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PROCEEDI NGS
(8:05 a.m)

JUDGE HUNT: Good norning, |adies and gentlenen.
We'll resunme now with the hearing and the testinony of Dr.
Bar bano, who is now taking questions.

Yes, M. Rosenbaunf

MR. ROSENBAUM  Your Honor, | have a document |'d
i ke to have marked as an exhibit if | could to showto Dr.
Barbano. |'mnot sure |I know what the next number is.

JUDGE HUNT: It would be 19.

(The docunent referred to was
marked for identification as
Exhi bit No. 19.)

MR, ROSENBAUM | have extra copies, Bob. | have
extra copies for other people in the hearing room which are
now bei ng distributed.

Wher eupon,

DAVI D BARBANO
havi ng been previously duly sworn, was recalled as

a witness herein and was exam ned and testified further as

fol | ows:
CROSS- EXAM NATI ON RESUMED
BY MR. ROSENBAUM
Q Dr. Barbano, | wanted to talk a little bit nore

about the loss of mlk that occurs during the cheese
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processi ng, and what |'ve handed you is a handwritten fl ow
chart that attenpts to follow that issue. | want to take
you through it and have you confirmits accuracy, or if
there are inaccuracies in it | want you to nake the
necessary corrections so that we get this right.

We'll start in the upper |eft-hand corner where we
have the farm bul k tank which has mlk in it, okay, and you
and | tal ked yesterday about the fact that it is at this
point that the nmilk is tested for conponents and vol unes,
correct?

A Yes.

Q And it's at this point that the processor is
obligated to make paynents according to the mninmum price
regul ati ons of the Federal Order system correct?

A Yes. It would be tested for conponents, and
there's the neasurenent of the -- technically by volunme, but
a conversion to weight of mlk at that point.

Q Okay, but it's definitely this is the mlk that
the cheese manufacturing plant pays for, correct?

A When they're paying producers. |f they bought a
truckl oad of milk and are not paying producers, it would be
at the truck. |If they were buying bulk mlk instead of
buying directly from producers.

Q Okay. If you're buying froma producer, this is

where the testing is done, correct?
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A Yes. Yes.

Q And any loss of milk you suffer along the way is
just sort of out of the pocket of the cheese processor
correct?

A | assune, unless there's sonething el se negotiated
bet ween the processor and whoever is selling the mlk.

Q Okay, but the processor has to pay the m ni num
price by law, correct?

A Yes. Yes, that is correct.

Q So there's no negotiation under those
ci rcunst ances, correct?

A Okay. Yes.

Q Al right. Now, fromthe bulk tank at the farm
the mlk goes to the tanker for hauling, correct?

A Yes.

Q And you'll see where | have an arrow show ng that
novenent, that direction?

A Yes. Yes.

Q But 1've got little dotted |ines going bel ow that
showi ng | oss of m|k?

A Yes.

Q And you'll agree with me that there is some mlk
| oss between the bulk tank and the tanker, correct?

A Yes. Correct.

Q And obviously that mlk will never make it into
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cheese, correct?

A That's correct.

Q And so cheese manufacturers will never have incone
fromthe sale of cheese. Well, putting it differently, that
mlk will never end up in a finished product for which the
manuf acturer gets noney, correct?

A Correct.

Q Al right. The next step in the process is that
the milk is transferred fromthe tanker to the silo at the

pl ant, correct?

A Yes.

Q And there is sone |loss of mlk that occurs there,
correct?

A Yes.

Q Okay. And once again, as with all losses of mlk

shown in this process, the lost milk never ends up in a
fini shed product for which the cheese manufacturer gets
pai d, correct?

A Correct.

Q Al right. Then after the silo at the plant, the
mlk goes to the pasteurizer, correct?

A Yes.

Q And once again, there's sonme loss of mlk in that
process, correct?

A There can be sone | oss, although dependi ng on how
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the plant is designed that's a relatively mniml effect
conpared to the previous ones.

Q Al right. And there's a loss of mlk in the
sense that some of the milk sort of sticks to the sides of

the piping, and the pipe has to be cleaned, --

A Yes.
Q -- and it ends up in the waste stream correct?
A Yes.

Q Al right. Then after it's pasteurized it then
goes into another vat? |Is that right?

A Yes.

Q Okay. And there's sonme loss of nmilk in the piping

bet ween the pasteurizer and that vat?

A Yes. The material that stays on the sides of the
pi pes, yes.

Q Yes. | think | said another vat.

A Yes.

Q | didn't really nmean another vat. That's the

first vat, right?

A Right. That's the first vat.

Q Okay. Al right. And then the mlk fromthat
vat, which, of course, has now been pasteurized, is what
you're going to use to nake cheese, correct?

A Correct.

Q And it is your testinony, based upon the
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experience you' ve had, that 90 to 93 percent of the

butterfat that was in that vat will nmake it into the cheese,
correct?

A Correct.

Q Okay.

A Correct.

Q And obviously that by definition does not account

for in any way the loss of mlk that has occurred up unti
this point in the process, correct?

A Correct.

Q Al right. Now, sone of that butterfat will end
up in the cheese. Am| right in saying that the rest of the
mlk goes to a separator, which separates what didn't go
into cheese into whey cream or sweet whey?

A I think nore technically correct, fromthe arrow
going fromthe vat to the separator there's no mlk in that
line. [It's whey, --

Q Okay.

A -- so it's loss of mlk conponents that m ght
occur between the vat and the separator

Q Okay. Okay. So we should wite the word Loss of
M Ik Conponents on that little dotted |ine between the vat
and the separator to be accurate? |s that correct?

A Correct.

Q Al right. Wy don't you go ahead and do that,
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and we' Il end up maybe substituting what you've nmarked as
the official exhibit so we have one that's conpletely
accurate.

Okay. At that point we've got our whey cream our
sweet whey, and we're done with the process, or at |east --
| nean, there may be sone nore things we do, or there may
not be, dependi ng upon the plant --

A Ri ght .
Q -- at issue, but we'll stop with the process right
t here, okay?

Now, your testinony yesterday was that -- well

yesterday | was using the term shrinkage to describe |oss of

mlk. That's what you understood | neant --

A Uh- huh.

Q -- when | was tal king about it yesterday, didn't
you?

A Yes.

Q Now, a Class Ill handler |ike a cheese
manuf acturer has to pay the Class Ill price for the mlk as

tested at the farm correct?
A Yes.
Q So he's paying the Class IIl price for the mlk
that's | ost at these various points in the process, correct?
A Yes.

Q Okay. Okay. Now why don't you | ook at your
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Exhi bit 15, please, which is your testinmony, and turn to the
spreadsheet that you actually had up on the screen
yest erday?

I don't think there's any reason to put that up
again, at least | don't think so. This is the spreadsheet
t hat appears after page 14.

A Right. 1've got it.

Q Now, what this spreadsheet does -- let nme wait and
| et people get it out.

This is the spreadsheet that i mediately foll ows
page 14 called Barbano's Cal culation for Class IIl M ni mrum
M Ik Price Based on Cheddar and Wey Powder, correct?

A Yes.

Q There's a lot of text obviously to your statenent,
but ultimately what this docunment does is conpare what the
current price is, mninmumprice is, for Class IIl mlk to
what it would be if all the things you wanted to have happen
happened. |Is that right?

A It's not what | want to have happen. [It's just
that 1'm pointing out as you go to Columm 5. [It's an
accunul ation of all the issues that | see should be | ooked
at carefully in ternms of whether there's sonething not
technically correct.

Q Okay. If you made all of the technica

corrections that you were suggesting, according to this you
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would go froma current Class IIl price of $11.51 to a price
of $11.66, assumi ng 3.5 percent butterfat in mlk?

A Yes. In Colum 1, that is correct.

Q Okay. Now, you acknow edged yesterday that there
is an open dispute as to whether the current systemreflects
a .75 or a .78 assunption as to the -- conplete my sentence.

A As to the proportion of casein, of true protein or
actually initially of crude protein that is casein.

Q Okay. And you've said that one of the corrections
you woul d make, and i ndeed you have made, is to change that
from.75 to .78, correct?

A Yes.

Q Okay. But there's a question that's been raised

as to whether in fact the current systemalready is at .78,

correct?
A That's correct.
Q And if it's true that the current systemis

al ready at .78, which indeed is our view, your testinony
yesterday was that doing the other things you think perhaps
shoul d be done froma technical basis would end up with a
price 33 cents higher than the current price of $11.51. |Is
that correct?

A If | acknow edge that the current systemis at
.78, yes, there would be a | arger difference.

Q Okay.
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A I don't acknow edge that the current systemis at
. 78.

Q | appreciate that, and there will be sonme nore
testi mony - -

A Sur e.

Q -- on that issue, and people will have to resolve

it one way or the other, but I'mjust trying to get through

the --
A Ri ght .
Q -- inplications of your change so that the
di fference between the current systemand let's call it the

Bar bano technically correct systemis either 15 cents, --

A Ri ght .

Q -- based upon an assunption that the current
system uses the .75 figure, --

A Correct.

Q -- or it's 33 cents, based upon the assunption
that the current systemis actually at .78.

A I think there's in terms of the difference when
you go up to -- let's see. You're referring to the 30 cents
that | said yesterday?

Q Yes. I'mreferring sinply to the fact that when
you went into your spreadsheet and changed --

A Yes.

Q -- the .75 to .78, the spreadsheet shifted so that
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i nstead of --
A Yes.
Q -- the Barbano price being $11.66, the Barbano

price becane $11.84, correct?

A Correct.
Q And so in that sense it's a 33 cent difference,
correct?

A Yes. Yes.

Q Now, it was your testinmony yesterday -- | assune
it's still your testinony today -- that there's nothing in
your cal cul ations that adjust for what we've been calling
shri nkage, correct?

A That's correct.

Q Okay. And your testinmony yesterday was that sort
of thing probably ought to be reflected in the nmake
al | owance, correct?

A That's correct.

Q I'"m not disputing potentially the logic of that,
but it needs to be reflected sonewhere, correct?

A That would seemto be the | ogical solution, yes.

Q Now, your testinony yesterday was nore or less to
the effect that there's sort of either 15 cents m ssing or
33 cents nmissing in the forrmula, correct?

A In the current way the price is established

conpared to the value of products mnus the nmake all owance.
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Q Okay. And nmissing in a sense that it would | ook
at first blush like farnmers are bei ng underpai d?

A Yes.

Q That's what you nean by nissing?

A Yes.

Q But, of course, farners are being underpaid when
one | ooks at what one gets for cheese in the narketplace,
the NASS survey data, and then figure out all the processes
that | ead you back to the minimumm |k price, correct?

A Can you restate that? |'m--

Q Well, the 33 cents is derived by using the NASS
data as to what the finished product price is for cheese,
just like in the Federal Order systemtoday, correct?

A Yes.

Q Al right. And then figuring out what it is
you're making fromthe mlk that goes into that cheese?

A Yes.

Q Okay. But if in fact the current system doesn't
reflect shrinkage, and indeed the Barbano systemon this
pi ece of paper doesn't reflect shrinkage, the 33 cents
potentially is all eaten up by that shrinkage, right?

A I haven't tried to do any cal cul ati ons of what any
shrinkage would nean in terns of the price and val ue of
m | k.

Q Okay. Well, just to do the math with me, 33 cents
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is, according to ny helper's calculation, 2.6 percent of
$11.51. | know you have a calculator in front of you.

Maybe you could just confirmthat.
A Thirty-three cents, you're saying, --
Q Ri ght .
A -- is out of $11.50 is about 2.8 or 2.9 percent.

Q Okay. And if in fact shrinkage is pretty close to

that number, and |I'Il ask you to assune that --
A Okay.
Q -- then in fact nobody is being underpaid at all

Isn't that a fair statenent?

A I think we'd have to know what the shrinkage is.
Q Okay.

A That seens to be a |large value to ne.

Q | take it you have not been engaged in neasuring

| osses fromthe bulk tank to the hauling tank?
A No, | have not. |'maware that in the Federa

Orders that's sonething that they do in terns of estinating

shri nkage --
Q Okay.
A -- and have all owances for that, but --
Q I nean, for exanple, Class | handlers are

permtted a two percent shrinkage, correct? Mybe you don't
know t hat .

A | don't know that.
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Q Al right. Al right. But in any event, you
woul d agree with ne that whatever that shrinkage figure is
for a typical cheese manufacturer, whatever that number is,
that will reduce the 33 cents, assunming |'mright about how
the current system works, or the 15 cents, assunming you're
ri ght about how the current system works, correct?

A It will reduce either of them

Q Yes. It could possibly work in the other
direction, correct?

A That's correct. That's correct.

Q So see if you agree with me with the foll ow ng
statement. M testinony that farners are apparently being
under pai d does not account for shrinkage, which if accounted
for could only bring down the anpunt of underpaynent that
I've identified.

A It will bring it dow. It can only bring it down,
yes.

Q Okay. And by how nuch it brings it down depends
upon what that shrinkage number is, correct?

A That's correct.

MR, ROSENBAUM  Okay. Thank you.

Your Honor, | would nove Exhibit 19 into evidence
as marked by Dr. Barbano, because he made a little change in
the chart. | would propose that I'll make copies of that

corrected Exhibit 19 during the break and distribute it to
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all the participants, as well|l as give copies to the
reporter.

JUDGE HUNT: Exhibit 19 is the flow chart that M.
Rosenbaum - -

MR. YALE: Your Honor, we're going to object,
Proponent No. 1 and other proposals to this. This issue of
shrinkage is a distinct issue in the Federal Orders. It was
never noticed for this hearing. It has never been discussed
as an issue in nmake all owances.

It was never part of Yonkers' testinobny as a
factor that goes into the reduction of the values, and it's
just inproper to introduce this new issue at this tinme, and
we' d object on that basis.

JUDGE HUNT: |'msorry. You're talking about the
exhi bit, the proposed exhibit?

MR. YALE: The exhibit and the testinony. W'd
nove to strike the testinmony dealing with the shrinkage.

MR, ROSENBAUM  Your Honor, if | can just correct
that? Dr. Yonkers' testinmony touched on a nunber of issues,
but one of the specific reasons why we testified there
shoul d not be a change in the yield factor was because of
shri nkage.

That issue is discussed at |ength on page 38 and
39 of Exhibit 14, which came into evidence as a basis for

not changing the yield factor, which is the one of the
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i ssues that was noticed for this hearing, unlike sone of the
things | think Dr. Barbano has tal ked about, so | think this
goes to the heart of what's relevant.

MR. YALE: Your Honor, they were tal king about
shrinkage in the butterfat, but not the shrinkage fromthe
farmto the silo.

JUDGE HUNT: M. English?

MR. ENGLI SH:  Your Honor, the incongruity of this
is certainly interesting. M. Yale was certainly happy to
have Dr. Barbano testify and allow that into evidence, but
apparently cross-exam nation that tests sonme of the
assunptions is not to be let in.

If you let any of Dr. Barbano's testinony in,
think you have to allow Exhibit 19 in.

JUDGE HUNT: Anyone else on the comment on the
notion to introduce the exhibit? Yes, M. Vetne?

MR. VETNE: John Vetne representing Kraft. |
think there's a confusion in the objection that exploits the
fact that there is in the Order systeman all owance for
shrinkage. Losses between the farm and the product made,
what ever the product is, are allowed up to a certain
percentage. In fact, that all owance has not been noticed
for hearing.

Shrinkage plays a very different role in the issue

that was specifically noticed, which is nmake all owance, and
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make al |l owance or manufacturing margin, whatever the termis
used, is at issue.

The question of shrinkage for that discrete
purpose is a handl er cost because the objective here is to
price mlk at the farm to account at the farmfor the
volune of mlk the producer has produced and i ntroduces into
the system

For purposes of accounting within the nake
al  owance, all handler costs at |east are at issue because
they come sonepl ace between the value of nmilk at the farm
and the value of the finished product when it's introduced
in the marketing stream Those are real costs.

There's no proposal here to adjust the shrinkage
al l omwance in the Order. There are proposals, and
necessarily must be proposals, which would incorporate
handl er costs, including | osses, which do not appear in the
fini shed product that can be recovered at that point. They
are necessarily part of the nake allowance. That's the
di stinction, and that's the confusion.

Unfortunately, we use one word to describe a
regul atory all owance and the sanme word to describe a handl er
cost in the process, so the objection to the extent it is
addressed to a change in the shrinkage all owance, then the
Order mght be well taken, but that's not the inportance of

this testinony.
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Thank you.
JUDGE HUNT: Thank you, M. Vetne.
M. Christ, do you have a comrent?
MR, CHRIST: Not on this subject, Your Honor
JUDGE HUNT: Any other coments on the notion to
i ntroduce the exhibit?
I will overrule the objection. | will admt
Exhi bit 19 into evidence.
(The docunent referred to,
previously identified as
Exhi bit No. 19, was received
in evidence.)
JUDGE HUNT: Does anyone el se have any questions
of Dr. Barbano? M. Christ?
MR. CHRI ST: Thank you, Your Honor. |'m Pau
Christ from Land O Lakes.

BY MR. CHRI ST:

Q Dr. Barbano, your first recomendation is that we
change the Class IIl pricing fornula because the existing
formula will reduce the Class IIl price if the ratio of fat

to protein is below 1.28
Are you aware of a publication called Federal MIk
Mar keting Order Statistics, 1998 Annual Sunmary?
A No. |'ve not |ooked at it.

Q | guess for your information, the Judge took
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official notice of this on Mnday.

This publication shows a table on page 120 that
i dentifies the amount of product pounds and butterfat used
to produce cheese under Federal M Ik Marketing Orders, and
t he nunber for product pounds is 31,300, 000,000, and the
amount for butterfat was 1,229,000, 000.

I made the calculation, and the result was 3.95
percent butterfat. Wuld this be above or bel ow your 1.28

t hreshol d nunber?

A That reflects the average fat content of the nmilk
used, |'m understanding fromwhat you said.
Q Yes. |If the nunbers are correct, the average

val ue or the average percentage fat in Federal Order mlk
used to produce cheese. Wuld you expect that to be above
or below the 1.28?

A That average is probably close to the 1.28.

Q So in fact respect, with the actual m |k being
used to make cheese it probably is a neutral effect?

A For the cheese naker. |If |I'ma producer that has

a lower ratioin my mlk at the farm it's not a neutra

effect. It's only a neutral effect for the producers that
are at 1.28.
Q The amount of noney flowing to the pool would be

neutral, and the amount of noney distributed to individua

producers could be different depending on his individua
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ci rcumst ances.
Is the anpunt of noney flow ng the producers
di fferent because of differences in composition now,
irrespective of this factor?

A Yes. Yes.

Q Yes, so this is another source of variation?
A Yes.
Q The second issue |'d like to raise with you is the

i ssue that you nake the recomendati on that we neasure the
yield of barrel cheese at the noisture content that it's
actually nade at. Are you aware of a thing called noisture
prem unms in cheese transactions?

A Yes.

Q Wbul d you agree that this is a nmethod of adjusting
the value of barrel cheese so that the naker is paid for the
pounds of cheese as though it contained 39 percent noisture?

A (Non-verbal response.)

Q So the revenues a barrel cheese manufacturer can
expect are associated with nore pounds than he actually
produces, representing the ampunt of pounds that woul d have
been avail abl e at 39 percent npisture?

A My know edge of that cal culation when it's
adjusted to 39 percent noisture and the price is adjusted is
that it does not factor in a make all owance as if you nmade

t hat hi gher amount of cheese in terns of the costs.
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If you produced -- because if the cheese was truly
39 percent npisture, there would be a | ot nore cheese, and

there would --

Q Yes.
A -- be a cost associated with that. Those costs
were never incurred in reality in making the cheese. |It's

my understanding that that is not factored in in that
nmoi sture adjustnent in terms of paynment on the 39 percent
basi s.

Q The noi sture adjustnment deals only with the
revenue side, not with the cost side? |Is that your
under st andi ng?

A That's my under st andi ng.

MR. CHRI ST: Ckay. Thank you very much.

JUDGE HUNT: Yes, sir?

MR. CONTENTE: Thank you, Your Honor. |'m Joaquin
Contente. | represent National Farmers Union, and I'd |ike
to ask Dr. Barbano.

BY MR. CONTENTE

Q M . Barbano, has any producer solicited you to
come here and testify?

A No.

Q O producers?

A No.

Q Have any processors?



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

669

A No. And if they had, |I'd have refused to cone and
testify on their behal f.

Q That's good. Thank you. You are considered an
expert in all types of cheese nade in the United States? |Is
that right?

A My main expertise is in cheddar and nozzarella. |
woul dn't say all types of cheese nade in the United States.

Q What is the major cheese that's made in the United
States?

A Cheddar is the big one. Mdzzarella is also big.

Q Are they fairly close in volunes?

A They're getting closer. | haven't watched the
exact statistics, but nozzarella is getting close.

Q Do you feel that the current Class IIl pricing,
end product pricing system reflects the true val ue of
nozzarel | a?

A I don't think the current systemis intended or
even attenpts to do that. The current system as |
understand it, for establishment of the mininumdass I
price is focusing exclusively on cheddar cheese and ignores
nozzarel | a cheese.

Q Wbul d you have any reconmendati ons on how to
correct the situation?

A I"'mnot sure that for the Class IIl price that

there's any correction for the mninumdC ass Il price. |
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thi nk cheddar is the appropriate product.

| think npozzarella is a separate issue, and if you
go back 30 or 40 years ago it was a relatively insignificant
product, but with tinme its total -- the total amount of mlk
produced in the United States that is being used to nake
nozzarella -- nozzarella has become a very inportant
product, and considering its inportance it's kind of
interesting to ne that it's not recognized explicitly as a
product in a particular class, whether it be three or sone
ot her class, considering the inportance and the vol unme of
mlk that's used for it.

MR. CONTENTE: Thank you.

JUDGE HUNT: Yes, sir?

MR, BROMN: Good norning. |I'mMke Brown with
National All Jersey. | have a couple questions for Dr.
Bar bano and first want to thank himfor coning down here.
feel like I"'mtaking a food science class again, and it's a
good thing to hear. |'mlearning sone good things.

I have a couple questions, nore technical, nore
| ooki ng at how di fferent people have eval uated data, to see
if they're appropriate.

BY MR. BROWN:

Q First, a lot of us are trying to | ook at, of

course, a true protein for the first tine because all the

data in the Federal Orders is on a crude basis. W're using
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basically a .19 subtraction factor to convert fromcrude to

true protein. |s that an appropriate way to do that kind of
anal ysi s?
A In terns of going back to old data that --

Q Yes. Using historic --

>

-- is on crude?
Q Ri ght .
A | think that's a fair way of doing it, .19.
Q Okay. All right. The second question | have is
as many of you are aware, National Al Jersey works with a
ot of plants with prem um prograns, particularly cheese
pl ants, particularly cheese yield, and they all have
different formulas. There's a couple different factors that
| see different and | wanted your opinions on that they use.
For exanpl e, sone plants, depending who they are,
| have use between 90 and 93 percent fat recovery in their
cheese yield fornmula for paynent to producers. From what |

understand, do you think that's a reasonabl e range?

A For cheddar cheese, that's --

Q Ri ght .

A -- a reasonabl e range.

