nearly 30 percent of the California mlk solids are
exported, which neans California processors and producers
are highly dependant on maintaini ng gl obal conpetitiveness.
H |l mar is no exception. Last year Hilmar exported nearly 10
percent of its cheese, 50 percent of its whey protein
concentrate and 95 percent of its |actose.

For the past year donestic cheese and whey prices
have renai ned above international prices. This has led to
reduced export sales. You see | have sone exhibits there.
Qur export sales are down significantly year to date. Sone
of the export products have decreased by 50 percent year
over year. To maintain sonme |evel of export sales in
today's nmarket we are selling sone cheese and whey products
bel ow cost. These sales prices are not being captured in
t he product price surveys because they are export sales.

Econom ¢ conditions do not support the
Departnment's decision to single out 4b as a target for price
increases. Further increases in mnimmprices will nake us
even nore unconpetitive in the international markets we
depend on encourage increased donestic supply. This wll
only conpound the problemby |eading to | ower donestic
prices as surplus product finds its way to the exchange.

This will not benefit processors or diary producers.
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| ncreases benefit our out-of-state conpetitors.

I ncreases in the mninmumprice put us at a
conpetitive disadvantage to our primary conpetitors who are
not subject to mninmumprices. Al of our major donestic
conpetitors operate in regions where there is no m ni mum
price regulation, Idaho, or the systemis optional, Federal
M| k Marketing Orders. None of our major global
conpetitors, Cceania and the European Union, are subject to
m ni mum regul ated price provisions. As California m ninum
regul ated prices increase, our ability to conpete in both
donestic and international markets is threatened.

CDFA data makes the case for |ower, not higher,

m ni mum pri ces.

Make al |l owance adjustnents have not kept pace with
pl ant costs. The 4b manufacturing all owance was | ast raised
in 2007 to $.1988 per pound. The CDFA plant cost report for
2013 shows a wei ghted average cost of $.2291 per pound or 15
percent above the current 4b forrmula. |In total, this
di screpancy represents about $.31 per hundredwei ght.

The 4a forrmula is in a simlar situation. Last
raised in 2011 to $.1635 per pound for butter and $.1763 per
pound for nonfat. The CDFA 2013 cost study shows wei ghted
average costs of $.1724 a pound and $.1997 respectively.

The shortfall for butter in the 4a formula was 5 percent and

13 percent for powder.
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There are significant shortfalls for those who
have chosen to remain in a state that is not conducive to
investment. CDFA's own cost studies denonstrate 4a and 4b
make al | owance shoul d be increased to keep pace with rising
manuf act uri ng costs.

Producer econom cs: we do not have a dairy crisis.

Last year was a record year for dairy producers in
California. Producers deferred a record anount of incone
from 2014 into 2015. W estimate that producers in
California deferred about $1 billion in income, which
equates to nore than $2 a hundredwei ght for every pound of
m |k produced in California for an entire year. This
suggests there are anple cash reserves comng into 2015.
This reality is not reflected in current mail box prices.

2015 brings lower mlk prices and | ower feed
prices. Wiile mlk prices are down considerably, largely
due to weaker world demand and California' s | arge exposure
to powder narkets, nmany key feed prices have also hit nulti-
year lows. USDA data shows California corn prices, one of
the single largest feed costs and a bell wether for
concentrate costs, are currently at their | owest |evel since
2010. Al falfa prices have al so noderated despite the
drought and are at their |owest |evel since 2011. Conpared
to the last five year average, feed prices are | ooking

favorable to date in California.
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Conpared to other dairy states, California
producer net margins are reasonable. Hoard' s Dairynman
publ i shed an article in July 2014 that conpared cost of
production data fromthe accounting firm Genske, Ml der and
Conmpany for the year 2013. O the 9 regions they anal yzed,
California' s net profit per hundredwei ght ranked second.
Furthernore, Hoard's commented, "profit per cow was
significantly better than average" and California producers
enj oyed "l ow costs for feed, fuel and oil, veterinary and

breedi ng, |abor and industry assessnents ... I n addition
recently released 2014 margin data from Frazier al so
publ i shed in Hoard's shows California margins conpetitive
with other western dairy states. Between the two studi es,
it shows California producer returns are very much in line
with other regions in the Wst.

California dairy consolidation is not unique in
the U S. or the rest of the world. The nunber of dairy
closures in California is often cited as a reason for the
Department to intervene in the marketplace. Declining dairy
farm nunbers are not unique to California. |In fact, every
maj or dairy region in the world has seen the nunber of dairy
farnms decline while cow nunbers are constant and/or grow ng.
The E. U., Canada, Wsconsin and Cceania all have | ess dairy

farms than they did |ast year. The decrease in the nunber

of dairy farns is greater in Wsconsin than it is in

ALL AMERI CAN REPCORTI NG | NC

(916) 362-2345




© 00 N o o B~ w N P

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

232

Cal i forni a.

The California story is not about contraction,
it's about dairy consolidation, which is happening around
the world. High cost producers are exiting the business and
bei ng replaced by nore conpetitive | ow cost producers around
the globe. CDFA's farmcost survey clearly illustrates the
wi de variance in cost of production and margin. |f you
remove the high solids producers and organic dairies from
t he survey, the cost of production varies by well over $4 a
hundr edwei ght with sonme beyond those ranges. That's the
reason we continue to see dairy consolidation in California.

M ni mum prices do not tell the whole story.

Producer group's price conparisons often assune
the processors pay and all producers receive the 4b m ni num
price. Sinply is not true. Mninumprices are just that,

m ni muns. Not hi ng precl udes processors from payi ng nore and
not hi ng prevents sellers fromasking for nore from buyers.
Many processors pay prem uns to producers above 4b prices.

Hi | mar Cheese Conpany is one such exanple of a
processor who pays market-driven premuns for protein, fat
and quality. Since its inception we have consistently paid
prem uns to producers well above the 4b price. |In the past
several years we have paid over $120 million in market-
driven prem uns to our producers.

In addition, dairy producers also use risk
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managenent tools such as futures and options. Dairies that
are engaged in risk managenent |ikely have different incone
than is reflected in nail box or overbase prices. So far
this year many of our producers participating in our risk
managenent tools are on track to net over $5 mllion. This
sum just represents a snmall portion of the risk managenent
activity that we have visibility to. And although we don't
have visibility to everything we know there is nore
occurring than there has been historically by settlenent
nunbers.

Regul at ed m ni mum prices nust be market clearing.

California mnimmprices nmust remai n bel ow mar ket
levels. California processors cannot purchase mlk from

producers at |l ess than mninmum prices |ike other regions of

the country. If mninumprices are set bel ow market |evels,
too low, premuns will enmerge. |If mninmumprices are set
above market levels, too high, the industry will be damaged
and capacity will leave the state. The regulatory system

shoul d be activated to clear the market, not create the
mar ket .

Cooperatives can charge nore for ml K.

Wi | e acknow edgi ng weak commodity markets and
drought pressures have created chall enge in the producer
community, we find the producer group's request to the CDFA

to raise prices to be msplaced and m sdirected. Mny of
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t he producer cooperative nmenbers, who control 85 percent of
the mlk in California, regularly negotiate supply
agreenents with buyers of 4b. This is the proper place for
t hese di scussions to take place. |Instead of going to the
mar ket pl ace and asking their custonmers, cheese processors,
for a higher price, these cooperatives have chosen to

del egate that responsibility to the California Departnent of
Food and Agriculture. Wy haven't they gone to their
custoners to ask for noney? They have significant

bar gai ni ng power and Capper Vol stead gives themthe ability
to come together and set prices. This is not the intended
function of the regulatory system The regulated m ni num
price should be a market clearing price, not a market making
price. |If allowed to function, the market price will drive
prem uns and establish a value for m |k above the regul ated
pri ce.

I ncreasing the 4b price takes noney away from any
of our producers.

Increasing mninmumprices will not create nore
revenue or value for end products. It will only determ ne
how revenue gets redistributed anong producers in
California. Increases in the mninumprice will take noney
away from our producers who receive prem uns and
redi stribute those dollars throughout the state to those who

have not invested in cheese and whey processing facilities.
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Many of our producers will |ose revenue as their prem uns
get redistributed to other producers via the pool.

Pr oducer - owned cooperatives, as we tal ked about
t oday, have exited the cheese business or chosen not to
invest in further whey processing. Wy don't they invest?
As long as we continue the revenue redistribution gane in
California this behavior will continue.

| nappropriate conparisons of Class Il and 4b.

This hearing is not about the econom cal situation
of producers, it is about the inappropriate conparison of
Federal Class Ill and 4b prices. This is the only
expl anation for the Departnent's decision to target the whey
price portion of the 4b fornula. Conparing the prices is
i ke appl es and oranges.

There are very nuch different markets, just like
we have different mninmumwage in San Franci sco and Tul are.

| am going to skip down here to this next section
There are different cost structures anong states. And where
Class IIl pricing is used it is always optional, not a
mandat ory price.

Dai ry Market News regularly publishes mlk prices
bei ng under class. O the last 30 editions, 27 have cited
exanples of mlk being sold at discounts to mninmunms, nost
of which were identified as Class Ill. As you can see in

t he appendi x, mlk sonmetinmes is sold at $10 under ni ni num
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Hi | mar Cheese Conpany operating in Dal hart, Texas, regularly
purchases mlk below the Cass Ill despite there being
transportation costs, processing costs and nore conpetitive
m |k supplies. W have purchased thousands of | oads bel ow
class prices this year alone. Mny of those were at $4 to
$5 under class. It is not legal for a processor to purchase
m |k under class froma dairy farner or cooperative in
California. This happens every day in the Federal Order.

Furthernore, processors around the U S. regularly
depool m Ik fromfederal orders. And | detail sone of that
depooling that is occurring in some of those charts.

| am going to skip down to this next point.

A Federal Order provides no guarantee that
producers receive cost pricing. For exanple, New Mexi co,
whi ch operates in the Sout hwest Federal M|k Marketing O der
is probably the closest western conparison to California
froma conpetitive standpoint; producers regularly receive
| ess than class prices. It is illustrated by New Mexico
mai | box price data in the chart included. When adjusted for
solids this data reveals nail box pay prices have been
virtually identical to California the |ast couple of years.

There's many points of rehash here. The Cass I
not being a good value for -- a way to value whey. The
Federal Order and sone of the Wsconsin Cheese Maker data

that was included in this, what they put together, so | am
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going to kind of breeze through that.

But we continue to believe dry whey is not an
appropriate neans to value mlk. It doesn't represent what
pl ants are actually producing. Probably the biggest thing:
Over this last year, this breakdown has caused a situation
where dry whey is greatly overval ued for cheesemakers
receiving a WPC based price, if they receive value at all.
The price relationship for dry whey and WPC/ | act ose of the
past 8 nonths is the worst it has been in 15 years.

And the clear inplication by the analysis is that
dry whey is an extrenely pool indicator of U S. and
i nternational whey solids.

Finally, producer groups often claimthe need to
require Class Il mninmumprices to make ri sk nanagenent
effective. But this just isn't true when you | ook at the
data and | cite sone of the correlations that are there.

Wth that, | think the other is just investnent.

Frequent hearings just deter investnent and send
it el sewhere. The producer proposal. W have recently made
a decision as a direct result of this hearing to del ay
anot her expansion in California, delay any expansion on
cheese in California. Instead, we are going to go forward
and invest in Texas later this year. And not only are
future deci sions delayed but current assets with a $1.50 in

price increase would certainly be threatened as well.
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And now I' Il turn it over to John.

MR JETER. So | just wanted to end with a few
coment s.

As a result of this, a lot of efforts are going on
the state to reformthis system which I think we all agree
i s not worKking.

We have worked hard in, | think, nmany venues. But
one of the questions is, why is it so hard to change this
systen? We hit the wall again and again and agai n.

And we really feel that the original policy, both
federal and state, was designed to pronote dairy
cooperatives. At the tinme producers were very fragnented
and had no power and so the federal and state systens were
set up to really pronote cooperatives and that neans they
incented themor favored them So our policies have stayed
that way since the '30s in the federal and the '60s in
California and now 80 to 85 percent of our mlk is
controll ed by cooperati ves.

And the issue too is cooperatives in this favored
status really of a mlk handler. It's very difficult in
federal orders to even purchase mlk directly froma
dairyman. And so if you want to buy m |k you al nost have to
buy it froma cooperative, but that neans they don't really
have to process it; so they don't innovate, they don't

i nvest, they don't update pl ants.
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And we find ourselves in California with old
pl ants that need updating badly and that is not happening
because the cooperatives just don't have to do it. And in a
gl obal marketplace that puts dairynen in a really bad
position, that we are not able to produce products that can
conpete on gl obal markets.

So we woul d just encourage you. Let nme skip to
the | ast paragraph. | encourage the Secretary to step back
from"fixing things." W feel this hearing really is an
effort to just fix things through a regul atory process
rat her than incenting investnent and innovation in badly
needed and updat ed processing capabilities that woul d make
us a gl obal conpetitor. So we encourage the Secretary to
step back fromfixing things. Continue to encourage and
even force us to truly reformthe systemthat keeps the bar
low currently. In a less price regulated nmarket, all of us
woul d be incentivized or even forced to invest, innovate and
conpete to the great benefit of dairynen.

That's our view. Thank you. W'd like the
opportunity to file a post-hearing brief.

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

Questions fromthe panel ?

MR. EASTMAN. | have a coupl e of questions

regarding investnent. So in your testinony you nmentioned
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that you were considering sone sort of expansion on the
cheese side. |Is that an extra line going into an existing
pl ant or was that going to be a whole new facility?

MR AHLEM W have considered both in California
and neither of them nmake sense in the current environnent
with the instability. Current assets don't necessarily make
sense with a $1.50 increase.

MR. EASTMAN. So you nentioned that you are
considering or you are going to expand then in your other
| ocati on.

MR. AHLEM  Correct.

MR JETER  Yes.

MR. EASTMAN. And then a little while -- well
actually in your testinony also you nentioned that you are
consi dering expanding or building a new dry m |k powder
pl ant of sonme sort. |Is that still going forward?

MR. AHLEM Yes, we have a powder plant under
construction in Turlock, California as well right now

MR. EASTMAN. How do you antici pate that new pl ant
is going to change the | andscape of the California industry
with regards to mlk supply needs, how the mlk supply is
going to bal ance to plant capacity?

MR AHLEM Well it certainly creates capacity so
we have a growi ng supply. As we illustrated that our mlKk

supply is up and we have been trying to growit in
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preparation for this new asset comng on. W still think
fundanmental ly, long-term good opportunity for U S. dairy,
good opportunity in global markets. W chose to invest in
powder in California and not cheese, | think for obvious
reasons. W are not having too many hearings threatening
hi gher powder prices for sone reason. Not higher 4a prices,
only 4b, soit's a little safer plate, it feels like, in
California right now But we still think there is good
dairy opportunity long-term

W do think California needs to have nore
conpetition across all the products so producers get nore
because there is conpeting | and use issues. So we need to
go after and -- we really -- that plant is designed to neet
export specs and we think it's one of the fewin the U S. so
we' re nmaking that investnent so we can generate sone of that
gl obal value that we see out there and hopefully bring that
back here.

MR. JETER. And | guess | would add to that.
Because this is a big change for us; we have al ways been 100
percent cheese. | agree, Davis is absolutely right in terns
of sone of the basics. But we al so saw opportunity because
many, many of the U S. powder plants are really utilizers of
ol d technol ogy.

| think in ny testinony | tal ked about the new

plants in the last - from 2012 to 2014 - that were 2 mllion
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pounds or nore increases globally. | think there were 49
plants, 21 in the E U, 16 in Asia and Cceania and only 6 in
the US. And so the US. is just behind in terns of
updating. Not just adding to capacity but we have old
technol ogy that is being used.

The Land O Lakes plant that was shut down in
Tulare, the old plant that they built in '79 is a great
exanple of that in the late '70s. That plant really had the
sanme equi pnent that it didin the '70s. And it wasn't a
matter of not having enough mlk, it was just old technol ogy
that couldn't produce what the market demanded. So in a
sense we see the powder markets -- the U S. has the mlk, it
needs to be converted appropriately.

And again | want to be careful with the way we say
that in a sense because we're the new guys on the bl ock and
we've invested. W think it's a smart investnent in new
technol ogy and capabilities. Because the U S. should be
doing and actually be the supplier of first choice, you
know, rather than not. And so we see good opportunity in
t hat area.

MR. EASTMAN. So the mlk that you are going to
procure for that new powder plant, are you hoping to be able
to get that fromyour current shippers, are you going to
have to buy spot mlk on the nmarket at all?

MR. AHLEM Both are possibilities. So we have --
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we have had contract caps on our producers as well. So
there's a nunber of producers who want to grow and are
waiting for those caps to be lifted so there's opportunity
for gromh so we have already begun that process of |ifting
sonme of those caps. W have others that are interested in
working with us and we may very well reach out into the

mar ket pl ace as well and see if other cooperatives or other
pl ayers are interested in selling sone mlK.

MR. SHI PPELHOUTE: As you have started grow ng
your mlk supply has that contributed to the 400 | oads that
you nentioned that you had to ship out of state to find a
hone?

MR. AHLEM Yes, | think this spring that did
contribute to that sone. | would say nore so than the new
pl ant. When we | ooked at the drought a year ago | sat here
and | ooked at the numbers and thought we were going to see a
decreased m | k supply and | was very concerned about the
drought and just really |I've been wong. It hasn't
mat eri alized that way.

MR. SHI PPELHOUTE: I n your decision to invest in
Texas you nentioned the conditions. Are sone of those
conditions the conditions you nentioned where there is
conpeting interest for land. What has been nentioned over
and over today is the conpetition for the nut market. So

maybe a concern |ong-term about the ability for California
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to supply the mlk that you need or that potenti al
expansi on?

MR AHLEM W still think mlk supply is
sustai nable long-termin California and there's an
opportunity. Is it going to grow rapidly? Probably not.
|s there roomfor a stable m |k supply out here?

Absol utely. Does the industry need to reform reinvest and
get nore value? Yes, definitely. So we pay prem uns and
think that is going to need to continue to retain existing
mlk supplies in California.

The Texas decision is there's an opportunity but
it's a different deal. W talk about different markets so
it's higher revenue, |lower cost in Texas. So you're closer
to market, that's what yields higher revenue. And then

| oner cost. Electricity, natural gas, |abor, building,

construction, it's all |lower so that econom c nodel nakes
sense. It also | ooks nore attracti ve when we have a | ot of
hearings. |If it's a $1.50 increase in California instantly

it makes a |l ot nore sense to nmake cheese out of Texas than
it does in California.

MR. JETER. To the conpeting | and use issue which
has conme up again and again. You know, that's a nmassive
issue. W sat in the Secretary's neetings and we tal ked
about that. W' re conpeting for resources. And so in a

sense the dairy guys really are com ng up short.
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And we think part of the problemis there is no
investnment really being made to increase the capability to
convert that mlk into world class products. You now,
that's -- so the processing industry needs to growin its
capabilities and investnent needs to be nade. And | don't
mean just by privates, | nean by cooperatives to chase val ue
and increase revenue if we are really going to conpete with
the nut and the vineyards. W see it as critical.

MR. SHI PPELHOUTE: One other question | have. You
make reference back to the 1930s and the producer comrunity
-- regulations were put in place to encourage co-ops. And
suggesting that the producers didn't have any bargai ni ng
power at the time but once they were in a cooperative they
have sone power, nore power in the marketing. Yet you're
buying m |k, you said about 1,000 |oads this year, bel ow
mar ket price. Could you tell nme how those two comments,
kind of reconcile those in ny mind. |f the producers now
have power then why are they selling 1,000 |oads to you at
bel ow mi nimumin the federal order?

MR. JETER. Well, okay. The comrent about the
1930s really goes back to the start of federal orders. In
the legislation, the first paragraph, to pronote the
formati on of cooperatives. | nean, it was also the
depression and the vast majority of the people in the U S

or a larger proportion were production agriculture so a | ot
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of the prograns were designed to stinulate agriculture.

The stimulus prograns of that era were really
designed to stinulate agriculture and a big segnent of that
was, you know, a lot of dairy farners. Very fragnent ed.

And so there was this general policy goal to pronote those
peopl e getting together in groups and marketing their
product and getting their market price. That to ne is a
separate issue.

So then the issue is -- you're tal king market
clearing, | think. Wen you' re saying we're buying | oads
bel ow class in federal orders. Yes, that's just the
function of clearing mlk or any ag commodity, whether
strawberries or cucunbers, they've got to sell at a price
that clears the market. 1In a federal order that happens. A
cooperative is not protected by a mnimumprice in a federal
order so we could buy froma cooperative bel ow the m ni mum
price. In California we have to pay CD the m ni num pri ce.
W treat CDI |like a 100 cow dairy, in a sense, they have
different protections. But both of those systens really are
designed to pronote cooperatives. But when you're talking
about clearing the market that's a different issue.

MR. SHI PPELHOUTE: Thank you.

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

MR. JETER. Thank you.
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MR. AHLEM  Thank you.

HEARI NG OFFI CER SUTHER: W will now take a five
m nute break. During this five mnute break, anybody that
has not signed up will need to sign up now, after the break
we will not be taking any nore peopl e signing up.

(OFf the record at 3:17 p.m)

(On the record at 3:27 p.m)

HEARI NG OFFI CER SUTHER: Ladi es and gent| enen,
pl ease take your seats.

M . Francesconi, you have a few nore exhibits to
enter into the record. Renenber you are still under oath.

MR. FRANCESCONI : Ckay, thank you very much
M. Hearing Oficer, since the start of the hearing we have
received a few correspondences since the hearing has started
and | would like to enter those docunents into the hearing
record at this tine.

The first correspondence I want to enter is a
letter from Sierra Nevada Cheese Conpany dated June 2nd,
2015 and signed by Ben Gregerson, President; and I'd like to
enter that as Exhibit nunber 53.

A second letter was received from Seifert Dairy,
Limted Partnership, dated June 3rd, 2015 and signed by J.
Seifert as Exhi bit nunber 54.

Next is a letter from Marquez Brothers

International, Inc., dated June 3rd, 2015 and submitted by
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Jose T. Mal donado, Controller of Marquez Brothers
International. And | amgoing to enter that as Exhibit
number 55.

HEARI NG OFFI CER SUTHER: Exhibits so entered.

(Exhibit 53, 54 and 55 were entered into

the record.)

MR. FRANCESCONI : Ckay.

HEARI NG OFFI CER SUTHER: M. Hol | on.

MR HOLLON: Good afternoon.

HEARI NG OFFI CER SUTHER: CGood aft ernoon.
M. Hollon, could you please state your full nane, spel
your |last name and state your affiliation for the record.

MR. HOLLON: Elvin Hollon, E-L-V-I-N, HOL-L-ON,
and | amwith Dairy Farners of Anerica. Copies of ny
statenent are there for the panel and there are sone in the
back of the room
Wher eupon,

ELVI N HOLLON

Was duly sworn.

HEARI NG OFFI CER SUTHER: And you woul d |i ke your
witten testinony here entered as an exhibit?

MR HOLLON: | woul d.

HEARI NG OFFI CER SUTHER: W will be entering it as
Exhi bit nunber 56.

(Exhibit 56 was entered into the record.)
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HEARI NG OFFI CER SUTHER: You may proceed.

MR. HOLLON: Ckay. Much of what has been said on
page 1 has been said so | will let you read that at your
| ei sure.

MR. EASTMAN. Appreciate that.

MR. HOLLON: And nmuch of what is on page 2 has
been said; | will -- three things. One is that Dairy
Farmers of Anerica is a part of the federal order hearing
request and we continue to support that and our testinony
today is in parallel with that.

We are supportive of the alternative proposa
of fered by Western United Dairies (sic), Dairy Canpaign and
M| k Producers Council and | will refer to that collectively
as the producers in nmy statenent.

| will start with the lower third or so of page 2
where it says "California M|k Production Data" which showed
up on the screen.

It is without question that the California trend
in mlk production has veered fromthe rest of the country.
The National Agricultural Statistics Service published
monthly data on m |k production for 23 states which nmake up
nore than 93 percent of the total US production. Quarterly
and annual ly they publish production figures for all 50
st at es.

Map 1, which is on the screen, depicts the annual
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conparison for cal endar year '14 versus cal endar year '13
for the continental U S. O note is that as a whole the
U.S. increased m |k production 2.4 percent over 2013.
Thirty-four states increased and 14 decreased. |Inside each
state depicted on the map is its total annual mlk
production, total pounds increased or decreased and percent
of increase or decrease. States colored dark blue have

i ncreases of nore than 3 percent; lighter blue, zero to 3
percent; lighter red, decreases of zero to 3 percent; and
dark red, decreases of nore than 3 percent. GCenerally
speaki ng, the western states west of the north-south line
from Loui siana to M nnesota are blue with nost states
showi ng dark blue. However, when updated to the first
gquarter of 2015, the trend begins to shift and several
western states including California show a decrease in
production. The trend continues when 23-state April data,
Map 3, is presented and again California production shows a
decrease. Note that the decreasing year over year trend in
m |k production is not the normfor the state. Since
January 2000, only 27 out of 184 nonths have shown a
decrease in the year over year conparison. This is the
fifth consecutive nonth that the production trend has been
negative. And only two tinmes since 2000 has the consecutive
streak of decreasing production happened for a | onger period

of tine than now.
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Table 1 - Conparison of AlIl MIk Price, Wstern
States and United States 2012 to 2015, conpares the All MIKk
price as published by NASS for the western states that
border California and for New Mexico. | didn't have that
chart on the list but it's attached to the testinony. Dairy
operations in these states are generally considered simlar
fromthe standpoint of quantities of mlk produced. It
woul d be DFA's experience that the | argest sub-group of mlKk
produced in these states originates fromnulti-thousand cow
herds that would have simlar econom es of scal e and
producti on costs.

The AIl MIk price is constructed by summ ng al
paynents and deductions for quality, quantity and ot her
prem uns and excl uding a deduction for hauling costs or
haul i ng subsidies received by a farmin the nonth. It is an
"at test" price, nmeaning the paynents are not standardi zed
for mlk conmponent conposition. This price series has been
publ i shed by NASS for nmany years and the price |levels
reported across states are considered a good proxy for the
prices received by dairies as well as a good conparison for
prices across states as the differences in conponent test
would trend simlarly over time. The AIl MIk Price is
frequently used as a key measure for the success or failure
of dairy policy and as a conponent in evaluating farm

profitability.
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California's AIl MIk Price consistently trails
the list of its adjoining states. For the period August
2012, the nonth that the whey formula was | ast changed, the
Cal i forni a hundredwei ght price averaged $19. 38 or $1.57
bel ow t he average of the other five states. The m ni num
nonthly difference was $.91 per hundredwei ght and the
| argest $2.38 and the nedian difference $1.50 per
hundredwei ght. It appears that the factors that produce the
California AIl M1k Price do not yield a conparable price
wi th surrounding states. Note that Washi ngton, Oregon,
Arizona and New Mexico all have Federal Order prices as
their base price. It is DFA a experience that despite the
elimnation of the Federal MIk Marketing Order with the
| daho mar ket in 2004, the Idaho manufacturers have now based
their mlk purchased on FMMO Class |1l price basis or have
devel oped proprietary fornulas that are designed to closely
align with the Federal Order Class IIl. W suggest that
this practice was determ ned to be necessary in order to
mai ntain a viable production base to feed the state's
processing plants with adequate m |k suppli es.

Table 2 - Total Cheese Production Volume Top 12
States 2011-2014, depicts the total volune of cheese
produced in the U S. in the 12 |argest states in terns of
total cheese production and the conbi ned vol une of the

states as well as the conmpound annual growth rate of the
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production volume for each of the 12 states and the conbi ned
conmpound annual growth rate for the entire group w thout
California. N ne of the 11 non-California states show a
positive conpound annual growh rate. Collectively they
produce 65 percent of the production of all types of

cheeses. Additionally, they operate in states where the
Federal Order Class Ill price is the minimumprice for mlk
used to produce cheeses and whey products or where the ngjor
m | k buyers have nodel ed their costs to track the Federal
Order Class Il price.

Pl ant Investnents. The Secretary's California
Dairy Future Task Force discussed intently the issue of
attracting new capital investnent in dairy processing
facilities in California and we feel it is an inportant
underlying factor in this hearing also. W are aware of the
current mlk powder facility under construction by the
Hi | mar Cheese Conpany and sonme expanded capacity at snaller
facilities; but there has been limted interest in |large
scale plants for sone tine in the state.

As a part of DFA' s ongoi ng busi ness plans we
nmonitor new investnent in dairy processing as best we can as
they represent potential opportunities to market nenbers
mlk as well as potential partners for processing
opportunities. In the Central, M deast, Southwest Federal

Order and the Upper M dwest Order we are aware of 15
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primarily cheese plants with just-conpl eted ongoi ng or

pl anned expansi ons that span 2014 to 2016. This new
capacity will increase daily mlk intakes by the respective
pl ants from 100, 000 pounds per day up to well over 1,000,000
pounds per day.

In the Northeast Order between 2010 and 2015 we
are aware of 11 plants that manufacture Federal Order C ass
I1, I'l'l and IV products that either have expanded their
pl ant capacity or built new facilities. Two of these plants
increased their mlk intake capability by nore than
1, 000, 000 pounds per day and one of the new constructions
have a m |k intake capacity of just 2,000,000 pounds per
day.

Al of the plants referenced operate in areas
where Federal Order pricing is the basis for the m nimm
price and nost, if not all, have some prem um over that
m ni mum price. Perhaps these plants desire a steady and
expanding m |k supply prior to commtting capital for
construction or expansion.

Comments about the Dairy Institute Proposal.

The alternative proposal offered by the Dairy
Institute falls short of providing a needed adjustnent to
the Cass 4b price as referenced by the Secretary in the
Hearing Noti ce.

The use of a whey protein concentrate price as a
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benchmark comrodity price series to be used in the pricing
formul a woul d be unique for the entire industry. that alone
is not necessarily a reason to reject the concept. However,
there is little regulatory or industry experience on which
to draw for nmaking conclusions in nmaking this change at this
time and possibly only for a short period. The use of a new
benchmark comrodity price in the manner suggested by the
Dairy Institute may introduce nore volatility than the
current price factors and may not align with surrounding

mar ket s.

The published statistics of whey protein
concentrate production offered by the Departnent noted that
t he production data covered nore than just WPC with a 34
percent standardi zed protein |evel. The production data
i ndi cated the inclusion of other higher protein conposition
| evel products up to 89.9 percent in one table and to 100
percent in another table. The data on WPC prices are
designated as only WPC34. Thus the production and price
data series do not match and concl usi ons drawn fromthem may
be inconpl ete.

But the demand for protein certainly causes sone
| evel of relationship between the demand for and the prices
of whey, whey protein concentrate and the nore concentrated
whey protein products. And while the use of WPC and ot her

hi gher | evel whey protein products as a benchmark commodity
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price may not be feasible for use by the industry at this
time, several of the desired end results can still be
achi eved by the continued use of the whey price.

First, the Secretary has already determ ned that
t he bracket approach is a valid and usable nethod given the
alternatives available to the Departnent. This approach is
both flexible and responsive to market conditions. Over
time it would seemthat the price series across the whey
protein spectrum has sone relationship. The vol une of
avai |l abl e whey proteins are fixed by the vol une of cheese
production, however, the volune of whey products can vary
dependi ng on supply and dermand factors.

As nore WPC and ot her concentrated products are
demanded, and prices and production vol unes increase
accordingly, there is | ess whey produced and the price of
whey shoul d i ncrease accordingly in sonme fashion; thus
offering mlk producers to share in the whey value, as is
t he purpose of the product price formulas. The sane |ogic
hol ds for a decrease. So the whey fornmula will generally
recogni ze these marketpl ace changes and transmt them
through the mlk price to producers. Wile not a perfect
transm ssion this is a valid conclusion and supports the
continued use of whey as a benchmark product.

Forward | ooki ng anal ysi s.

The key decision that the Secretary will need to
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consider fromthe hearing is which proposal best neets the
obj ective she set forth in the Hearing Notice. That
decision, no matter how arrived at, will require sone
conmponent of forward-|ooking analysis with regard to the
operations of the two proposals. W offer the follow ng
obj ective and transparent analysis to denonstrate that the
producers' proposal is the better alternative to neet her
obj ecti ve.

In order to have a forward-1ooking anal ysis the
foll ow ng steps were taken and presented in Table 3:

The CME futures prices for the period May 2015 -
Decenber 2016 for whey were used to project the results from
the current fornmula and for the producers' proposal. This
is the best publicly avail able projection of future prices
for this comodity. W are well aware of other price
proj ections available to the industry. However, they are
not available for a public record as they are proprietary
versus public products. That information is in Colum 3 on
Tabl e 3.

The CME futures prices for the period May 2015 -
Decenber 2016 for nonfat dry mlk and whey were used to
project WPC prices. The prediction equation was derived
froma regression equation using nonthly USDA/ AMS Nati onal
Dai ry Product Sales Report prices for whey, nonfat dry mlKk,

and Central & Western WPC prices. The prediction equation
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is: WPC = -.00874 + (NFDM * 0.477107) + (WHEY * 1.227692).
Thi s equation has an r-square of .875 and is conposed of 100
nmont hl y observations. Those results are listed in Colums
C, D and E of Table 3.

Whey contribution amounts to the C ass 4b price
were determ ned for the Current bracket and the Producers
bracket using the futures prices and each bracket's
nmet hodol ogy. That is displayed in Colums F and G

The whey contribution originating fromthe WC
price for the Dairy Institute bracket was determ ned based
on the equation described in step 2. That's in Colum H

The contribution to the producer price was
cal cul ated by nultiplying each bracket's contribution val ue,
Colums F, G and H, by the nost recent 12 nonth average
utilization for Cass 4b of 46 percent. It's in Columms |
J and K

The inmprovenent or detraction fromthe Current
bracket was cal cul ated by subtracting the producer price
contribution value of the current bracket fromthe
respective newy cal cul ated bracket. See Columms L and M

And the net inprovenent generated by the Producers
proposed bracket is displayed in Colum N

From Tabl e 3 we can see that the whey and WPC
prices have deteriorated noticeably in 2015. Increases in

gl obal m Ik production coupled with a significant reduction
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in demand from China, the |argest whey inporter - not
inmported - inporter in the global trade network, are two
factors suggested as primary causes. The low price trend is
carried forward by the futures prices. Thus the Secretary's
deci si on nmust be fashioned by a forward-|ooking price trend
rat her than a backward-1 ooki ng one.

As to the use of CME prices in 2016, DFA has a
significant risk managenent business unit. W provide risk
managenent tools for our nenbers, our own business units and
will offer those services to our custonmers when nutually
beneficial. Qur group has sone |evel of hedge business
t hroughout cal endar year 2016. Certainly at greater vol unes
for nearby nonths but some volunes are contracted for the
final nonths al so, indicating both a buyer and seller for
t he published prices and sonme validity in the prices
report ed.

Several conclusions can be drawn fromthis
f orwar d- | ooki ng anal ysi s:

The Producers' proposal provides nore price relief
by way of a higher 4b price than the Current bracket and the
Dairy Institute bracket in all nonths cal cul at ed.

Over the remai nder of 2015 an 2016 the Current
bracket will provide an estinmated $.22 contribution to the
4b price, the Producers bracket $.60 and the Dairy Institute
bracket, $. 30.
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Over the remmi nder of 2015 and 2016 the Current

bracket will provide an estimated $.37 contribution to the
producer price while the Dairy Institute bracket will only
provi de $.08.

Over the July to Decenber 2015 period suggested by
the Dairy Institute the contribution to the producer price
of fered by the Producers bracket would be $.35 per
hundr edwei ght versus $.05 per hundredwei ght fromthe Dairy
Institute bracket. This result would not neet the
Secretary's objective.

Sunmary.

We have offered data to support the Producers
proposal by denonstrating that:

M| k production in California has declined in a
manner not typical to state historical trends and in an
opposite manner fromtrends in nost other states where
production is noticeably increasing.

Using the USDA All MIKk price as a proxy for
producer prices, the California producer price is noticeably
| oner than the prices of the nearby states.

Total cheese production is increasing in other
regions of the U.S. at a steady pace.

Pl ant investnent, generally slowed in the
California market, is robust in other regions of the U S.

O her regions explicitly or by reference are
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subject to the Federal Order Class IIl prices as their
m ni mum price.

Usi ng a forward-1ooking analysis, the Producers
proposal provides significantly nore revenue to neet the
Secretary's hearing objective than does the Dairy Institute
pr oposal .

It is alnbst obligatory but: As noted in the
heari ng announcenent, proposals should reference and rel ate
to Section 62062 of the California Ag Code, which requires:

"If the director adopts nmethods or fornulas in the
pl an for designation of prices, the nethods or fornmnulas
shal | be reasonably calculated to result in prices that are
in a reasonabl e and sound econonmic relationship with the
nati onal val ue of manufactured m |k products.”

The Producers proposal clearly relates closely to
t hose requirenments and best parallels those national val ues.

Application of the Producers proposal for 24
nont hs.

It appears nost likely that should a change be
made as a result of the hearing it would be in effect on
August 1 and apply to August m |k production. Producers
will have faced difficult nmargins as noted in earlier
testinmony since early 2015. It will take nore than a few
nmonths to recover |ost equity positions or replenish capital

bal ances.
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Operating | oans and on-farm capital plans for 2016
will be developing in the fourth quarter. It would be a
stabilizing effect on the production sector if the Secretary
woul d i npl enent the Producers proposal for the 24 nonths
foll owi ng the heari ng announcenent in August. Wile any
decision that offers sone |evel of price inprovenent is
wel come, a short period does not aid farm busi ness pl anni ng.
The hearing process, while fairly swift in "regulatory
proceeding time," still takes three to four nonths to
conplete. So if the Secretary's concerns remain after
Decenber there would again be a several nonth [ag unti
dairy farms woul d be able to experience needed short-term
price adjustnents.

W note that the Producers bracket "floats" with
whey markets and thus has a self-adjusting effect and woul d
nmove quickly with changes in the market reflecting truer
mar ket val ues for the whey conponent to both mlk buyers and
sel l ers.

Again | would like to thank you for the
opportunity to testify today. And |I do request the
opportunity to submt a post-hearing brief and I woul d be
happy to answer whatever questions the panel may choose to
ask. Thank you.

HEARI NG OFFI CER SUTHER: Your request to file a

post-hearing brief is granted.
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W will now take questions fromthe panel.

MR. EASTMAN. On page 6 of your testinony you cite
the results of your regression equation where you were
trying to estimate what the future values of the WPC price
coul d be.

MR. HOLLON: Right.

MR. EASTMAN. |Is it possible for you to report the
statistical significance of the coefficients that you have
estimated in your equation?

MR HOLLON:  Yes.

MR. EASTMAN. You'd be willing to provide that in
your post-hearing brief, | assunme?

MR. HOLLON: Per haps sooner than that.

MR. EASTMAN. COkay. Before you |leave that seat?
I's that sooner?

MR HOLLON: | don't think I can do it before
| eave the seat but | think before |I |eave today, or
t onor r ow.

MR. EASTMAN. COkay. Well go ahead and submt it
i n your post-hearing brief whenever that cones.

MR, HOLLON: Ckay.

MR. EASTMAN. COkay. Then with regards to the
changes in mlk production that you have seen in the maps
and al so the underlying nunbers that are indicated there.

Do you believe that current mlk prices in California are
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the main reason for mlk production decreases or do you
think other factors that affect m |k production on the dairy
al so contribute to that or do you have a sense of how those
may bal ance or wei gh agai nst that?

MR, HOLLON: When you weigh the differences in the
California prices and other prices you have to -- you have
to allocate sonme of the causal to the |ower price. Wen
talk to DFA nenbers and ot her nenbers in our group, the farm
menbers, they speak of the sane thing. You know, ny ability
to buy feed, to neet a | oan conmtnment, to provide cash fl ow
are constrai ned.