Q These are cheddar fornul as.

A Yes.

Q The second question | have is that several of the

plants | work with, instead of using a minus .1 factor for
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casein adjustnment in the VanSlyke use a 96 percent of casein
adj ustnment factor. In other words, instead of saying 78

percent tinmes protein mnus .1, it says 78 tinmes protein

times .96. Is that a reasonable substitution?
A I think for the type of purpose it's a reasonable
substitution and has been typically done. | don't

technically like it as much, but it's close.

Q Okay. Thank you. The third question | have is
nozzarella plants, which | have to admit fromthe standpoint
of All Jersey has been a challenge working with cheese
yield, and one of the reasons for that chall enge has been
differences in the price of skimmlk and differences in the
price of fat.

From ny experience, and again there are
exceptions, but nost of the nozzarella plants | work with
generally either buy creamor sell nonfat solids to
standardi ze their nmilk, depending on the price of butter
Most of the tinme they buy nonfat solids. Wuld that be
simlar with your experience?

A You said quite a few things there, and | --

Q Okay. All right.

A -- want to nake sure |I've got it all correct.

Q Most of the npbzzarella plants that | work with
al so buy other mlk ingredients to make their cheese.

A Correct.
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Q They usual ly buy nonfat solids or condensed skim
m | k.

A Yes.

Q The other thing, at tinmes, particularly when fat
has gotten very, very high, they've decided to sell cream
From your experience, are those the two decisions npst
nozzarella plants usually are | ooking at, whether they
should fortify with skimor by selling fat?

A Yes.

Q Okay. M question related to that would be then
when you're running a nozzarella plant would the val ue of
butterfat in skim conponents outside of cheese, other prices
on other products, particularly nonfat dry m |k and butter
be perhaps nore inportant than if you were running a cheddar
pl ant because of the standardization issue?

A | think it's inportant in both, and in terns of
conpari ng, when you say cheddar cheese | think you have to
acknow edge that there's different cheddar cheeses nade for
di fferent purposes.

When |' m maki ng barrel cheese as a raw nmateria
for processing, that cheese maker would be nuch nore likely
to buy additional solids and fat to fortify to inprove their
performance efficiency. A cheddar meker meking | ong hold
cheddar probably would not do that type of thing because of

quality issues, or they'd be nmuch nore conservative in doing
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I think you have to make the conparison for
nozzarella to sort of the group within cheddar that's nore
on a par in ternms of how the product will be used, so
think in that case both the cheddar of a conparable nature
to nmozzarella would have the same incentives to consider
seriously the purchase of cream extra fat and solids for
fortification.

MR, BROMAN: Okay. Very good. Thank you very
much.

MR. CHRI ST: Your Honor, | have one nobre question.

JUDGE HUNT: All right, M. Christ.

MR. CHRIST: Paul Christ fromLand O Lakes.

BY MR. CHRI ST:

Q Dr. Barbano, when | asked you the question about
the relationship of butterfat to protein earlier, you
qui ckly made the conversion. Can you give us the fornula
for maki ng that conversion? | think that would be usefu
for the record.

A When | was making --

Q | asked you earlier whether the 3.95 percent
butterfat reflected the 1.28 ratio or sone other number, and
you apparently made a qui ck conversion.

A I made a quick conversion. The thing that you

have to do is say okay, at what protein content.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

675

Q Yes.
A My qui ck conversion saying |I've got to assume sone
true protein that | was at -- let nme just check here. |If

you' ve got a 3.0 true protein, which would be close to what
you woul d have, probably that's a couple of hundredths
hi gher, if the skimportion was that magic 3.1 true protein.
Q Okay.
A That's kind of it. So | took approximately three
percent and divided it into 3.95.

What woul d be better, if you wanted the actua
nunber, is if you knew the protein test of that nmilk supply
like you know the 3.95. You could calculate it directly.

Q Okay. So you were assuming a constant true
protein in the skimmlk portion of the mlk irrespective of

butterfat?

A Si nce you gave ne no base --

Q Yes.

A -- in terns of protein.

Q | understand that. |Is it correct that there is a

correlation between say true protein |levels and butterfat

l evel s? As butterfat increases, true protein also

i ncreases?
A That correlation is pretty weak, --
Q Okay.

A -- particularly when you get to individua
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producers.
MR, CHRI ST: So you were confortable with assuning
the constant true protein? Good enough for ne. Thank you.
JUDGE HUNT: Yes, sir? M. Pacheco, is it?
MR. PACHECO  Good norning. Frank Pacheco with
Nati onal Farmers Organi zati on.
BY MR. PACHECO
Q Good norning, Dr. Barbano. |'ve got a question
concerning on page 17 you have the VanSl yke theoretica
cheddar cheese yield fornula. |'mgoing to reference that
in terms of on page 18 we have the fat recovery in cheese.
As you well know, the current valuation is the 90 percent.
You say that higher cheese recovery, the value of .93
recovery, is achievable at the commercial |evel.
| believe yesterday you said that there has been a
transformati on in technol ogy or equipnent in the |ate 1980s.
In the best estimation you can give, is there a ngjority of
the plants commercially today able to achieve that type of
l evel ?
A In the .90 to .93 range, | would say the majority
of nodern plants should be able to achieve that |evel.
Q Okay. On the theoretical side of it, it has a
.93. Now, the .93, is that like an averaged theoretical?
Could it be higher than .93, for instance? Could it be .94,

. 957
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A Let me step back and explain where the .93 cane

fromoriginally. 1In what is a theoretical yield formla,
based on the observations that a person by the nanme of
VanSl yke was goi ng out and nmeasuring cheese yield, neasuring
fat content of milk, actually at that tinme in the 1890s
nmeasuring casein content of the mlk, that his observations,
so enpirical numbers, said yes, there's people that get much
| oner fat recovery. There's people that get a little higher
than .93. Based on his observations, he said .93 is
achievable. Don't be satisfied with .85, .86. You can do
better in terns of yield performance. That's where the .93
came from

Goi ng through tine as we changed equi pment, up
sized, there were sone m stakes in equi pnment design that
caused the average industry performance to fall bel ow what
VanSl yke said. For a tinme period, the industry was saying
oh, he nust have been wrong. You can't achieve this. Wth
time and | ooki ng seriously when sonme of us in research were
saying it is achievable, started working with conpani es that
design vats, and they had their own engi neering staffs.
Thi ngs were inproved.

I think right now we're back in the zone where
VanSl yke woul d say we should be. To ne there's nothing
magi ¢ about what VanSlyke says in terns of .93. That's

based on his observations with very traditional cheese
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making in the 1890s. Possibly in the future we will do
better with new technol ogi es.

Q So, Doctor, basically you just referred that we're
back to the zone of the 93 percent is achievable that
VanSl yke was basically advocating at that tinme?

A Ri ght .

Q And also, .93 is not the maximum There are
possibilities that it could be higher, but .93 is, you know,
sonmet hing to achieve

A Yes. | think I wouldn't rule out the possibility
that in the future equi pnent designs, technol ogy changes
could further inprove what we recover in terns of fat in
cheese.

MR. PACHECO  Thank you, Doctor.
JUDGE HUNT: M. Beshore?
BY MR BESHORE

Q Dr. Barbano, when the VanSl yke was bei ng derived,
at what point where the conponents of the m |k being
eval uat ed?

A They woul d have been neasured at the vat.

Q At the cheese vat?

A At the cheese vat. Correct.

Q Now, where in Exhibit 19, the flow chart that M.
Rosenbaum di scussed with you this norning -- would you agree

with me that the dairy farmer's control of the process for



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

679
handling his m |k ends when the mlk |eaves his farm bul k
tank and is | oaded onto a truck and goes --

A Right. The farner |oses control of it at that
poi nt, the individual farmer, yes.

Q And the handl er of the m |k has exclusive contro
of the process fromthat point on?

A From that point on until it arrives and connects
to the plant and is punped into the silo. At that point,
the handl er | oses control

Q The marketing handl er, but --

A The marketing handl er.

Q -- the manufacturing handler would --

A That's right.

Q And fromthe point it enters the silo at the
cheese plant, any losses within the plant operations are
within the domain -- nmanaging those | osses, nanagi ng that
entire operation, is the responsibility and the sole donmin
of the plant owner and operator, correct?

A Yes.

MR, BESHORE: Thank you.
JUDGE HUNT: M. Rosenbaunf
BY MR. ROSENBAUM

Q Dr. Barbano, to follow up on that |ine of

qguestioning, | suppose everything in the nake allowance is

not in the control of the farner, but in the control of the
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handl er, correct?
A Everything in the make --
Q | nmean | abor costs at the plant, obviously how

much you're going to pay your enployees, is not the --

A Ri ght .

Q -- farmer's responsibility.

A Ri ght .

Q It's the handler's responsibility, correct?
A Correct.

Q But obviously that's built into the current

formula, correct?

A That is built into the current make all owance that
goes into some calculation in the formula.

Q Maki ng sure you get the best deal possible for

your energy purchases. That's a concern of the handl er

correct?
A Correct.
Q Not the farner's responsibility, correct?
A Ri ght .
Q But it's still built in the make all owance,
correct?
A It should be, yes.

Q Okay. And really the only question as to
shrinkage is the question of whether it ought to be included

in the make al l owance, which you say it should be, although
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it's not right now, or whether it should be reflected in
what you may think of as a sloppy, but, nonetheless, a yield
factor, right? Those are the two choices.

A Those are the two choices. G ven a choice,
don't -- you get confused by changing yield factors for

pur poses other than what really happens in the cheese

maki ng.
Q Okay.
A Ri ght .
Q Well, but arguably a reason not to change the

current yield factor is because the current yield factor of
.90 -- well, let ne rephrase that. The current yield factor
reflects an assunption that .90 of the butterfat is retained
in the cheese, correct?

A It reflects that assunption. |'mnot sure that
it's been carefully thought through whether that assunption
i ncludes | osses fromthe farmor was |looking at it fromthe
vat .

Q Okay.

A Since | didn't set up that .9, | don't know what
the assunptions are.

Q Okay, but if we're not going to capture shrinkage,
and by that | nmean loss of mlk in the process, through the
make al | owance, then one could account for that through the

yield factor in the fornul a?
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A Well, the thing is that when you tal k about
shri nkage you're | osing everything.

Q Ri ght .

A Yes, so you'd want to be very careful about how
you account for it or try to take care of it in a yield
factor because there's several factors all through the whol e
system and placing it in different factors produces
different effects because it's not where it really occurs.

Q But it's got to be put in somewhere? You and
agree as to that?

A It's a real cost in ternms of loss of mlk no
matter where it occurs.

MR, ROSENBAUM  Thank you.
JUDGE HUNT: M. Beshore?
BY MR BESHORE

Q Are you aware, Dr. Barbano, of any studies with
respect to shrinkage type |losses in cheese manufacturing
plants |i ke what's achievable, what's an efficient |eve

that can be achieved by a reasonabl e plant operator?

A Yes. | have not been involved in any studies |ike
that, and --

Q Are you aware of any that other people have done?

A I'"'mnot aware of any in the research literature
that have been formally done. |I'msure there's sone that

have been industry type studies, and |I'm not so aware of
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those. | really don't know.

MR. BESHORE: Thank you.

JUDGE HUNT: M. Vetne?

M. Vetne assured nme that he would not duplicate
that questions that were asked before.

MR. VETNE: And if | happen to stunble on sone,
Dr. Barbano assured nme that he would bring it to ny
attention.

BY MR VETNE

Q Dr. Barbano, the relationship between the nonfat
solids price and particularly the protein price that you
describe as a current problemwhen mlk is used for cheese
because protein is not priced on the base of cheese; it's
priced as a default value based on the price of butter

Wuld it be correct to say that that sanme problem
characterized not only the current system as you descri be
it, but characterized the skimand butterfat accounti ng when
the MWwas used and the skim and butterfat or conponent and
butterfat accounting when the BFP was used?

A I think that the scope of that goes well beyond,
you know, ny know edge and experience going back into the
old BFP, and | don't think | can answer that.

Q You are aware, are you not, that in the skim and
butterfat accounting that the skimprice was a default val ue

after the butterfat value was cal cul at ed?
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A Correct.

Q And to the extent that skimmlk, it was used with
fat to make cheese, the skim and the conponents of skim
prices would go up or down based on butterfat val ue the sane
way you' ve descri bed now as a probl enf

A Correct. Correct.

Q Okay.
A That's correct.
Q I did not intend to draw on your know edge of the

details of how that fornula was arrived, but rather the
nmechani cs of translating a solids price without going into
the details of the conponents.

A Ri ght .

Q A solids price to the nonfat portion of the mlk,
and that would --

A And t he dependency on fat that when fat goes up,
because it's a residual, solids val ue goes down.

Q Okay. Now, in the past are you aware that, let's
say goi ng back 20 years or nore, skimmlk going to cheese
pl ants was conmmonly priced not only under the Federal Order
system but conpetitively, just at a volune basis?

A Yes.

Q And the industry subsequently took the |ead,
noticed that protein or nonfat solids had val ue i ndependent

of the volunme of solids and water in skimmn |k, and the
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i ndustry took the lead in inplenmenting conpetitive prem uns
for either protein or nonfat solids or other conponents in
the skim portion of mlk, correct?

A Yes, that is correct.

Q Okay. After that had occurred for a great nunber
of years and became a conpetitive market practice, the USDA
foll owed with inplenmenting conponent pricing roughly
mrroring the conpetitive market in sone of the north, heavy

cheese produci ng markets?

A | guess the question --
Q Is that correct?
A Well, what happened -- | think it's correct.

Whet her the industry |ed USDA or USDA foll owed |I'm not sure.
In terns of what you're saying, | think the industry had to
request USDA to consider conponents.

Q And are you not aware that the industry had for a
nunber of years enployed competitively prem ums based on
solids before USDA introduced that systeminto regul ati on?

A Yes.

Q Are you famliar with a series of reports by one
of the mi dwest market adm nistrators describing the elenents
of conponent based conpetitive pricing, part of the record
in the conponent regul ated pricing hearings?

A Yes. | think |I recall and | receive annua

t hi ngs, publications from USDA, about the nunmber of areas
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usi ng component pricing and prograns, yes.

Q Are you aware of whether in the cheese
manuf acturing industry there are plants that conpetitively
enploy the type of fornmula that is included in your
proposal ?

A There are plants that conpetitively apply a cheese
yield forrmula, which would be a portion of what | have.
M ne includes the whey al so, but particularly applying the
cheese yield formula to pay for nilk based on its cheese
yi el d.

Q Wthin the Federal Order system are you aware of
whet her that kind of cheese yield formula pricing has
achi eved the same market or conpetitive dom nance that
conmponent pricing had achi eved when USDA i ncor por at ed
conmponent pricing and regul ation? Do you know the extent to

which that actually is enployed in the market?

A Today?
Q Yes.
A The extent is relatively small. | can think of a

few cheese nmeking factories that apply a yield cal cul ation
based on individual producers' mlks to determ ne that
producer's price.

Q Okay. Wth respect to those few that you are
aware of, are you aware of whether or not those plants

i ncorporate a system of weighing the protein price and the
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fat price in the cheese yield fornula the same way that
you' re proposi ng now?

A The wei ghing that they use is based on the
VanSl yke fornmula, so it would be -- when you say as |'m
proposi ng now, you're referring specifically to what | have
in that first colum of the spreadsheet? 1Is that --

Q I"'mreferring specifically to take the wei ght of a
bl ock of cheese and figure out the weight of butterfat in

it --

A Ri ght .
Q -- and so forth.
A There are two different ways of saying the sanme

thing on the cheese side; that what | have is calculating
the amobunts of cheese and where conmponents go.

Q Are you famliar within the regions, for exanple,
in the upper midwest? Do you have any idea how many plants
now conpetitively in relation to total cheese production

enpl oy that kind of payment systenr

A No, | don't. | don't know the number of plants.
Q Okay. Would the same answer be true for other
mar ket s?
A Correct.
Q I think you' ve indicated, and if you haven't would

you agree with nme, that the proposal would affect, if

i mpl enent ed, sone change in the conpetitive equilibriumthat
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i s now experienced between cheese plants and between
markets? |Is that correct?
A When you say the proposal, you're referring to?
Q Your proposal to change the wei ght of val ue
attributed to protein versus the weight of value attributed
to fat in mlk used for cheese.

A Okay. So that would go to changing the fat val ue

to the cheese price instead of -- that's the first step
Q I"'mconming to that.
A Okay.
Q After all of those steps are done, --
A Ri ght .
Q -- it will change in reality conpetitive

rel ati onshi ps between plants that produce different
varieties of cheese and have different protein content in
their cheeses, different fat content in their cheeses.

A The cal culation |'ve done produces a price per
pound of fat and a price per pound of protein, a price per
pound of other solids. | don't see that it changes the
rel ati onshi p between nmanufacturers that nake different types
of cheese other than the big differences there are already
bet ween manufacturers that nmake different types of cheese.

Q Al right. W'Il get into that a little bit nore.
Are you aware that plants in California pay for mlk

conmponents going into cheese on the basis of solids, not



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

689
fat, and fat content in producer mlk?

A I"maware of it, but I"'mnot as familiar with the
details of how they do that in California.

Q Okay. M questions don't require you to be aware
of the details, just of that sinple fact.

Wthin the Federal Order system the proposal you
have advanced wi ||l change the ampunt that a handl er nust
account for solids, not fat, and protein in particular, but
of necessity it will not change the way handlers in
California account for solids, not fat, including the
protein, correct?

A Correct.

Q Okay. Wth respect to the total cost of m |k used
to make cheese, your proposal would in particular increase
the m nimum price charged to manufacturers of |owfat cheese,
such as nozzarella and other cheese that don't have the
VanSl yke percentage of fat?

A When you make --

Q I"msorry. Wen fat prices go up in butter.

A When you say increase the price, the thing is that
if you're meking, as you said, |owfat cheddar or nobzzarella
that you have two options to consider. You're not going to
make the cheese directly fromthe m |k that you purchased
fromthe farm because it's got the wong ratio of casein to

fat --
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Q Yes.

A -- so the anpunt that you pay for the mlk is
going to be net of the creamthat you renove, or you're
going to be doing sone fortification

Q I"msorry. M question was inconplete. Let's
| ook at the skimportion of mlk.

A Okay.

Q Sonme fat is renoved and accounted for differently,
and the fats and the solids that go into cheese are the fat
and solids that are inmportant for your formula.

For a plant producing a | owfat cheese, when,
according to your formula, the farmer isn't achieving enough
revenue on the protein portion the fornula would correct
that, and the protein price would go up, correct?

A Yes. The protein price would not go down or up
when fat goes up and down.

Q And whatever that price is, whether it's |ow or
hi gher than woul d be under the current system or under the
previ ous MW and BFP systens, it will be a change in price
relationship that is not experienced by California
manuf acturers because they're not subject to the sane price?

A Again, I'mnot famliar with the California system
in terms of the fat and skimvalue relationship

Q But you woul d not disagree with ne that if

California does not incorporate this sane system there wll
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be introduced a new difference between | owfat cheese made in
California and | owfat cheese nmade el sewhere?

A I"mstill not sure that if you take -- let's say

you nake | owfat cheese here. W're not in California.

Q Okay.
A | renove creamfromthe mlk to make the | owf at
cheese or the sinple, straightforward case. | take that

cream and it's going to go out of the plant and be sol d.

| would assume that if that was the case, and
given nmy scenario that | valued the fact purchased fromthe
farmat the price per pound of cheese, that when that cream
goes out of the factory it will be changed dependi ng on what
it's used for in terns of the value of that fat, in terms of

what utilization it goes into.

Q | see.
A So it seens like that would correct --
Q You' re assum ng that the handl er receives raw

m |k, and any offsetting increased costs in the protein
portion would be offset by reduced costs for the fat
portion? |Is that correct?

A If you' re making | owfat products and you will need
to either renove creamor fortify, that if you' re taking the
approach of renoving creamthen the ingredient costs, both
in California or outside of California, would not reflect

that total mlk cost, but the --
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Q Yes.

A G ven the way |'ve done it, that cream val ue was
paid for at the price per pound of fat that would be equa
to the cheese price, but if that fat was not going to be
used in cheese and was going to go into another utilization
then as it goes to another class it would be reval ued at
| east the way |'m aware of things noving between classes in
the current system

Q So if butter is -- if the fat value in your
formul a of cheese is |lower than butter and the cream ends up
in a churn and gets converted to butter, either the cheese
maker or sonebody has to account to the market for the
hi gher value of fat and butter, and either the cheese neker
or sonebody to whom the cheese nmaker sells -- there would be
no ability for the cheese maker to offset that cost because
the systemforces it at a higher price? Ofset the cost of
fat not going into cheese against the increased cost of
protein going in cheese.

A The cheese nmeker making that |owfat product always
has the option to keep that fat and buy nonfat solids to
doubl e st andar di ze.

Q But the nonfat solids then coming in let's say in
the form of condensed. Are you aware that condensed mlk is
priced at the classification for which condensed mlk is

used, so it's separate at sonme place, but when it conmes to a
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cheese nmaker it woul d, under your proposal or any proposal
it would be priced at the protein or solids or skimmlk
price --

A Yes.

Q -- at ultimate use? |'msorry. Your answer was?

A Yes. Yes.

Q As | recall, mlk which is standardized to 3.5
percent butterfat and in an illustration of the problemthat
you perceive there would be sonme increase in the 3.5 cost of
m |k when fat prices have gone up, but protein prices
haven't adjusted correspondingly.

A Can you --

Q You indicated a 30 cent increase, one bottomline.
Do you recall that nunber?

A Right. Yes, | do.

Q Are you aware that at sonme threshold C ass |
prices can be driven by Class Il prices?
A I'"'maware of that, but it's not sonething that

I'"ve specifically | ooked at within the scope of what |I'm
working on in this Class Ill price in establishing the
factors in protein and fat val ues.

Q Okay. Are you not prepared to address then the
i mpact of the proposal on skimmlk prices when Class 11
drives the Class | price?

A | did not prepare for that because it really was
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outside of the scope of what | was reading in the hearing
notice and that the -- |I'm focusing specifically on trying
to get a technically correct value per pound of fat, per
pound of protein, per pound of other solids.

Q The proposal, | hope you will agree -- |I'm asking
you to agree or disagree.

A Okay.

Q -- woul d disconnect nore than is currently the
situation the protein price for mlk used in cheese from
ot her uses in the pool.

A And | think | said in my testinony that |
acknowl edge that there are things that have to be considered
about that in ternms of the inpacts outside of Class IIl, and
those things need to be eval uat ed.

Q Okay. Would it be correct that you have not
eval uated the inpact of the proposal on the incentive of
pl ants, particularly plants maki ng | owfat cheeses, to take
their mlk and milk supplies and plants off the pool, the D
pool ?

A Right. | have not eval uated that.

Q Wul d you agree that it would create new
incentives or at |east new considerations in decisions to
pool or not pool ?

A I think any tinme you change anything that you

reevaluate all of those deci sions.
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Q The VanSl yke fornula -- well, strike that. [If ny
recollection is in tune, and frequently it's not, | recal
at prior hearings on conmponent pricing that you have
testified to an optinmal relationship between casein content
and fat content in producer nmilk to achi eve highest yield
fromthose conponents in cheddar cheese.