The nature of the California fornulas respond down
gui cker and up qui cker to changes in the underlying
commodity prices. Al those things hit sooner, |asted
deeper. The historical view of the results of the forml as,
it's pretty inpossible to say that they don't result in a
| oner price so | think you would have to nmake sone
conclusion. Now drought is a factor. Drought adds costs.
Costs are offset by prices/revenues. So | would say that
the price scenario is key to sonme of that production drop

MR. EASTMAN. | think that's what | have for right
now.

MR. SHI PPELHOUTE: You tal k about plant investnent
kind of stifled here in California. Earlier today sonebody

made reference to DFA's decision to build a plant in Nevada
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and ki nd of speculated as to the thought process behind
that. | wonder if you could share DFA's thought process
behi nd that.

MR. HOLLON: Sone of that thought process, | can't
share it all because it is not my part of the business. But
a certain part of it was that the size and scale of the
pl ant had been determned to be sort of a state of the art
initial plant and that |ong-range planning in the conpany
woul d involve additional drying facilities so that plant was
by scale determ ned to be sonewhat snaller

Qur nmenber mlk supply there and the ability for
that supply to increase, given the production resources in
that area, pretty nmuch fit the scale of plant that we
wanted. W do have, we do have business plans to have ot her
facilities simlar in other ml|k sheds. Business nay be
devel oped there and then farmed out to those | ocations as
our busi ness grows.

MR. SHI PPELHOUTE: No ot her questi ons.

MR. LEE: Regarding the nethodol ogy that has been
presented by the Dairy Institute's proposal using WPC34. Do
you have any opi nions regardi ng adoption of the Dairy
Institute' s methodol ogy?

MR HOLLON: | did not -- | didn't see that until
today; that's kind of the nature of these things. But I

woul d say that the adoption of that nethodol ogy puts you
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guys in a pretty ticklish spot. Regulatory prices are
generally built on stable factors that you can go out and
find, that's the nature of them

And so this $.15 off of sone price. First of all,
is that -- You know, the WPC price, that's pretty well
given, that fits the regulatory environnment. But that
di scount, does that fit and how do you find it? Even in
your questioning back and forth it didn't last nore than two
or three hours that there were three or four answers to what
t hat nunmber ought to be. The 1.8 yield factor kind of
mat ches what | can go out in literature and find so that
kind of fits a regulatory environment.

But processing costs? Cearly -- |I've been conmi ng
to these hearings for, well, | was part of the 2007 whey, |
was on one of the conmttees. And so it's difficult to nai
down sonme of those processing costs. So again, in terns of
a regul atory environment that depends on discoverable costs,
that's a sonewhat difficult scenario. And I am not
conpletely certain, given the diverse nature of WC
processing, that's going to fit, at least at this tine.

MR. LEE: Thank you.

HEARI NG OFFI CER SUTHER: Any further questions?

Thank you for your testinony.

MR HOLLON: You're wel cone.

HEARI NG OFFI CER SUTHER: M. Vandenburg.
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M. Vandenburg, will you please state your ful
name, spell your last name and state your affiliation for
t he record.

MR. VANDENBURG. Leonard Vandenburg. M | ast nane
is spelled Vas in Victor, ANDENB URGand | represent
Pacific Gold MIk Producers and al so Pacific Gold Creanery.
Wher eupon,

LEONARD VANDENBURG
Was duly sworn.

HEARI NG OFFI CER SUTHER: Do you have any ot her
witten material other than what you have presented to us
that you would like to enter?

MR. VANDENBURG  No, sir.

HEARI NG OFFI CER SUTHER: This will be Exhibit
number 57.

(Exhibit 57 was entered into the record.)

HEARI NG OFFI CER SUTHER: You may proceed.

MR. VANDENBURG. Thank you. | want to thank
Secretary Ross and the hearing officer and the panel for
al l owi ng us the opportunity to express our views and the
facts.

| am here representing Pacific Gold MIk
Producers, a cooperative, and Pacific Gold Creanery, which
its owners consists of 30 producers which are Pacific Gold

M | k Producer nenbers, and several private investors, mnyself
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included. | have also been a National Dairy Director for
the National Farmers Organi zation for three years and was
their National Vice President for seven and a half years.
mention this because this will be useful in testinony |ater
on in this brief.

Many of our producers since 2008 were told that
there was no roomfor their mlk, all the big co-ops denied
t hese producers' cry for help. CDFA and dairy trade
organi zations told themto sell out because there was
not hing that could do. And they were also told that the
bi gger producers could use their dairies to feed their
hei fers.

These producers were faced with selling at a
depressed market, possibly |osing everything they worked for
over their lifetime. Not having the next generation to take
over and the opportunity to have a career in the business
that their famlies wrked so hard for. Many producers
faced with processor delinquent paynments, or other
processors termnating their contracts, and many of these
producers joined Pacific Gold M|k Producers.

Most of these producers have decided to invest in
their owmn future by starting a specialty cheese plant called
Pacific Gold Creanery. They did not ask for a hearing to
bail themout. No, they did it the old fashioned way, they

took the risk, the investnent, the debt, the guts, the
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vi sion and determ nation, the can-do attitude and decided to
be market-oriented rather than be production-driven, and
they took matters in their own hands through relentless
effort.

Now that | have -- live, breathe and own part of a
specialty cheese plant - it's kind of a PhD in hard knocks -
| have devel oped a real appreciation for the remarkable
challenge it takes every day to make and satisfy the
consuner's demand for perfection. The increasing cost of
hi gher quality standards and regul atory standards from every
facet of our industry. These continued increase costs and
demands fromretailer, distributors, cut and wap
operations, brokers, FDA, USDA, |ocal and state inspectors
and above all the consuners. W as a specialty cheese pl ant
enbrace these quality requirements as we wi sh to protect our
dairy food i mage for each other. |If only one plant has a
qual ity issue, everyone suffers the consequences. But there
is a real increasing cost and what are these costs? It is
in additional |ab technicians, increased internal and third-
party testing, upgrading equi pnment, upgrading the facility
and the |list goes on, to neet the every demandi ng
requirenents.

| have also | earned to appreciate the challenge in
trying to nake noney in the specialty cheese business in

California. Pacific Gold Creanery has invested for nearly
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two years of |osses, through the chall enge of devel opi ng

mar kets, to proving that we can make perfect a cheese every
day over the year and the cost needed for equi pnent for
every type of cheese. The specialty cheese does in fact
have hi gher prem uns, however, nuch of these prem uns are
absor bed through the higher cost. The additional cost cones
fromlabor, not being a single type streanline cheese
operation, additional packaging cost, additional handling
and nmultiple days to nmake a single type cheese. The

addi tional cost to nake these cheeses is as nuch as $.20 a
pound or nore or $2.00 a hundredwei ght or nore. the single
| argest reason we finally turned a profit is because of
organic mlk sales. If we were to make a profit in the
conventional market, it would take another 18 nonths of
investnent. The other hidden fact in the cheese business is
the start-up cost and the constant upgradi ng of cheesenaki ng
equi pnent. In the ideal world under the reliable Van Sl yke
cheese fornmula, if we could capture 90 percent of the fat
and 78 percent of the protein, we would | ose $1.87 a

hundr edwei ght maki ng cheddar cheese. And these nunbers --
|"ve got an attachnment in this brief. And | just took the
California average butterfat, California average solids-not-
fat and | used a 3.3 protein, which I think is pretty close
but | don't have the docunents for that. However, with used

equi pnrent we woul d be lucky to capture even 85 percent of
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the fat and possibly 75 percent of the protein, and your
| oss actually woul d be $2.50 per hundredwei ght. And you can
find those Exhibits in A and B

| think it was stated earlier by Hi | mar Cheese
that there was very little investnment in cheese equi pnment or
ot her equipnment. And you're going to find the efficiencies
at a lot of these plants has been di m ni shed because of
wor n-out equi pnment and it costs a trenendous anount of noney
to get equipnent. Just recently we quoted out a table, just
a single cheese table, to be replaced. It was $137, 000 and
then we still have to install it. So, you know, this don't
come cheap.

The core reason for the hearing is discussing whey
values in California cheese plants. Wen | was nanagi ng the
Nat i onal Farmers Organi zation Dairy Departnent in the
various federal orders it was very conmonpl ace to pay
anywhere from $1 to $2 under the Federal Order announced
price. Mst mlk handling conpanies would share their pay
prices and al nost all the cooperatives paid under the
announced price. In Exhibits C and D are the USDA facts
regardi ng non-pooled mlk in the federal orders. 1In the
past 10 years the non-pool ed pounds averaged over 28 billion
pounds, to 14.83 percent of the year, and in 2014 the non-
pool ed pounds ended up being over 34 billion pounds or a

little over 16.5 percent. The total Class IIl volunes in
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the federal exceeded a little over 57 billion pounds, so the
non- pool ed pounds end up being al nost 49 percent of the
Class Il non-pool ed pounds. The price difference between
Federal Order Class Ill and California 4b for the past 10
years is $1.45 a hundredweight. That is conpletely
unreasonable to try to conpare the Federal Order Cass I
differential against the 4b when approxi mately 50 percent of
the Federal Order Class Il was severely underprice conpared
to the pool mlk. Just in the last four to five nonths
several thousand |oads of m |k was dunped and mllions of
pounds sold to cheese plants from$7 to $10 under the
announced price. Just for clarification, | made a nunber of
phone calls and had sone di scussions with people that they
know for a fact that these | oads were dunped. And in excess
of 2,000 loads in the eastern part of the United States and
mlk being sold for $7 to $10 under. The $1.45 a

hundr edwei ght differential nunber is a very m sl eading
figure, as nearly 15 percent of the lower price mlk is not
part of the equation.

Pacific Gold Creanmery has turned our whey into
ricotta. What nost producers don't realize is that much of
the cheese sold is sold at nearly a break-even price or a
| oss, depending on the type and vol unes, while the dried
whey products, and in our case ricotta, subsidizes the

cheese sal es. If it was not for our ricotta sales from
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whey, we would continue to | ose noney. To increase the whey
val ue to producers equal to federal order pricing would be
devastating to the cheese plants in California, especially
smaller to md-size plants such as ours. The other real
concern and unfairness that faces cheese plants are the whey
val ues are goi ng down due to increased volunmes entering the
market. One other factor of unfairness is the consideration
of carving out the incone from California cheese plants from
hi gher val ued byproducts; however, this is ignored in the
specialty dried powders ot her than whey powders. Why?

| am conpl etely dunbfounded as to why we are here
asking for a greater portion of the whey val ue when over 80
percent of the mlk is represented by producer-controlled
cooperatives in California. Over 95 percent of the producer
m |k pool in these cooperatives are not in the cheese
business. If there is so much noney in the cheese and whey,
why are these sanme producer-controlled cooperatives not
coll ecting 100 percent of the whey incone by investing and
risking for the rewards, rather than taking it away from
those that earn it and the ones that risk for it.

The other factors in the market, our current
donmestic price is very strong conpared to the gl obal prices.
The maj or plant constructions in the past 10 years have cone
in non-regul ated areas. In the regul ated areas we have

wi t nessed pl ant closures and no mmj or expansi ons due to poor
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potential econom cal returns. To increase prices would
further jeopardi ze exports.

I nstead of com ng to CDFA and pl eading their case,
| strongly believe that the case should be confronted with
t he cooperative boards and managenent to revisit their own
busi ness plan and nodel .

Many producers have chosen to use rBST and it has
given the public an image and a belief that mlk is tainted
wi th hornones. Sone producers are using sex semen to
i ncrease herd size and production. Wen supply and demand
gets our of balance, driving mlk prices down then we all
end up here at a mlk hearing seeking relief. W as an
i ndustry need to take some responsibility and ownershi p.

We strongly support the need of dairynen to get a
far price through neeting the consuners' marketing demands.
We, however, oppose production-driven nodels that ultimately
| oners prices and creates oversupply.

Pacific Gold Creanmery and Pacific Gold MIk
Producers do not support the proposed adjustnent in the whey
factor by Western United and California Dairy Canpaign. W
may be willing to support the Dairy Institute but 1'd rather
see that there is no adjustnent at all. For all the reasons
menti oned above in ny testinony but also the proposals
presented are not based on all the facts and all the factors

are not considered fairly for the benefit of our industry as
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a whole. And I thank you for your tine.

HEARI NG OFFI CER SUTHER: Any questions fromthe
panel ?

MR. SHI PPELHOUTE: M. Vandenburg, you comment on
a couple of thousand or several thousand |oads of mlk
dunped. Do you have any way of docunenting that?

MR. VANDENBURG | think that coul d be docunented
| would just have to get sonme witten testinony from people
that actually have dunped m |k, processors. That can be
done.

MR SHI PPELHOUTE: | know there's been sone
weat her issues around the country this winter. D d the
weat her issues contribute to sone of that need to dunp milKk
or was it --

MR. VANDENBURG. | think that was very m ni nmal
think nost of it, it was just a glut of mlk and no
processing capabilities to handle all the increased vol unes.
| think what a | ot of people don't realize, there's just --
you know, the eastern part of the U S. is nore of either
fluid or specialty cheese plants and you don't see the
bi gger, large comodity-type cheese plants because
economcally it doesn't work.

MR. SHI PPELHOUTE: All right.

MR. EASTMAN. | have a question. On the table of

mlk that shows the mlk that's produced, by producers on
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federal orders, et cetera. Did you get the figures for this
table from | assume the USDA website?

MR VANDENBURG | did.

2

EASTVAN.  Ckay.

MR. VANDENBURG. And the gentleman that you see on
the bottom | did talk to him discussed it with him and
that's where | got the information.

MR EASTMAN: No, | didn't see that but | do now.
Great, thank you.

HEARI NG OFFI CER SUTHER: Thank you for your
testimony, M. Vandenburg. Do you wish to request to file a
post-hearing brief based on M. Shippel houte's questions?

MR. VANDENBURG. Thank you for asking. Yes, | do.

HEARI NG OFFI CER SUTHER: Thank you. Your request
will be granted.

MR. VANDENBURG. Thank you.

M. Gar bani .

M. Garbani, will you please state your full nane,
spel |l your last nanme and state your affiliation for the
record, please.

MR. GARBANI: M nanme is Pete Garbani, spelled G
A-R-B-A-N-I, and | ama Vice President with Land O Lakes,

I nc.
Wher eupon,

PETE GARBANI
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Was duly sworn.
HEARI NG OFFI CER SUTHER: Do you have any ot her

docunents other than what you presented to becone an

exhi bit?

MR. GARBANI: No, | don't.

HEARI NG OFFI CER SUTHER It will be Exhibit nunber
58.

(Exhibit 58 was entered into the record.)

HEARI NG OFFI CER SUTHER: You may proceed.

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

My name is Pete Garbani. | amhere to testify on
behal f of Federal Order, Inc. M business address is 400
South M Street, Tulare, California, 93274. M current title
is Vice President, Menber Relations.

Land O Lakes would like to thank the Secretary and
the Departnent for calling this hearing, on its own notion
to consider tenporary anendnments to the Marketing Pl ans.
Specifically, we thank the Departnment for calling a hearing
to consider adjustnments to the current Cass 4b pricing
formula including adjustnments to the whey factor. This
hearing will address issues of critical inportance to the
future of both our California diary producer nenbers and the
entire California dairy industry.

Land O Lakes is a dairy cooperative with 2,200
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dairy farmer nenber-owners. Land O Lakes has a nationa
menber shi p base, whose nenbers are pooled on the California
State Program and five different federal orders. Land
O Lakes nenbers own several cheese, butter-powder and val ue-
added plants in the Upper M dwest, East and California.
Currently, our 200 California nmenber-owners supply us with
over 16 mllion pounds of mlk per day that are primarily
processed at our Tulare and Oland plants. W al so operate
a dairy dessert plant in Turl ock.

Land O Lakes supports the proposal submitted by
t he producer trade associations of Western United Dairynen,
M | k Producers Council and California Dairy Canpaign to
nodi fy the sliding scale that values dry whey within the
Class 4b m Ik pricing formula. The proposed sliding scale
cl osely approxi mates the whey formula incorporated into the
j oint proposal submtted to the USDA on behal f of Land
O Lakes, Dairy Farnmers of Anerican and California Dairies,
requesting a hearing to consider a California federal mlk
mar ket i ng order.

Land O Lakes supports this proposal be adopted for
a period of no less than 24 nonths to provide nuch needed
financial support to California dairy farmfam|ies who have
recently experienced narrow ng margi ns over feed costs.
Land O Lakes agrees the overall market conditions support

this adjustnment to the 4b pricing formula. W encourage the
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Departnment to inplenment the proposed changes begi nning as
soon as possi bl e.

First, I'd like to discuss the nerits of using the
whey sliding scale and nmeki ng the proposed adjustnents to
it.

In the previous panel reports the CDFA has clearly
affirmed that using the whey sliding scale is a viable
option to value whey in the Cass 4b formula. In the CDFA
panel report discussing the hearing of June 30 and July 1,
2011, the panel stated that the sliding scale had nerit for
the foll owi ng reasons:

Reason 1: The sliding scale would all ow the whey
val ue incorporated into the Class 4b formula to be market -
driven so that the whey value would rise and fall as the
price of the whey rises and falls in the market.

We agree that adopting the producer trade
associ ation proposal would be consistent with a market -
dri ven approach.

Reason 2: The sliding scale could be updated.

We support this proposal that includes an updated
scal e which woul d better reflect whey's recent narket val ue
and nore fairly incorporate the value into the Cass 4b
formula. The CDFA panel clearly envisioned the need for
periodi ¢ updates as being one of the merits of this

appr oach.
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Addi tionally, since August 2012, which is the | ast
time the Departnent updated the whey sliding scale, the
mar ket val ue of the whey has exceeded $.50 per pound in
every nmonth through Decenber 2014. The narket val ue
exceeded $.55 per pound in 97 percent of the nonths.

More inportantly, the whey factor in the 4b
formul a was capped at a $.75 cent ceiling in 13 of the 33
nmont hs from August 2012 through April 2015, representing
nearly 40 percent of the nonths. This recent hei ghtened
mar ket val ue of whey indicates the scal e needs to be updated
to allow additional sharing of these higher whey market
values with the dairy farmers than producers are now
recei ving under the current whey sliding scale. This
proposal provides that update.

Reason 3: The mgjority of producers favored using
a sliding scale as a nethod to val ue whey.

As you know, the overwhelm ng majority of
California producers support the trade association's
proposal and continue to support the use of the sliding
scal e.

Si nce adopting the whey sliding scale, the CDFA
antici pated the continued use of it as a nethod to val ue
whey in the Cass 4b fornula and for these three reasons we
strongly encourage the Departnent to adopt this proposal.

Next | would like to offer sone observati ons about
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the market factors that support the tenmporary adjustnents to
the 4b fornmula. These factors include the recent market
trends in mlk production, farmm |k prices and the
financial conditions of California dairy farnmers along with
some conments about the inpact that the chronic drought

condi tions have had on our dairy menbers.

California's M|k Production Has Sl owed

California's mlk production has sl owed narkedly
fromthe growh rate experienced in the first half of 2014.
In fact, since Novenber 2014 when m |k production posted a
year over year increase of +2.4 percent, California's mlKk
production has contracted for five straight nonths posting
decreases of -0.1 percent, -2.6 percent, -3.5, -2.9 and -2.1
i n Decenber 2014, January, February, March and April of
2015, respectively. Mst recently, the slowdown represents
a mlk production decrease of 2.5 mllion pounds or 50 fewer
| oads of m |k per day during April of 2015 versus April of
2014.

By conparison, Land O Lakes nmenber m |k production
has decreased at even a faster rate. Simlar to statew de
production, Land O Lakes m | k production has decreased for
five straight nonths since Novenber 2014. The production
has contracted by -2.1, -4.6, -5.3, -5.3 and -4.7 in
Decenber of 2014, January, February, March and April of

2015, respectively. For exanple, in April of this year, our
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menber m | k vol unes decreased by roughly 850,000 pounds per
day conpared to our April 2014 production. Qur nenbers

m | k production has appeared to be responding to the

conbi nation of rapidly decreasing m |k prices and increasing
production costs which have put many of our dairy farners
under extrenme pressure as their margins have narrowed to
unprofitable |evels.

Fi nanci al Conditions Challenging California Dairy
Farnmers

By any price neasure, California dairy farners
have received far less for their mlk so far in 2015 than
they received in 2014. For exanpl e:

The statew de blend price received by California
diary farners peaked at $23.67 per hundredwei ght in March of
2014 and has declined by $8.95 to $14.72 per hundredwei ght
in February of 2015.