A I think 1've testified to the optimumratio.
There's an optimumratio to get quality in ternms of the
qual ity characteristics of the product, and that's a little
di fferent dependi ng on whet her you're nmaki ng barrel cheese
for processing or you' re making cheddar cheese for aging.

Q If the optimal relationship between casein and
protein does not exist, let's say there is -- well, again
strike that.

My recollection, and forgive me if it's wong, is
that you've testified that there's sone binding that takes
pl aces between the casein and fat to produce the product.

A That's correct.

Q Casein adheres to fat or vice versa or both.

A The casein traps the fat and holds it, and by -- |
think the use of the word optimal is not quite the correct
term that at sone point there's alinmt, a maximumlimt
above which you've got too much fat, and you both change the
characteristics of the product to make it technically

unacceptable froma quality point of view, but you start
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getting to the point where you woul d have fat | osses that
wi || be higher than what you want in your cheese neking
Q Okay. That was ny next question. At some point

if it's out of sync with optimal, nore of the fat goes out

in the whey. |s that correct?
A Yes.
Q And if the converse is true that you have too

little fat conpared to the casein, nore of the protein goes

out in the whey?

A No.

Q No?

A That's not true.

Q That portion is not true?

A That portion is not true.

Q Why is that?

A When you get down to too |ow fat, what happens is

i n cheddar cheese once you go bel ow t he ambunt of fat that
woul d give you 50 percent fat on a dry basis it no |onger
neets the | egal mninmmfor conposition in terns of fat on a
dry basis.

Q Okay. Wth respect to the production of cheeses
ot her than cheddar cheese, does the same general chem ca
principles hold true?

A In general, yes. Both chem cal and issues of

product standards in terms of mninmumfat contents that are
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allowed in particular standardi zed products.

Q Okay. Wth respect to non-cheddar cheese, you
woul d al so expect if the fat to casein ratio is out of sync
nore of the fat to be lost in the whey?

A I would expect that, but those ratios are usually
wel | above or they are above where you would start to have
quality problens with the product itself.

Q And where the incomng producer mlk does not have
optimal characteristics, that's where a handl er woul d want
to consi der purchasing either creamor condensed mlk to
produce the optinmal relationship in the vat before or in the
silo before it goes into the vat?

A I think that for a nunber of reasons the cheese
maker wants to reach an optimum from the standpoint of the
quality of the product, the recovery of solids and the
efficiency in ternms of the total pounds of cheese per fill
of vat that you produce in that plant, so you would contro
that ratio, both the ratio of casein to fat and the sum of
the two to the level to optimze several things at once.

Q The formula that you have introduced and | guess
the formula even currently in place assunes a fat to protein
-- I"'msorry. A casein to protein ratio.

A The one -- it has a ratio in there. It assumes a
ratio, and that is sonething that you have to sel ect.

Excuse ne. Can you repeat that?
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Q The question is sinply it assunes a ratio of
casein to protein, whether it's true protein or --

A Yes. Yes.

Q It does?
A Yes.
Q It doesn't nmeasure casein in inconming mlk or

doesn't measure casein or protein in outgoing product?

A That's correct.

Q It's all based on the assunptions. There are
di fferences, are there not, in casein to protein ratio in
producer m | k?

A Yes.

Q And those differences are observed fromfarmto
farm region to region and season to season, correct?

A There are differences, yes.

Q And if incom ng producer nmlk has |less casein to
protein, nore of the non-casein protein goes out into the
whey. Am | correct?

A That is correct.

Q And this proposal and | guess the existing system
woul d charge for that protein as though it stayed in the
cheese because of the assunption? |s that also correct?

A Well, I -- no, it's not correct because | think
t hat when you | ook at -- when you have a producer's mlk

where the casein as a proportion of protein is abnormally
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| ow what you'll find a large proportion of the tine is the
somatic cell count of that mlk is abnormally high, and in
the calculation of the prices in the Federal Orders where
they're using somatic cell count, that higher somatic cel
count would factor in a negative on the price to account for
that | oss of protein or loss of yield in cheese.

Q Is somatic cell count -- strike that also. There
is, however, occasions of |lower casein to protein for
reasons other than somatic cell count. Seasonal, regional

A In my opinion, | think nost of the difference is
due to somatic cell count. The other factor, in ny
experience, that seens to be inportant in that if the
somatic cell count is |Iow but you say | have mlk froma
herd where the casein as a proportion of proteinis
abnormally Iow that in my experience the reason why that has
occurred in the past is that that would tend to be a herd
that has as average age of cows in the herd that is high

In my experience, the average age of cows in dairy
herds has been goi ng down because of the change in size of
herds and the managenent style of herds, so | think that's
becomi ng |l ess significant, so | think somatic cell is
expl aining nore of the variation in that casein as a
proportion of protein than it used to.

Q Okay. When somatic cell is the explanation for

| ow casein to protein, have you cal cul ated whet her the
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somatic cell adjustor captures the difference in price, the
new di fference in price that would be created under the
proposal when protein that's assunmed to be in the cheese
actually is not in the cheese?

A I have not cal cul ated specifically that adjustor.

Q Okay. Are you aware of a study -- | think it cane
out of UC-Davis or maybe within the California Departnent of
Food and Agriculture -- by Lee Jensen in which regiona
differences within California of casein to protein were
observed with |l ower casein to protein in southern
California, higher in northern California?

A | have not seen that study.

Q Do you know whet her there is a difference in
protein or casein recovery in non-cheddar cheese conpared to
cheddar cheese?

A My experience, and when you say nhon-cheddar
cheeses, ny direct experience has been in | owfat cheddar
cheeses and all fat |evels of npbzzarella, and nmy experience
in those two cheese, which is extensive in ternms of cheese
maki ng for research purposes. There is no difference in
protein recovery in the cheese whether |'m making | owf at
nozzarel |l a, nozzarella, cheddar, |owfat cheddar. G ven good
manuf acturi ng conditions, the proportion of the true protein
that | retain in the cheese is on a par

Q Do you have any information or know edge
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concerni ng whether the recovery of fat that goes into the
vat in non-cheddar cheese is proportionately greater or
| esser than in cheddar cheeses? |'mnot talking of fat in
producer ml k.

A Ri ght .

Q I"mtal king the recovery of fat that actually goes
into the vat; whether the proportion is different.

A Particularly in nozzarella cheese where | have
quite a bit of experience, the proportion of the fat that
you start out with in the mlk that's retained in the cheese
is lower, but typically you're starting out with a very
different fat to casein or fat to protein ratio.

There's a | ower proportion of fat, so even though
there's a big percentage difference, let's say for
nozzarella the average is 85 percent of the fat --

Q Recovered in the cheese?

A -- recovered in the cheese versus a 90 to 93 in
cheddar. That's 85 percent of a smaller percentage fat in
the mlk because you're starting with a lower fat mlk, so
on an absolute basis it's not quite as big as those
di fferences in percentages woul d show.

Q Okay. | nmay have said this before, but bear with
me. As | understand the proposal, when nilk of average mlk
supply conposition is received and cheddar cheese of

st andardi zed fat and noisture relationship is produced, the
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proposal that you've advanced will not change handlers' mlk
costs, but reallocate those costs between fat and protein.
Is that correct?

A Can you repeat? There were several things there.
I want to be sure | understand correctly what you've asked.

Q Okay. Let's take your proposal in its whole. It
starts out with a cheese price, a market cheese price.

A Correct.

Q Okay. It subtracts fromthat cheese price a nake

al | owance?

A Yes.
Q And - -
A Now, ny proposal doesn't do that. The current

syst em does.

Q But the current system does that?
A Yes.
Q Okay. You end up sonewhere between a cheese price

after subtracting a make all owance with handl er cost, a
m ni mum price?

A Yes.

Q Okay. Am | correct that the proposal that you
advanced with respect to that nmininmumprice for standardi zed
cheese and standard m |k doesn't change the handler's tota
costs, but instead reallocates those costs between fat and

protein?
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A I think that it reallocates the cost between fat
and protein for sure. It does -- the way -- even at the 75
percent, the assunption of 75 percent of the true protein is
casein, so it would be Colum 1 in what | presented; that
that arrives at a mlk price of $11. 66 where the current
systemwould arrive at a mlk price of $11.51 with a 3.5
mlk, so there's a difference in price.

Q Okay. I'msorry. M question did not assune 3.5
mlk. M question assuned the --

A The 3.67?

Q -- 3.67 or whatever the standard.

A Okay.

Q The supply that gets in the mlk supply to the
cheese pl ant.

A Okay. |If you take the 3.67 and you want to
conpute the price per pound of protein at 3.67?

Q Yes.

A That is not a conbination that's shown on ny
sheet, but | could do it if you --

Q Okay. What | wanted to know i s whether the actua
cost of fat and protein conbined in your formula after sone
make al | owances --

A Ri ght .

Q -- is changed?

A It's changed, and at 3.67 actually the difference
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between my cal cul ati on and the current calcul ation at 3.67
think is alittle smaller than the difference that exists at
3.5 fat.

Q Okay. The added price --

A Yes.

Q -- cones as a result of placing nore inportance on
the nonfat portion of mlk at 3.5, the difference that you
descri bed?

A Yes. Yes. It reduces the fat value and increases
the protein value. That's correct.

Q Okay. And because standard nilk, what we use as
3.5, is not representative of the mlk supply?

A Correct.

Q You speak in your testinmony frequently about
sendi ng signals, and on page 23 you indicate that this would
del i ver paynents to each producer links directly to the

val ue of cheese.

In prior -- | guess it's near the bottom of the
page there towards the end of a paragraph. | can find it
for you.

A Yes. |'ve got it.
Q Do you see it? Okay. |In prior cross-exam nation,

would it be correct to say that you've changed your opinion
on the |inkage between the cheese price and the signa

recei ved by the producer?
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A I don't think I've changed ny opinion. | think
the thing is that when you say by the producer, as soon as
you say producer | think of individual producers, not that
aggregate silo mlk at 3.9 sonmething. As individua
producers, the way the current systemis working the ones
bel ow that ratio don't receive a signal that is sensible.

Q In that case, | would just ask a couple questions.
The producer, the individual dairy farmer, --

A That's right.

Q -- in a regul ated market under your proposal wll
not receive the price or the price differences incorporated
in the proposal for a nunmber of reasons. First of all, what

t he producer receives is dependent upon other classes in the

mar ket .
A Correct.
Q Okay. And those values are blended before it gets

to the producer?

A Yes.

Q And the degree to which a market has other uses,
the nore those other uses the lower this signal to
producers?

A | have --

Q The smaller portion of the signal is translated
into the producer price.

A | suppose. You'd have to calculate and | ook at
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how t hat woul d work. Yes.

Q Okay. And in fact the proposal, even in markets
that are heavily influenced by cheese, does not include a
subproposal to recalculate the way in which the producer
conmponent price is calculated and actually paid to
producers. | think you answered yes to that before.

A That's correct.

Q Okay. So both of those things, both other uses
and the non-translation of these price differences into the
ultimate signal received and the producer's paycheck, would
di l ute what you descri be as an inportant signal?

A There woul d probably be sone dilution, yes.

MR. VETNE: | want to address for a minute anended
Exhibit 19 and offer sonme additional anmendnents myself.

"Il give you a copy on which |'ve nade some witing. |
haven't made extra copies of this, but --

JUDGE HUNT: |If you nodified 19, we better nake
that a separate exhibit, M. Vetne. Do you want that marked
as proposed Exhibit 20?

MR. VETNE: Sure.

JUDGE HUNT: All right.

(The docunent referred to was
marked for identification as
Exhi bit No. 20.)

11
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BY MR VETNE

Q On proposed Exhibit 20 | have written sonme nunbers
in blue ink so that they're distinguishable from Exhibit 19.
Going to the bottom of the page where M. Rosenbaum has a
little square right of center indicating a cheese vat, --

A Yes. | see that.

Q -- 1"ve introduced a new arrow there indicating
| oss of components between the vat and the cheese. Wuld
you agree that sone cheese is |ost between the vat and the
package?

A Yes.

Q And then on top of the page coming from and you
all will see this. W'I|l get copies. Comng fromthe
tanker 1've introduced a new step, an additional step, where
some mlk comng fromthe farmtanker takes an internedi ate
route and goes to a creanery where mlk is separated and
condensed.

In that transaction, some mlk would be | ost from
the tanker to the creanmery, as it is in every transaction
fromthe farmto the first plant, correct?

A Yes.

Q Okay. And in the mlk going to the condensory
there woul d be sone plant | osses of conponents in the
condensi ng process. Am| correct?

A Yes.
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Q Okay. And when condensed m |k or creamis | oaded
onto a truck fromthe condensory there woul d be sonme | osses
in the pipes and lines and truck and so forth before the
condensed mlk or creamcones to the cheese pl ant
pasteurizer, correct?

A It's correct, but we're really dealing with two
different plants, and we're receiving mlk that is not going
to cheese at its point of first receipt.

Q | understand. That's true, but are you not aware
t hat when either the condensed nmilk and/or the creamhits
the pasteurizer or the silo -- I"'msorry. | had it going to
the pasteurizer. It should go to the silo --

A The silo.

Q -- of the plant.

A That's right.

Q So that arrow is wong, but when it hits the silo
of the cheese plant sonebody, the cheese plant or the
creamery operator, will have to account to the pool for use
of that condensed milk and solids in the condensed m |k, as
well as the fat in Class IIl, correct?

A When it arrives at the plant at that point, but it
woul d be, and again |I'mnot as fanmiliar with this, but once
that tanker unloads at a creanery and it's going to be
processed, the associated |osses of nilk conmponents then

shoul d be factored into the cream and condensed price that
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are the products that that processing unit is selling.

Q Yes?
A So the cheese maker who's buying those conponents
has to |l ook at that, and there's sonme -- there probably is

sonme | osses factored into the price of those and woul d nmeke
a deci sion whether those are a reasonabl e way of buying raw
mat eri al or whet her they should be getting nore of their

m |k conponents directly into the silo fromthe farm

Q | understand. |'ve nmade a correction on the
exhi bit which shows the cream and the condensed going to the
silo of the cheese plant rather than the vat of the cheese
plant. That is nore accurate?

A That's nore accurate, yes.

Q It's your understanding, or nmaybe it's not. Is it
your understandi ng that sonmeone in the system under your
proposal or any others would have to account when cream and
condensed are used in this manner, would have to account to
the pool at the Class IIll price, at the Class Ill protein
price, at the Class |IIl fat price, for whatever volunme of
mlk is produced at the farm whether it goes through a
condensory and separator or not?

A Soneone woul d have to account for it, but | would
assunme the way you have drawn this that since the creanery
sounds |like sonething that's a separate site --

Q Yes.
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A -- where these condensed and cream are bei ng nade
that that creanery is responsible for its own |osses, and if
it needs to recoup those | osses in handling would need to
reflect that in the price that it charges for its cream and
its condensed.

Q Okay. Wth reference to yield, if yield of
product is calculated by reference to volune of nmilk
produced at the farm when nilk goes through a condensory or
separator at another site the yield would be | ower for that
portion of m |k because of those internedi ate | osses,
correct?

A The amount of milk arriving at the cheese pl ant
woul d be less. The yields per unit volune are the sanme of
the mlk they started with.

Q Well, the yields -- again, ny question was by

reference to the volune of milk and conponents produced at

the farm
A Ri ght .
Q Your answer was yield by reference to vol une of

mlk received in the silo.

A Ri ght .
Q Okay.
A Okay.
Q And your answer to each of those propositions was,

"Right." Correct ne if |I'mwong.
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Okay. As | understand your proposal and your
concerns and the problemto be addressed is that it's very
i mportant for a cheese plant to pay and for the producer
mlk price system however it's translated, to receive
accurate accounting of the actual value of the conponents in
mlk when it's used for cheese, correct?

A Yes.

Q So there's a protein price which goes to the
fourth decinmal, and the protein value assunmed to be retained
in the cheese is calculated different fromthe protein val ue
assunmed to go out in the whey, correct?

A Correct.

Q And both of these it's inportant to bring them out
to multiple decinmals because we're dealing with
hundr edwei ghts of mlk, and cheese is nultiplied by roughly
ten when you get there so a m| beconmes a penny when you get
to a hundredwei ght price, correct?

A Yes.

Q Wth respect to the fat value of nmilk going into
cheese, under your proposal there is one fat val ue when you
get down --

A Ri ght. For cheese.

Q For cheese. And that fat value is based on the
wei ght of fat in cheese?

A And it's based on the -- the fat val ue per pound
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is based on the price per pound of cheese in the systemthat
| have proposed.

Q Right. Al of the value of fat received in
producer mlk is assigned to the value of fat in cheese

under your proposal?

A That's correct.

Q Okay.

A That's correct.

Q The handl er or manufacturer or processor pays for

fat that conmes out in the whey on the sanme price?

A That's correct.

Q Unlike protein, the ten percent or so of fat that
goes out in the whey is not adjusted for market value if it
differs fromfat which is retained in the cheese?

A At the point that that fat is no longer in the
cheese and it's recovered as whey cream if it would be sold
outside the plant as whey creamthen if the value in the
mar ket pl ace for fat was higher than the fat val ue assigned
to Class IIl you might be able to get nore for that fat than
what you paid for it. The opposite is also true if the
val ues were | ower.

However, in my opinion, particularly for the type
of cheese manufacturer that would be doing what -- naking
cheese relative to the Class |IIl scenario, the barrel type

cheese, the current block cheese, that another alternative
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for that manufacturer when fat value outside of Class IIl is
lower is to capture and reincorporate that whey cream or
that fat that's |lost today in the process the next day,
whi ch would allow themto recover the value of that fat in
product at the price that they paid for it.

Q Are you aware of the extent to which, first of
all, cheese makers are able to reprocess and recover all of
t he whey cream back into the next vat of cheese?

A It's not done into the next vat of cheese. |It's
usually done in terns of later in the day or the next day,
but it's being done, and it's being done nmuch nore
effectively than people thought it could be done.

Q What portion of cheese plants, if you know, do
this?

A I don't know what proportion exactly do this, but
many of the cheese plants | talk to are doing it.

Q O the plants that do it, do you know whet her they
are able to reprocess and recover as cheese fat all of the
whey cream all of the fat and whey creamthat conmes out of
the process?

A What | know and what ny experience has been is
t hat when you take the whey cream fromtoday and utilize it
when you're fortifying tonorrow in your cheese making and
you needed cream anyway that your fat |osses using that whey

cream the next day are virtually identical to what you had
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with fresh cream com ng in.

Q My question -- that was al nost the answer to ny
question, but | think sonething is mssing. To the extent
t hat processors actually do that, and you don't know the
extent. You think --

A | don't know the exact extent.

Q Okay. Do you know of those processors whether
they al so do sonething else with sone of their whey creanf
A At tinmes if the whey cream-- if they nake a
decision not to use additional creamthen usually that's a

scenario where the fat is of nore val ue outside the cheese

and that they're selling that cream |It's going to another
use.

Q Okay. You also indicated in answer to the
guestion an assunption, | think, that if they're going to

buy cream anyway this is what they ought to do. Was |
correct?

A That's correct.

Q Okay. |If the fat in the incom ng producer mlk is
already at a level that they don't need to buy cream there
woul d be no reason to reprocess the whey creaminto cheese.
Am | correct there al so?

A Well, not necessarily. Let's say that you
indicate that the fat in the mlk is adequate. Let's say

that it's giving ne an FDB of fat on a dry basis in ny
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cheese of 53.5 percent.

If | had sone additional cream and added it to the
vat and raised ny fat on a dry basis to 54 percent, if that
product is acceptable froma quality point of viewto ny
custoners then it's nore profitable for me to make a hi gher
FDB cheese if | can make my noisture, so recovering that fat
fromthe whey cream even though it will nake -- because
it's arelatively snmall volune of the total fat that cane
into the plant, the seven to ten percent m nus whatever
di sappeared on the way to the plant, that if |I can capture
that in the cheese and sell it as cheese usually that's the
best thing to do. | think that you would consider it
whet her you had enough fat or not.

Q Okay. When or if a handl er does reintroduce whey
creaminto -- mix it with producer mlk to make cheese,
woul d it be reasonable to assunme that the portion of the
whey creamthat's not fat is just reprocessed through the

system and conmes out again as a little nore whey --

A As whey.
Q -- than you woul d ot herw se have?
A That's correct.

Q Okay. So there would be nore whey and maybe a
little nore whey processing cost as a result?
A Actually, there would be nore yield of whey powder

as a result, too.
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Q Okay. Yes. Now, you do indicate that you don't
know how much this is actually done in real |ife by cheese
pl ant s?

A That's correct. | don't have any exact nunbers.

Q To the extent that handl ers for whatever reason --
they don't need fat, they don't have that system-- are
unable to enploy it that way, what is conmonly done with the
whey cream if you know?

A Usually it would be -- well, there's a couple
different things. One, it would be sold as whey cream
That's normally the | east desirable thing to do in a cheddar
pl ant .

In a nozzarella plant, that whey cream if they're
doi ng sone separating anyway, is probably blended with fresh
creamand will go out for other utilization outside the

pl ant and sold right along as a mixture with the fresh

cream
Q And sone plants or the custoners of cheese plants
make whey butter out of it and sell it for manufactured like
cooki es?
A If you were using -- if you were taking 100

percent whey cream yes, sonme plants woul d make whey butter
and it would be used as an ingredient--
Q Okay.

A -- in other foods.
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Q Do you know either in any detail or generally what
the market value of fat and whey cream di sposed of in that
manner is in relation to any other market fat?

A I know it's | ower than what would be in fresh
cream but | don't have any specific factor of value for it.

Q Okay. To the extent that whey creamis not
recaptured in a later vat of cheese and it's inportant to
cal cul ate the value of conponents to the fourth decinmal,
would it not be nmore technically accurate to segregate that
portion of fat and price it as you have priced protein
that's not captured in cheese differently based on a market
val ue for whey fat?

A If that was done, if the market val ue of that whey
creamfat is higher or Ilower than the price that the fat for
Class |1l has been established at, then that woul d be one
way of reflecting its value. It could go either way.

Q Okay. And with respect to whey cream fat in the
whey, to the extent a handl er experiences costs of disposing
of that either in reprocessing or selling at a | ower price,
let's say, for exanple, that whey creamis sold to sonebody
that does whatever with it, and the fat value in that whey
creamis priced substantially | ess than the value of fat in
cheese or the value of fat in butter

Wul d you agree that that is a cost that the

handl er has to deal wth?



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

718

A | guess the question of whether you call it a cost
is whether the choice -- whether other alternatives to get
hi gher value uses of that cream selling it as whey cream
versus trying to reincorporate it into the cheese or so on,
is a decision, a nmanagenent decision of a cheese maker, and
I guess as | work with cheese makers | usually try to advise
themto foll ow managenent courses that would nmaxinize their
return.

If they choose that course, | guess it's sort of
a phil osophical issue of, you know, should they be
conpensated for taking that course when it was a | ower val ue
option. I'mnot sure that that's the right thing to do.

Q Well, okay. Let's |look at nmarket behavior --

A Yes.

Q -- rather than market advice. |If the way the
mar ket behaves nd manufacturers behave as opposed to how you
want themto behave --

A Okay.