California nmail box prices have followed a simlar
pat h downward. The California nailbox price peaked in March
of 2014 at $23. 36 per hundredwei ght and has declined by
$8.87 to $14.49 in February of 2015.

California's overbase peaked at $22.47 in March
2014 and has declined by $8.65 to $13.82 in March of 2015.

During the first four nonths of 2014, the overbase
averaged $21.83 per hundredwei ght; this conpares to an

average overbase of $13.91 for the first four nonths of
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2015, a decrease of $7.92.

These farm |l evel price decreases ranging from
$7.92 to $8.95 per hundredwei ght have had a huge inpact on
the cash flow position of our state's dairy farmers. These
decreases effectively cut our dairy farmers' gross pay by
one-third. Think howdifficult it would be for anyone to
experience that magnitude of a cut in their gross pay.

At this point, the CDFA has not rel eased cost of
m | k production estinmates for 2015. Based on the | atest
data available, m Ik production costs increased in 2014.
Specifically, dry and wet roughage costs increased as prices
paid for alfalfa hay, corn silage and other forages rose.
Addi tionally, the drought inpacted the quantity and the
quality of the forage grown in 2014 and very likely resulted
in the 11 percent increase in the prices for alfalfa to
$294. 16 per ton when conpared to the 2013 alfalfa prices.

The drought conditions have not inproved in 2015
and they appear to have worsened in |ight of the
historically Iow |l evels of snow pack and | ack of consi stent
spring rains. In all likelihood, forage quality will again
suffer and the supply of forage nmay be further constrained
this year resulting in higher costs for |lower quality
f or age.

Hired | abor costs increased 2.7 percent, operating

expenses increased 3.9 percent and herd replacenent costs
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i ncreased 26.6 percent as the demand for replacenent animals
increased. Sunmming up all the costs previously listed, the
CDFA estinmated that the total cost of production for 2014
was $19. 08 per hundredwei ght. From your own cost of
production survey.

Conmparing the latest farmlevel mlk prices with
the 2014 cost of m |k production reveals how devastating the
drastic fall in mlk prices has been. The cost of mlKk
production exceeded farmlevel mlk prices by the follow ng
anount s:

California' s mail box price received by California
dairy farners was $14.49 in February of 2015. This was
$4.59 lower than the $19.08 cost of production for 2014.

The statew de blend price received by California
dairy farners was $14.72 in March 2015, this was $4.36 | ower
than the $19.08 cost of production in 2014.

California's overbase averaged $13.91 for the
first nmonths of 2015. This was $5.17 |lower than the $19.08
cost of mlk production in 2014.

| ncone over feed costs represents a comonly
referred to economc netric when considering the financial
health of dairy farm ng. CDFA estimated that total feed
costs averaged $11.05 per hundredwei ght in 2014. Assum ng
that feed costs have remmined flat since then and using the

average overbase price of $13.91 per hundredwei ght for the
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first four nonths of 2015 reveals that incone over feed
costs have been narrowed to $2.86 per hundredwei ght, clearly
a catastrophic margin over feed level for California dairy
farmers.

Recal |l that the 2014 FarmBill created the dairy
Margin Protection Program This new ri sk managenent t ool
for dairy farners uses an incone over feed costs of $4 to
represent the base insurance |level that all dairy farners
can attain for no cost other than a $100 enrol |l ment fee.
This base level insurance is often referred to as
catastrophic margin coverage. |In devel oping the conponents
of this program the National M|k Producers Federation
concl uded that when nmargins over feed shrink to the $4
| evel, dairy farners' equity is at risk. Recall the narket
conditions of 2009 when margins over feed shrank to bel ow
this catastrophic level. As stated earlier, the average
margin for the four-nonth period for January 2015 to Apri
2015 is $2.86, this is $1.14 lower than the $4 level. |If
the current level of dairy farmer margi ns continue into
future nonths, California dairy farmers' equity will again
be at risk.

In light of the severe financial conditions of
2009, nost California dairy farmers took the opportunity to
enroll in the Margin Protection Program for 2015. The Farm

Service Agency estimted that 69 percent of California's
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dairy farnms enrolled in the Margin Protection Program W
estimated that 95 percent of our Land O Lakes dairy farnmer
menbers in California enrolled.

Unfortunately, the negative California basis,
meaning that the California all-mlk price falls bel ow the
US all-mlk price, reduces the benefit to the California
dairy farmers fromparticipating in this program As you
know, the U S. all-mlk price represents the price used as
the proxy for mlk incone in the calculation for the U S.
dairy margin in the Margin Protection Program For exanpl e,
the California all-mlk price averaged $1.88 | ower than the
US all-mlk in the first four nonths of 2015, which was
also the first four nonths of the Dairy Margin Protection
Program This neans that when the U S. incone over feed or
margin is at a $4 level, the California incone over feed
margin is $1.88 |lower or $2.12 per hundredwei ght.

A significant portion of this negative California
basis is attributable to the ower value for Class 4b mlk
and the lower value for Class 4b mlk is directly
attributable to the | ower value of whey in the 4b formul a.
Thus, an additional benefit of the producer association's
proposal is the narrowing of this negative basis. C osing
t he negative basis between the California all-mlk price and
the U S all-mlk price could enhance the benefit to

California dairies who have paid the premuns to help them
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manage their margin risk by enrolling in the Dairy Margin
protection Program for 2015.

These types of challenging financial conditions
have contributed to the 23 Land O Lakes dairy nmenbers who
exited the dairy business since August of 2012 and the 9
ot her nenbers who sold their cows. Four other nenbers chose
to sell their mlk to another buyer and one nenber noved his
dairy to another state. |In total, 37 Land O Lakes nenbers
have changed their operations since August of 2012,
representing a decline of nearly 20 percent of Land O Lakes
California dairy farner menbers in 33 nonths, August 2012
t hrough April 2015.

W are fully aware that sone of our nenbers are
currently operating under negative margins and are
considering exiting the business. Wile nmany nenbers are
evaluating their exit strategies sone are getting pressure
fromtheir lenders to consider |iquidation

Adding to the challenging m |k market is the
chronic drought conditions. The drought has added
consi derabl e stress and cost to our dairy nmenbers. W know
of many cases of dairy farnmers idling cropland, drilling
new, deeper wells or planting nore drought tol erant crops
such as sorghum as steps taken to nanage their farms with
| ess water.

In recent conversations with our dairy nenbers we
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have been told that they have idled as little as 5 percent
of their annual cropland acres to as high as 20 percent due
to the lack of water. Some nenbers have nade maj or
investnments to secure water by drilling wells. These wells
have cost from $250 to $375 per lineal foot wi th depths
rangi ng fromo600 to 1200 feet. this cost per foot does not
include the lines needed to distribute the water to the crop
acreage or the increased operating costs associated with
punpi ng water from | ower depths.

To cl ose, we again want to thank the Secretary and
the Departnent for calling an enmergency hearing on its own
notion. The California dairy farners need this tenporary
increase in the whey factor of the 4b forrmula in |ight of
the dire financial conditions they have weat hered since |ate
2014 and the additional cost they nust absorb due to the
ongoi ng drought. This tenporary increase has the potenti al
to have a very positive financial inpact on California's
dairy farmers at a tine when they need it the nost.

Position on Alternative Proposals

We do not support the alternative proposal
submtted by the Dairy Institute. The proposal is not
consistent with the proposal submtted to the USDA to
request a hearing on the adoption of a California federal
m | k marketing order.

As you are fully aware, the three major dairy co-
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ops operating in California, including Land O Lakes, Dairy
Farmers of America and California Dairies, submtted our
joint proposal to the USDA in February and are awaiting
USDA' s deci sion regardi ng our request for hearing.

Once again, we thank the Secretary for calling
this hearing. W thank the panel for your consideration and
Land O Lakes would like to request the opportunity to file a
post - hearing brief.

HEARI NG OFFI CER SUTHER: Your request to file a
post-hearing brief is granted and we will now take questions
fromthe panel

MR. SHI PPELHOUTE: On page 4 of your testinony you
are tal king about the decrease in production of your nenber
farms. |Is that a conparison of farmto farmor is that your

overall mlk supply?

MR. GARBANI: It's our total mlk supply year over
year.

MR SHI PPELHOUTE: That's all | have for now.

MR. EASTMAN. | had a question regarding that sane

thing. Wy do you believe that the m |k production
decreases by your nenbers are a |lot greater than what you
cite as the state average before then?

MR GARBANI: Well, | think it's a conbination of
factors and nost of them have been nentioned here today. |

mean, | think that after 2009 and 2012, farnmers are paying
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-- dairy farners are paying much nore attention to market
signals that are com ng back to them They are no | onger
willing to | ose noney on a per cow basis. They focus
extrenely hard on efficiency, which is really production per
cow. So when things start to | ook, you know, kind of dreary
outside they pull in the reins and they downsi ze and they
try and weat her the storm because who knows how long it wll
last and their livelihood is at stake.

MR. EASTMAN. So you believe that those actions
t hen have been to a greater nmagnitude than the rest of the
producers in the state? Because your nenbers reacted nore
strongly maybe?

MR. GARBANI: Well, | would say that price is
first. There are other factors |ike drought and, you know,
return on investnent and all those other things that have
been nentioned here today. But first and forenpost, | nean,
nobody has an appetite to repeat a 2009 or a 2012 on their
bal ance sheet or with their |ender or any other circunstance

that just continues to eat up equity.

MR. EASTMAN. Ckay. That's all 1 had.
MR. LEE: | had asked this question of several of
the cooperatives as well. Regarding the Dairy Institute's

nmet hodol ogy of the whey, the WPC34 versus the current dry
whey formula. Do you have any thoughts about their concept?

MR GARBANI: | do. And I'll share a couple with
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you all right now but | think 1'd like to address it nore
conprehensively in the post-hearing brief.

| truly believe in what Elvin just said about the
formula that is used in the basis for that table that Dairy
Institute has provided has sonme very subjective nunbers in
there. In years past we have used cost studies as a basis
for make al |l owances and things of that nature, we're talking
about drying costs, we're tal king about transportation, none
of which is verifiable or has not been substantiated at this
point in tine.

| would also say that it strikes ne as uncommon
that we are going to use a further processed product rather
than the base commodity product to price what we do with the
mlk. So in other words, you know, we don't start with, you
know, other products that are further processed; we start
with the basic concepts. There's butter, there's cheese,
you know, cheddar, there's nonfat dry mlk in nost of our
i ndexes, right? Wy are we junping up to a WPC34 t hat
al ready excl udes sone of the product that they won't get any
val ue out of but the | actose and the other byproducts that
conme fromthat whey stream Wy not start with the whole
whey streanf?

You know, Eric said it earlier today, M. Erba
fromCD . |If you extract the right value from whatever

index it is, in our opinion it is clearly |ower than what it
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shoul d be, then we get to the sane spot.

It also strikes nme as odd that we are now | ooki ng
at a Central WPC index instead of just the West, which is a
little bit different that what we have done in the past. So
| would of fer nore conprehensive coments in my post-hearing
brief but those are sone factors that strike ne.

MR. LEE: Thank you.

MR. SHI PPELHOUTE: You nentioned that four of your
menbers chose to sell their mlk to another buyer. Did they
go to anot her cooperative, do you know, to a proprietary
handl er? Any idea what drove their decision?

MR. GARBANI: Proprietary.

MR. SHI PPELHOUTE: Proprietary.

MR GARBANI: | nean, and on that basis we seemto
have strayed fromthe basic concept of pooling in the state
because now we are allow ng different manufacturing options
to keep nore of the benefit and pay nore for the mlk just
to their direct shippers and not have to share that through
the state. Mich |ike what co-ops had to do when butter and
powder was being built and the infrastructure was built for
that product. It was all contributed in the pool and we all
shared in that equally. Wether you were shipping to a
cheese plant or a butter-powder plant you got to benefit
equal | y.

I n nost recent years what we have seen as a
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hol dback from sone of the value of the cheese operations so
that we could, quote, get a return on investnment and not
have to share it with the pool, so it allows them nore
opportunity to pay nore noney for their mlk directly and
that's who we | ose our producers to.

MR. SHI PPELHOUTE: You are marketing some of your
menber mlk to proprietary cheese plants, are you not?

MR, GARBANI : Yes.

MR. SHI PPELHOUTE: And are you able to extract
prem uns above and beyond the class price?

MR. GARBANI: It's funny because when that
negoti ati on happens the conversation usually heads towards,
well go to the Departnment and get it.

MR. SHI PPELHOUTE: So I'll take that as a, no, you
are not getting a prem unf

MR. GARBANI: No, there -- there are prem uns but
it's not nearly what we think the mlk is worth.

MR. SHI PPELHOUTE: And so what keeps you from
getting what you think the mlk is worth?

MR. GARBANI : Supply and demand.

MR. SHI PPELHOUTE: A follow up on prior discussion
or testinony and that was suggesting that the co-ops should
consi der processing sonme whey and capturing sonme of that
value. Do you fol ks receive any whey fromany plants for

any processi ng?
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MR GARBANI: No. No, we don't.

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

MR. GARBANI : Thank you.

HEARI NG OFFI CER SUTHER M. Avil a.

M. Avila, wll you please state your full nane
and spell your last name and state your affiliation for the
record, please.

MR. AVILA: M nanme is Xavier Avila, A-V-1-L-A |
ama small dairy producer fromTulare. | amcurrently a
Board of Director on Land O Lakes co-op. This is about ny
14th or 15th year comng to hearings. M first one was
about 14, 15 years ago. Right after that | was Chairman of
CDC for about three years from about 2002 to 2005.

Wher eupon,
XAVI ER AVI LA
Was duly sworn.

HEARI NG OFFI CER SUTHER: (Ckay. You may proceed.

MR. AVILA: Well, thank you for listening and
thanks to Secretary Ross for calling the hearing. There
was sone talk for awhile about a few producers left in this
state that wanted to call a hearing and nme -- nyself and a
few other people put a ot of pressure on themnot to do it.
Quite frankly, we're pretty nmuch done with this process and

| ampredicting this is the |ast hearing on these pooling
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i ssues we're ever going to have in the state. You know that
the three co-ops have filed a petition with USDA to join the
federal order. So everything that the processors are
argui ng here today, they are going to have to deal with this
when we do go there. | think that's regrettabl e because |
think the California systemworked for awhile.

What's interesting is there was al ways a di scount.
You know, $.30, $.40 on the 4b. You guys know t he nunbers
on why that -- you know, why that is now But what's
interesting is, you know, with the huge differences that
there have been in a few years since whey val ue took off,
you know, why can't -- when they could nmake it on that $.30
or $.40 difference why can't they do it today?

You know | hear a | ot of accusations, very anti

co-op and so I'mjust going to take a few m nutes and di spel

sonme of those. But before | do that, you know, |'m not
going to spend too nuch tinme tal king about -- you've heard
it plenty of times today. |[I'll just reaffirmthat it's a

dire situation with dairynen
Also too | just want to note a few things. As far
as |"'maware of, this is the first tinme the Secretary has

ever called a hearing on her own, that I'maware of. You

know, | can't think of another tinme. | mght be m staken.
And secondly, you guys' |ine of questioning is
ki nd of hopeful, actually. | have never heard questioning
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i ke that before of all the hearings that |1've cone, so it
gives ne a little bit of hope. But, you know, a | ot of good
guestions about production and where we're going.

You know, |istening to the processors today you
woul d think that we have got it made and everything is great
and they are going to hell in a hand basket, you know. And
there seens to be this nentality of attacking the co-ops,
you know. John Jeter today saying that co-ops were favored
inall this. WIlI, you know, if you | ook at the price of
the 4b versus the Cass IlIl | would say the cheese plants
were favored in this, you know. | could tell you about why
we sold our plant in Tulare. | know exactly why we sold it,
you know. | could tell you a lot of stuff about that.

But back to the dairymen. The dairynmen are fed
up, their hearts are broken. You know, for people that |ove
cows there is nothing that can replace the relationship you
have with your herd. It's a nulti-generational herd. Your
m | ki ng the daughters and the granddaughters that your
father and your grandfather m | ked. They're heartbroken.

But |ike Pete said, after 2009 and ongoi ng, you
know, issues that we have had - and you heard a | ot of other
dairynen say it today - the conpetition. Were are you
going to put your future? As good as trees are why are you
still messing with cows? That's the nentality. And you saw

that. W saw that when our prices crashed. You could go to
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the sales yards; | was there.

| don't live on ny dairy. | have a partner and
two famlies can't nake a living so | sell senmen. And that
means | get around to a lot of dairynen on a daily basis and
| hear it so | know their nentality. And their nentality is
they can't go on losing equity, you know.

You know, it's what | tell them watching the
ceiling at night. They know exactly what |I'mtal king about.
That means, when you go through those bad years you can't
sl eep because everything that you worked for and your father
and your grandfather is about to go away. And you start
aski ng yoursel f, what are you going to do?

And you think of your kids. You know, Frank
Mendonsa was here earlier. He was hoping his kids would be
a third generation, you know. But then you start thinking
about trees and you get a little hope. And so after a while
your mnd starts to divorce yourself from being a dairynman
you know. Sonebody told nme they figured out m |k would have
to be $40 a hundredweight to be on the level with what the
nuts are bringing. you think about that.

You saw -- |I'mnot hunbled Iike the these guys you
saw today cone in here. M heart went out to all these
dai rynen that sat here, contrast with the processors. And
| " ve got nothing against the processors, they're doing their

j ob, but you saw sone quiet, hunble, hardworking people and
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they're conmng to you guys for help because you guys are the
government and you're supposed to be the referee.

And we have cone here to these hearings over and
over and over again and we are not going to give up. That's
why, you know, a few years ago when this process started |
was against it. | said, you' re not going to get nothing out
of the state, let's start the federal order process right
now. W heard every excuse. The quota, the quota. Well,
Davi d Val adao, Congressman David Val adao fixed that with the
last farmbill; now we are allowed to have a quota in the
federal order system So now that that trigger has been
set, the nmentality of the dairymen in the state nowis, well
let's wait and see what happens.

You know, |eading up to this | ran into a |ot of
dai rynen, hey, what's going on with the federal order. No
one is asking ne about the state; they didn't even know
about this hearing. You know, we just had a hearing, you
know, the listening session in Fresno and up and down the
state, and "Tell me about it, Xavier." So I'mtelling them
about it and I go, "Oh by the way, next week we've got a
heari ng at CDFA" and you should hear the four-letter words
come out of their nouth. They are done. They are finished,
you know.

In dairynen's terns, when you do business with

sonebody and they get the better of you, you say, well, fool
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me once shane on you, fool ne twi ce shame on nme, and that's
exactly how they feel. So, you know, we have plans to go to
the federal order to fix that, keep hope alive.

But it's not about saving dairynen. You know,
it's alittle insensitive and sonme of the people in here
today what |'ve heard them say, you know. W' re not crying
for nore noney. O even the word "fair." sonebody tried to
redesign the word "fair."™ W are not com ng here, we have
never canme here and asked for nore. W have never, we have
al ways asked for what was right, what was ours and nothi ng
nore. And so to have sonebody try to redefine the word
“fair" on a negative |I find that kind of sad after all the
equity that dairynmen have.

So we are not -- us co-op people, we are not
trying to get nore noney because we're greedy, we're trying
to save the industry here, which is you guys' job. That's
you guys' job to keep mlk in the state.

So | don't have to go over all the reasons but if
you drive around Tul are, Kings and Fresno Counties you see
wells going out. | know ny friends and | know the peopl e
there and | see wells, you know. | see rigs out there,
energency rigs punping and a | ot of stuff going. And there
is alot of ground fallow, there is alot. Wlls are
sl owi ng down, you now, they are not punping as nuch

So anyway, noving on. Land O Lakes. A gentleman
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canme in here earlier and really pounded, you know, the co-
ops and Land O Lakes and misstated - |'"msure he msstated -
we made $200 nmillion profit. Well we didn't nake $200
mllion profit on the dairy side. W've got two divisions,
we've got an ag, a seed division and we have the dairy
division and the PL is separate on those.