Q -- reveal ed that when whey creamis sold, when fat
and whey recovers to the manufacturer a | ower value than the
manuf acturer has to account to producers for that fat and
whey, that portion of difference between price and market
recovery is a real cost that has to be incorporated by a
handl er in the business of making noney soneplace in the

system correct?
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A That's correct, and | think it would be very
useful for everyone to know what really is happening in
terms of the extent of utilization of whey creamthat way
versus ot her options.

MR. VETNE: Okay.

(Wtness excused.)

JUDGE HUNT: Let's take a break at this point --

MR. VETNE: Thank you.

JUDGE HUNT: -- and resune when we get back. Ten
m nut es.

(Wher eupon, a short recess was taken.)

JUDGE HUNT: Back on the record.

Wher eupon,

JOAQUI N CONTENTE

havi ng been duly sworn, was called as a wtness
and was exam ned and testified as foll ows:

JUDGE HUNT: We're going to take M. Contente out
of order. He has a plane to catch, so we'll resune with Dr.
Bar bano after M. Contente gives his testinony.

Al right, M. Contente. Could you state your
nanme and spell your nanme for the record, please?

THE WTNESS: It's Joaquin Contente,
J-OA-QUI-N, CONT-E-NT-E

DI RECT EXAM NATI ON

THE WTNESS: M nane is Joaquin Contente. [|I'ma
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dairy producer from Hanford, California, operating an 800
cow dairy. | am president of the California Farnmers Union,
and | serve on the National Farmers Union dairy committee.
| am here today to give testinony on behalf of Nationa
Farmers Uni on.

The National Farmers Union was founded in 1902 as
a general farm organi zation and today has 300,000 famly
farm menbers across the United States. W have offices in
Denver and Washi ngton, D.C., and over 26 states across the
United States. W represent the interests of independent
famly farners |like nyself.

In nost of the United States, nmy dairy would be
considered large. In California, ny dairy is about average.
When ny father and uncle started dairying, we had ten cows.
Over the years, ny brother and | have built the dairy to
what it is today. Sonetines | am asked by dairynen from
ot her states why | have chosen to build my dairy to this
size. M brother and | felt that we do not have nmuch choice
not to expand, given the dairy pricing systemin California.

I am here today because | am concerned about the
future of dairy farmng in the rest of the country and the
future for myself, my brother and my children if the Federa
Order begins to mmc California's pricing system

On behalf of the Farmers Union, | would like to

thank the United States Departnment of Agriculture for the
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opportunity to testify at this hearing to reconsider the
Class |1l and Class IV mlk pricing fornmul as.

The hearing notice stated that the hearing purpose
was to receive evidence with respect to econom ¢ and
mar keting conditions related to reconsideration of the Cl ass
1l and Class IV mlk pricing fornmulas. There are two
issues | would like to address. The first is the pricing
formula itself, and the other is the disastrous effects that
the inmplenmentation of a California style nmake all owance wil |l
have on the rest of the United States.

Section 608(c)(18) of the Agricultural Mrketing
Agreenent Act of 1937 requires the Secretary of Agriculture
to bal ance several factors in establishing mlk prices.

Thi s bal ance requires consi derati on when the national parity
price for milk does not adequately reflect the price of
feeds, the avail able supplies of feeds and other econom c
conditions which affect market nilk and demand for mlk in
the marketing area to which Marketi ng Agreenent Orders

rel ate.

In such a circunstance, the |law dictates that he,
the Secretary, shall fix such prices as will reflect such
factors, insure sufficient quantity of pure, whol esone mlk
and to be in the public interest. Thus, to insure a
sufficient quantity of whol esone, safe nilk at a reasonable

price the Secretary nust bal ance the producer interest and
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the public interest.

The current system | acks the nechanismto bal ance
supply and demand and has resulted in extrene price
volatility that is detrinmental to both producers and
consuners. Part of the problemcan be attributed to a
processor manufacturing allowance that is too high. As |ong
as producers and taxpayers are paying for the market risk
t hrough the manufacturing nmake all owance and Conmodity
Credit Corporation purchases, there will be distorted
signals transmitted to the farner.

Current dairy policies have brought extrene
volatility to the dairy industry primarily because farners
do not receive accurate narket signals fromthe processing
plants. This nmeans that prices paid to producers, in
addition to being extrenely volatile, often fall below the
cost of production.

The Class Il mlk price received by dairy
producers has decreased from $16. 26 per hundredwei ght in
Sept enmber of 1999 to $9.54 per hundredwei ght, which is the
Class Il price for April of 2000. This is an over 40
percent drop in the price that dairy producers receive.

Si mul t aneously, the consuner price index for
cheese and rel ated products for April, 2000, cal cul ated by
U.S. Departnent of Conmerce was 162.3, which is a decline of

1.4 percent for the same period of tinme. |In other words,
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prices to producers are dropping, but prices to consuners
don't follow

Today's mlk price is far below farners' nmilk
production costs. The best evidence of the negative effect
of the volatility of Anerica's dairy industry is the |oss of
dairy farns over the years. Over the past eight years,
43,866 dairy operations went out of business. That is, from
1992 to 1999 one-third of America's dairy operations went
out of business. This is a crisis that is threatening our
rural communities and pushing the production of milk and
m |k products further and further away from where they are
consumned.

The current mlk prices and the adoption of a
California style manufacturing allowance systemin the rest
of the United States will insure the dem se of greater and
greater nunmbers of dairies. An increasing amount, currently
over half, of America's m |k production is being utilized
for production of dairy products rather than fluid mlKk.
Therefore, fromthe perspective of balancing the public
interest and the producer price there is little
justification for treating fluid mlk, whose consunption has
decreased, differently than mlk used in other dairy
products.

In the past, the USDA Federal M|k Marketing Order

program has viewed nilk for manufacturing of cheese, butter
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and nonfat dry powder as reserve mlk. This nmilk has much
val ue today to consuners as mlk utilized in the fluid
market. Public interest no longer only involves a mlk
supply for fluid consunption. Increase in America's
consuners' consunption of dairy products show this to be
true. Anerica's consuners are relying on manufactured dairy
products, as well as fluid mlk, to be readily available in
stores at reasonable prices.

The majority of dairy production in Class IIl and
Class |V products includes cheese, butter, nonfat mlk used
in other products such as cheese, yogurt and ice cream
Wth the shift of production to these cheese, dairy farm
income is affected to greater and greater degrees by what
happens to the Class IIl price. That is why this mlk
hearing is so inportant and so crucial to America's dairy
producers.

In addition to the problens associated with the
pricing fornmula itself, | would |ike to address the problem
of make allowance. The main factors involved in
establishing USDA's current producer mlk price fornulas are
the dairy product price, the product yield and the plant
make al |l owance. The problemwith the USDA milk pricing is
that the make allowance is a fixed nunber, while the price
recei ved by the producer is a highly volatile and until now

has not included the dairynmen's cost of production.
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A mlk pricing systemthat is balanced requires
that the dairy product prices, producers' cost of production
and plants' cost of production, the nake all owance, all be
gi ven considerati on when determ ning the value of milKk.

Each of these itens sends signals to one another in a free
mar ket environment so that the proper price and production
adj ustnments will occur.

However, in California's mlk pricing systemthere
is insufficient marketplace bal ance between these factors
because the nmeke all owance guarantees that the cost of
processi ng segnment of the industry are covered. In fact,
the make al |l owance includes cost plus a profit for an
efficient plant. Over supply can actually be a benefit to
proprietary processors because it |owers the raw product
costs. This is less true for cooperatives, whose nenbers
are dairy farmers and affected by | ower mlk prices.

The California end product pricing systemis an
exanple of this point. W nust not nmake the sane mstake in
the rest of the United States. California has allowed
plants to be profitable and expand processing of the | owest
val ue dairy products regardl ess of true market denmand
because producers covered the plant costs. This has
resulted in | ower producer mlk prices. Processors with a
generous neke all owance | evel use this margin to di scount

the product price to gain market share at the expense of
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producer pay prices and at the expense of other
manuf acturers in the rest of the United States.

Unfortunately, the plants are nerely operating by
the rules of the system W have created a race to the
bottom where all producers will lose. | am asking that we
find a true market oriented systemrather than conti nuing
the m stakes of the past.

Looking at California"s mlk production history
may all ow USDA to see forward into the future in ternms of
how the California systemhas affected m |k production and
farmer income. Last year, -- excuse ne. |n 1975,
California production was 10.06 billion pounds with a 57
Class | utilization. Last year, in 1999, California
produced over 30 billion pounds of mlk with a Class |I of 20
percent utilization. Annual utilization in mlk production
for this tinme period are attached as the final page of ny
statement. That's a 300 percent m |k production increase in
24 years.

California now produces 100 percent nore than what
is consunmed in the state, even with ten percent of America's
popul ation residing there. California dairy producers have
been in a constant growth nmode. When prices are good, we
add cows. When prices go down, our bankers tell us to add
cows in order to cash flow. Even though historically

California has had sone of the |lowest mail box prices in the
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nation, California's mlk pricing system has been the
| argest contributor in creating a dairy industry that is
constantly dependent on CCC as a customer of |ast resort.

There is no econom ¢ signal that comrunicates to
the processors to regulate the amount or kind of product the
mar ket demands. California's Class IV-A and Class |V-B milk
pricing formulas, which are simlar to USDA's new Class 11
and Class |V pricing fornulas, have isol ated one segnment of

the industry fromparticipation in a true market. This wll

continue to devastate dairy farminconme and will continue to
burden the governnent prograns. Consuners will also suffer
through a | ack of options at the retail level as the

processing side of the industry continues to consolidate.

The quality of the comunities has changed as wel
as many famly dairies have been displaced by a few | arger
dairies with many enpl oyees. The concentration of cattle
into these feedlot style dairies also burdens the
environnent to a much greater degree in the smaller, nore
bal anced areas.

This has been a lucrative tinme for the processors
in the State of California, The fixed nake all owance
mechani sm has led to the devel opnent of the nega dairies
that make ny 800 cow operation | ook puny. The nega dairies
are wel coned by the processors that benefit fromthe

abundant and zero risk as they expand production, zero risk
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since producers are covering the plant manufacturing costs.
At the same tinme as producers are financing their expansion
hi gh supplies of mlk drive our prices dow. Excuse ne.

Hi gh supply levels drive our prices down.

There are consequences to farners in the rest of
the country as well. An abundance of low priced mlIk in
California has attracted many factories to the state to the
detrinent to farnmers in the Federal Order who are now bei ng
forced to bring their prices down to neet artificially | ow
prices. As long as the manufacturing allowance is fixed at
the processors' cost plus a return on investnent and is paid
for by farners, the processing segnment of the industry will
be unconcerned with market signals.

Up to the turn of the millennium the Federa
Order systemdid not provide an incentive to stimulate
producti on not demanded by the market. The nain difference
between the old federal system and the reforned systemis
that the marketplace accountability is not present in the
new system W need a systemthat works with the
mar ket pl ace at all |evels, producer, processor, whol esal er
retailer and consunmer, to provide an equitable, stable,

vi abl e economi ¢ environnent for all segments of the
i ndustry.
The National Farnmers Union strongly urges the

Secretary to take two actions. First, to reduce the nake
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al l omance and, second, link it to the producers' incone
through a vari abl e make al | owance.

Reduci ng the nmake all owance. The National Farners
Uni on urges revising the make al |l owance based on the
wei ghted average for the California Departnent of Food and
Agriculture and the Rural Business Cooperative Survey. The
proposed new nake all owance for cheese would be .1521 versus
the current .1702. The proposed nake all owance for butter
woul d be .0945 versus the current .114. The proposed neke
al | owance for nonfat, .1385 versus the current .137. The
whey proposed make al |l owance, .137, would be the sanme as the
current |evel.

I npl ementing a variabl e make all owance. Qur
menbers support the concept of a variable nake all owance
based on the producer's mlk price. It is unfair and market
distorting to force the producer to al ways cover the costs
of processing, including a profit, when the producer has no
simlar recourse. Certainly the producer is not guaranteed
that production costs will be covered. Market signals need
to be given to both the processing and the producing
segnments of the industry.

The formula to adjust the base nmake al |l owance.

The Class Ill milk price would be divided by the average
nati onal cost of production. That would equal the nmake

al l omance adjustor. The nmake all owance multiplied by the
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adj ustor then woul d becone the new vari abl e make al |l owance
for Class I11.

In the Class IV it would be the sanme process. The
price, the mlk price, divided by -- that would be that
Class IV nmilk price divided by the average national cost of
producti on woul d equal the nmake all owance adjustor and then
the make all owance multiplied by the adjustor. Use of a
formul a based on this concept would make both producers and
processors market oriented with both sectors benefitting in
times of high prices and receiving a signal to decrease
production in tinmes of |ow prices.

Thank you for your time. On behalf of Nationa
Farmers Union, | urge you to look to California for the
future of dairy farmng in the rest of the country should
you adopt a California style system W nust act nowto
halt this race to the bottom of the pay scale for dairy
farmers across the country.

JUDGE HUNT: Any questions of M. Contente?

MR. ROSENBAUM  Steve Rosenbaum

CROSS- EXAM NATI ON
BY MR. ROSENBAUM
Q M. Contente, the use of product price fornulas in
California goes back to 1955? |Is that right?
A Yes.

Q And that's for butter and nonfat dry mlKk,
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correct?

A They had one for butter. | don't know if they had
it for nonfat dry back at that point.

Q Okay. And it's been used, the product price
formul a system has been used, for cheese in California since
1989, correct?

A Correct.

Q And under that system by your own testinony, mlk
production in California has increased 300 percent in the
| ast 24 years, correct?

A Correct.

Q An increase that vastly outstrips increase in mlk
production in the rest of the country, correct?

A Ast rononi cal

Q So whatever price signals the California system
has sent, it has sent a price signal that has induced mlk
production in California well in excess of the rest of the
country, correct?

A True.

Q And | assunme you'll agree that for a farner the
nore noney, the nore nmilk he's going to produce?

A When the price is high, producers have the
tendency to put on nore production, such as the same thing
woul d happen with a processor.

Q | agree conpletely. Over the last 24 years, by
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your testinony, the price signal froma nake all owance
system and a product price formula system has induced a 300
percent increase in mlk production, correct?

A Yes. Yes.

Q And you're aware that the make all owance in the
federal systemtoday is actually |ess than the nake
al l owance that was in effect in California at the time that
that data was devel oped?

A Well, actually the nmake allowance today in cheese
is probably as high as it ever was in California because you
have the whey nmeke all owance, which we never had.

Q Well, let me rephrase it a little bit. Are you
aware that when the final rule was adopted | ast year the
make al |l owance that was put in place was a downward
adjustnent to the California nmake all owance because it was a
mergi ng of the California and the rural business cooperative

survey meke all owance, which was | ower?

A Lower than?
Q The California make al |l owance.
A CQur make al |l owance for cheese in California is

16.9. Yours here is 17.02.

Q Si xt een point nine today based on the npbst current
data, correct?

A Yes. Yes.

Q That's very recent data, correct?
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A Yes, but it was very simlar to that |ast year
Q Okay.
A |'"ve got sonme stuff | could show you | ater

Q Okay. Well, all right. So the current nake
al l owance in California and the current make all owance under
the federal systemare quite simlar, correct?

A Yes. Yes.

Q And | take it dairy production continues to
increase in California under that make all owance, correct?

A It's wide open.

Q Okay. And al though an 800 dairy herd may not be
huge in California, by the --

A It's average.

Q By the standards of the rest of the country it's
pretty sizeable, correct?

A Yes.

Q Okay. And you found the econonic incentives
presented to be such that you've expanded from what your
father and uncle started with with ten cows to something 80
times as big?

A Yes. You're forced to enlarge or get out of
busi ness.

Q Okay. Now, | do want to clarify. You do
understand that as to the nmake all owance under the federa

and the California system for that matter, it's a weighted
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average make al | owance?
Let me rephrase that. That was poorly phrased.
Are you aware that the nake allowance is based upon the
wei ght ed average cost of production?

A Sur e.

Q And that by definition neans that 50 percent of
the cheese is being produced at a higher cost than the neke
al | owance reflects?

A I'"'mnot sure of the actual percentage, but there

is sone cheese produced about that |evel, yes.

Q Well, | think the idea of a weighted average --

A | understand what that neans.

Q -- is that half is above, half is bel ow

A Sur e.

Q So that's why | say by definition --

A Okay.

Q -- 50 percent. | don't nean 50 percent of plants

necessarily, but 50 percent of production is going to be at
a cost of production that's higher than the nmeke all owance.
Do you foll ow nme?

A Yes.

Q So that you would agree with nme that as to half
the production those people are going to be under pressures
to either reduce their costs or exit the business if they

just can't cut it?
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A Unl ess they're naking a higher val ue product that
reflects higher returns.

Q As to the products that are the basis for the nake
al l omance, though, that's correct, right? Cheddar cheese?

A Cheddar cheese, yes.

Q Okay.

A Which, by the way, in California in the past we've
had the majority of our cheese was nozzarell a.

Q Okay. In the federal system cheddar is still 35

percent of total national cheese production, right?

A In the federal systenf?
Q In the United States as a whol e.
A I'"'mnot sure of the federal system |'ve got a

document here on California, and it shows that nozzarella is
the | argest.

Q Okay. Well, actually that may be hel pful for ne.
The information put out by the Departnent of Agriculture is
national data. |'mnot aware that AMS tracks the kinds of
cheese, so actually that nmay help us derive a nunber.

Let's assume that 35 percent of national cheese

production is cheddar, which is the npst recent data from
t he Departnent of Agriculture.

A Uh- huh.

Q You' re sayi ng about what, 20 percent roughly of

that is California production, | think. Alittle |ess.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

736
Seventeen to 20 percent.
What's the data for California? Relative

production of --

A These are cheese production by varieties.

Q Okay. |1s there a total nunber?

A Well, it goes up to 1996.

Q Right, but I'"'mjust saying is there a total for

all cheeses?

A You're asking California's production --

Q Yes.

A -- on cheese? It's about 1.2 billion pounds
t oday.

Q Okay. And what's the breakdown of that by type?

A Okay. Well, this here doesn't have quite the 1.2
billion pounds because this is 1996, but --

Q Okay. Then give us the 1996 figure, if you woul d.

A Okay. The cheddar category is probably 230

mllion pounds. The nozzarella category -- I'll have to
nmeasure this. It's over 300 fromthe |ooks of it. Over 300
mllion pounds here versus a little over 200 mllion pounds.

Q And what is the total cheese production in that
year ?

A In this particular year here?

Q 1996 that you're referencing.

A Yes. It shows a little over a billion pounds.
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Q Okay. So | think I"'mright that if 35 percent of
nati onal cheese production is cheddar and that that's nore
than nmozzarella, but in California it's actually the
opposite, you have nore nozzarella than cheddar, that neans
in the rest of the country the percentage of cheese
production that's cheddar is actually higher than 35
percent, right?

A | suppose.

Q Okay. On your notion of introducing an adjustor
to the make all owance, which you set forth on the | ast page
of your testinony, your adjustor is based upon the cost that

a farmer incurs in producing mlk, correct?

A Correct.

Q There's no adjustor for demand of Class |1
product s?

A The demand woul d be the market price.

Q Yes, but your adjustor doesn't attenpt to
i ncorporate that in sone fashion?

A Sure it does. You take the Class IIlIl price, --

Q For m | k.

A -- and you divide it by the cost of production.
That gives you the adjustor fact.

Q Ri ght .

A So that price is telling you what the market

demands.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

738

Q Well, let me put it alittle differently. Let's
assunme we're set the Class |IIl price at whatever it's set at
today, and then you put your adjustor into effect to change
that, the nake allowance, correct?

A Correct.

Q The change in the nake all owance is driven by
changes in cost of production?

A And nmarket price. You don't see the relationship
t here?

Q Mar ket price in the sense of what, the price of
Class Il mlk?

A Right. The price of that class, which -- the
price of the product. The price of cheese, which in the
Federal Order they use the NASS. In California we use the
CME. That is part of your fornmula. You have to put that in
there. You divide it by the cost of production. Then that
gi ves you the adjustor.

Q Well, the price of cheese has already dictated
what the price of Class IIl mlk is going to be, correct,
under the current fornula?

A Under the current fornmula. You're right.

Q Yes, and so changes over tinme are being driven by
changes in cost of production under your adjustor fornula?

A It takes the costs of production for mlk, and it

takes the price of the product, whether it's cheese, butter
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or powder.

Q That's al ready been worked into the fornula
because that's the forrmula used to set the Class IIIl price,
isn't it?

A In which fornula are you di scussi ng?

Q The current fornul a.

A Okay. You're right.

MR. ROSENBAUM  That's all | have.

JUDGE HUNT: O her questions? Yes, M. Danielson?

MS. DANI ELSON: Nancy Dani el son with the Nationa
Farmers Uni on.

BY MS. DANI ELSON

Q Joaquin, in questions you tal ked about the fact
that California mlk production has increased under the high
make all owance that California has. |s there a problemwith
that from a producer standpoint?

A Definitely because the nore producti on we have, if
the market is not dictating that production to come on by
hi gher m |k prices or higher product prices, then it
constantly keeps our producer prices down because we're
based of f of those product prices. W're in the end product
pricing system so it's based off of the products.

In California, we base it right off the CME. Here
you' re basing off the NASS reporting. Still, our prices are

dictated by the market. Producer prices are dictated by the
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mar ket .

Q As a dairy producer, would it benefit you to have
a higher or |ower nmake all owance than the current California
| evel ?

A A lower level would bring nore accountability to
the industry. W as producers are accountabl e because we
are at a market, a free market condition. W have no
guaranteed costs of production where in the processing
segnment of the industry they're isolated fromthis free
mar ket condition through this make all owance that guarantees
thema | ower price for that mlKk.

Q And how does the nmake al |l owance work to di scount
t he product price?

A It starts off with the product price, and then the
anount is the make al |l owance nunber for, you know, the NASS.
Well, not NASS, but in California we have the CDFA that does
the plant -- audits the plants for their nmanufacturing
costs, and then that particular nunber is used to be
subtracted fromthe value of that mlk used to nmake that
parti cul ar product.

Q And did you state in your testinony that in tines
when the make all owance is too high that it actually results
in a discounted cheese price?

A O course. |If aplant is efficient and it's able

to utilize that difference between its actual costs and what
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it has to pay for mlk, then that margin in there is used to
nove product because we fl ooded our conplete market in
California. W have to |ook to other alternatives for
mar ket s.

Since we do have that margin, we're able to nove
into the m dwest and knock on those people's doors and say
hey, we've got a deal for you today.

MS. DANI ELSON: No further questions. Thank you.

JUDGE HUNT: M. English?

MR. ENGLI SH. Charl es English.

BY MR. ENGLI SH

Q M. Contente, do you participate in hearings
cal |l ed by CDFA?

A |'ve attended them

Q Did you attend a hearing shortly after Labor Day
in 1997 held by CDFA with respect to nmeke all owance issues
in California?

A I was there, but not as a participant.

Q Do you recall that the issues at that hearing had
to do with whether or not to decrease the nake all owances on
IV-A and IV-B in California in order to account for this
very difference that you're referring to that existed prior
to the final rule going into effect between the California
and the Federal Order systen?

A | don't recall exactly the --
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Q Do you recall there were proposals heard at that
hearing with respect to altering, that is to say decreasing,

t he make al |l owance - -

A Oh, yes. Yes, there was. Yes.

Q -- for IV-A and |V-B?

A Yes.

Q Do you recall farner organi zati ons, cooperatives,

for California testifying at that hearing in opposition to
proposal s that would | ower make al |l owances for |V-A and
| V- B?

A | really can't say exactly who was in opposition
wi t hout checking sone nore information, but there was sone
opposition, yes.

Q Okay. Would you disagree with me that sone of
t hat opposition cane from cooperatives in California?

A No, | won't disagree with you.

Q And the result of that hearing was essentially
wi th some nodest changes basically status quo, correct?

A Basi cal ly, yes.

MR. ENGLI SH: Thank you, sir?

JUDGE HUNT: Any other questions? Yes, M. Vetne?

MR. VETNE: Actually, | don't have a question, but
I do have a request, Your Honor, for official notice. This
is, I think, an ideal time to do it particularly follow ng

M. English's questions.
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California Department of Food and Agriculture
i ssued and published, released and has on the internet the
results of their decision on the hearing. |It's called
Fi ndi ngs and Determ nation of the Secretary of Food and
Agriculture on Hearing Held Septenber 21, 1997, and it is
available on the California Dairy Progranms' internet site,
which is ww. cdfa.ca.gov/dairy, and al so avail able by sinply
calling the Departnent of Agriculture.

I"d like to ask for official notice of that rule
maki ng deci sion of the Secretary of Food and Agricul ture of
California on the make al l owance hearing that was described
and which |'ve identified.

| have several other California official notice,
so let me go through them unl ess you' d rather take them one
at a tine.

JUDGE HUNT: Co ahead.

MR. VETNE: On a nonthly basis, the Departnent of
Food and Agriculture of California issues a docunent called
California Dairy Information Bulletin. The nost recent one
I'"ve received I"'mholding in ny hand. This is actually a
joint publication with the joint participation of the
California Department of Food and Agriculture and USDA NASS.

That publication, the one I'm holding here, is
data for February issued April, 2000, and all of these

nmont hly publications actually include two years of data, so
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there's a lot in just one nonth's issue, so | would ask for
official notice of the Dairy Information Bulletin issued
April, 2000, containing data for February, 2000, which may
or may not be available on the internet, but it is available
free of charge by calling Candi ce Gates, whose tel ephone
nunber | thought was in here, but she's at the Departnent of
Food and Agricul ture.

THE WTNESS: It should be in there.

MR. VETNE: | was |ooking. Her address, in any
event, is 1220 N Street, Room A-224, Sacranmento, California
95814-5621.

Thirdly, on an annual basis California publishes
California Dairy Statistics, which includes sone of the
information in the Dairy Bulletin, but additiona
information particularly including the production of cheese
by variety and that kind of thing, so I'll ask for officia
notice of the nobst recent of the California market
statistics. | don't know if 1999 has been rel eased yet, but
certainly 1998 has.

THE WTNESS: | think 1999 has. | think it is.

MR. VETNE: Okay. So the request for officia
notice is for the nost recent version, which we believe is
1999.

Three nore official notice itens fromthe

government publications of California. California has its
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mlk regulatory systemin two sets of regul ations rather
t han one, but they function the sanme as a single federa
order. One is the handler end, and one is the producer end.

The handl er prices are fixed under what's called a
stabilization plan for market milk. There are two
stabilization plans, one for southern California and one for
northern California. They're virtually identical, but I'd
like official notice of each. Those regulations are
avail abl e on the CDFA website that |'ve indicated, as wel
as the pooling plan for market of mlk, which is a separate
set of regulations and al so avail able on the website.

That concludes ny request for official notice of
California governnment publications.

JUDGE HUNT: Does anybody object to taking
official notice of the docunents that M. Vetne referred to?

Hearing no objections, official notice is taken of
t hose docunents, M. Vetne.

MR. VETNE: Thank you very much.

JUDGE HUNT: Any ot her questions of M. Contente
before he | eaves? Yes, M. Cooper?

MR. COOPER: Before any further questions, has his
testi mony been marked, or is that |ast --

JUDGE HUNT: It has not been narked.

MR. COOPER: -- page, the table, been nmarked?

JUDGE HUNT: Do you want it marked?
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THE W TNESS: Yes.
MR, COOPER: | just want to know what he wants to
do. He's got a table on the |ast page.
JUDGE HUNT: Would you like to have that as part
of the transcript?
THE W TNESS: Yes. Yes.
JUDGE HUNT: All right. Mrk that as proposed
Exhi bit 21.
MR, COOPER: Is it going to be the whol e docunent
or just the last page? | don't care.
JUDGE HUNT: | don't know. Do you want the whole
t hi ng?
THE W TNESS: Yes.
JUDGE HUNT: The whol e docunent then, including
the table at the end, will be marked as 21.
(The docunent referred to was
marked for identification as
Exhi bit No. 21.)
JUDGE HUNT: Does anyone object to that being nade
part of the record in the proceedi ng?
MR. BERDE: Are there additional copies avail able?
THE W TNESS: Yes. |'ve got sone.
JUDGE HUNT: Hearing no objection, Exhibit 21 will
be received into evidence.

11
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(The docunent referred to,
previously identified as
Exhi bit No. 21, was received
i n evidence.)
JUDGE HUNT: Thank you very much, M. Contente.
THE W TNESS: Thank you.
JUDGE HUNT: | hope you catch your plane.
MR. YALE: Your Honor? Your Honor, | had a
questi on.
JUDGE HUNT: |'msorry. Go ahead.
MR, YALE: | was letting M. Cooper take care of
his technical question.
JUDGE HUNT: All right. Go ahead. He's only got
a couple nminutes.
MR. YALE: | understand. |[|'Il try to keep it to
one question, but sonetines --
JUDGE HUNT: Okay.
MR, YALE: -- we as lawers |lie when we say that.

JUDGE HUNT: Yes.

BY MR YALE
Q M. Contente, you were here yesterday.
A Yes.
Q Did you hear M. Yonkers' testinony?
A Yes.

And he testified that if the make all owance was

Q
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too |l ow that processors would not be able to get that extra
price out of the nmarketplace to nake up the | oss of the neke
al l omance. Do you remenber that?

A Yes.

Q Al right. You also indicated if the nmake
al l omance was too high that they would just pay it back. It
woul d end up going back to the producers. Do you recal

t hat ?

Q Al right. Now, as | understand your testinony,
you're saying that if the nmake all owance is too high for
that processor that they will use that difference to conpete
in the marketplace by selling the product at a cheaper
price.

A Definitely. Definitely because there's enough
roomin there to cover all their costs plus return on
i nvestment and be able to discount the product cheaper in
order to gain market share

MR. YALE: That's all | had.

JUDGE HUNT: M. Cooper, did you have sonet hi ng?

MR, COOPER: No. | was just counting. Four
guesti ons.

JUDGE HUNT: All right. Thank you, M. Contente.
Thank you.

(Wtness excused.)
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JUDGE HUNT: | did that one time at a hearing

where the attorney said one nore question, and | kept track

He had 30 nore. | would probably do the sane thing.
In any event, | will receive Exhibit 21 into

evi dence.
Al right. W will resume now with Dr. Barbano.
Wher eupon,

DAVI D BARBANO

havi ng been previously duly sworn, was recalled as
a witness herein and was examined and testified further as
fol | ows:

MR. VETNE: For the record |I'm John Vetne resuning
cross-exani nation of Dr. Barbano.

| have, Your Honor, now copied Exhibit 20 and nade
copies available for the record and extra copies in the back
of the room and passed them out so fol ks have copi es.

CROSS- EXAM NATI ON RESUMED
BY MR VETNE
Q Goi ng back to Exhibit 20 for one m nute, soneone

poi nted out that | had neglected to bring your attention to
the line | attended between the separator and sweet whey,
and the line | added was solids drying |osses. There are in
fact some | osses of solids fromthe tinme the whey | eaves the
vat and it ends up in bags as dry whey, correct?

A Yes.
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Q And there are also fat |osses fromthe time whey
| eaves the vat, goes into the separator and ends up as whey
cream correct?

A Yes.

Q Are there any itenms for which a loss of mlk or
| oss of conmponents have been identified here that you
di sagree with as to whether | osses occur?

A There's none that | disagree with.

MR. VETNE: Your Honor, 1'd like to ask Exhibit 20
be received.
JUDGE HUNT: Any objections? Hearing no
obj ections, Exhibit 20 will be received in evidence.
(The docunent referred to,
previously identified as
Exhi bit No. 20, was received
in evidence.)
BY MR VETNE

Q Keep it in front of you.

A Okay.

Q W had a little bit of dialogue on what do you do
with the costs associated with cream or condensed that's
received froma different facility. W agreed in the first
instance that all of this nuch be accounted for to the
producer at the Class IIl price in our exanple, correct, and

we agreed that there were sonme costs, because of |osses,
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that must be recovered by someone soneplace in the market

st reanf?

A Yes.

Q Okay. And your suggestion, as | recall, was that
the creanery operator being charged a Class IIl price for

t hat woul d pass on what ever product or conponent | osses were
to the cheese buyer. Did | understand correctly?

A To any buyer.

Q To any buyer.

A Any buyer.

Q Okay. Your policy objective, and policy is ny
word, but | think objective is your concept, in calculating
a meke all owance as you describe it on page 14 of your
testinmony is that a processor who procures producer mlk
wi thout including in the nix added condensed or added fat,
but just fromthe producer mlk supply after allow ng for
make what ever the anpunt and identity of the nmake factors
are, end up with a net revenue of zero. Do | read that
correctly? | nmean, that's what | read. |Is that --

A At the point where you cal culate the val ue of
protein per pound, fat per pound, other solids per pound.

It will not be zero once you go to other milk conposition.

Q Right. W're looking at | guess standardi zed or
ideal milk and standardized or ideal cheddar, --

A Ri ght .
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Q -- and if the net revenue is not going to be zero,
it"'s going to be nilk that is used in sone other conposition
or mlk that's received that has a different conposition,
what in your scenario would change the net revenue from zero
to somet hing other than zero?

A For a cheese nmaker, if the conposition of the m Ik
internms of its fat and protein content is higher than the
base point calculation in ternms of concentration of fat and
true protein and if the ratio of fat to true protein is

hi gher than the ratio assunmed in the base cal cul ation, then

there will be a positive net revenue to the cheese naker.

Q And the converse is true?

A The converse is true --

Q Okay.

A -- in my scenario.

Q And for a manufacturer that engages in the process
of receiving internediate step mlk illustrated a bit in

Exhibit 20, if the incom ng producer mlk starts at the
i deal ratio, whatever is assumed, after that charge fromthe
condensory at the accountant's office in the cheese plant if
you start out at net zero revenue and are paying for that
then it's a negative net revenue?

It's not a California fornula, so if you start at
zero and have a cost it's sonething | ess than zero, or am|

m ssing this?
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A That net zero is at the point where you establish
protein, fat and other solids value in terns of price per
pound or then use in calculation of the price of mlks of
ot her conpositions.

In terns of the product coming fromthe creanery
to the cheese plant, the cheese plant is now choosing to buy
ot her ingredients besides producer raw m |k --

Q Yes.

-- and woul d make that decision based on the cost
of those ingredients, which may include other than the raw
m |k cost because there's sone processing costs to do the
separation, the condensing and so on, and there's sone
| osses that are incurred there.

Q Ri ght .

A So you woul d consider that as an alternative
agai nst the alternative of bringing in more mlk solids from
the farm unnodified.

Q Yes. | understand that the manufacturer would
consider it as a business decision, --

A Yes.

Q -- but a business decision if exercised has no
adj ustnment in your fornmula to account for the difference
bet ween the anount paid by the manufacturer and the anopunt
recei ved by the producer

A The amount paid by the manufacturer for what?
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Q For condensed -- for solids and condensed nmi |k and
for fat and cream

A But that's not a factor that's being considered in
the establishnment of the Class Il price. That's an
alternative way of handling the mlk that's at the choice of
the processor, and it's a business nanagenent deci sion
Does it make sense?

Q Are we not including handler costs to get mlk
fromthe farminto the cheese package as part of the meke,
and if this is a cost it is a cost that's not factored into
your formula, correct?

A Right, and it's not factored into the current
situation either in terms of the current system

Q | understand that is the case, but if the current
situation is, if | can paraphrase, |ess sensitive to
differences in value of protein in mlk and your scenario
woul d nake it nore sensitive, it beconmes nore inportant to
account for soneplace, either in costs, nmeke all owance or
price, for now what is a nore sensitive economc factor in
| osses between the farmthrough the condensatory to the
cheese plant. Did | |ose you, because | al nobst |ost nyself.

A Yes. | lost you there.

Q Okay. Let ne just think about that because that
may sinply be argunment that | can do better on paper

The make al | owances that you suggest ought to be
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in the systemare allowances -- see if you agree with ne.
Are all owances which are reasonably achi evable, A and, B
if plants aren't achieving that they shoul d.

A | think that's the assunption. There's sone
average val ue that should be reasonably achi evabl e.

Q Okay. Your testinony doesn't address as a policy
qgquestion whether, or maybe it does; whether the price or the
make all owance in the federal system should seek to alter
handl er mar ket behavior rather than reflect it. | guess you
are addressing that because it sounds |like you want to alter
it.

A The only -- |'ve used the make al |l owance the way
it's given or used currently. | haven't done anything to
change the nmake all owance, but |'m saying that when you
credit the nmake all owance, and that was in one of the
scenarios particularly on that noisture adjustnment side,
that the nmeke all owance as used currently is per pound of
cheese.

If 1'"'mgoing to take a nmake all owance and credit
properly the cheese maker for the ampunt of cheese made,
then the amount of cheese nade is the anmpunt of cheese at
the noisture test that it was recorded, not at 38 or 39.

Q Wuld you agree with ne that it is likely that at
| east some plants in the system in order to achieve an

ef ficiency and a recovery of fat and casein that you think
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ought to be in the fornula, sone plants at |east would have
to make investnent into equi pnent?

A In terns of making what's in the forrmula, which on
fat recovery would be 90 percent -- that's what we're
tal king about in terns of achieving 90 percent fat
recovery -- that in the study that | did in 1978 there was
one of the factories, as | recall, that was achieving
between 89 and 90 percent at that tine with the status of
the best equi pnent avail able of |arge size capacity at that
time, so | think that there's a | ot of equipnment that's been
produced within the last 15 years that can achieve -- can be
operated to achi eve 90 percent fat recovery.

Q That wasn't quite ny question. M question was
whet her, and maybe you don't know, but whether you woul d
expect sone plants to achieve the efficiency assuned in the
formul a that you propose, some plants would have to nake
i nvestment into equi pnent because they do not know achi eve
that efficiency.

A If they do not achieve that efficiency now, the
first question | ask is is it a problemw th the equi pnment
or a problemwith the way they're operating the equi pnent.

I would have to elimnate first the issue of how they
operate the equi pment. That can always be a problem

Q Okay. Let's assunme you've done that.

A Okay. | would say nost of the tinme 1'd find that
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it was in their operation of the equipnent unless there was
physi cal damage to the equi pment because of its age and you
need to replace it.

Q Okay. It would be fair to say, wouldn't it, that
you don't know the extent to which there's old equi pnent out
there that needs to be replaced to achieve this optinal
ef ficiency?

A Yes. | don't have any exact nunbers.

Q And it's also fair to say that you don't know and
haven't analyzed the extent to which if manufacturers change
their operation, either the way they exploit the | abor and
equi pnent avail abl e or new equi pnent, you don't know the
extent to which that would cause additional depreciation to
be reflected in the aggregate nake all owance of plants?

A No, | don't know that.

Q Finally, and I don't prom se one question, but,
finally, are you famliar with the use of mlk fromthe farm
fromwhi ch water has been renmpoved through a reverse osnosis
process, which is then shipped and used in cheese maki ng?

A I"'mfanmiliar with that process and that it can be
done, and |'ve worked with that.

Q Okay. Would you agree with ne that that process
has additional elenments of |oss of conponents between the
tank at the farmand receipt at the silo of the plant?

A I think in all of this |oss when you're doing
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processi ng such as reverse osnpbsis on the farm and | think
even goi ng back to what we tal ked about in ternms of the farm
bul k tanks on Exhibit 20, that admittedly whether we're
doi ng your own processing or whether we're not that the |oss
fromthe farmtank to the plant can be a big | oss and that
one of the things that tends in terns of changing the
structure of our industry that's tended to reduce that is
that we have fewer small units. |It's really a function of
the surface area of equipnment to the volune of mlk
cont ai ned.

In a farmwhere you're running an RO, it's very
unlikely that that's going to be a small farm Generally
the losses in ternms of shrinkage will be a higher percentage
of the milk the smaller the unit gets, the farmunit, so
that I would say on a farmusing an ROif you took that farm
with and without the RO yes, the ROis probably going to
i nduce sone additional |osses, but this is probably a farm
unit that's fairly large, so in the schene of things of how
much is lost at that farmversus others, it's likely that
that has a | ower than average percent of shrink because it's
a big farmunit.

Q | see. Okay. A handler then that has to account
to the Market Administrator at a cheese price in order to
m nim ze the conponents that he has to account for that are

| ost --
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A Ri ght .

Q -- before it gets into a silo would have sone
incentive to select as his suppliers |larger plants, |arger
farms, that cone in a 50,000 gallon truck rather than
smal ler farnms that have a | ot of pickup points and nore |
guess surface because --

A That's right.

Q -- there's nore trucks, smaller units. 1Is that
correct?

A That's right. That's correct.

Q MIk that's gone through ultra filtration, howis
that different fromwhat | described as RO nmilk?

A The difference is that the part of the solids, the
other solids, are in the perneate, the stuff that -- the
mat eri al that goes through the filter and renmins on the
farm where in RO very little, if any, of the solids go
through in the perneate and are left on the farm so the
difference would be if |I'm shipping a truckload of RO
concentrated nmlk | have pretty nuch concentrated all of the
solids, the other solids, the fat, the protein.

In the UF, | have left at the farmpart of the
| actose and part of the non-protein nitrogen, part of the
mnerals, things that are in the other solids fraction in
t he paynent system

Q Okay. Again, the buying handler -- | don't know.
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What does a producer do with the |actose and water that is
kept at the farnf

A The best thing is to try to recover val ue out of
that by using it as a feed material for the cows. The
| actose is a carbohydrate, the milk sugar, and at sonme ratio
with proper balancing of a dairy cattle ration will allow
you to substitute that for other sources of carbohydrate.

Q And the handl er would account to the Market
Administrator or the systemon ROmlk -- quite frankly, I'm
not sure -- on what was in the tank before it was filtered
or after? Do you know?

A I'"'m not sure exactly how they're handling it, but
I know that there are instances where they've having to dea
with it, and | think they'd be better at answering that than
me.

Q Okay. If | asked this before, | apologize. Do
you know the proportion of plants, not volume, cheese
pl ants, that do not handl e whey at their own plant, but ship
it soneplace el se?

A In my experience -- now, when you say cheese
pl ants, are we tal king of cheddar cheese plants?

Q All cheese --

A Every cheese?

Q We're pricing every cheese fromthis hearing to

the current Class Ill price, --
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A Okay.

Q -- and the proposed one prices all cheese and
ot her solids as well.

A In nmy experience, nmost plants, because of economc
decisions, are usually -- it's to their advantage to process
the whey on site to a product where they've recovered a
concentrate of the other solids in various forns, whether it
be whey protein concentrate, |actose, and not haul whole
unconcentrated whey to another site. That's usually the

best case scenario for a plant.

Q Okay. The internediate scenario --
A The internediate --
Q -- like concentrating the whey before it's sold to

anot her plant for further processing?

A I think that would be a situation of is there
anot her plant cl ose enough that has the capacity and woul d
you concentrate it enough to get the hauling costs
reasonabl e and then does the other plant have the capacity
to process those solids. It's just a question of an
i ndi vi dual circunstance then

Q Do you know the proportion of plants that either
don't process whey or sinply concentrate it and |l et sonmebody
el se process it?

A No, | do not.

MR. VETNE: Thank you.
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JUDGE HUNT: O her questions of Dr. Barbano?

M. Beshore? Oh, |I'msorry. M. Berde?

MR. BERDE: Before he |eaves, | just want to ask
hi m a questi on.

JUDGE HUNT: We're not finished yet. There are a
couple others. Go right ahead, M. Berde.

MR. BERDE: Okay.

BY MR. BERDE

Q Dr. Barbano, I'd |ike to read you sone | anguage
fromthe notice of hearing and then ask you a question about
it.

A Okay.

Q I"'mdirecting your attention to Proposal No. 32,
which is proposed by the AMS, Agriculture Marketing Service,
and |I'Il quote fromthe proposal or fromthe notice of
heari ng.

It says, "Proposals to change the Class |V
butterfat price that would not also result in changes to the
Class |1l butterfat price raise the issue of whether the
butterfat price for mlk used in Class |Ill should be based
directly on the value of butterfat in cheese instead of the
val ue of butterfat in butter."”

Then 1'1l omt sone | anguage, and it continues.
"Data and testinony concerning yield factors specific to

butterfat in cheese woul d be appropriate additions to the
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hearing record."

Wuld it be fair to say that your direct testinony
and the exhibits that you've offered and whi ch have been
received in evidence are responsive to the concerns
i ndicated in Proposal No. 327

A I think that what |'ve presented does respond to
that, yes.

MR, BERDE: Thank you.

JUDGE HUNT: M. Beshore?

BY MR BESHORE

Q Dr. Barbano, the assunptions for milk content that
go into the spreadsheet, which is page --

A Yes.

Q Pages 15 and 16.

A Yes.

Q | think if | understood one of M. Vetne's
questions correctly, he referred to those as ideal contents
of milk. Wuldn't it be nore correct, if | understand your
testimony, that you attenpted to input average producer mlk
conmponent val ues?

A Okay. On the skimportion values, that is
supposed to reflect an average skim portion. The fat val ue
at 3.5 is chosen because that's where people |like to conpare
prices at 3.5, so the last colum | attenpted to use an

aver age.
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Colum No. 5 to the right is where | used a 3.67
fat to reflect a fat value that might be nore close to what
a plant would receive, but whatever. |f you had data that
quantitatively said this is the average of m |k received,
that woul d be an appropriate nunber to use

Q Okay. And the average is being the ratios of true
protein to crude protein and things of that nature?

A Well, that's correct. The fat content, the true
protein content, the ratio of casein to true protein.

Q One ot her question. |s one of the ways that
cheese manufacturers seek to utilize nost efficiently the
ingredients in ternms of butterfat now that they receive in
their plants the addition of skimsolids in the form of
nonfat dry mlk to increase the yields of cheese and
i ncorporate nore of what would otherwi se -- what m ght
ot herwi se be whey creaminto their end product?

A That's not quite technically correct.

Q Okay.

A What they do is use additional solids, but what
they will look at very carefully if they're going to be
doing that is usually using sone sort of analytical system
that may be an on-line standardi zation controller that
nmeasures or senses the fat content of the milk and the
protein content of the mlk going to the vats.