But here is a good question because they keep
aski ng, you know, why aren't they doing this? Do you want
to know why we don't do what they said about getting nore,
you know, fromthe cooperative systemas far as surcharge?
Do you want to know why? W had -- | was at the | ast MAC
neeti ng, we tal ked about that. And you know why we won't do
it? And | alnost feel they're daring us. Because we'll get
sued. That's why they're so bold to throw that in our face.
They' Il sue us.

You' ve heard of CW? Did you know CAT i s being
sued by Conpassion Over Aninmals? It's a multi-mllion
dollar lawsuit, we've been fighting it. The co-ops at
national m |k, we have been fighting it for years, you know.
We are being accused of trying to mani pulate the market from
killing animals. So you don't think -- you don't think
we'l |l be sued?

And here is what | tell our |egal counsel. Well
they can't win. And you know what conmes back at us? Yeah,

they can't win but it's going to cost mllions of dollars to
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win and we can't afford that.

And by the way, the federal order that we talk
about going to is going to cost Land O Lakes $14 mllion a
year, that neans about $45 nillion a year to CD, and yet we
are for it. Wiwy? Ask yourself why? Do you think our co-
ops like to | ose noney? No.

A few years ago, three or four years ago we had
Mary Ledman. Do you know who Mary Ledman is? She's well -
known in the industry. She did an analysis of California
and she basically said we are going to start going
backwards. Qur CEO of Land O Lakes Chris Policinski asked,
what can we do? W asked. Let's go to the federal order.

WIIl it make a difference? | think what we are
asking for here today is pretty close to what we're getting.
There are sone benefits if we were to do this permanent, you
know. W could keep our systemthat we have had and keep
dairynmen in the state, you know.

As far as the little cheese plants, ny heart goes
out to them But we had AB 31 that they killed that gave
t hem an exenption on a certain anount of mlk. They didn't
want that. |In the federal order they're not going to get
that exenption. And by the way, how many little cheese
plants just like themare in Wsconsin paying $3 or $4 nore
a hundredwei ght for the mlk, with no whey capturing. They

have a dairy farner cone and get it and feed it to their
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heifers. There's hundreds of little cheese plants there.

The Ahl ens, they tal k about an advantage. John
Jeter tal king about an advantage to the co-ops. They're
vertically integrated practically; did you guys know that?
Those are rhetorical questions. |In Texas they bought up al
their former shippers' herds, dairy sites. They're
insulated fromthe market. So are we creating a conpetitive
advantage for themand favoring themnow? | nean, think
about that. They're insulated fromthe market. They're
getting the whol e whey val ue.

They' re buying land, they're building dairies,
they' re expanding. They admitted it. They had to get rid
of 400,000. They're building a plant where nost people now
are afraid to build a plant because they're not sure if the
mlk supply is going to be there. 1've heard from plenty of
processors, we won't build a plant now because we are not
sure about m |k production. But if you ve got the cows and
you' ve got the plant why wouldn't you?

| " m shocked that Pacific Gold, made up of sone
really good dairy farmers, now have shifted their ideal ogy.
As soon as they own a cheese plant they just shifted. And
shifted in a bad way, not even -- not even sensitive to how
many dairy famlies have | ost.

You know, you've heard all about the trees, it's

true, you know, we've already been through all that.
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January, Boca Raton, Florida. This innovation
stuff, David Ahlem spoke. He was asked witten questions

fromthe crowd. A very good question: Can you explain how

innovation will nean -- howit translates to better incone
for dairy farmers. He couldn't answer the question. It
didn't make any sense. It was long and drawn out. It had

so many twi sts and turns you didn't know what he was sayi ng.
So this tal k about innovation and saying the co-
ops haven't. W've built -- CD built a big plant in
Visalia, you can see it when you drive by the 99. Land
O Lakes, we built a big cheese plant. And saying, not
i nnovative. Qur powder plant is state of the art. It nakes
all the powders that the world wants. CDI has built that
too. Not all -- maybe there's nore to do but we are
i nnovative. So, you know, everything you hear here today,
it overwhelmngly, you know, | say is snoke and mrrors.
Make sure | didn't forget nothing because this is
the last hearing. | don't want to wal k out and say, |
forgot.
Ch, | wanted to explain the grinding, the grinder
dairy. Wien Southern Cal -- those weren't grinder dairies
t hose were bull dozer dairies. And they built houses and
nmoved up north and built bigger dairies. They didn't go out
of business, they didn't plant trees.

| can't really speak in Sononma. Maybe w ne grapes
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were just better, nore attractive.

"1l define grinder dairies for you and it's sad
when you drive by them \When you see a pile of rubble. The
grinder dairy is where you' ve had it with the dairy business
and you either sold -- nostly you sold and it's being -- the
dairy is being ground out and it is going to be |evel ed over
and trees are going to be planted on there. That's a
grinder dairy. And that's sonmething new, we have never seen
t hat before.

Thank you for letting me testify today.

HEARI NG OFFI CER SUTHER: Any questions fromthe
panel ?

Thank you for your testinony.

M. Rizo.

M. Rizo, could you please state your full nane,
spell your last nanme and state your affiliation for the
record.

MR R ZG Ivan Rizo, R1-Z-O | amthe CEO and
co-owner of Rizo Lopez Foods in Mdesto, California.

Wher eupon,
| VAN RI ZO
Was duly sworn.

HEARI NG OFFI CER SUTHER: Woul d you | i ke your

witten docunent entered as an exhibit?

MR R ZO  Yes.

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o b~ w N P

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

305

HEARI NG OFFI CER SUTHER It will be Exhibit nunber
59.

(Exhibit 59 was entered into the record.)

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

My nanme is Ivan Rizo and | amthe CEO of R zo
Lopez Foods. Rizo Lopez Foods is |located at 201 South
McCl ure Road, Modesto, California. W produce and market
various varieties of H spanic cheeses and other dairy
products under our Don Franci sco brand and produce sone
private | abel and conventional cheese. Rizo Lopez Foods was
founded in 1990 by ne and ny brother Edwin in Riverbank,
California. The strong acceptance of our products in the
mar ket pl ace over tinme required us to nove from our original
plant/facility in Riverbank to a 130,000 square feet new
facility in Mddesto in 2012. This new investnent not only
i ncluded the Iand and enpty building but also much new
equi pnent. W enpl oy approximately 220 people in the plant
with nore to be hired as we grow in the new plant. W sel
nost of our products through a network of whol esal ers who
supply some of the finest supermarkets fromCalifornia to
Florida. Wiile sales growmh has been noderate each year,
our profit or loss is primarily dictated by the cost of
mlk, as mlk is approximately 60 percent of our total

product cost.
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We strongly oppose the Producer Proposal because
of the financial harmto our conmpany. The mlk price
increase could result in $224,000 to $320, 000 per nonth in
addi tional cost to our conpany. You can see it on
Attachnment A. This annualizes out to a range of between
$2.6 to $3.8 million in additional cost which would reduce
our profit fromcurrent levels by 50 to 70 percent. See
At tachment B.

Qur facility is sized and designed to increase not
only current and new products but al so efficiency over tinme.
The investnent of the new facility and new equi pnent
i ncreased our capital needs greatly over the |last two years.
| f the Producer Proposal cost increases take effect, we wll
not have the profits necessary to fund both current and
future capital investnents. Projects on our |ist include
equi pnent that expands our capacity, inproves whey
processi ng and reduces our need for Gty water that has cost
us over $2.5 nmillion. These projects would have to be "put
on hold" since we would not want to increase our debt | oad
during a time of shrinking profits. W do recover sone of
our whey bit it amounts to only approxi mately one percent of
our total revenue.

Due to the significant anpunt of the increase
requested in the Producer Proposal, the nunber of

conpetitors in the market, and price resistance from
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custoners, the Conpany woul d suffer by having to absorb the
full inpact of the cost increases initially and prices

i ncrease could only be inplenented gradually. Wth the
price increase, we would expect demand to be reduced,
causing a further erosion in our profitability. W expect
our production hours then would need to be reduced froma
five day work week to a three to four day work week. This
woul d equate to a | oss of wages in our conmunity of

approxi mately $215,000 per nonth in our enpl oyees
comunity.

In summary, we are opposed to the producer
proposal because our cost of mlk would result to our
custoners and eventually the consuner rangi ng from
approximately $.07 to $.11 per pound, see Attachnment C, in
order for us to recoup our mlk costs. And all of this
coul d not be passed on i mediately and only increnentally
over time in our highly conpetitive national Hi spanic nmarket
where sales are made or | ost over probably $.0025 per pound
of cheese. W also will not be able to invest in the
capital expenditures |isted above because we coul d not
borrow t he noney needed and put additional financial
pressures on the Conpany. Again, we oppose the producer
proposal as witten. W would support the Dairy Institute
proposal but we prefer the status quo. This concludes ny

t esti nony.
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Thank you, M. Hearing Oficer, and we appreciate
the opportunity to testify before this panel. And we
request to file a post-hearing brief.

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

Any questions fromthe panel ?

MR. SHI PPELHOUTE: Looki ng at your Attachment C.
It appears that you are indicating what the price increase
for your cost would be -- the price increase needed to
recover any mlk price increase at various costs per
hundr edwei ght; woul d that be --

MR R ZO  Yes.

MR. SHI PPELHOUTE: What kind of yield factor?
What products are you using when you devel oped this table?

MR RIZO W are nostly Hispanic cheeses. Qur
basi ¢ products are Hi spanic cheeses, queso fresco, cotija,
panel a and Qaxaca.

MR. SHI PPELHOUTE: So your yield factor is
obviously significantly different than a cheddar cheese.

MR RIZO Yes, sir. But our market is conpletely
different than the cheddar cheese, too.

MR. SHI PPELHOUTE: Sure. 1Is your marketpl ace
pretty saturated?

MR RZO Yes it is.

MR. SHI PPELHOUTE: It's pretty conpetitive with
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ot her --

MR RIZO Yes it is. So we have to go out and
conpete in Florida and the East Coast, which is becom ng
increasingly difficult.

MR SHI PPELHOUTE: That's all | have.

MR. EASTMAN. Go ahead, John.

MR. LEE: How nmuch of your overall sales is out-
of -state sal es?

MR. Rl ZO  About 25 percent.

MR. LEE: Thank you.

MR. EASTMAN. So what do you do with your whey
streamthat cones off of your cheesenaki ng process?

MR RIZO W process sone of it. W do it at 24

per cent .

MR. EASTMAN. So you concentrate it?

MR RIZO Yes, we concentrate it to 24 percent
and then we sell it to another conmpany that further

processes it.

MR. EASTMAN. COkay. Wiat is the pricing based off
of your whey stream how is that negotiated? 1Is it based
of f of the WPC market or dry whey or sone other price
series?

MR RIZO It's based on the Western Dry Wey at
t hi s nonent.

MR. EASTMAN.  Ckay.
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MR. SHI PPELHOUTE: Anot her question | have. On
page 1 of your testinony you indicate that mlk is
approxi mately 60 percent of your total product cost.

MR R ZO  Yes.

MR SHI PPELHOUTE: |'ve heard other fol ks
testimony of 90, 95 percent. So |'m assum ng your product
is much nore | abor intensive?

MR R ZO  Yes.

MR. SHI PPELHOUTE: So your | abor costs are
significantly higher than the other fol ks who may have
testified earlier today?

MR RIZO Yes. Queso fresco, for exanple, takes
a lot of labor to do.

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

MR. Rl ZO.  Thank you.

HEARI NG OFFI CER SUTHER: M. Kasbergen

M . Kasbergen, would you please state your ful
name, spell your last name and state your affiliation for
the record, please.

MR. KASBERGEN. Cornell Kasbergen, K-A-S-B-E-R- G
E-N. | own and operate a dairy farmin partnership with our
son and daughter-in-law in Tulare, California.

Wher eupon,

CORNELL KASBERGEN
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Was duly sworn.

HEARI NG OFFI CER SUTHER: Do you have any witten
testinmony that you would like to enter into the record?

MR. KASBERGEN: No, sir.

HEARI NG OFFI CER SUTHER: Thank you. You may
pr oceed.

MR KASBERGEN. Just a few comments and notes, no
real ly prepared comments.

| think if you look at the California dairy
i ndustry through the '90s and the 2000s we were the envy of
the world. We were the innovators. People canme from around
the world to see our industry. And there was a shift in the
m d- 2000s.

And just to back up, | also own and operate a
dairy farmin Wsconsin in partnership with my brother.

| think in the m d-2000s there was a shift when we
weren't getting the full value of the whey. And | think
it's evidenced by sone production nunbers that from 2008
t hrough 2014 California's mlk production only grew 2.5
percent. |If you take the previous twenty-sone years we
probably averaged 3 to 4 percent. So over that six year
time period a .43 percent gromh rate is pretty flat.
Uncharacteristic of this industry. So what happened?

If | conpare ny mlk prices in California to

W sconsin, which |I provided testinony in May 2012,

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o b~ w N P

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

312

consistently a $2 to $3 difference. Mre noney in Wsconsin
versus California. W are really, really good at what we
do but we cannot overcone a $2 to $3 a hundredwei ght

difference. To even maintain our m |k production during

this time period is phenonenal. | think it's a testanment to
the type of people, business people we are. Phenonenal. No
one would -- | nean, I'mconstantly amazed that we have even

done this. But | think what has happened in the |ast five
nonths is a fundamental shift.

W are on -- we have peaked. | would content
going forward we are going to lose 2 to 5 percent for the
foreseeabl e future, year over year. The only thing that is
going to slow it down would be to give us the noney that
everyone else in the rest of the world pays. A Cass Il or
a 4b whey factor that conmes close to the federal order. Now
this whey factor doesn't get close to the Class Il price,
it's still $.40 short. Probably a historical nunber that
was referenced earlier today.

We hear a | ot about depooling. Hilmar said they
bought 1,000 | oads for underclass. Just did sonme quick
cal cul ations. A thousand |oads at the Texas plant; .15
percent of the mlk production. Insignificant. The
depooling in the federal order only allows a handler to
depool. If we had a simlar law -- if our system was

simlar there would be only one plant that could depool its
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ml k. The co-ops handle the rest of the mlk that goes to
these plants. So all the cheese plants that say, well, they
don't pay -- they are not required to pay the m ninuns.

Readi ng Tom Wegner's testinony froml think it was
the May 2012 hearing as well, his statenent said that al
pl ants regardl ess pay the Class IIl price. The handler
doesn't have to pool the mlk. So when Land O Lakes sells
mlk to a Cass Ill plant in the federal order only Land
O Lakes can depool that mlk, not the plant. The plant
still is required to pay the Class IIl. The sane thing
woul d have happened here in California with simlar rules.

But the m sconception is that those plants don't
pay the mnimum In all the years, in the 17 years that we
have had our dairy in Wsconsin we have never been paid |ess
than Class IIl. W have been paid nore than Class Ill. So
when the Dairy Institute and ot her cheese plants say they
don't have to pay the mininmum they're right. They pay nore
than the mnimum |It's a fact. |If you pay |less than C ass
1l in Wsconsin or anywhere in the Mdwest you woul dn't
have any m | k. Very sinple.

This fundanental shift, we're losing -- we're
losing dairies, we're losing cattle, we're |osing ground
that we can buy feed on. W're farmng |l ess. W ourselves
this year for the first tinme planted 120 acres of al nonds.

You know, our future. | love what | do, | think

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o B~ w N P

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

314

we are very good at it, but as Frank Mendonsa said, we're
tired. | nean, it's evidenced today by probably about a
handful , nmaybe 10 producers out of the 1,500 show up today.
The strong nessage to you and the Secretary, lost faith. W
put a lot of effort going towards the federal order because
we have lost faith in you to be the referee, because you
haven't been fair and equitable, as evidenced by what's
going on with m |k production.

Cattle are leaving the state. Wen dispersals
happen, 60 to 70 percent of the cattle are leaving. A 5,000
cow dairy in Bakersfield, a grinder dairy that was probably
10 years old, state of the art, 1,500 acres, gone; nore
com ng.

|, like ny good friend Xavier Avila, hope this is
the last hearing that we have. |'moptimstic that we are
going to have a federal order that will fix what you have
the power to do and have had. But for whatever reason you
have decided to put this industry on the edge and you have
pushed it over the edge. And it's sad because we' ve got
dairy producers that are the best in the world at what they
do but we cannot overcone, you know, the $1.80 a
hundr edwei ght or $2 a hundredwei ght that we're getting short
on the 4b price.

| would hope you would find it in your wisdomto

-- you have the power to correct it. You have the power to
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at least hold this production where we're at. Because if
you don't and we've got the 2 to 3 percent, we're going to

| ose production. And what we have done, one thing |I did

fail to nention. Over that 2008 to '14 tinme period where we
only grew 2.5; Wsconsin grew 13.5. The United States grew
8.4. W have given up market share. You know, we went from
11 percent nmarket share to 22 because we were cl ose on
pri ci ng.

But when you di scount pricing. And we have held
our own for awhile but you can see the witing is on the
wall. | think the producers in Wsconsin are probably happy
because they' ve taken advantage of this just |like we have.
| have a nei ghbor, a neighbor here in California mlKking
4,000 cows, just pulled a 5,000 cow permit 30 mles from our
dairy in Wsconsin. The cows are going to Wsconsin,
they're going to go back home. | hope they don't have too,
it's too damm col d over there. The weather is a |ot nicer
here.

| just hope you find it -- you have the power to
save this industry froma lot of pain. Because we are going
to go through a I ot of pain again. | alnost feel like it's
"09 all over again. And we experienced a hell of a |ot of
painin '09 and I don't -- it's not necessary, we don't have
to go through it. Wy should we bear the brunt of pricing

of this pricing systemwhere we don't have a fair shake.
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It's like giving sonebody a 50 yard head |ead in a 100 yard
dash. We're good but we're not that good.

| was sitting here listening to the plants and the
processors and thinking, we must have the nost efficient
dairynmen in the world and we've got to have the nost
inefficient clients because they can't nmake it |ike the rest
of the world. Thank you.

HEARI NG OFFI CER SUTHER: Are there any questions
fromthe panel ?

Thank you for your testinony.

M. Rutherford.

M. Rutherford, will you please state your ful
name, spell your last name and state your affiliation for
t he record.

MR RUTHERFORD: John Rutherford, RUT-HE-RF-O
R-D. | amDairy Procurenent Director with Al ouette Cheese
Wher eupon,

JOHN RUTHERFORD

Was duly sworn.

HEARI NG OFFI CER SUTHER: Do you have any ot her
mat eri al s other than the one you have presented?

MR. RUTHERFORD: | do not.

HEARI NG OFFI CER SUTHER It will be Exhibit nunber
60.

(Exhibit 60 was entered into the record.)

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o b~ w N P

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

317

HEARI NG OFFI CER SUTHER: You may proceed.

MR. RUTHERFORD: | am John Rutherford, Dairy
Procurenent Director for Alouette Cheese USA. | handle the
purchasing of the mlk, cream nonfat dry m |k and ot her
dairy ingredients that are supplied to our three facilities
as well as the dairy econom cs and policy issues that inpact
Al ouette.

Al ouette Cheese USA, or AC-USA, owns three
manufacturing facilities which are | ocated in New Hol | and,
Pennsyl vania, Lena, Illinois and City of I|ndustry,
California. W enploy about 250 people over these
| ocati ons, produci ng gournet cheese spreads, soft-ripened
cheeses, goat cheese and cream cheese. Qur plant in Cty of
| ndustry is known as Fleur de Lait-Wst, or FDLW and
produces not hing but cream cheese.

AC-USA sells into all major marketing streans,

i ncl udi ng whol esal ers, grocery and club stores, food service
and industrial customers. The production from FDLWi s
primarily bul k packaged for industrial and food service
custoners in the Western half of the U S. W also support a
growi ng export business fromthis |ocation.

| am concerned with the effects that the proposals
bef ore CDFA today would create for Fleur de Lait-Wst. The
whey not captured in our cheese is actually of negative

value to us, so the prospect of being forced to pay nore is
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not appeal i ng.

Whey not included or captured in our cheesenaking
is lost. It is separated fromthe curd, collected and
haul ed away at our expense. A mnority of it, approximtely
one | oad per week, is hauled away at no charge to a conpany
that has a use for it in their process. However, the
remai nder is hauled away. WE pay for 100 percent of this
cost and there is no paynent back to us for the contents.