They don't just want to add nonfat solids. At the
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same time they want to control the ratio of fat to the true
protein or casein to control and maintain as high as they
can the fat on a dry basis or the conposition of cheese that
wWill return themthe nost for the added investnent they've
made in ingredients in terms of condensed or nonfat dry mlk
and adding fat if they need to add fat to balance that ratio

to get the mexi mum anount of cheese fromthe ingredients in

the vat.
MR. BESHORE: Thank you.
JUDGE HUNT: M. d son?
BY MR. OLSON
Q I just wanted to get a little perspective here.

You indicated that the ratio as you calculated it of casein
to protein that's used currently in the pricing systemis 75
percent, and that would convert to a casein to true protein
of 79.7635 percent --

A Yes. That's correct.

Q -- and that the actual ratio as you see it of
casein to true protein is probably nore |ike 82.2 percent?

A Correct. That is sone data from sonme factories in
New York state that |'ve done sone |ong-term anal ysis on.
Yes.

Q Do you have any perspective relative to the
magni tude of variation from season to season or region to

region of the country of this ratio of casein to true
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protein?

A | think the seasonal variation, because | have
that data in the nunbers that are reported in the
publication referenced, and | think it actually shows the
seasonal variation, is probably, and I'd have to go back and
| ook specifically, but | would guess that it's probably
about one percent. In other words, from82 to 83 centered
around sone nmean that there's probably that type of
vari ati on seasonal ly.

When you tal k about regional differences, | think
the thing that you have to look at is other than somatic
cell count, which there's sonething in the systemto adjust
for that. Then the next thing I would consider if | had a
plant or a region being different is |I'd |look at the makeup
in terms of the breed of cattle and that there are -- given
| ow somatic cell count, there's probably sonme differences
fromone breed to another

I think again there's a lot of variation within
each breed, but there may be sone average differences
bet ween breeds.

Q Do you have a perspective if the difference
bet ween regions would be simlar to what you found as far as
the difference between seasons or have any basis for --

A I'd have to go back to the 1984 study that | did

with 50 cheese plants across the United States and | ook at
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that data. There would be some indication of the data
there, and | don't recall it right at the nonment.

MR, OLSON: Thank you.

JUDGE HUNT: M. GCal arno?

BY MR. GALARNO

Q Good norning, Dr. Barbano. M nane is C ay
Galarno with Mchigan MIk. | just have one point 1'd Iike
to get some nore clarification on in your conclusion, No. 3.

You said in your opinion, the cheese price used in
the Class Il price should be the price per pound of cheese
at noisture test that nore closely represents the actual
noi sture at which cheese was produced and that the sane
noi sture assunption should be used in the cheese yield
formul a.

Are you suggesting that each nonth we should
calculate this average and change our cheese yield formulas
based on that variable npisture percentage?

A I think that would be a bit of an overkill, and
think that if there -- if the real average if we had
noi sture content for the blocks in the survey and the actua
noi sture test for the barrels in the survey, that if you
took an average over a year's worth of tine nmy expectation
is that that would probably be fairly stable across from one
year to the next, and you would | ook at sone val ue that

woul d be a reasonabl e average and choose that val ue, not
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vary it each nonth.

Q Do you know anyone that has perforned that study?
A The problemis there is no data on the bl ock
noi sture content. There is data on the barrel. That's

published in the survey, so that already exists, and
typically I think the nunbers run in the 34 to 35 percent
noi sture range on barrel cheese as it's nade.

Q Thanks. Maybe al ong that same |line, are you
recommendi ng that any additional cheeses be included in this
study other than the current 40 pound bl ock and the barrel s?

A |'ve made no reconmendation on that at all. 1've
just taken it as it is with the current 40 pound bl ock and
the barrels.

MR. GALARNO  Thanks. That's all | have.

JUDGE HUNT: Anyone else? |'ll give you a second.
M. Yal e?

MR. YALE: Did you have soneone el se?

JUDGE HUNT: No. Ms. Brenner is going to ask a
question, but you go ahead. She wants to wap it up, |
hope.

BY MR YALE

Q I"'mgoing to try to hit some topics on here
because everybody el se kind of set the tone of what's said.

Let's talk a minute about cost. There's been a

| ot of questions, you know, asking you about is this a cost
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and should it be included and so on and so forth. As |
under stand, your testinony is that you want to account for
all the value that conmes out of the mlk that goes into the

cheese, so in a sense being that the plant is going to

utilize fully its raw product. |Is that correct?
A Yes.
Q And then what it costs to do that cones out, and

what's left goes to the producers, right?

A (Non-verbal response.)

Q Okay. But it's your understanding, though, that
the plants should pay for that cost of the nmlk to get the
m | k? The cheese plants should pay to get that cost from
the producer to the plant, not the Class | handl ers?

JUDGE HUNT: Aren't we kind of replowing a | ot of
what has been covered before, M. Yale, with that question?

MR. YALE: | don't know that he asked -- this
gquestion | don't believe was asked.

JUDGE HUNT: All right. Go ahead.

MR. YALE: Yes, and there's only one topic on this
questi on.

THE W TNESS: There are real costs there. The
qguestion of who should pay themis not anything that |'ve
addressed or really analyzed to conme to some concl usion, but
there are real costs there.

11
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BY MR YALE

Q M. Vetne asked you sonme questions about ultra
filtration and RO, and | want to add sone things to the
record on that issue.

By and |large there's two factors involved in this
shrink, one of which is the handling. You know, when it
goes from one vessel or one thing to another there seens to
be a | oss, a spillage or something, right?

A Yes.

Q And then sonetines there is sone surface loss? In
ot her words, the product attaches to the surface of the pipe
or what other itemit goes through. |Is that right?

A Yes.

Q Okay. Now, you are fam liar with the UF and the
RO process, right?

A Yes.

Q Now, in the on farm UF process this goes from--
the farmer puts it in the bulk tank |ike any other farner.
Is that right?

A Correct.

Q Okay. And then that milk is transported fromthat
bulk tank to a storage tank at the UF facility, right?

A Yes.

Q And that's pretty well |ike what happens in a

cheese plant operation going fromthe farmto the plant?
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A Al t hough many tinmes the two of those tanks are in
adj acent buildings, so it's not like it's going onto a truck
and --

Q Okay.

A -- all of that.

Q Fair enough. Fair enough. Okay. And then when
it goes fromthat silo or storage at the UF plant, what
happens to the nm |l k? How does it transport through the
syst enf?

A The milk fromthe silo at the site where they're
running the UF would go into the UF system and the FDA
requi renents on UF systens for on farm as |'m aware,
require a straight through type of a process instead of a
recircul ati on process, so it would go through one pass on
the UF system and it would split the mlk into two streans,
a retentate streamand a perneate stream

In that process you have equi prent with surface
area where there can be sone | osses, and that retentate
would go into either a storage tank or truck. Utimtely
it'"s got to go into a truck to be shipped out to a cheese
factory. The perneate woul d be taken out of that buil ding
and probably be -- it could be concentrated by an RO and
then it can be utilized in the farmin terns of being a feed
suppl enment .

Q But let's talk about the mlk as it goes through
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the retentate. The retentate goes through -- this mlk, as
it gets split, it keeps going through subsequent passes,
does it not? | nean, it goes through one set of nenbranes,

and what's | eft goes through another set until you've --

A This is an inportant point froma regulatory point
of viewis that it's in a series. |It's going continuously
through. It's never looping around in a circle.

Q Ri ght .

A That's what happens typically in a plant at the
farm It's a straight through fromone nodule to another

Q But it goes through a nunmber of punps through the
process?

A Yes.

Q Do you know the nunber of punps?

A You can figure it. Usually you have different
stages. There will be several punps. | don't know the
exact numnber.

Q Maybe as many as 24 punps?

A I don't know specifically, but there's many punps.

Q And then it goes into a vessel that has nmenbranes
init, right, at each stage?

A Well, at each stage, yes.

Q Ri ght .

A There's usually a punp for each stage.

Q And how many nmenbranes are in each vessel ?
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A It's different for different nenbrane suppliers,
so | don't know on a farm exactly how they've configured it
in terms of how many nenbranes are within one stainless

st eel nodel.

Q But there are several or nore, right?
A Yes.
Q Al right. And each one of those has surfaces on

which this stuff can -- things can stick to, right?

A Yes.

Q So in the end it comes down, and it goes into
anot her tank, right?

A The retentate, yes.

Q The retentate, and then that is punped onto a

truck?
A Correct.
Q And that's sent to a creanery, right?
A Yes.
Q Now, in terns of the nunber of vessels and punps

and the like that goes on at this UF facility, how does that
conpare to the cheddar process fromthe tinme it goes into
the silo at the farmuntil it goes to the vat in terns of
t he nunber of vessels?

A Goes into the silo at the --

Q Fromthe silo at the cheese plant --

A At the cheese plant. Okay.
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Q -- to the vat.

A There are different processes, but both represent
a substantial nunmber of manipulations in that process in
surface area

Q Okay. Now, in this you had sone invol vement or
consulting in sonme way, did you not, in the devel opi ng of
sonme of this UF technol ogy?

A I've been working with analysis of some of the
products of the UF, the UF concentrates and eval uating
| osses of solids into perneate fromthose processes, yes.

Q And one of the inportant issues in developing this
wasn't just the regulatory with the FDA in terns of the
health issue. It was also howto deal with it in terms of
the Federal Order, was it not?

A Yes. There's sonme work on that, too.

Q Right. And there was a |ot of work done to
deterni ne what kind of shrinkage happened fromthe tinme it
left the farmor the bulk tank until the time it went onto
the truck to the creamery with the retentate, right?

A I'"'maware that in the Federal Orders they've done
quite a bit of work on that.

Q Do you know what that shrinkage was?

A I don't have access to specific data, but ny
awareness was that it was | ess than one percent is what they

were |l ooking at, but again this is typical of a large unit.
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If | had a small farmwith a small UF unit, the
surface area would be a bigger issue relative to the tota
volunme of mlIk I'mprocessing, so in that whether |'m
running a UF or not, when | run that UF the nmore mlk |
process through it in a session the | ower percentage of
solids will be lost as a percentage of the total, and these
tend to be processing a |l arge volunme of mlKk.

Q Now, there was tal k about |oss after the vat, but,
as | understand, your formulas, the fornmulas you di scussed
and the VanSl yke, tal k about the recovery of the product
fromthe vat on and that the shrinkage is built into those
formul as?

A In terns of estimating the amobunt of cheese that
wi |l be obtained, the non-recovery of fat in cheese is that
factor right in the VanSlyke formula, .9, and an estimte of
the non-recovery of casein as cheese is that nminus .1
factor.

Q Okay. | want to talk a nonent here about the
butterfat and make sure | understand this. You're
i ndi cating that somewhere between 91 and 93 percent of the
butterfat is recovered in the cheddari ng process?

A Somewhere -- in the cheddar cheese maki ng, nost
processors should be able to achi eve between 90 and 93.

Q Okay. So 92 percent is not inappropriate?

A In my opinion, it's not inappropriate.
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Q Okay. O the remaining -- let's say we use 92.
Of the renmmining eight percent, how nmuch of that is
recovered in the whey creanf
A I would assunme if -- this varies dependi ng on
whet her you're maki ng 640s, 40 pound bl ocks or barrels.
There's a certain amunt of fat that is recovered as whey
that comes off fromthe curd when we separate the curd from
the whey, and that's a |l arge vol une of whey, and that's the
bulk of the fat that's not recovered in the cheese is there.
When you say 92 percent recovery and we're
starting fromthe amunt of fat in the vat, not back at the
farm that of that eight percent that didn't stay in the
cheese 1'd say that it's pretty typical that about five and
a half to six out of that eight is in the whey that cones
off the vat and goes right over to a holding tank to go to a
cream separator.
Addi tional fat cones out of the cheese curd during
t he mani pul ati ons of the curd after the big volunme of whey
has come out in the cheddaring and in the pressing steps,
the salting steps of that cheese. Typically in a good
operation |I'd like for that to be one and a half to two and
a half percent of that eight let's say that's lost, and that
fat is not as easily recovered in whey cream and may not go
i nto whey cream depending on whether it's 640s and you have

wooden boxes and all those issues.
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Q So you' ve got 92 percent in this exanple in the
fat recovery in the cheese, six percent into the whey cream
and the rest of it is lost?

A The rest of it will be at some | ower value. You'd
like to get it all in the whey cream Depending on how you
do things, you can get nore of it there, but it's dependent
on how you're maki ng your cheese.

Q Foll owi ng up on M. Berde's question, there was
t he question about proposals; that your proposal was
consistent with what he just read to you. The governnent
was suggesting sone alternative to pricing butterfat.

If in the wisdom of the Secretary they determ ne
they don't want to change the policy of having a same cl ass
or a butterfat price for each of Class IIl and IV, which at
that point would effectively make your proposal not doable
at this point, right?

A That's correct.

Q Okay. But there are ways to solve sone of the
concerns that you addressed in your proposal, are there not,
within the limtations of the existing fornmulation for the
protein value in the cheese?

A I think if | looked at the current system there
are ways to adjust the systemthat | think inprove it, but
don't address some of the other fundanental issues that I

think are problens with it, but there are opportunities to
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i mprove it.
Q And what woul d those be?
A Specifically assunming we're |eaving the fat val ue
just the way it is as the Class IV fat price --
Q Ri ght .
A -- that then it conmes down to the cal cul ation of

the protein price per pound.

The changes that | would make, and actually | went

through and |I | ooked at that nore carefully, and | prepared

sort of a calculation. | have it on the conputer

What | would do is use what | said in ny testinony

in No. 16 where |'ve calculated a difference in yield, an
incremental difference in yield as it says on page 183 of
the final rule, to be a 1.371 by the VanSlyke formula and
then adjusted it froma crude protein basis to a true
protein basis. | would utilize that as the factor in the
protein cal cul ation.

I have that. Can | display it on the screen?

MR. YALE: Can he show it? He has the numnbers
that show the nunbers of the cal cul ation

JUDGE HUNT: All right. Go ahead.

Did you cover this yesterday, Dr. Barbano?

THE WTNESS: Did | cover this? No, | did not.
did not.

JUDGE HUNT: Maybe you'd like to dimthe |ights.
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That' s good.

THE WTNESS: This is the current cal cul ation
using the March data using the NASS cheese price, the meke
al l omance, the current protein factor and the current fat
factor that cones up with the value of protein per pound of
$2.428.

As | said, if |I look at this and given the fact
that we're not changing the fat price, we're | eaving the
systemthe way it is, how would | adjust the current
calculation? First, | would change the factor fromthe
1.405 to the 1.456, which | feel nore correctly represents
the increnmental change in cheese yield due to protein.

Secondly, when | | ook nore carefully at how this
cal culation is done, so what |'ve done in this section is
sinmply changed that one value right here, so the only
difference is that value, the factor, and it produces a
val ue per pound of protein of $2.1007.

Also as | ook nore closely at this nethod of
cal cul ation, one of the things that | see here is where it
has valued the fat at $1.4487, which is the butter price for
fat, that that really is reflecting that the val ue of one
pound of fat is being included here in the cheese -- the
protein val ue cal cul ation.

Real |y of every pound of fat that's received, not

all of that pound of fat is retained in the cheese, only 90
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percent of that, so in an adjustnent for that really the
correct ampunt of fat value that is retained in the cheese
isonly .9 tines the 1.487 subtracted fromthis value of the
1.79. | hope it's clear here. This is exactly what happens
now that they're in.

Step 2 of this protein price calculation takes the
NASS cheese price mnus the make al l owance tinmes the 1.582,
so this is calculating the value of fat in the cheese and
putting it to the protein value; that then the adjustnent to
reflect the correct anount of fat that's retained in the
cheese will be .9 tines the 1.44, and then | have left the
1.28 the way it is. 1've said that that's one of the things
that | feel creates a problemin the system but it's very
hard wi t hout changing the whole systemto elimnate that.
Thi s produces a price per pound of protein of
$2.2862, and if | ooking at the current system wi thout
changing the fat price to correct some technical issues on
the protein side and the protein factor and the protein
val ue, these two things to ne seemto be technically correct
steps to modify what | would call an inperfect system
That's my viewin terms of being asked the
question of how would |I change the current systemto be nore
technically correct on those issues that this is the answer.
BY MR YALE

Q Wuld it still be appropriate to consider -- that
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1.582 is based upon a 90 percent butterfat yield?

A That's correct.

Q Wuld it be appropriate if you changed that; that
that could be considered if you | ooked at say a 92 percent
yield that woul d change that nunber, and then you would have
to change your multiplier there to .92? Let ne back up

A Okay. |If you were going to change fat recovery,
propose a changed fat recovery assunption to .92, yes, you
woul d have to nmodify the 1.582, and you'd al so instead of
mul tiplying the $1.4487 times .9 you'd multiply that by .92.

JUDGE HUNT: Let nme interrupt for a noment. What
speci fic proposal does this relate to?

MR. YALE: This goes to Proposal No. -- the one
dealing with western states' proposal on cheese on the
yield. W are going to have testinony that devel ops this.

JUDGE HUNT: And the changing in the systemthat
Dr. Barbano just described?

MR. YALE: Yes. | nean, this is just a slight
t weaki ng of the existing formula, Your Honor

JUDGE HUNT: All right. Okay.

MR. YALE: You see, his other was a whol esal e
change.

JUDGE HUNT: All right.

MR. YALE: And this is just a tweaking of the

program the nunber that's in there. W're showi ng where
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those nunbers, instead of -- for exanple, Your Honor, where
it says 1.456 up here, the Departnment had 1.405.

JUDGE HUNT: Okay. Okay. Proceed.

MR. YALE: Ckay. |'m done proceeding. | have no
further questions.

JUDGE HUNT: Ms. Brenner?

BY MS. BRENNER

Q Mostly just for clarification, Dr. Barbano.
There's been a |l ot of discussion about the rel ationships of
crude protein to true protein and casein. Wuld you for the
record just nmeke a distinction between those three
conmponents, which | guess are the casein is the snmall est
part of the crude protein that we're breaking down there in
relation to the use of milk and cheese?

A Okay. We have, as you nentioned, crude protein,
true protein and casein. The crude protein and the
measurenent of all three of these in terns of the analysis
and deternination of their concentration in mlk is done by
nmeasuring the nitrogen content of nmilk and cal cul ating the
protein content fromthat.

Assunming that all of the nitrogen in mlk is due
to protein, that total nitrogen value tinmes a factor to
convert to protein is the crude protein. Therefore, the
rel ati onship of true protein to crude protein, the true

protein does not include the nitrogen that would be in mlk
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that's from non-protein nitrogen that has nothing to do with
protein, and in general expressed on a protein basis an
average value for that is about .19 on a protein basis.

The nunbers | stated in ny testinmony yesterday on
that multiple year testing of mlk in New York state was
comng out with a .192, so ny observations would indicate
that that's a very reasonabl e nunber on average in
aggr egat e.

The casein is a portion of the true protein, and
the casein is the protein that typically in cheese meking
will be recovered in the cheese, and on a true protein basis
the nunbers that | see in terns of nmlk analysis, as |
stated in ny testinony, probably for bulk mlk supplies
average between 82.2 and 82.4 percent of the true protein.

Does that conpletely answer --

Q And the effect of the casein inthe mlk is to

i ncrease cheese yiel d?

A The nore casein you have, the higher the yield of
cheese. The nore cheese you will attain.
Q Okay. On several different occasions you' ve used

the initials FDB. Does that nean fat on a dry basis?

A That is correct.

Q Okay. On page 22, in the last sentence in the
par agraph that ends at the top of the page --

A Yes.
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Q -- dealing with the 39 percent noisture adjustnent
| really wasn't very clear on how that affects the nmeke
al | owance.

A In the current system at 39 percent the barre
cheese as reported is at 34, 35, whatever percent noisture,
and, as | understand in the NASS survey, the respondents in
the survey would report the price per pound of cheese at
that test, or they would report the total pounds of cheese
sold and the total value of that.

When you convert from sonme | ow noisture val ue such
as 35, 36 to a 39 percent basis, as the npisture goes up the
mat hemati cal adjustnent is to |ower the price per pound of
the cheese; that you're really reflecting the value per
pound of solids.

The issue that | have is that when that's done it
| owers the price per pound of cheese and then the fixed nmeke
al l omance, the 17.02 in the exanple that | used, is
subtracted froma snmaller nunmber, so in effect it's as if
you nmade the cheese at the higher noisture content. You're
being credited for a nake all owance agai nst that higher
noi sture and vyi el d.

It gives a bit nmore credit for total nemke
al l omance, not the anount per pound, than really was
incurred in terns of the cheese manufacturing. They didn't

make cheese at 39 percent noisture and didn't have the



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

785
additi onal cost that would be there making cheese at 39
percent noi sture.
Q Okay. Thank you. |In referring to the mlk price
cal culator, you indicated that that was on page 15, and
was wondering if you didn't nmean page 167
A In my copy it is on page 15, and it's to the
ri ght-hand side of the page. There are five colums of
data, and above the first of those five colums on the right
it says M1k Price Cal cul ator
Q Is this the first or second page after the text?
A This is the first page, page nunber 15.
JUDGE HUNT: Yes. You can show it to her
THE W TNESS: See, the copy you have --
MS. BRENNER: |'ve got it split onto two pages.
MALE VO CE: That's page 15. Here's a different
one.
MS. BRENNER: Okay. | need to get a new copy.
BY MS. BRENNER
Q One of the people who was cross-exam ning you
referred consistently to cheese nakers using condensed to
fortify the solids in mlk to use cheese. Do they
custonmarily use condensed rather than nonfat dry m|k? What
is the --
A It really depends on the price of condensed and

the price of powder. It's ny understanding that in nost of
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the tine recently they have used nonfat dry m |k powder for

the nost part, but

it depends on the cost of condensed at

the current tine versus the cost of powder.

Q Okay. In looking at the flow chart that M.

Rosenbaum constructed and the enbel lishments supplied by M.

Vetne, it's kind of astonishing that there's ever

cheese that ends up on a shelf

any act ual

in a grocery store.

I know you did respond to a question from M.

Beshore that you haven't done any specific work on how much

loss there is in the plant, but | don't think we have any

clear picture at this point about whether

50 percent of the

mlk that comes into the plant is lost or 70 percent or 90.

| neant to go down.

A Ri ght
Q Twenty percent or ten percent. | was wondering if
you had any information or sense of that kind of |oss.
N NY peak of loss, | guess I'd define it as if | analyze the mlk in the

if we're starting there,
content and then | ook at the anpunt,
t he conposition of that,

wei ght of sweet whey powder

and |l ook at the fat and protein
t he wei ght of cheese,
t he wei ght of whey cream the

if we're maki ng whey powder and

so on, that particularly on fat if I was working with a

plant if we weren't accounting for

approximately 98 percent of the fat

for sonething that

is identifiable in terns of

it

better than 98 percent or

I'd be really I ooking

may be in



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

787
sonmething that's of |ow value, but |I know where it is in
terms of versus di sappearance totally.

Q And that's fromthe vat on to the --

A From the vat on through --
Q -- final product?
A -- the system There's fat that's present. One

of the things that can be a little bit deceptive is that in
t he whey and then when you make the whey powder there's sone
fat that winds up in the whey powder or the whey products.
It's not that it disappeared. |If you never neasure it you
think it disappeared. |It's over in the whey product side.

Q These other places along the way |i ke the |oss of
mlk between the silo and the pasteurizer, would that anount
to something like a half a percent? Five percent?

A No. Those are -- in ny estimation, they would be
very snmall anmpunts as a percentage because what you're
doing, if you envision a factory running a mllion, two
mllion pounds a day through the pipeline fromthe silos
t hrough the pasteurizers to the vat, that the total vol une
contained in that pipeline is a pretty small percentage.

If it were full, a pretty snmall percentage of the
total volune of milk processed in that 18 or 20 hour period,
so the I oss only occurs each tine you stop, and usually
you'd be -- under good operating conditions you'd be running

for 18 to 20 hours and then breaking down to clean, so you'd
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ook at it fromthat perspective.
I think it would be on a percentage basis a pretty
smal | nunber. You know, | don't have any absol ute numnber.
It depends on the size of the plant. |[If | run twice as nuch
mlk today, if | run ny plant at full capacity at two
mllion pounds versus running it yesterday at one nillion
pounds, on a percentage basis with the same loss it would be
a higher percentage of the one mllion pounds.
MS. BRENNER: Thank you. That's all | have.
JUDGE HUNT: Very brief, M. Rosenbaum
MR. ROSENBAUM | will be brief, Your Honor.
BY MR. ROSENBAUM
Q Am | right that you just said that you would
expect a two percent loss in fat conparing what was in the
vat to what's in the cheese and the sweet whey and the whey
creanf
A Whey cream  You could have that kind of |oss.
It's hard. There's equi pnent surfaces particularly in the
pressing, and that's probably one of the key places in
pressing the cheese that if the tenperatures aren't right in
the system you can have a |l ot of fat |oss there that you're
not going to recover.
Q Okay. But you've paid for that nmilKk.
A That's correct.

Q But you never recover the fat, right?
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A You paid for that fat, and it's part of making

cheese.

Q Okay.

A There's a certain ampunt that's going to
di sappear.

Q All right. If you're buying mlk at $11.50 a
hundr edwei ght -- well, somewhere in the system to put it a
little differently, if the farner is being paid what you get
for the cheese minus what it cost to nake the product, one
of the costs of making the product includes the |oss of that
much m |k necessarily in the process, correct?

A Yes. There's a cost, and on the fat, as |'ve
mentioned the fat and that |oss, fat is relatively unique
conpared to protein and other solids in that it conmes out,
particularly at the pressing conmes out of the structure of

the cheese as free fat, and that |oss tends to be higher

t han what you'd have on other components. It's a little bit
di fferent.
Q What ever you've lost up to the point of the vat is

in addition to the two percent you |lose thereafter?
A O fat. Not of volune. Not of protein. It's a
fat protein, and fat sticks to surfaces. That's the
probl em
MR. ROSENBAUM That's the problem Okay. Thank

you.
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JUDGE HUNT: All right. Thank you, Dr. Barbano.

(Wt ness excused.)

JUDGE HUNT: M. English, | hope it's not going to
repeat anything that's been said before or reinforce a
poi nt .

MR. ENGLI SH. No, Your Honor. If you're
di smissing the witness, | think nowis the appropriate tine
to reconsider or to | ook at or to exani ne your reserved
notion, and |1'd |ike to be heard on that issue.

JUDGE HUNT: You've nmade your nmotions. | will
rule on it at this time.

MR. ENGLISH. Well, 1'd Iike to add, Your Honor
especially because | believe M. Berde nmade an argunent that
sonmehow t he provision within Proposal 32 sonehow saved the
testimony of this witness.

JUDGE HUNT: |'mgoing to rule that Dr. Barbano's
pricing fornmula is not one of the proposals being considered
at this hearing. Although there's a |lot of testinony and
comments on it, that is not a proposal being considered.

However, he has provided information in his
testinmony that's germane to the proposals being considered,
and so | will allow Dr. Barbano's testinmony to remain in the
record and, as M. Cooper suggested earlier, leave it to the
Secretary's representatives who will make the deternination

on the final rule to disregard that part of Dr. Barbano's
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testinmony that's not pertinent to the proposals under
consi derati on.

MR. ENGLI SH: Thank you, Your Honor

MR, COOPER: And that would be receiving Exhibits
15, 16 and 17?2

JUDGE HUNT: | haven't accepted anything. They
haven't been offered.

MR, COOPER: Well, his testinmony is Exhibit 15.

JUDGE HUNT: But the proposals have not been
of fered, or those exhibits have not been offered.

MR. YALE: Your Honor, I"'"Il offer Dr. Barbano's
exhibit. Now, 19 and 20 | didn't concoct, but --

JUDGE HUNT: Nineteen and 20 have been received.

MR. YALE: Ckay, but the others | woul d.

JUDGE HUNT: Dr. Barbano's testinmony and exhibits
are 15, 16 and 17.

MR, YALE: Right. | would nmove that they be
admi tted.

JUDGE HUNT: Does anyone object to their being
part of the record in the proceedi ng?

Hearing no objections, Exhibits 15, 16 and 17 will
be received into evidence.
/1
/1

11
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(The docunents referred to,
previously identified as
Exhi bit Nos. 15 through 17,
were received in evidence.)
MR. COOPER: Just a clarification.

JUDGE HUNT: Yes, sir?

MR. COOPER: Leprino had an Exhibit 18. | don't
have it as received on ny list. | don't know whether it was
or not. It was marked certainly.

MR. OLSEN: Your Honor, | believe that was
received into evidence yesterday.

JUDGE HUNT: | have it indicated as received in
evi dence.

MR. OLSEN: | believe it was.

JUDGE HUNT: All right, M. O sen

MR, COOPER: Ckay. | just wanted to nmeke sure.

MR. OLSEN: | believe it was received in evidence
yest erday.

JUDGE HUNT: Pardon?

MR. OLSEN: | believe it was received in evidence
yest erday.

JUDGE HUNT: | have it indicated here as received
in evidence.

MR, COOPER: Ckay. That's fine.

JUDGE HUNT: It was offered as official notice and
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al so offered as an exhibit. | have it down that it was
recei ved. It's received. Exhibit 18 is received in
evi dence.

MR, OLSEN:. Thank you, Your Honor

JUDGE HUNT: Before we break for lunch, we'll go
off the record.

(Whereupon, at 12:10 p.m the hearing in the
above-entitled matter was recessed, to reconvene at
1:20 p.m this sane day, Wednesday, May 10, 2000.)
/1
/1
/1
/1
/1
/1
/1
/1
/1
/1
/1
/1
/1
/1
/1
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AFTERNOON SESSI ON
(1:20 p.m)

JUDGE HUNT: On the record.

MR. COOPER:  Your Honor?

JUDGE HUNT: M. Cooper?

MR. COOPER: M. Yale had asked for the exhibits
prepared by NASS the other day, and what it was was the
actual sheets that were sent out by NASS to the various
plants to collect the data on their survey.

I have a five page docunent |'d like to have
mar ked as Exhibit 22. The first two pages are the cheddar
cheese because the instructions fromthe cheddar cheese
survey go onto the back of the first page, and the xerox is
two separate pages. The other three are one page each for
nonfat dry mlk, butter and dry whey, so it's a total of
five pages on the exhibit.

The other day we handed out the fronts of all four
pages. Today we have the back of that one page in the back
of the room | just put it back there. [1'd |ike to have
that introduced as Exhibit 22.

(The docunent referred to was
marked for identification as
Exhi bit No. 22.)

JUDGE HUNT: M. Cooper has offered what is

Exhibit 22 as he described it. Any objections to that being
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part of the record?
No objection. Exhibit 22 will be received in
evi dence.
(The docunent referred to,
previously identified as
Exhi bit No. 22, was received
i n evidence.)
JUDGE HUNT: M. Pacheco, are you here, sir? M.
Pacheco?
MALE VO CE: He said he's not ready.
JUDGE HUNT: You're not ready?
MR. PACHECO That's fine. | can wait.
JUDGE HUNT: You can wait?
MR, PACHECO  Yes, if that's all right.
JUDGE HUNT: Okay. Okay. Sure.
M. English?

MR. ENGLI SH.  Yes, Your Honor. Thank you. My

first witness, Your Honor -- again, Charles English for
Sui za Foods Corporation and also Master Dairies. | have two
wi tnesses this afternoon. There will be another witness

later in the hearing. The first witness is M. Ernie Yates.
JUDGE HUNT: Cood afternoon, sir

/1

/1

11
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Wher eupon,

ERNEST YATES

havi ng been duly sworn, was called as a witness
and was exam ned and testified as follows:

JUDGE HUNT: Would you state and spell your nane
and the organi zati on you represent?

THE WTNESS: MW nane is Ernest Yates,

E-RNE-S-T, Y-A-T-E-S, and | amthe director of dairy
procurenent for Suiza Foods Corporation.

MR. ENGLI SH: Your Honor, M. Yates has a prepared
statement that he'll read for the record. He also has one
docunent that |'ve already distributed to the court reporter
and to yourself and is being distributed that 1'd like to
have marked as an exhibit.

It is a docunment entitled American Butter
Institute Market Situation and Qutl ook, Author, Chris
Newburn, Third Quarter, 1999, Volune 2, No. 3. 1'd like to
have that marked as | believe Exhibit 23, Your Honor

JUDGE HUNT: Yes, sir. That will be 23.

(The docunent referred to was
marked for identification as
Exhi bit No. 23.)

MR. ENGLISH: In addition, Your Honor, the witness

will make reference to a decision of the United States

Department of Agriculture, Agricultural Mrketing Service,
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dated June 30, 1998, with respect to the determ nation of an
equi valent Grade A butter price series. |1'd |like official
notice taken of 63 F.R , page 35564. Again, the date is
Tuesday, June 30, 1998.

MR. YALE: What was the nunber again?

MR. ENGLISH. It will be handed out, M. Yale, but
it's 63 F. R, page 35564, date June 30, 1998. For the
conveni ence of the parties, we are providing a copy of that
page of the Federal Register, and we will request official
noti ce be taken of that particular federal register page.

JUDGE HUNT: Does anyone have any objection to
taking official notice of the Federal Register referred to
by M. English?

Hearing no objections, I'Il take official notice
of that document.

MR. ENGLI SH. The witness will now provide his
st at ement .

DI RECT EXAM NATI ON

THE W TNESS: Sui za operates Class | and |
processing facilities in many regions of the country. | am
testifying on behalf of Suiza in support of Proposal No. 3.
I'"'malso here to express ny support for the phil osophy
underlying Proposal No. 8's request to correct the butterfat
value to reflect a historical Grade A butter price, but,

nore inmportantly, to express my objection to limting
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Proposal No. 8's correction to adjust the Class IV butterfat
val ue.

In addition, | oppose Proposal No. 1, which
suggests the use of the Chicago Mercantil e Exchange, CME,
product prices in lieu of National Agricultural Statistica
Survey, NASS, product prices.

Proposal No. 3 is consistent with the broad
recognition within the industry that the final rule in
transitioning fromthe use of the CME butter price ninus
nine cents to the NASS butter price with no Gade A
adjustnent failed to reflect an equivalent Gade A butter
price.

The industry, with the support of USDA, has |ong
recogni zed the core concept that market clearing m ni mum
prices should be based on manufacturing values. |In fact, it
is my understanding that in 1998 USDA went so far as to
assert that establishing an equivalent G ade A butter price
in the absence of announced Grade A butter prices was
"essential to the continuing operation of the Federal Order
program " Determination of Equivalent Price Series, 63 F.R
35564, June 30, 1998.

Thus, when the Grade A butter nmarket becane too
thin to continue trading on the CME, USDA established an
equi valent Grade A price series by discounting the Grade AA

butter price by nine cents. It is nmy understanding the nine
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cent adjustnment reflected the historical difference between
Grade A and Grade AA prices.

Si nce January, 1999, NASS Grade AA butter prices
have averaged slightly less than two cents per pound bel ow
CME grade AA prices. After reviewi ng butterfat val ues
di scussed in the American Butter Institute's 1999 third
quarter report, | would agree with the proposals that adjust
the NASS Grade AA butter price by six cents to establish an
equi valent Grade A butter price. See Exhibit 23, the
American Butter Institute's third quarter report, Volune 2,
No. 3.

My under standi ng of the need to base the butterfat
values for Classes Il, Ill and IV mnimmprice formulas off

the manufacturing value for butter is nore anecdotal than

technical. As a result, another witness with technica
expertise will follow ne.
Anecdot al Iy, though, | amlearning firsthand the

i mportance of an equivalent Grade A price. Suiza buys raw
mlk fromdairy farners and/ or their cooperatives, which
typically contain about 3.6 percent butterfat. CQur Class |
finished products generally contain less than 2.5 percent
butterfat. Therefore, we have creamleft over which is
typically sold in 5,800 gallon bulk tankers. [It's my job to
mar ket this bulk cream

My goal is to market this bulk creamto at |east
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cover all related costs, which include the raw product cost
of sale, the cost of pasteurizing/processing the cream the
cost of punping the creamin and out of storage tanks,
shri nkage, transportation cost and related administrative
costs, which would increase dramatically if Proposal No. 8
i s adopt ed.

Sui za, |ike other industry cream sellers, has
historically sold bulk creamto conbinations of Class Il
I1l and IV processors at prices based off the former Grade A
butter price and later the equivalent G ade A butter price.
Prior to the final rule, butterfat prices for Class II, II1
and IV were practically identical, and, therefore, the cost
of transportati on between shipping and receiving plants was
the | argest decision factor for cream sellers.

Proposal 8 would create a | arge cost wedge between
Class IV and I, which would inmediately conplicate and
i ncrease the cost of nmarketing bulk cream Thus, we are in
agreenent with National M|k Producers Federation that there
is a need to adjust the butterfat value to reflect an
equi val ent Grade A butter price.

It is obvious fromthe nunber of proposals in the
heari ng notice that many producers and processors agree that
the failure to reflect an equivalent Gade A butter price
was an oversight that needs to be corrected. W believe the

need to correct this oversight obviously goes beyond just
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Class IV, and such a correction should include Classes |1,
11 and IV.

Qur position is supported by USDA' s decision in
the final rule that established a fixed differential of 70
cents between Class Il and |V allocated anong the skim and
fat values. Correcting the butterfat value for Class |V but
not for Class Il would have the unintended consequence of
underm ning this essential relationship. Thus, the only
debat e between proponents of Proposal No. 3 and No. 8 seem
to be the extent to which this oversight should be
corrected.

Beyond our concern that Proposal No. 8 would
distort the Class Il and IV price relationship, we believe
Proposal No. 8, if adopted, would force ne to nove creamin
i nefficient ways. The experts would call this disorderly
mar ket i ng.

In particular, if the butterfat adjustnent is
sinmply limted to Class |1V, you can bet that | and other
cream sellers are going to conpete to sell as much cream as
possible to Class |V processors. | think it's logical to
conclude that as nore creamis offered to Class |V
processors that Class |V processors will react by | owering
the price they pay for bulk cream so instead of Proposa
No. 8 correcting the problem fluid processors have been

facing since January, 2000, Proposal 8 would only put Cl ass
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IV processors in a superior negotiating position to procure
bul k cream from fluid processors.

Accordingly, the problemfor ny conpany, which was
created by the final decision's butterfat fornula, will only
be worse if Proposal 8 is adopted in lieu of Proposal 3. In
fact, Proposal 8 could lead to fluid processors being forced
to avoi d generating bulk cream by purchasing raw m |k from
dairy producers with butterfat contents that match fluid
processors' finished products, e.g., 2.5 percent butterfat.

In conclusion, since there is general agreenent
that the butterfat value should be adjusted to reflect
manuf acturi ng val ues and since linmiting the adjustnment to
Class IV only would distort the Class Il and IV price
rel ati onship and create adverse consequences for Class |
processors, | urge the adoption of Proposal No. 3.

Thank you.

MR. ENGLI SH: Thank you, M. Yates.

Your Honor, | nove the admi ssion of Exhibit 23,
and as | nmake the witness avail able for cross-exam nation
woul d note that both with respect to this witness and the
witness who will follow for Master Dairies, Inc., that there
will be athird witness later in the hearing to provide
greater technical expertise in order to speed this process.

JUDGE HUNT: All right.

MR. ENGLI SH: Thank you.
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JUDGE HUNT: Any objections to Exhibit 23?
Hearing no objections, Exhibit 23 will be received
in evidence.
(The docunent referred to,
previously identified as
Exhi bit No. 23, was received
i n evidence.)
JUDGE HUNT: Any questions of M. Yates?
M. Yal e?
MR. YALE: Ben Yale on behalf of the proponents on
Proposal 1 and others.
CROSS- EXAM NATI ON
BY MR YALE

Q Good afternoon, M. Yates.

A Good afternoon.

Q Your proposal and your testinony seens to suggest
that if there is no adjustnment to the Class |V butter price,
you no | onger have a problemin nmoving your milk or your
cream |s that correct?

A | don't think we quite follow with no | onger
having a problem The problem was created January 1 when we
went with the new butterfat val ues, which increased the
val ue of butterfat in a |oad of cream by approxi mately six
cents a pound.

If there's 20,000 pounds of fat on a load, that's
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$1,200 a load. |It's ny experience that that added cost was
not passed on. It was not able to be passed on.

Q But one situation to discuss is that there's this
inmplied increase in the cost of butterfat, which you just
menti oned, right, for all classes?

A There was a real increase, yes.

Q Al right. And then the other part of your
proposal addresses the fact that if you only adjust it for
Class |V but not the other classes, then you create the
potential by having two different butterfat prices, the
potential for some disorderly marketing of creanf

A That's correct.

Q Al right. | just want to talk about that. Let's
just talk about the first part then. How nuch G ade A
butter is sold today?

A | don't know.

Q Isn't it true that in 1998 that the CME deci ded
there was so little trading that they discontinued Grade A
and Grade B butter on their --

A They did discontinue it.

Q Do you sell Grade A butter as Grade A butter?

A As far as know, Suiza does not sell. |'m not
aware of that.

Q Okay. How do you | abel the creamthat you sell?

A As Grade A bul k cream
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Q Is there a Grade AA bul k creanf

A No. The Grade A is referred to the interstate
m |k shippers' listing and tied back to that.

Q Right. There's no higher quality than Grade A
creamthat's sold to your know edge. Am | correct?

A Ri ght .

Q And the source of this creamthat you have cones
froma Class | handler, right?

A Correct.

Q | indicated that | think you suggested 2.5 percent
is your average butterfat content of the product that you
sel | ?

A No nore than that.

Q No nore than that.

A That or less. It varies.

Q And that is because you sell a lot of products of
just skim lowfat and nonfat mlk, right?

A Sur e.

Q Now, are those products sold at approxi mately the
same price per gallon as the whole m | k?

A You know, it varies, but typically there's a
di fference.

Q But isn't it true that if you did it on a skim
basis that you'd get nore for skimmlk that you sell than

the skimthat you sell in whole mlk?
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A I'"'mnot prepared to -- I'd have to think about
t hat .

Q Let's ask it this way. You sell skimmnmlk and
lowfat m |k because the consum ng public demands it, right?

A Ri ght .

Q And in fact the process of renoving that cream
creates an added val ue product to the health conscious

consuner, right?

A Well, yes. | like that.
Q I'"msure you do. We all do. What your proposa
is asking -- your conplaint is that as you make this added

val ue product that you have a byproduct of creamthat you
want to have discounted in price in the Federal Order
program Isn't that what you're requesting?

A Well, nmaybe. Are you suggesting also that the
honmo, the 3.25, is added value since the farmmnilk conmes in
at 3.67?

Q Sure. Sure. Anything. | nmean, you're reducing
it. You're nmeking it all added val ue because you're
standardizing it to the levels that consuners wi sh to
purchase it at, right?

A Okay.

Q As a result of creating this added val ue product,
you now have an additional byproduct of Gade A cream

right?
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A Okay.

Q And the cost to create that Grade A creamis all
part of your manufacturing cost in the bottling plant,
right?

A Well, that's not typically the way it has worked

in the past.

Q How does it work? How do you get it?
A You buy raw m | k. You know, when you sell cream
it's 40 percent Class Il mlk. You really don't, you know,

need all that, but because the farners produce mlk with 3.6
or so percent fat you end up with Class Il, 40 percent --

Q Ri ght .

A -- Class Il mlk left over so you market that to
ot her processors that need 40 percent Class Il mlKk.

Q Right. And you repay to the Federal Order for the

Class Il price for that?
A O ever howit's allocated --
Q However it's all ocated.
A -- or classified. Yes.

Q Right. If you sold it as Class IV product, it
woul d be classified as a Class |V product, right?
A Ri ght .
MR. YALE: | have no other questions, Your Honor.
JUDGE HUNT: M. Christ?

MR. CHRI ST: Thank you, Your Honor. |'m Paul
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Christ from Land O Lakes.

BY MR. CHRI ST:

Q M. Yates, one of your argunents was that it would

be difficult for or that Class |V processors woul d now have
a conpetitive advantage in buying cream from your
organi zation. Is that not correct?

A Correct.

Q Okay. |Is there today a difference in the
butterfat price for Class Il mlk and the butterfat price
for Class IV mlk?

A Well, it varies constantly as, you know, you're
probably aware of, but typically there is a difference.

Q No. | nean the regul ated m ni mumns.

A The regul ated m ninun?? Just the 70 cents.

Q Okay. So there is a difference?

A Yes.

Q Does there exist a so-called conpetitive

advant age?

A It's a small difference at the 40 percent.

Q Okay. But a difference does exist?

A Yes.

Q Okay. Do you now sell creamto Class Il buyers?
A Yes, we do.

Q Why woul d you sell creamto a Class |l buyer when

your cost is higher for the butterfat?
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A Transportation would be a big factor in that.
Q Do you pay the transportation cost on the --
A Sonetimes we do. Sometinmes we don't.

Q Okay. The transportation cost would be an

of fsetting factor relative to the difference in the raw
butterfat costs?

A Right. Right.

Q Does it ever occur that a Class Il buyer offers a
hi gher multiple or a higher price for creamthan is offered

by a butter manufacturer?

A Sur e.

Q Okay. And that would be a reason for selling
creamto a Class Il manufacturer?

A Ri ght .

Q In the future, if a Class Il manufacturer were to

of fer you a higher price for creamthan a Class |V
manuf acturer, would that also be a reason for selling cream
to a Class Il manufacturer?

A Yes. W try to nmaxinize our sales to the extent

t hat we can.

Q You try to mexim ze your sales to --
A Sur e.
Q -- Class Il buyers?

A O whoever.

Q To whonever --
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A Yes.

Q -- offers the highest price?

A That's exactly right.

Q Hi ghest net return?

A That's exactly right.

Q And there are differences in the offers made by

di fferent potential buyers?

A Yes. One of the disadvantages that we have is
that Cass |V manufacturers and IIl and |1, they seemto
have the ability if it's a perception in the market that the
butter market is noving down |ike we've had in the | ast
coupl e of years where hey, it's going to drop 50 cents,
they' Il al nbst just stop buying.