It is inportant to note that not all whey is
created equal. The whey from cream cheese production has a
| oner pH, which creates issues for further processing.
Unfortunately, Low Acid Wey, or LAW cannot just be
commingled with whey fromother plants. It cannot even be
diluted into a larger volunme of "regular” whey for further
processing. Wen it is processed, it nust be with other |ow
acid whey. | have read. because it has actually been an
internal project for nme, that there are markets and uses
where dried low acid whey is preferred, but to date this
mar ket has not been interested in Alouette as proved by zero
calls from anyone | ooking to add our |ow acid whey to
theirs. W are not |arge enough to make it economcally
feasible to invest in the equipnment to do this oursel ves.

We are not the market |eader in the cream cheese
mar ket segnment in ternms of volune produced and sold. As

such, we are nore of a price taker. W are not able to set
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the market price, instead it is set for us by the market.
We nust produce and distribute our product within this
boundary al ready set by the market while |eaving enough
margin available to provide a return for this activity.

When the price of one of our ingredients is raised
wi t hout any inprovenent in its performance, there can only
be a negative inpact on our margin. This reduces the return
on the investnment in the plant. A reduced return neans | ess
is avail able for ownership, |less retained earnings avail abl e
for future investnent and | ess payback for future activity
of the plant.

Reduced payback, leading to cuts in investnent in
the plant underm nes the long-term conpetitiveness of the
plant. Qur best option would be to review and possibly
refornul ate our reci pe and hence a change in our final
product. |If we were tal king about a new recipe to allow a
nore efficient cost or develop a valued attribute, there
woul d be a future benefit. But when it is only to danpen or
avoi d the negative effect of a price change it is not a
given that this would reflect well in our future sales
volune. Most likely a refornulation would be away from raw
m |k, towards sone other dairy ingredient.

In summary, the effects to FDLWof increasing the
cost of whey are all negative. W would have an increase in

the cost of mlIk for our product that does not offer any
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recoverabl e benefit. Thus, our margin will be reduced as
will be the long termviability of our plant, at |least as a
facility located in California. W can attenpt to change
our recipe but at best this would only reduce sone of the
price effect and coul d change sone characteristics of our
pr oduct .

For the reasons above | urge Secretary Ross not to
i npl enent either proposal. Both proposals are the
equivalent to a tax on our facility for manufacturing with
California produced mlk. Although at least in theory a tax
means noney is collected to fund some greater good. In this
case, Alouette receives no benefit, only the cost. Alouette
Cheese is looking for opportunities to drive costs out of
our production, not add them

If we had to choose between the two proposals, our
choice is clearly to the Dairy Institute proposal. The
Dairy Institute proposal is certainly nore reasonabl e than
the CDC/ MPC/ WUD proposal in that it represents a cost |
m ght be able to pass off if there was sonmeone willing to
pur chase our whey for further processing. The CDC MPC/ WUD
proposal seens to expect that any plant, no natter its size
or products, will be able to produce and market the whey
that it otherw se pays to dispose.

Thank you, Secretary Ross and nenbers of the

heari ng panel, for the opportunity to present my testinony
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t oday.

HEARI NG OFFI CER SUTHER: Any questions fromthe
panel ?

MR LEE: Yes. |I'd Ilike some clarification from
you regardi ng your plants in Pennsylvania and Illinois. Are

they simlar plants to the one in Industry?

MR. RUTHERFORD: The plant in New Hol | and,
Pennsyl vani a, yes, that is where we do our gournet spreads
as well. That's the other facility where we primarily make
cream cheese. Lena, Illinois is the soft-ripened and
actually where we make the goat cheese too.

MR. LEE: Do those plants al so have the sane issue
wi th whey, disposal of whey?

MR, RUTHERFORD: Yes.

MR. LEE: Do you handle it simlar to howit is
handl ed at the California plant?

MR. RUTHERFORD: For the plant in New Hol | and,
yes. W pay to have it hauled away and it goes to a slight
different -- it actually goes into a nethane digester in New
Holland. In Illinois, part of our whey was able to be
captured and delivered to a plant that was doi ng sone
further processing with it until anytime here we are about
to have the plug pulled on that. | got a call |ast week.
Well, we were able to sell it. Now they are saying that due

to the decreased whey market the best they can offer us is
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to haul it away, which is still better than paying to have
it haul ed away. That would be the whey from our soft-
ri pened cheese so it's slightly different anyway..

MR. LEE: To the best of your know edge, when you
procure mlk in those |ocations, the out-of-state |ocations,
do you normally pay the federal Class Ill price or is it a
| oner price or a higher price?

MR. RUTHERFORD: Generally we pay the Cass I
price. Qur average cost of mlk would be a little | ower
than that in Illinois where sone of the year -- because in
the springtinme we have instituted a project where we can --
during spring flush it is quite comon to be able to buy
m |k at underclass. So depending on how the discounts are
running we will nake sonme extra cheese then. | amnot able
to do that in New Hol | and.

MR. LEE: Thank you.

HEARI NG OFFI CER SUTHER: Any further questions?

Thank you for your testinony.

M. Door nenbal .

M . Doornenbal, would you please state your ful
name, spell your last name and state your affiliation for
the record, please.

MR. DOORNENBAL: M/ nane is Ri en Doornenbal, the
last nane is spelled DOORNENB-AL. |I'ma dairyman

from Escal on
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Wher eupon,
Rl EN DOORNENBAL
Was duly sworn.

HEARI NG OFFI CER SUTHER: Wul d you |ike these
docunents entered into the record?

MR. DOORNENBAL: | woul d.

HEARI NG OFFI CER SUTHER: They wi || be Exhibit
number 61.

MR. DOORNENBAL: Thank you.

(Exhibit 61 was entered into the record.)

HEARI NG OFFI CER SUTHER: You may proceed.

MR. DOORNENBAL: So | am here today to support the
proposal nade by Western United Dairynmen, M|k Producers
Council and CDC to change the whey val ue calculation as it
relates to the 4b price.

| would Iike to make a couple of conmments on sone
of the testinony that | heard today. First of all, Dr. Erba
tal ked about the Departnent's concerns. M words woul d be,
the Departnent's preoccupation to bal ance the state's mlKk
supply through the pricing system Dr. Erba nade a comrent
that | have often thought nyself and believe strongly nyself
that it is not the Departnment's job to control the supply of
the mlk, that is the job of the co-ops and of the
processors. And they can easily do that and have done t hat

t hrough the base systens and through contracts.
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Anot her person that testified that | would like to
comment on is Tom Barcell os, one of ny fellow dairynen. |
am here nostly to talk to you about what's happening in ny
area of the state. It's quite a ways from Tom where Tom
lives. But what is happening in ny area of the state is
exactly the sane thing that's happening in his area in that
there are a ot of us dairynmen that are waiting to see what
is the outcone of this hearing. W're waiting to see what
will be the outcone of the proposed federal m |k marketing
order. W are not going to continue to produce mlk at the
prices that we are receiving relative to the prices that
ot her dairymen receive in the rest of the United States.

Frank Mendonsa testified that the m ndset of the
producer conmmunity has changed since 2009. And | amhere to
tell you that | couldn't agree with himnore. 1 was at a
weddi ng recently and talked to a rather prom nent dairynen
froma very promnent dairy famly and he said, we're done
expanding the dairy business in California. W'II|l keep
m | king cows but we are not interested in expandi ng our
dairy business. W are going to be working nore on
per manent crops, we are going to be working on farm ng ot her
crops. One of the crops that he is really interested in is
farm ng tomatoes. And this was a | arge dairynan.

The smal |l er dairynen are also struggling with the

sanme i ssue, what are we going to do? They know that they
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cannot, that it is not worth it to be in business in
California and receive a price that is continually | ower
t han the surroundi ng states.

| believe at one tine we could produce m |k here
in California for less than other states. | think that when
| really think about the reason -- and | have to go back
because al though I wasn't in business yet when m |k pooling
started in California | was old enough to be aware of that
event. And | actually went in business with ny dad, ny
father, in 1975 so | have seen this business, this dairy
business in California grow by | eaps and bounds.

And | never dreamt that in ny end gane -- |'m 64.
| think that in nmy career |'mprobably in ny end gane.
never dreant that | would see what |ooks like to ne the
death of the dairy industry in California. Another thing
you realize when you're 64 is that |ife can throw you sone
strange curve balls once in a while, you just have to |learn
tolive withit,

| believe that one of the reasons that the dairy
i ndustry could produce mlk for less than the rest of the
country at one tinme really didn't have anything to do with
cheaper costs of goods. | think what it had to do with, we
were on the cutting edge here in California as far as
| earni ng how t o nanage and operate | arge herds. That was

our, that was our advantage. And as Cornell stated, the
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dairy industry in California at one tine was the envy of the
rest of the country. So the rest of the country cane here
and they | earned; they |earned howto dairy the way that we
wer e dairying

And the only difference today if you | ook at the
facilities of an efficient dairy - as efficient as you can
be in California - and an efficient dairy in Wsconsin, and
Cornell has both; the only difference is they put an end --
they cap the ends of their free stall barns and they have
side curtains so they can control the winter. For the rest,
the mlking parlors are the sane, the inside of the free
stalls are the sane, the rations are very simlar. So we
are not nore efficient anynore than the rest of the country.
W just can't take a lower price for our mlk that perhaps
at one time we could because we nade it up with efficiency.
It's not that we have gotten less efficient it's that the
rest of the country -- And | was in Europe a couple of years
ago and they are also -- they have al so becone very
efficient as far as how they produce mlKk.

Most of my -- nost of ny fellow dairynen in the
Escal on area are diversifying into permanent crops. Now
this is not because, necessarily because permanent crops are
so lucrative. This is because they are just sick and tired
of the dairy business. And they are hoping, they are hoping

that things mght just change. But they are also realistic
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enough to know that things won't necessarily change.

Now | have given as ny exhibit, the top picture,
if you would ook at it. That was a dairy | was -- | took a
picture of that dairy yesterday. And what you see there,
you see corn growi ng; in the background you see a free stal
bar n.

Now i f you please woul d, please take a | ook at the
second picture. That is the exact sanme dairy. That is the
exact sane free stall barn except it's taken fromthe
opposite side of the dairy. And | would ask anyone of you
fromthe panel to volunteer, what do you see growi ng on that
side of the dairy?

MR. SHI PPELHOUTE: Dependi ng on whi ch one, nunber
two, one of themis alnonds and one is wal nuts.

MR. DOORNENBAL: The third one is wal nuts, let's
not tal k about that quite yet.

Also if you notice on the top of that free stal
barn you'll notice that the roof is deteriorating. Wat you
see there, and | have known this dairyman all ny life,
haven't talk ed to himin a couple of years, but the picture
tells nme the story. The picture tells ne a |ack of
commtment to the dairy industry. And | know this guy, he
is a true-blue dairynen, he loves his cows. You know what,
he doesn't | ove them enough to go broke. He's | ooking.

He's | ooking for another avenue so he can nake a |iving.

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o B~ w N P

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

328

The third picture is a picture that I took on ny
own dairy. You see walnuts growing there. And behind the
wal nuts you see a silage pile and behind the silage pile you
see a hay barn, okay.

| was at this exact same spot a couple of years
ago and | testified that | had changed the nane of our
busi ness from Doornenbal Dairy to Doornenbal Ranches because
we were diversifying. W have diversified into growi ng for
our cows. W are also diversifying into permanent crops.

It was kind of hunorous to ne because later | heard feedback
fromone of ny fellow dairymen who sees sone of you or sees
t hose of you on the panel nore often than | do and he said,
you know, that Doornenbal guy, that ranches guy, you know,
he's a really smart guy, he's diversifying. Wen | heard
that I was just, | was floored because you didn't get ny
point. | wasn't diversifying just to be diversifying, | was
trying to figure out how |l was going to make a |iving
because it didn't look like the dairy business was going to
do it.

And I"'mlike Cornell and |I'm not ashaned to say
it. I'"mgood at what | do and we have a good crew of people
t hat make our dairy good at what they do. But we can't do
it for |l ess noney than what the rest of the country gets.

W have four children. Two of our sons decided to

go in the dairy business. And | said, you know what, you go
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wor k for sonebody else. And if you still behave yourself,
you can prove what you can do, I'll see if | can help you
get started on your own. They canme back to nme, they said,
Dad, we want to start sonewhere el se. Gkay, where are we
going to go? You know what they said? Individually,
anywhere but California. Okay, anywhere but California.
And t hat was before we had sonme of these mlk price
debacles. That started out with the regulations. So the
ol dest one started in another state in 2008 and | ater on his
brother followed himto another dairy out of state.

And we hear -- |'ve heard a lot of tal k today

about that a |lot of dairynen -- what the dairynmen get paid

in other states is not the Class Il price and what the
processors pay is not the Class IIl price because of all the
depooling that goes on. Well I"mhere to tell you, and I
swore to tell the truth, that we have never -- ny sons have

never, as long as they have been in business out of this
state - one of themstarted in 2008, the other one in 2012 -
have never received less for their mlk, and it goes into
cheese, than the Cass Ill price. Not one nonth; not once.
So | don't know what's going on, all these stories, but
that's what | know

| think one of the nbst disheartening things to ne
about being in the dairy business in California is dealing

with this departnment. Mght | read to you the California
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Food and Ag Code Section 62062? You know what |'mgoing to
be reading to you. It says: "The nethod for fornmulas shal
be reasonably calculated to result in prices that are in a
reasonabl e and sound econom c relationship with the national
val ue of manufactured m |k products.”

So here | have in front of ne the Hearing Panel
Report and it's based on the public hearing held here on May
31 and June 1 of 2012. So we addressed this issue of having
a mnimmprice for manufactured products that had a
reasonabl e and sound econom c relationship to the
surroundi ng states was addressed here.

An anal ysis of the correlation between C ass 4b
and Cass Ill - which would be Federal Order Class Il -
prices shows that the current Cass 4b price is highly
positively correlated and noves closely with the current
Class IIl price. A positive correlation inplies that as one
price noves up or down the other price noves in the sane
direction.

Now here is the part that nakes -- a couple of the
producers tal ked about trust. This is why we don't trust
you. Although the spread between the two prices has grown
in recent years the correlation has renmained relatively
consistent, indicating that the two prices continue to
mai ntai n a reasonabl e and sound economi c rel ationshi p.

| amgoing to respectfully tell you as
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representatives of Karen Ross that that explanation that
even though Class 4b and 111, even though that spread has

i ncreased, the fact that that spread is becon ng nore and
nore constant with each other or it doesn't vary as nuch as
what it used to, that that's what it nmeans to naintain a
reasonabl e and sound econom c relationship? | amgoing to
tell you respectfully, and 1'd like you to pass this on to
the Secretary, that is an insult to the dairynmen's
intelligence.

Cornell says we have lost faith. W have. W
have lost faith with this departnment; we have | ost faith.
This is the second tinme that | have testified to this issue.
| am not a person who wants to grovel. | amnot going to
get on ny hands and knees and | am not going to beg. This
is ny second tinme here; this is the last tinme that | am
going to be asking you to do somet hi ng about the 4b price.
Because | don't have time to fool around with you guys
because there are other things to do. There are other
pl aces to invest the noney, there are opportunities. So the
deci sion of what happens to the California dairy industry
right now, you have a huge responsibility.

(Appl ause.)

HEARI NG OFFI CER SUTHER: Thank you for your
testimony. We will now take a real quick five mnute break

and they we will be back with Rob Vandenheuvel .
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(OFf the record at 5:48 p.m)

(On the record at 5:56 p.m)

HEARI NG OFFI CER SUTHER: W are now back on the
record. It is 5:56.

M . Vandenheuvel, could you please state your ful
name, spell your last name and state your affiliation for
the record, please.

MR. VANDENHEUVEL: Yes. The nanme is Rob
Vandenheuvel, V-A-N-D-E-N-HE-U-V-E-L; | amthe Cenera
Manager of M| k Producers Council.

Wher eupon,
ROB VANDENHEUVEL
Was duly sworn.

HEARI NG OFFI CER SUTHER. Do you have any ot her
statenents, witten statenents, other than the one you' ve
presented you'd |i ke entered as an exhibit?

MR, VANDENHEUVEL: No.

HEARI NG OFFI CER SUTHER It will be Exhibit nunber
62.

(Exhibit 62 was entered into the record.)

HEARI NG OFFI CER SUTHER: You may proceed.

MR. VANDENHEUVEL: Thank you. Hearing Oficer and
Menbers of the Panel, ny nanme is Rob Vandenheuvel and | am
t he General Manager of MIk Producers Council, a nonprofit

trade association representing California dairy farmers.
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| amgoing to skip a little bit through ny witten
testinmony, a lot of these itens have been covered, one of
the perks of being later in the day.

Qur dairy famlies appreciate the Secretary
calling this hearing on her authority under the Food and Ag
Code. We believe the testinony we are about to give, as
wel | as that of the other producer groups, i ndividual
producers and cooperatives, wll provide anple evidence that
a significant upward adjustnent to the Cass 4b nonthly mlKk
price calculation is warranted.

Before going into the details of the producer-
sponsored proposal, the hearing notice published by CDFA
asked that we provide "the econom c conditions that would
support adjustnents to the current C ass 4b pricing
formula.”

The nost | ogical place to start is an anal ysis of
CDFA' s own published Cost of Production conpared to the
average prices paid throughout the state. |In fact, as
referenced in the CDFA s notice, the Code specifically
directs the Secretary to consider the "reasonabl eness and
soundness” of California's mlk prices - the conbined i ncone
fromall classes - in relation to the cost of producing mlKk
and incorporating a cost of managenent and a reasonabl e
return on necessary investnent.

You can see the table below there. Those are
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figures fromthe cost of production unit. Both the Cost of
Production noted there per hundredwei ght And the MIk Price
Recei ved, which is a calculation using the Income Over Feed
Cost to add back the feed cost. That's the mail box mlk
price that applied to those dairies that were surveyed. You
can see that over the course of 2008 to 2014 there were sone
hi ghs and there were sone | ows, with an average of $.77 per
hundr edwei ght | ost each and every year for that seven year
peri od.

The next table applies these figures to a sanple
dairy with 1,000 m |k cows, producing an average of 70
pounds of mlk per cow per day. Wile a summary of the
annual data appears here, a nonthly breakdown is attached to
the testinony. You can see there taking that $1.87 loss in
2008, a $5.05 loss in 2009. Move over to the next category,
a 1,000 cow dairy would be affected in those two years by a
$481,000 loss and a $1.28 million loss. So you take that
all the way through the seven year period. And a dairyman
that theoretically started in 2001 m |l king 1,000 cows at 70
pounds of m |k per cow per day over that seven day period,
if they started January 1 of '08, they could be expected to
be $1.37 million in the hole today, given the cost and price
data in CDFA's own Cost of Production Unit.

That next table there is a Iinear graph show ng

that. And you can see while 2014 was a strong year for mlKk
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prices, in the context of the past several years we are
still an industry very nuch trying to recover.

CDFA's Cost of Production Unit has not yet
publ i shed the first quarter of 2015, it's expected to be
publ i shed later this nonth. However, we do know, as has
been noted several tinmes today, that the prices paid to
dairy farmers since the fourth quarter of 2014 has dropped
significantly.

Some might point to the general U. S. dairy market
trends as a source of the volatility. Wile there is
certainly a cyclical nature at play generally in the U S.
dairy industry, California dairy famlies have been
realizing lower mlk prices than our out-of-state
col | eagues. CDFA nmaintains data on the mailbox mlk prices
in California, conpared to other select regions of the
country. On the next page you can see a printout of the
nost recent, the 2015 nail box data. | did include an
attachnment to this testinony showi ng the past several years.
| included 2015, however, in this narrative because this is
a hearing about current costs and the current chall enges.

As denonstrated by this information, the current
state of the industry isn't sinply a story of a national
trend downward, but rather a significant di sadvantage to our
out-of -state conpetition. Wen conpeting with dairy

i ndustries in other states, whether that be for animals or
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feed, our California producers are at a significantly weaker
relative position than our conpetition. |In addition to
price al one, another indicator of this is the conparison of
California' s production growth conpared to other states.

And you can see | have presented there data on
production in California versus the United States. Cornel
Kasbergen a few m nutes ago gave very simlar data so |
won't go into that but that's over the |ast seven years, the
total cunulative growmh for California versus the U S. And
it is also worth noting that the nunber in the U S. includes
California. California brings that average down but we are
a major contributor to that nunber. So the 80 percent of
the m |k produced outside of California would have an even
| arger growth than that.

The next page, page 4 there, shows the nore recent
data, January, February, March and April. Show ng the Year-
Over-Year declines in California versus the Year-Over- Year
gains in the US And again the U S. nunbers do include
California so it would be even nore pronounced if you took
California out of that U S. cal cul ation.

Need for a Significant Adjustnent to C ass 4b.

Today's hearing is correctly focused on the one
area of the California pricing systemthat warrants
i mredi at e and significant adjustnment by CDFA. The current

Class 4b formul a generated a nonthly mnimum price for
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approximately 45 percent of the pooled mlk sold in
California. Those sales to California manufacturers of
cheese and whey products clearly represent a significant
portion of the inconme or the overall revenue of the
California dairy famlies.

Section 62062 has been frequently referenced by
producers in discussions about the 4b price. | amnot going
toread it again but it deals with a reasonable and sound
econoni c rel ationship.

In evaluating this requirenent of the Code, the
first issue is to identify an appropriate benchmark for the
national value. The reasonable relationshipis to a
national value so what is an appropriate national value? In
the case of cheese and whey products -- mlk sold to
manuf act urers of cheese and whey products, producers have
| ong argued that the Federal Order system provides an
appropriate benchmark. There are two primary justifications
for that argunment: 1, the federal order nonthly m ni num
price serves a simlar function to the California nonthly
m ni mum prices; and 2, a significant volunme of mlk produced
and sold outside of California falls within the federa
order jurisdiction.

First, the function. Wile federal orders are not
identical to the state order here in California, they do

publish monthly mnimumprices for mlk sold to
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manuf acturers of cheese and whey products, the Federal O der
Class IIl price. This mninumprice applies to mlk that is
regul ated under the various pools operated by the ten
federal orders around the country.

Second, the volune. According to USDA, the tota
U S. mlk production in 2014 was 206 billion pounds. About

42.3 billion pounds was produced in California, |eaving a
net of 163.7 billion pounds of m |k produced outside of
California. USDA, and | included this docunent as an

attachnment to the testinony, reported that 129.4 billion
pounds of mlk were received | ast year by handl ers regul at ed
under the ten federal orders. That neans approximately 79
percent of the m |k produced outside of California is sold
to handl ers regul ated under the federal order system All
ten federal orders use the same formula in calculating a
Class Il hundredwei ght price.

Wth the recognition that the federal price is, in
fact, an appropriate benchmark on which to neasure our 4b
agai nst, the next step is determ ning what a "reasonabl e and
sound econom c relationship” is. MC would submt the
foll owi ng considerations in substantiating the |ack of a
"reasonabl e and sound econonic rel ationship” when conparing
the 4b price to the Federal Order Class II1.

First bullet: From 2000 to 2009 the California 4b

price averaged $.41 per hundredwei ght bel ow t he Federa
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Order Cass Il price. From 2010 to present that gap has
wi dened to $1.82 per hundredweight. W would ask how t hese
two starkly different scenarios can both be considered a
"reasonabl e and sound econonic relationship"?

Second bullet: From 2000 to present, the other
mai n manufacturing class of mlk, Cass 4a, averaged $.30
per hundredwei ght bel ow the Federal Order Class IV. Wth
t he exception of '07, when a gap of $.96 per hundredwei ght
occurred due to sone extraordinary circunstances, there
hasn't been a year when the average C ass 4a price was nore
than $. 44 per hundredwei ght bel ow t he Federal Order dass |V
price. From 2010 to present, the gap has been $.24 per
hundr edwei ght. W woul d ask again how a $.24 per
hundr edwei ght gap can be a 'reasonabl e and sound econom ¢
rel ati onship”" for C ass 4a manufacturers, who by the way
nost of which are dairy-owned plants currently, while during
t he same period maintaining a $1.82 per hundredwei ght gap
for C ass 4b manufacturers.

Prior hearing panel reports on this issue have
i ncl uded conment ary about the various pooling rules in
California conmpared to the Federal Order systemas the main
justification for the large gap in Cass 4b versus Federal
Order Cass Ill. However, those sanme pooling differences
exi sted in 2000 to 2009 when the relationship between those

prices was nmuch closer. Further, those sane pooling
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differences existed for California's Cass 4a mlk, which
has mai ntained a much cl oser rel ationshi p.

The bottomline is that MPC and the California
dairy famlies we represent believe there is no
justification for the significant gap we' ve seen between
California's Class 4b price and the Federal Order C ass |1
price. That is why MPC and our fell ow producer
organi zati ons and cooperatives have strongly supported the
Secretary's decision to focus solely on the O ass 4b fornul a
in considering price adjustnents in this hearing.

The Producer Proposal.

G ven all the discussion above, MPC woul d
certainly have liked to present a permanent proposal that
resulted in a Cass 4b price equal to the nonthly Federal
Order Class Il price. However, given the specific
limtations included in the hearing notice that al
proposal s be tenporary in nature and only the whey-rel ated
cal cul ations may be adjusted in the hearing, we testify
today in full support of the joint proposal submtted by
California Dairy Canpaign, Wstern United Dairynmen and
oursel ves. Testinmony has al ready been provided earlier
t oday by Annie AcMbody of Western United Dairynmen, delving
into the details of the unified producer proposal.
Therefore, | would sinply echo Ms. AcMbody's conments with

regard to those details.
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As to the inpacts the proposal would have on
California's prices, | would refer to the summary docunent.
It's got a long title but it's the docunent that was put out
as a background packet by CDFA staff prior to this hearing.
The anal ysis shows that under the producer proposal, average
Cl ass 4b prices over the past five years woul d have been
$1.46 higher. Over that sane tinme period the average O ass
4b price at $16.36 a hundredwei ght average for that period,
was $1.84 bel ow the actual average Federal Oder Cass Il
price, which was $18.20 during that tine period. Taking al
this information into account we can see that had the
producer proposal been in place the past five years the
average 4b price would have still, despite all the testinony
we' ve heard earlier today about the huge increase, it still
woul d have been $.38 a hundredwei ght bel ow t he Federal Order
Class IIl price. A nuch smaller margin, which is why we
support this proposal, but a continued discount. The CDFA
data is consistent with our own internal analysis, which
showed t hat addressing only the whey-related portions of
the forrmula woul d continue to result in a discounted 4b
price, relative to the Federal Order Class IIl, albeit at a
much smal | er di scount than we currently see.

In addition to the inpact directly on the 4b
price, CDFA s anal ysis shows that the inpact the proposal

woul d have had on the Overbase prices: an average increase
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of $.67 per hundredwei ght higher for the period of 2010 to
2014. Now there is no way t get that noney back that we've
| ost, the tinme has past, but it is an interesting analysis
showi ng the $. 67 that the proposal woul d have provided in
that five year period versus the $.77 gap between the cost
of production and the mlk price received during that tine
period. it would have gone a long way in closing that gap
and putting our producers on nmuch nore sound footing
financially.

On a nore current basis, using May 2015 mar ket
data, we see that the Dairy Market News price for Wstern
dry whey was $.4325 per pound. The current 4b price
generated a $14.63 per hundredwei ght price, while the
producer proposal - if in place - wuld have generated a
price of $15.56, a $.93 per hundredwei ght inprovenent. That
woul d still represent a discount to the May 2015 Federal
Order Cass Il price which was announced today ta $16. 19,
but woul d provide the i mredi ate adjustnent to current
pricing levels that MPC and our fell ow producer groups and
cooperatives woul d hope the Secretary would support.

The Dairy Institute Proposal

In addition to the unified producer proposal, MPC
has had an opportunity to review and anal yze the proposal
submtted by the Dairy Institute on behalf of the dairy

manuf acturers they represent. W believe this proposal
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falls significantly short of what producers believe is
appropriate for this hearing, both in its proposed changes
and in the length it suggests.

First, the proposed changes. The Dairy Institute
proposal ains to utilize the market value for Wiey Protein
Concentrate 34 percent in calculating the Cass 4b pri ce.
However, in the context of this hearing, with only two weeks
since we first saw the proposal, we really have no ability
to thoroughly anal yze the inpact this change woul d have
conpared to the historical use of a dry whey price series.
The data we currently lack for dry whey, such as
manuf acturing costs or prices received by plants, would
equally apply to WPC34. Wil e the background packet
di stributed by CDFA staff prior to this hearing did include
sonme volumes of WPC produced, it was for all products of 25
to 89.9 percent protein conposition.

The cover letter submtted by Dairy Institute with
their proposal stated that there are California plants
selling liquid whey that is nore closely tied to novenents
in the price of WPC34, but we don't have any real data to
verify or analyze that. Further, that alone is not an
adequate rationale for fundanentally changing the price
di scovery nechanismin the Class 4b price. | would note
that according to CDOFA's Dairy Information Bulletin, cheddar

cheese made up only 15 percent of all cheese manufactured in
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2014, and that included all types of packaging, fromthe 40
pound bl ocks to be sold at bulk prices to individually
packaged fini shed products sold at higher prices per pound.
Mozzarella actually nade up nearly 59 percent of all cheese
manufactured in California |ast year. So under the Dairy
Institute's logic is it still appropriate to use 40 pound
bl ocks of cheddar cheese as the input to the C ass 4b
formula when a majority of the actual cheese bei ng produced
is Mbzzarella, a higher value product with significantly
nore noisture, resulting in much higher yields of cheese per
100 pounds of milk. That's obviously outside the scope of
this hearing, but it's a question worth asking in the
context of the Dairy Institute's supporting docunent for

t heir proposal.

It is also worth noting that a change fromdry
whey to WPC34 for a tenporary period could create additiona
instability in the relationship between our 4b prices and
the Federal Order Cass IIl as the Federal Order system
continues to utilize dry whey in their formul a.

Second, the length of the proposed changes. The
notice of the hearing allows for proposals with effective
periods up to 24 nonths in length. Wile the joint proposal
| ays out a 24 nonth effective period, the D C proposal
limts it to only six nonths. MPC believes that a six nonth

period is far too short and woul d encourage the Secretary to
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i npl enent the decision for the nmaxi num 24 nonth peri od
al l oned under the rules of the hearing. It's worth pointing
out that the Departnent has the authority to call a hearing
at any time under its own notion, just as was done today, if
the Secretary believes adjustnents to the State's pricing
mechani snms are needed. So by definition, every decision is
tenporary and can be changed at sone point in the future In
that |ight, MPC does not believe it is good policy to
predeterm ne such a brief effective period for this hearing
deci si on.

Concl usi on

The financial challenges facing California' s dairy
famlies are well-docunented and back up by CDFA s own dat a.
In the State Marketing Order that was set up to "enable the
dairy industry, with the aid of the state, to ... bring
about and mai ntain a reasonabl e anount of stability and
prosperity in the production of market m k" that's an
excerpt from Section 61805(d), there is anple evidence that
a significant upward pricing adjustnment is justified.
Secretary Ross wisely identified the Cass 4b price as the
appropriate portion of our pricing structure to inplenent
such an adj ustnent, and we encourage both the Secretary and
the Hearing Panel to strongly consider the joint producer
proposal as the tenporary adjustnent inplenented for the

next 24 nonths.
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| had a couple of additional notes that were not
inthe witten testinony. There was quite a bit of talk
t oday about sal es bel ow class that occur. There have been
recent reports about sales below class in areas of the
country where surplus mlk exists right now. It is worth
noting, | don't think I heard anyone nmention this. Wen
t hose sales occur it is the producers, either individually
or through their cooperatives, alone that bear the cost of
that. Exclusively. The processors enter into contracts,
they get all the mlk that they have purchased under those
contracts. |If there is surplus mlk that doesn't have
anot her hone and they have the ability to take it, they get
a benefit fromthat. But it does not cost themanything to
be noving mlk around |ike that, that is borne by the
producers. W do it in California today. W haven't had
surplus mlk in a while but when we do it has to be haul ed
to a calf ranch, sold at discounts, hauled out state to find
a honme, at the exclusive cost of the producers.

So there was a | ot of concern by processors about
this. And while we certainly appreciate their concern, it
is really our decision as producers as to what we do with
our mlk. And that's why the co-ops have set up base
prograns to inplenent because they want to avoid that
because that conmes at a cost. But to use that as a

justification to discount all of our mlk sold at the 4b
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price is disingenuous because that is not a processor issue,
that is a producer issue.

There was a |l ot of talk about California and our
state, the costs of regulatory costs borne by snal
manuf acturers, or all manufacturers for that matter.
Dairies face those sane additional costs here in California,
our cost of production studies showit, and yet we are the
lowest mlk price in the country. O anong the |owest. The
| owest nost nmonths. We cannot afford to be the | ow cost
ml k. For the sanme reasons that the plants tal k about today
they can't afford to pay nore, we can't afford to nay nore
for our feed but we do because that's the way it works. The
farmer has got to make noney, the dairyman has got to nake
noney t oo.

And then -- 22 seconds. 1|'ve got to really be
sel ective here.

(Laughter.)

| think that's -- I'"'mgoing to wap it up. |[|'ve
got a lot nore | could go into. | really appreciate the
opportunity to testify today. |'m happy to answer any

guestions and request the opportunity to submt a post-
hearing brief. Right at 20 m nutes.

HEARI NG OFFI CER SUTHER:  Your request to a post-
hearing brief is granted and now we'll take questions from

t he panel .
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MR. SHI PPELHOUTE: A quick question. On page 3 of
your testinony you have the table showi ng the prices paid.
These are kind of repetitive to what sone fol ks have said
earlier but they indicate which states you think are nost
closely representative of the market conditions or class
usage in California?

MR, VANDENHEUVEL: Well, | would answer it a
couple of ways. One is that it is very rare, regardl ess of
mar keti ng conditions or the blend of m |k that we produce.
When you explain to non-dairy folks the mlk pricing
structure, which is an exercise in futility, | wouldn't
recommend it to anybody, but | have tried because people
have asked. They are shocked when they find out there's
sonething in California that is cheaper or |ower cost than
in the rest of the country. Everything seens to be nore
expensive here, which we certainly see on the cost side, but
yet we maintain a mlk price at the farmlevel that is |ower
t han everybody el se.

Looking at this list. There are obviously sone
areas, you know, in terns of the types of products that are

made. Certainly, the Mdwest nmakes a | ot of manufactured

products and not as nuch Cass I, we do as well. O course
t hey have geographic differences, | understand that. But
they're tal king about -- here you see Wsconsin, $3.08 per

hundr edwei ght, $2.92, it's not a little bit above. There's
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a geographic differences but $3 a hundredweight is a
significant upward adjustnent.

The tal k of New Mexico earlier. | don't believe
that we are an appropriate conmparison to New Mexico. W sit
in a population center of 35 mllion people with access and
ports to the west of us. New Mexico, |'ve got famly out
there, 1've gone out there. |If you drive out there there's
not 35 mllion people that |ive out there in ternms of
consuners. They don't have access to ports. It is not a
fair conparison to California. They have transportation
i ssues that erode a ot of the nonies that they are
generating in terms of mlk sales that eat into that mail box
mlk price.

You know, there are sonme other areas. The Pacific
Nort hwest has a | ot of butter-powder nmanufacturing that
woul d be conparable to us, not a perfect conparison, they
have slightly higher Cass I. And Arizona was not included
in the mailbox mlk price analysis. They obviously have
butt er - powder manufacturing as well. The figures |I've seen,
not in this mailbox mlk price analysis but that their mlKk
prices are higher than California's.

MR. SHI PPELHOUTE: No ot her questi ons.

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

M . Rum ano.
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M. Rum ano, could you pl ease state your ful
name, spell your last name and state your affiliation for
the record, please.

MR. RUM ANC John Rumi ano, RUMI-A-NO and |
am co-owner of Rum ano Cheese Conpany.

Wher eupon,
JOHN RUM ANO
Was duly sworn.

HEARI NG OFFI CER SUTHER: The docunent you've
provided, is that the only exhibit you would |like to provide
at this tinme?

MR, RUM ANO.  Yes.

HEARI NG OFFI CER SUTHER It will be Exhibit nunber

63.
(Exhibit 63 was entered into the record.)
HEARI NG OFFI CER SUTHER: You may proceed.
MR. RUM ANO Thank you for having ne, first of
all.

My nanme is John Rum ano and | am co-owner of
Rum ano Cheese Conpany. In 1919, ny grandfather and his
brot hers purchased a snall dairy in Wllows, California, and
began maki ng cheese in 1921. By the mn-1930s they had
beconme California' s | argest cheese manufacturer w th eight
cheese factories. Over the years they sold all but two

factories and in 1980 ny brother and | purchased the conpany
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fromthe famly. The conpany consisted of a manufacturing
plant in Crescent City, California, and a packagi ng and
distribution plant in Wllows. Both plants are still in
operation. And I'd like to add to that that they're stil
1920 and 1930 buildings so we haven't had a | ot of capital
to build and increase our capacity at our plants either as a
manufacturer. We are now a fourth generation famly
busi ness and we currently enpl oy approxi mately 160 peopl e.

Over the past 35 years we have paid mllions of
dollars to di spose of our whey, so a few years ago we
installed a whey processing plant. Although it started out
profitable we are now | osi ng noney on conventional whey.
Fortunately, we are producing some organi c whey product that
keeps us afloat, but those organic markets are expected to
weaken as wel | .

Qur crescent City factory is currently running at
capacity, producing approximately 12 mllion pounds of 40
pound bl ocks of commodity and specialty cheese annually.
Qur Wllows facility handl es the packaging and distribution
of the cheese. W have struggled to make a profit in our
manufacturing facility for the |ast 35 years, but we have
persevered by co-manufacturing specialty cheese and by
buyi ng and selling cheese from ot her manufacturers.

We began buying nd selling a full Iike of food

service cheese itens to hel p suppl enent the manufacturing
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side of our business. | guess that's kind of l|ike putting
intrees. "Qutside cheese” as we call it, is commodity-type
cheese that we purchase from outside sources. Qur current
out si de cheese purchases account for 75 percent of our total
cheese sal es and our manufacturing accounts for the other 25
percent. Varieties such as Cream Cheese, Anerican,

Muenst er, Parnesan, Bl ue Cheese, Swi ss and many ot her
varieties are no longer nade in California in any
significant volune so we bring themin from out-of-state.
wonder why that is that nobody wants to make cheese here?
The mlk price is so low. There is sonme kind of a

di sconnect sonmewhere. That's a side note. W currently
purchase the majority of this product, this 75 percent, from
out - of - state.

If the price of California's combdity cheese
increases as little as $.025 per pound, we would be forced
to purchase nore cheese fromout-of-state which in turn
woul d | essen the demand for mllions of pounds of California
cheese. W can buy Northwest cheddar cheese for $.025 a
pound nore than California conmmodity cheddar cheese ri ght
now. And this out-of-state cheese that |'mtal ki ng about,
whi ch we do buy for particular reasons, the shape of the
bl ock, aging, flavor profiles and other things and diversity
as well. W buy a lot of cheddar fromin-state, but out-of-

state is $.025 a pound less to buy than California. So

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o b~ w N P

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

353

there's a di sconnect sonewhere. | don't know why that is
but we -- | could show you that if you need proof |ater;
$.025 a pound. And we buy mllions of pounds of cheese from
Utah, Wsconsin, Illinois, and they are very, very

conpetitive on their cheese prices. W can't nake it here at
that price so we buy it out-of-state, so there's a
di sconnect sonewhere, | don't know what it is.

An unfair increase in the mlk price could put our
cheese manufacturing facility in jeopardy due to the extrene
conpetitiveness of the cheese market. California is already
a difficult state to do business in and we really don't need
any nore financial burdens.

California dairy farners are very hard-worki ng
peopl e who have sone difficult times, but adding an unfair
burden to the processors is not a viable option to help
i mprove mlk prices.

Anot her side note. |If the cheese market goes to
$1.20 for the next five years, it doesn't matter how nuch
nore we pay the dairynmen because they couldn't sustain it.
But the world markets are driving this price down in the
cheese market and the dairy markets. | think that's
probably the biggest culprit why they can't make nobney,
because there's over-production, in ny opinion, alnost al
the tinme in this country. And the co-ops have al ways

contributed to that because they don't need to nake nobney on
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their cheese, only on the mlk. At least in the |last few
decades. The perception of an individual Iike nyself is
they just punp out the mlIk. W could never conpete with
t he co-ops because they just sell it alnbst at cost to nove
m |k anyway. That's one of the reasons for over-production,
i n our opinion.

Anyway, thank you for your time. Rum ano Cheese
supports the proposal set forth by the Dairy Institute.

HEARI NG OFFI CER SUTHER: Any questions fromthe
panel ?

MR. EASTMAN. | do have a couple of questions.
Wth the cheese that you are making in California, what do
you do with your whey streanf

MR RUMANO W put it in a WPCB0 plant three
years ago and we were doing pretty good on it; but according
to recent nunbers we are not in the black, at |east right
now. |I'mon the sales side, ny brother couldn't nake it, so
| got the information fromhim but that's what | understand
right now W' re doing good on the organic side because a
per cent age we went organic a few years ago on like a third
of our production, but the conventional apparently right now
not so nuch

MR. EASTMAN. |s that based, do you think, sinply
the price of WPCB0 decreasi ng?

MR. RUM ANO  You know, |'m probably not the one
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to ask that. But one other thing too is our cost of
production is high for our cheese and for our whey because
we only make 12 million pounds a year, you know, so our
overhead eats up a |lot of our efficiencies.

MR. EASTMAN. Wuld you be willing to request a
post-hearing brief and submt sort of a -- maybe ask your --

MR, RUM ANO.  Yes.

MR EASTMAN. -- brother who is not here?

MR RUM ANO Yes. M brother may be able to put
sonmet hing together. You would Iike to know?

MR. EASTMAN. Kind of what's happened, what's
changed with regards to the profitability on the WPC80?

MR. RUM ANO Ckay. Well the market, | know that
went down. All powder markets tanked.

MR. EASTMAN. |If you think that just sinply is a
guestion that the price has dropped then that's
under st andabl e but if you want to just confirmthat.

MR. RUM ANO  Okay.

HEARI NG OFFI CER SUTHER: Any ot her questions?

So | guess you are asking to being able to file a
post - hearing brief?

MR RUM ANO Yes | am thank you.

HEARI NG OFFI CER SUTHER: That wi ||l be granted,

t hanks.
MR. RUM ANO  Okay.
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HEARI NG OFFI CER SUTHER: Thank you for your
t esti nony.

Ms. Tayl or.

Ms. Taylor, would you please state your full nane,
spel |l your last nanme and state your affiliation for the
record, please.

M5. TAYLOR Sure. |'m Sue Taylor, T-A-Y-L-OR
wi th Leprino Foods.

Wher eupon,
SUE TAYLOR
Was duly sworn.
HEARI NG OFFI CER SUTHER: The written docunents

that you provided, would you like those entered into the

record?
M5. TAYLOR  Yes, please.
HEARI NG OFFI CER SUTHER: Any ot her docunents?
M5. TAYLOR  No.
HEARI NG OFFI CER SUTHER: That will be Exhibit
nunmber 64.

(Exhibit 64 was entered into the record.)

HEARI NG OFFI CER SUTHER: You may proceed.

M5. TAYLOR  Thank you. | am Sue Taylor, Vice
President of Dairy Policy and Procurenment for Leprino Foods
Conpany.

| amtestifying today in support of the Dairy
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Institute of California s proposal for whey valuation in the
Cl ass 4b fornul a.

| amalso testifying today in opposition to the
Class 4b formul a whey val uati on proposed by Western United
Dai rymen, California Dairy canpaign and M|k Producers
Counci | .

Requl ated M1k Price Policy

Regul ated mnimum m |k prices nmust be set at
| evel s that contribute to orderly marketing of mlk. This
necessitates that the regulated mnimumm |k prices for
manuf act ure of hard manufactured products be set at |evels
that clear the market. To do so, the mninmm regul ated
price of mlk in California nust be set at a | evel that does
not exceed returns achi evabl e under good managenent
practices by the regulated California nmanufacturers.

VWhey Val uati on Remmi ns Chal | engi ng

The val uation of whey in a regulated mlk price
context remains challenging due to the |ack of ready market
value of dilute whey as it conmes off the vats and the scal e-
related barrier created by the high capital cost of whey
processing capacity. The preponderance of testinony at this
and prior hearings indicates that whey processing is a
highly capital intensive operation that is not economcally
viable on a small scale basis and, therefore, cannot be

consi dered a product that can be universally produced by
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entities subject to the price regulation. This necessitates
that the valuation of whey in a mlk price formula be
approached with extrene caution.

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 m ni mum by over $3 per
hundr edwei ght at tinmes in 2007, plants w thout processing
capacity struggled and sone were shuttered. |In Federal
Order areas, sonme plants that are |ocated in dense cheese
production regions were able to recoup sone val ue by the
sale of whey to consolidators as prices increased. But, as
John Unmhoefer of Wsconsin Cheesenmakers Association noted in
multiple editorials at that time as well as in recent
nmont hs, the whey factor was even problematic for those
cheese makers selling to consolidators in Wsconsin. The
whey factor was al so problematic for manufacturers of whey
prot ei ns because sweet whey values in the mlk price
formul as outstripped returns for protein. It was not
uncommon in that time frame for cheese makers unable to
recover the whey value assuned in the Cass Ill mlk formula
to negotiate with their suppliers for relief fromthe ful
Cl ass price.

But in California manufacturers do not have the

choi ce of whether to elect out of the mnimmprice
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regul ations if they are purchasing Gade A mlk and the
viability of several cheese plants was threatened during the
hi gh whey price periods of 2006 and 2007. The fi nanci al
stress was reflected in sonme plant closures, three plants
bei ng placed on the ineligible Iist for the Producer
Security Trust Fund, and the sale of a proprietary cheese
conpany. Additionally, Land O Lakes was very public about
the financial difficulties at their nozzarella plant in
Tul are and subsequently sold that plant. Dairy Farmers of
Anerica were simlarly quite clear that their Corona cheddar
cheese and whey plant had been a financial drain. Their
August 8, 2007 press rel ease announcing the reduction in
t hroughput at the end of that nonth and pl anned cl osure
January 1st indicated that "Market conditions and operating
results have hindered success at our Corona plant and in our
Ameri can Cheese Division. W constantly | ook for ways to
end | osses and stinulate profitability.” That press rel ease
is attached as Attachnent B

It was clear that CDFA had overvalued mlk to
cheesemakers before the Decenber 2007 fornula change due to
the crisis anpongst cheesenmakers just noted, in conbination
with the stimulation of increased m |k production that |ed
to disorderly marketing conditions, including mlk being
sold out-of-state, to calf ranches and being di sposed of in

manur e | agoons.
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The direct pass-through of the full whey value in
the Class 4b formula was replaced by the $.25 per
hundr edwei ght fi xed factor in Decenber 2007 under the
| eadershi p of CDFA Undersecretary CGeorge Gones. Although
that fixed factor was nodified in nore recent hearings to a
sliding scale, the Departnent’'s recognition under
Under secretary Gonmes and, nore recently, under Secretary
Ross that many cheesemakers do not have the ability to
capture full sweet whey val ue even under best managenent
practices was and renai ns sound policy.

The Departnent’'s exhibit rel eased on May 28th for
this hearing reflects the continued conplexity of the whey
i ssue across the cheese manufacturing sector. Forty-four of
the 57 cheese plants in the state do not process whey.
Assuming that the plants in each size category are of the
average size shown in the exhibit, there is no whey recovery
- not even concentrated liquid whey value - on 224 mllion
pounds, 14.2 percent, of Cass 4b mlk used nonthly to
produce cheese. Conparing the Departnent's data with
conpar abl e data that the Departnment rel eased for the May 31,
2012 hearing shows that two of the plants that previously
di d not have whey processing now do. Using the sane
nmet hodol ogy to estimate the average nonthly 4b m |k vol une
represented by plants with no whey recovery val ue yields an

estimate of 291 mllion pounds, or 18.8 percent of C ass 4b
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mlk at the tine. See Attachnent A Al though the vol une at
risk due to no whey val ue recovery has been reduced from
18.8 percent of Class 4b mlk to 14.4 percent, that volune
still represented 6.4 percent of all California market mlk
during those nonths. Wthout the capacity fromthose

pl ants, significantly greater disorderly marketing would
have been created. G ven the supply/demand bal ance t hat
existed at the time, nore mlk would have needed to clear
out of state, likely at a severe discount.

Dairy Institute's Proposal Val ues Wey Mst

Appropriately

The Dairy Institute proposal to val ue the whey
portion of the Class 4b mlk formula relative to its liquid
whey val ue repl aces the existing sweet whey factor with a
nore rel evant factor for today's marketplace. It reflects
recent advances that have facilitated investnent in
concentration capacity by sonme cheesemakers that did not
previously have it and increases the C ass 4b price
consi stent with those advances.

The WPC34 price index is the nost common reference
used for the sale of liquid concentrated why by cheese
pl ants that do not have the scale to nmake full whey
processi ng econom cally feasible. As nmany w tnesses
testified at this hearing, the prices received for that

liquid whey are discounted to reflect that liquid
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concentrated whey requires additional processing with highly
speci alized and capital intensive equipnment in order to
produce a full value product. The Dairy Institute proposal
reflects a survey of cheese plants and was corroborated by

i ndustry consultants working with many of the cheesemakers
with insufficient capacity to have econom cal ly viabl e whey
processi ng operations producing dry products.

The Dairy Institute proposal appropriately caps
the whey contribution in the Cass 4b fornula at 41.25, in
recognition that 14.4 percent of Class 4b mlIk that is not
even recovering the liquid whey value and the viability of
sone of those plants will likely be threatened by the
i ncreased cost burden related to a product that they cannot,
even under best nmanagenent practices, extract a value from

Western United Proposal was Proven Untenable in

its Less Onerous Version

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 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 mninmmregul ated price for al

Grade A m |k processed, whereas manufacturers outside of
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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 O der
are bottlers. Mnufacturers of all other dairy products
make an econom ¢ decision regarding participation. Even if
they opt to buy m |k pool ed under the Federal Order system
t hey can purchase m |k at bel ow regul at ed m ni nmuns.

The Western United proposal attributes nore val ue
to whey than the Cass 4b formula did before Decenber 2007
when overvaluation led to the financial difficulties and
cl osure of cheese plants, and all the other effects | have
al ready discussed. 1In fact, the proposal even val ues whey
at a level as much as $.12 per hundredwei ght higher than is
valued in the Federal Orders, a regulatory structure for
whi ch participation is voluntary for cheesemakers. Even
with the safety valve that is provided through the voluntary
application of the Federal Orders to cheesenakers, the |evel
established in the Federal Order Class IIl fornula is
problematic. The fact that the Federal Order overval ues
achi evabl e returns by many cheesenakers i s evidenced by
recent industry discussions and is reflected in the recent
editorials by John Urhoefer and M ke MCully. Those are al
attached to ny testinony.

It is not difficult to anticipate the damage that

woul d be done if the Western United, et al., proposal is
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adopted. The proposal once again sets up the scenario of
signals to producers to increase mlk production while
signaling to cheesemakers to reduce nmanufacturing capacity.
Based upon history, that signal will be once again

mani fested in increased bankruptcies, plant closures and a
shift in manufacturing volunes from California to other
states by nultistate operators. The proposal would set up a
scenario in which even those of us with the scale and
capability to econom cally process whey woul d be better off
shifting production. 1In addition to our cheese making
assets, we have invested hundreds of mllions of dollars in
capital to produce specialized whey products in our
California plants and continue to need to reinvest in order
to maintain markets in a highly dynam c market pl ace.
Adoption of the proposal would, over the long term result
in aloss of reinvestnent in California facilities and their
eventual obsol escence and cl osure.

The Current O ass 4b Fornul a Overval ues Cheese

| am going to condense that because Hi | mar al so
tal ked about the fact that the current make all owance isn't
reflected with the current costs. | amgoing to condense
that and say, if you | ook both the f.o.b. factors as they
nost recently published, which are still out of date because
of the proprietary data issue, and the cost data that was

i ssued by the Departnent, the 4b fornul a overval ues the
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cheese part of the mlk by $. 32 a hundredwei ght.
The Value of MIk for Cheese Making is Not the

Sane in California as it is in Wsconsin

The equity argunent nmade by sone producers arguing
that the mnimumregulated price in California needs to be
at the same |level as set in the Federal Order is based upon
false premises. It both ignores the differences in the way
that the two regul ated systens work, prices in California
bei ng binding and those in the Federal Orders being
di scretionary for manufacturers purchasing G ade A m |k, and
ignores the location value of mlk. Although California
manuf acturers and producers can circument the pricing
requi renents by nutually agreeing to convert to Grade B
status, that is not a practical alternative in the
commerci al markets that nost cheese makers sell into and is
certainly not an option for Leprino.

The difference in the |location value of mlk is
driven by the need to nove dairy products fromthe largely
surplus Western region of the country to the deficit
popul ation centers in the East. The cost of trucking cheese
fromour California plants to the M dwest where nmany of our
custoners who produce frozen foods or shredded and package
cheese for retail distribution around the country are
located is in excess of $.10 per pound and the cost of

trucking to the Northeast is in excess of $.15 per pound.
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In order to conpete for those custoners our pricing needs to
be conpetitive with the alternative supply sources in others
of the country, nost inportantly in the Mdwest. USDA s
price surveys have historically reflected that the price
surface for commopdity cheddar and butter is essentially West
Coast pricing plus transportation, a corroboration of this

t heory.

Let nme go on to talk a little bit about our own
costs al so corroborating, you know, sonme of the data. And
nost inportantly at the end of that next paragraph,
reference that the make all owances in the Federal Order
system were set based on a hearing in 2006 and 2007 for
whi ch the data that was consi dered was from 2005 and 2006
And it would not be sound policy for California to set
pricing relative to a systemthat has decade-ol d cost data.

| do not question the conclusions drawn by the
Western United witness in today's hearing that farml evel
premuns in Wsconsin exist. however, the analysis used to
substantiate that conclusion is flawed and overesti mates the
farmlevel premuns. |In this paragraph | wll be nmaking
sone adjustnents in the post-hearing brief. | point out
that the all-mlk price is at full test, whereas | believe
that the witness was referencing the Cass Il at standard.

I n a subsequent conversation, private conversation with that

witness | found out that she had nade adjustnents in the fat
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| evel but had not nade adjustnents in other conponents. So
the argunent in that paragraph still stands but it's
probably overstated so | will be reviewing that as part of
t he post-hearing brief.

O her Producer Argunents

The argunent made by proponents of the Western
Uni ted proposal that the current Class 4b price nakes it
difficult to hedge farmlevel mlk price risk based upon the
Class IIl futures contract nay be true but ignores that
ot her futures contracts are avail able that are very
effective in hedging California price risk.

Need to Rethink Requl ated 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
gl obal opportunities.

There are lots of reasons to be excited about the
gl obal opportunities and I would say that over the | ast
several years the periods where dairymen thrived in terns of
hi gh-profitability years, including 2014, were largely
driven by export surges. | think the industry universally
| ooks at the global narketplace as being the source of
growi ng future demand and al so econom c value. There are

lots of California processors who have invested heavily in

ALL AMERI CAN REPCORTI NG | NC

(916) 362-2345




© 00 N o o b~ w N P

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

368

that. Leprino opened a business hub in Singapore in 2011
specifically to support our exports fromthe U S., nobst of
t hose comi ng out of California.

We need to nmake sure that we continue to have that
di scussion and mgrate to an effective policy that allows
the dairy industry to | everage those opportunities. And by
"dairy industry” | nmean across the producer and processor
sector, because ultimately those higher demand points drive
hi gher overall prices in California and the rest of the
country that translate into higher mlk prices.

Concl usi on

The policy chall enges associated with
incorporating an explicit whey factor tied directly to
mar ket novenents in a mninmumregulated mlk price that
obl i gat es busi nesses that may not have a vi abl e mechani sm
t hrough which to recover the whey val ue are no | ess today
than in 2007. The Departnment nust be careful not to
recreate the financially tenuous environnent that existed in
2007 and j eopardi zed both cheese processors and the outl et
t hey provide for California-produced mlKk.

The Dairy Institute of California proposal does
t he best job of bal ancing producer interest and market
realities. The Departnment should accept Dairy Institute's
proposal and reject the Western United, et al,, proposal and

the entire industry should dedicate its energy and efforts
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toward |l onger termpolicy reforms that will benefit al
sectors, including producers.

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

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

Questions fromthe panel ?

MR. LEE: On page 6 of your testinony about a
guarter of the way fromthe top where it states: "Although
California manufacturers and producers can circunvent the
pricing requirenment by nmutually agreeing to convert to G ade
B status, that is not a practical alternative in the
comerci al markets that nost cheese nmakers sell into and is
certainly not an option for Leprino." Are you referring to
the ability for pooled plants to go Grade B or non-pool ?

M5. TAYLOR |I'mnot going to try to interpret the
technical requirenents within the state but the broad
ability to be able to get outside of the pricing regul ation.
If you're Gade B, buying Gade B mlk and you' re a Grade B
dairyman, is what I"mreferring to. And on the product
side, particularly on the whey product side, our custoners
all require Gcade A.  Mich of that whey goes into G ade A
products thensel ves, sonme by a standard requirenent and the

other quality Giade Arules. It's required. And also for
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many of the international sales that's an expectation.

MR. LEE: Thank you.

MR. EASTMAN. | have a question. So with regards
to your -- in terns of support for the Dairy Institute's
alternative proposal. Wuld you suggest that that's your

first sort of desired outcone? There's been other
processors that have stated that they woul d suggest or
recommend no change; but if change had to be nade then the
Dairy Institute alternative proposal is the best choice for
that. Were do you lie there with your support? Wat do
you argue for?

M5. TAYLOR Leprino's perspective on it -- first
of all I will say that the Dairy Institute proposal wll not
i ncrease our costs because we are currently paying a whey
prem um so the negative inpact of the proposal is our
producers will no longer be getting that for thenselves, it
wi |l be divvied out through the pooling process. W can be
indifferent fromthat perspective, it is not going to inpact
our cost at that |evel.

Now, the Western United proposal would have very
significant inpacts on our costs and be very detrinmental to
us as well as other folks in the cheese industry.

MR. EASTMAN. The ot her question | had was,
obviously still there are certain cheese processors that do

nothing with their whey so they get no value. So do you

ALL AMERI CAN REPCORTI NG | NC.

(916) 362-2345




© 00 N o o b~ w N P

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

371

really think that whether -- if the Secretary were to
choose, that there is sone |evel of increases that are
warranted? In your mnd, for cheese processors that do
nothing with their whey, does it really matter if that
increase is based on WPC34, dry whey or frankly anything?

M5. TAYLOR  For those recovering nothing it is
just an absol ute question of price level. The reason why I
think that the Dairy Institute proposal focused on WPC34
makes nore sense is because there is sone variability as to
the pricing nmechanisns for liquid whey in the state. But ny
understanding is that the magjority of it is priced relative
to WPC34 so it at |east conforns the returns for those folks
who are in a liquid whey market to what's available in the
mar ket pl ace.

MR. EASTMAN. Okay. And then those that just
sinply dispose of it with no revenue period. Wuld you
think that there's --

M5. TAYLOR Very different.

MR EASTMAN. -- for them--

M5. TAYLOR It's just --

MR. EASTMAN. It's just a cost to them

M5. TAYLOR And they're the folks who I don't
have specific insights into their financials. There are
lots of themthat have testified today. | amhighly

sensitive to jeopardizing their businesses as well. But
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they are the ones that it's just the absolute price |evel
that is going to hit them

MR. EASTMAN. Thank you. That's all | had.

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

| would Iike to rem nd everybody your post-hearing
briefs will be due by 4:00 p.m on Mnday, June 8th.

If there is no one else left to testify this
hearing is now closed at 6:50 p.m on June 3rd and we are
now of f the record.

(Ther eupon, the public hearing adjourned

at 6:51 p.m)

--000- -
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