They have enough inventory to get themthrough or

they'Il cut back, so the Class | processors having this bulk
cream we have to go sonmewhere with it. [It's very
perishable. It seens like -- it feels like -- we're at the

mercy of these guys.

Q Okay. But even in those events where prices are
com ng down, you still choose to sell to the buyer who
of fers the highest net return for creanf?

A Yes.

Q Now, you seemto believe that a greater percentage
of the surplus cream would now go to Class |V processors

than Class Il or Class Ill processors?
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A Yes.

Q Does your organi zation nmanufacture ice creanf
A Yes.

Q Do you expect that your ice creamsales wll

decl i ne because of this change?

A Whi ch change?

Q Because of the reduction in the butterfat price
for Class IV ml|k?

A No.

Q Okay. If your sales, ice cream sales, are not
likely to decrease, your requirenent for mlk fat in ice
creamis not likely to decrease?

A That's correct.

Q Wul d you be willing to generalize that to the ice
cream i ndustry?

A That's correct.

Q Okay. So if the requirenents for fat in ice cream
are not likely to decrease then there would be no nore
butterfat available for sale to the Class IV buyer than is
now avail abl e?

A It's the tineliness of it and the negotiation of
prices. You would think that with the cost of a | oad of
bul k cream moving up $1,200 January 1 it would be very easy
and sinple for fluid processors to just pass that on

t hr ough.
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I nean, that's the |logical conclusion, and that's
what we were hoping for. W're in May, and that has not
happened yet, so, yes, there's a demand for fat, but the
supply for fat seens to be nore than adequate.

Q Okay. Another line of questions relating to the
of fers made by Class |V buyers, butter manufacturers in
effect. This change in the cost of butterfat under Federa
Orders that occurred on January 1, did you detect any change
in the buying practices of butter manufacturers as a result?

A Buyi ng practices of fluid --

Q For exanple, the nultiples that were offered or
ot her behavi or.

A Well, not as a result of that.

Q Okay. That's --

A Actually, sonme of them noved down because of the
supply of creamat the tine, but | don't think -- that was
seasonal and not due to the higher butterfat cost.

Q Those are two separate determinants. They may
have gone down because of the butterfat supply, but they did
not go down because of the increase in the price of
butterfat under Federal Orders, so your terns of trade
bet ween your bottling facilities and the Class |V buyer
deteriorated as a result of this change?

A Yes.

MR. CHRI ST: Thank you.
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JUDGE HUNT: Next question? M. Beshore?
BY MR BESHORE

Q M. Yates, Proposal 3, which you support, does not
change the value of butterfat in Class Il. 1Is that correct?

A That's correct.

Q And that's your position here today on behal f of
Sui za that the value of butterfat in Class | should not be
changed?

A Well, we're not opposed to the proposal that
changes that, but we're in support of our Proposal No. 3.

Q Okay. So you don't think it's necessary to change
that price then?

A Again, we're going to support Proposal No. 3, and
we' re not opposed to what was it, Proposal No. 4 that
suggests that?

Q Okay. Whatever proposal it was. Isn't it correct
that you refer to having cream |l eft over after processing
your Class | finished products? Creamfor Class IV is the
creamthat's left over fromall of the higher value uses in

the Federal Order system Whuldn't you agree with that?

A Well, | guess so. Butter sonetines is a higher
val ue product also. It's --

Q That's the exception rather --

A Yes.

Q -- than the rule, however?
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A The ability to store butter | think allows those
manuf acturers to buy when it's in surplus nore and then not
buy when creamis not so much in surplus, mlk and creamis
not so nmuch in surplus.

Q Okay. |If Proposal No. 8 is adopted, you would
obtain the very simlar price relief to what you have
requested with respect to the sales of surplus creamfor
Class |V butter makers. Wuld you agree with that?

Proposal 8, which just changes the Class |V butter
price, would give you a very simlar -- give fluid handlers
who are selling surplus creamfor Class IV uses very simlar
price relief to that part of your proposal?

A No. |'m saying that would not happen. | don't
thi nk that woul d happen.

Q It would reduce the price of all the creamthat
you're selling for Class IV, would it not?

A Yes, but these Class |V guys that procure cream
they do a very good job of procuring cream Wen you go to
a butter plant, you can be assured that you're getting the
| onest possible multiple for that particular day that
anybody is willing to pay, so if they discover --

Q That's their job, right?

A Yes, and they will discover -- sone of themare in
the roomtoday -- that even though ny cost went up January 1

that next January 1 my cost goes down the $1,200 a load to
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get back to where we were prior to January, 2000.

It would be nmy opinion that they will try to
squeeze the nultiples down because they know my alternative
going to a Class Il plant would be worse, and they'll keep
| owering the nultiples until they find that break even point
of where there's maybe no difference, you know, between |V
and I1.

Q Well, they know that they're the nmarket clearing
outlet, the final outlet for surplus cream because they neke
the product that can be stored and, therefore, they know
that, you know, they're going to be able to acquire their
product at the narket clearing price.

A Yes. They sit back and wait for the price to get
as low as they think it's going to get and then buy and neke
butter, and then if it noves they seemlike they wait.

Q So it's got the lowest value in Class IV of any
ot her uses, and that's what the nmarket tells you every day?

A Wel |, because of their ability to store butter, it
just seems to ne.

Q Because of supply and demand?

A Yes. They have the option on when to produce,
where a |l ot of the other items, even Class Il and IlIl, have
that option to sonme degree, but not to the extent that
butter does.

Q So if | understand you, the | owest use val ue for
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your creamis consistently in Class IV? That's where you
get the lowest returns for your creanf?

A Yes.
MR. BESHORE: Thank you.
JUDGE HUNT: Any ot her questions?
M. English?
BY MR. ENGLI SH
Q M. Yates, with respect to a couple questions
asked by M. Yale, if you were to hold the NASS price
constant with reference to conparing what was going on in
Decenber, 1999, to January, 2000, would you receive nore,
the sane or |ess revenue fromthe person to whomyou're
selling your |load of creamin January, 2000, versus Decenber
of 1999? This is the gross amobunt now, how much you receive
in paynment if you hold the NASS price constant.
A Yes. We sell over the CME price, so it's --
Q Okay. It's over the CME price?
A Yes.
Q So hold the CME price constant.
A Yes. |If the CME price is constant, then we woul d
have the sane gross.
Q But did your cost basis, what you have to account
to the Federal Order, change, again holding everything el se
const ant ?

A Yes, it did.
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Q And M. Christ asked you a couple of questions
with respect to the inpact of the six cents going down. |[f
the six cents went down on Class IV but didn't go down in
ice creamrelative to the cost of the ice cream he also
asked you woul dn't that necessarily suggest the ice cream
makers m ght pay you nore in order to adjust. That would
i ncrease, however, the cost of meking ice cream correct?

A That's correct. It would.

Q Whi ch woul d i ncrease the price, assum ng what the
ice creamis going to sell out in the marketplace, which
woul d | ower the demand, correct?

A Yes, sir. That's correct.

Q And with respect to the terns of trade that were
referenced as becom ng unfavorable as to Class |V as a
result of this change, isn't that also true as to C ass |
and 1117

A Yes, it would be.

MR. ENGLISH. That's all the questions | have.

JUDGE HUNT: All right. Thank you very nuch, M.

Yat es.
M5. BRENNER:  Your Honor?
JUDGE HUNT: ©Oh, |I'msorry. M. Brenner?
BY MS. BRENNER
Q M. Yates, several tines in | believe your

conversation with M. Christ you used the word nultiples.
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Woul d you nind expl ai ni ng what you nean by that?

A Creamis typically sold over the CME price tines a
factor, and that factor is | don't want to -- you know, it's
100 and some percent or a percent of the CME. That factor
is multiplied tinmes the pounds of fat on the |oad, not by
t he product pounds on the | oad.

If there's 50,000 pounds of cream at 40 percent
fat with a 40 percent butterfat test, then there's 20, 000
pounds of fat, and you only price that fat. That's the
i ndustry standard that | understand. |It's been that way for
many years.

Q Do you keep track of what products your surplus
creamis used in when you sell it to like an ice cream
plant, for instance? That would be Class II

A In the past, before January, 2000, it really
didn't matter, you know. There was a little difference in
price, and depending on the nonths there could be sone
significant difference in price, but for the npost part the
fat values were identical whether it went to ice cream
cheese or butter, but since January 1, yes, we've had to
keep track of it.

If sonmeone calls ne and asks ne well, do you have
a load of creamfor sale, the first question I'll ask himis
what are you going to use it for because the new fornulas --

well, 1'"mgetting ahead of nyself here. The 70 cents. W
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do consider the 70 cents, so if it's Class Il | do try to
get nore for the Class Il sales than the Class |IV.

If Proposal 8 would be adopted, well, then it
woul d be a tremendous difference between Il, 11l and Cl ass

IV, so it would be really inportant at that tine, and, yes,

we woul d.
Q In keeping track, do you have sone idea of whether
nost of your surplus creamgoes to Class II, IIl or IV uses?
A I"'mreally not prepared to answer that, but |

woul d say it's probably nmore in |1

Q In Class I17?
A Yes.
Q Okay. Are you aware of having sold any cream for

use in anhydrous mlk fat?
A Some of the plants that we sell to | understand
they do make that product.
Q Is that right?
A Yes.
MS. BRENNER: Okay. Thank you. That's all |
have.
JUDGE HUNT: Anyone else? All right. | guess
that's it, M. Yates.
THE W TNESS: Thank you.
JUDGE HUNT: Thank you.

(Wtness excused.)
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MR. ENGLI SH:  Your Honor, the next witness will be
M. WIIliam Tinkl epaugh, and he has a statenment and one
exhibit, which we will get six copies of to the court
reporter.

Wher eupon,

W LLI AM TI NKLEPAUGH

havi ng been duly sworn, was called as a wtness
and was exam ned and testified as follows:

JUDGE HUNT: Would you state your nanme for the
record, please?

THE WTNESS: MW nane is Bill Tinkl epaugh, and I'm
the president and CEO of Master Dairies, Inc.

MR. ENGLI SH: Before M. Tinkl epaugh gives a
statement, Your Honor, we have a two page exhibit, the cover
sheet of which reads Federal M|k Marketing Order Reform Ne
Engl and, et al., Final Decision, Regulatory Inpact Analysis,
March, 1999. The second page is page 66, Appendi x Table 17.

I'd like to have this docunment marked as an
exhibit for convenience of this witness. It my be nore
appropriate at a later tinme to take official notice of the
entire docunent, but we can address that at a later tine,
Your Honor.

JUDGE HUNT: Okay.

MR, ENGLISH. | certainly do not nean to excl ude

any ot her page by selecting this particul ar page.
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JUDGE HUNT: Al'l right.

MR. ENGLI SH: If | could have this nmarked, Your

Honor ?
JUDGE HUNT: We will mark that as proposed Exhibit
No. 24.
(The docunent referred to was
marked for identification as
Exhi bit No. 24.)
MR. ENGLI SH: Then M. Tinkl epaugh may begin his
st at ement .

DI RECT EXAM NATI ON

THE W TNESS: Thank you. Master Dairies is a
pur chasi ng associ ati on owned by ten dairy processing
conpani es who operate 30 dairy plants, nmostly fluid mlk
processi ng operations, in 12 states covered by Federal Mk
O ders and with distribution in about 30 states.

We estimate that our U. S. nenber conpanies' dairy
product sales exceed $2 billion annually. While Cass I
sal es represent the bul k of our nmenber conpani es' business,
a nunber of our nenbers also produce a variety of Class |
products, including ice cream cottage cheese, yogurt and
sour cream

' m appearing today on behal f of our nenber
conpani es in support of Proposal No. 3 concerning the

Federal M1k Order cost of butterfat used to produce Cl ass
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I1, I'l'l and IV products. | also appear in opposition to
several other proposals which we feel would unjustifiably
i ncrease the cost of Class | mlk while decreasing the cost
of Class IV. These latter proposals fail to reflect supply
and demand market conditions for fluid mlk use and should
be deni ed.

There appears to be general agreenent anong al
segnments of the industry that the final rule's butterfat
price incorrectly valued bulk fluid cream Sinply put, in
the transition fromusing the Chicago Mercantil e Exchange
Grade AA price less nine cents to the use of the NASS price
series, USDA failed to carry forward the downward price
adjustnment. This conversion factor was and is necessary in
order to adjust the Grade AA price to the old, no |onger
traded Grade AA price.

The historic relationship between AA and Grade A
price was approxi mately nine cents, thus leading to the
establishnent of an equivalent price series for Grade A
using the Grade AA price mnus nine cents. Since the NASS
AA price historically has been two to three cents | ower than
the CME price, the relationship conversion factor for NASS
shoul d be approximately six cents.

However, in the final rule, which was inplenmented
January 1 of this year, USDA omitted any adjustnment to the

NASS price. The proponents of the Class |V only proposa
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regarding butterfat tacitly acknow edged this oversight with
their proposal. The only debate by the industry appears to
be the extent to which this oversight should now be
corrected.

We believe that Proposal No. 3 should be adopted.
USDA went to great pains to link the Class |V price and the
Class Il price and then established a 70 cent differentia
between the two. There is no need to increase this
differential through the back door by decreasing the Cl ass
IV cost while leaving the Class |l cost six cents higher on
butterfat. The old CVE price | ess nine cents was
recogni zed. It's good enough for Class Il and I1l, as wel
as Class IV. The change adjusted for the two to three cent
CME to NASS difference should also apply to all three
cl asses.

As to the alleged need to change or |ower the nake
al l omances, these changes will likely have an el evating
i mqpact on Class | prices. However, we need to renenber that
USDA made a finding in the final rule that a sufficient
quantity of fluid mlk would be avail able under final rule
prices.

Congress chose to further increase the Class |
differentials in many markets, |eading to an overal
increase in the all mlk price. Wile there were sone

relatively nodest changes to USDA's nodified 1-A the
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regul atory inpact analysis, Appendix Table 17 on page 66,
provi des the best evidence of the price enhancing inpact,
approximately a nine cent increase in the all milk price
over that which was thought by USDA to generate a sufficient
quantity of mlk for fluid use, which was the nodified
Option 1-B.

Heari ng proposals which would further increase the
all mlk price, therefore, are not justified. Indeed, none
of the Master Dairies U S. nenber conpani es are having
difficulty procuring a raw mlk supply for fluid use
preci sely because there is nore than a sufficient supply of
mlk for fluid use nationwide. Wile there nay be isol ated
and limted time wise and geographically limted needs to
import mlk into the southeast, it is inpossible for anyone
to argue that there is not a sufficient supply of mlk in
the United States today.

U.S. mlk production is up 5.1 percent for the
peri od January through March, 2000, over the sanme period a
year ago. |In addition, the nunmber of mlk cows and
production are higher than for the years 1998 and 1999,
58,000 in March, 2,000 over March, 1998, reversing a
long-termtrend in the other direction.

Many of the proposals in this hearing would
increase mlk prices despite these increases in production

and cow nunmbers. The result of such higher prices logically
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wi |l be decreased consunption of fluid mlk by consuners and
i ncreased production of mlk by dairy farmers. The
curmul ative effect will be to depress manufacturing mlk
val ues, further conmplicating the dairy industry's need to
transition to a nore market oriented approach

Mast er Dairies urges adoption of Proposal No. 3
and rejection of all other price enhancing proposals. W
strongly urge the Department to adopt market oriented
policies, which will benefit the entire industry as we
continue into the increasingly conpetitive twenty-first
century.

Thank you.

MR. ENGLI SH:  Your Honor, | nove admi ssion of
Exhi bit 24 and make the witness available for cross-
exam nati on.

JUDGE HUNT: Any objections to 24 being part of
the record?

No objections. Exhibit 24 will be admitted into

evi dence.
(The docunent referred to,
previously identified as
Exhi bit No. 24, was received
in evidence.)
JUDGE HUNT: Any questions? Yes, M. Yale?
/1
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CROSS- EXAM NATI ON
BY MR YALE:

Q M. Tinkl epaugh, are you aware of the fact that
you give this idea that everybody seens to agree that there
needs to be an adjustnent to a Grade A price? | think you
made that statement.

A That's what |'ve heard so far, yes.

Q Al right. Well, | want you to know the
proponents of Proposal No. 1 do not agree with that.

A Okay.

Q Al right. | don't want anybody to get this sense
that there's a consensus here. There's none.

A Al right.

Q Now, you indicate in there to go to a historic
price, and your counsel has submitted for official notice
this Federal Register announcenment when the Departnent went
to CME minus nine cents. Do you renenber that?

A Yes.

Q Al right. |If you read in the first paragraph,
one of the early paragraphs, it indicates under Supplenenta
Information, and it identifies all these Federal Orders. It
says, "Currently, the CME Grade A butter price series is
used to establish values," right, so there was rul e meking
heari ngs that established that the CME Grade A butter price

was used for butterfat under those old orders. I's that
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correct?
A Yes.
Q Al right. But we now have the final rule that

was adopted January 1 of this year or effective January 1,

right?
A Yes.
Q Okay. Where in the final rule that we're now

operating under do we use a Grade A price for the pricing of
butterfat?
A I'"'m not aware of any.
Q So the point is that the Federal Order has caught
up to the nodern situation where there is no nore Grade A
butter, so they're going to use Grade AA butter, right?
A Well, | think it was just a technical oversight on
the Departnent's part.
Q How much Grade A butter do you sell?
A | don't sell any.
Q How much Grade A butter do you think is sold?
A Probably very little.
MR. YALE: | have no other questions.
JUDGE HUNT: M. Christ?
MR. CHRI ST: Thank you, Your Honor. Paul Chri st
from Land O Lakes.
BY MR. CHRI ST:

Q M. Tinkl epaugh, you argued in your statenent that
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these increases in butterfat costs under the refornmed
Federal Orders are likely to elevate Class | prices. Can
you explain how that happens?

A Well, since the Class | prices are based off of
either the Class IIl, the higher of the Class IIl or the
Class |V, to the extent that those prices are increased
Class | prices would al so increase.

Q Is there an inpact fromthe higher butterfat costs

as well on Class | prices?

A Yes.

Q Coul d you expl ain how that works?

A Well, we're going to have a technical witness
|ater --

Q Okay. We'll wait for the technical w tness then.

A -- toget intoalittle nore detail. Yes.

Q Okay. 1'Il raise those questions with him

Anot her point. You stated that mlk production is

up 5.1 percent during the --

A O her

Q O her. Okay. Up 5.1 percent in the first
quarter of 2000.

A Ri ght .

Q Are you aware that we had an extra day in that
first quarter relative to the year before?

A Leap year?
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Q Yes.

A Yes.

Q Wul d you agree that if we adjusted for that extra
day, the increase is closer to 3.9 percent?

A Yes.

MR. CHRI ST: Thank you.
JUDGE HUNT: M. Beshore?
BY MR BESHORE

Q Bill, you cited the 70 cent Class Il differentia
as a reason for not changing the price of Class |V butterfat
wi thout also lowering the value in Class Il. Are you
fam liar with the final decision where the 70 cent
differential was established, Class Il over Class |V?

A Not the details of it. |'maware that that was a
differential that was established, but | can't tell you how
it was constructed.

Q The decision says a 70 cent differential between
Class IV and Class Il skimmlk prices is an estimte of the
cost of drying condensed milk and rewetting the solids to be
used in Class Il products. Are you aware of that?

A I'"mgoing to have to defer on that, Marvin, to our
techni cal expert. Yes.

Q Well, let me ask this. |If in fact that's a
correct part of the decision and the differential was based

on the skim a difference between drying and rewetting skim
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mlk solids as opposed to any conversion of butterfat, your
changing the butterfat price in Class IV has no inpact
what soever on that skimmlk differential, does it?

A Well, yes, | think it will.

Q How does it affect the skimmlk price?
A Well, 1'"mgoing to defer to our technica
expert --

Q And that is?

A -- to go through the mechanics of it.

Q Who is your technical person?

A He or she will be appearing later in the hearing.
MR, BESHORE: Okay. That's all. Thank you.

JUDGE HUNT: Anyone el se?

Al right. Thank you very nuch, M. Tinklepaugh.

(Wtness excused.)

JUDGE HUNT: M. English, did you have your third
wi tness now or |ater?

MR. ENGLI SH:  No, Your Honor. | think in fairness
to all other participants, these are the two who had to be
on today.

JUDGE HUNT: Okay.

MR, ENGLISH. My third witness needs to be out by
noon on Friday, but that's fine.

JUDGE HUNT: |'m sure they appreciate that.

M. Oson | think is the next in order
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Wher eupon,

KENNETH OLSON

havi ng been duly sworn, was called as a witness
and was exam ned and testified as follows:

JUDGE HUNT: Would you state and spell your nane,
pl ease, and organi zation?

THE WTNESS: MW nane is Kenneth O son. That's
K-E-ENNN-E-T-H, OL-S-ON I'ma dairy specialist for the
Anerican Farm Bureau Federation. These comments are
presented on behalf of AFBF and the nmany dairy producers who
are nmenbers of our organi zation.

DI RECT EXAM NATI ON

THE W TNESS: Included in our 4.9 nillion nenbers
are the mpjority of the nation's dairy farmers. AFBF does
not handl e or process any mlk, so we reflect the interest
of those who produce milk and al so those who purchase dairy
products.

Qur proposal to USDA was identified in the notice
of public hearings as Proposal No. 16. It was indicated in
the notice Southeast Dairy Farnmers submitted a simlar
proposal. These conments are relative to the AFBF proposal
but likely also pertain to the Sout heast proposal relative
to the reasons for nodifying the nake all owance for cheese.

In our proposal, we noted that it dealt with

conmponents of the formula used to determ ne the protein
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price for the Class |IIl nover rather than the formula
itself, so we believe that the basic nodel is appropriate.

We've recently becone aware of the work that Dr.
Davi d Barbano from Cornell University relative to the data
that inpacts several of the underlying assunptions in the
USDA formula. This informati on has been presented at these
hearings. W do not have any new data to offer that would
provi de additional insight on the issues, but we believe
that the data and the concepts included in Dr. Barbano's
testinmony nerit additional evaluation by the Departnent.

The current data he presents relative to the
percent of true protein that is casein, the level of fat
recovery in cheese and the fat to protein ratioin mlk is
conpel ling. W encourage USDA to give serious consideration
to the points he raises and their inpact on producer prices.
Still, our basic concern lies with the values that are used
in determination of the protein price paid by USDA. The
proposed nodification will inpact Class Ill price and al so
Class | price and Class Ill skimprice as used in
deternmining the nover for Cl ass |

AFBF proposed revising the nake all owance and the
formula used to determine the protein price fromcheese
that's included in the final rule. W suggested that the
make al |l owance of 17.02 cents per pound be changed to the

cost of production as determned in the Rural Business
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Cooperative Service, RBCS, survey. W further suggest that
if the survey did not include adequate California
information that it be weighted with the cost determned in
the audited survey conducted by the California Departnent of
Food and Agricul ture, CDFA.

We al so ask that provisions be included for an
annual review of the cost of producing cheese with an
adj ust rent being made in the nmake all owance if this was
deterni ned appropriate on the basis of newinformation. In
addition, we request the Departnment nonitor the inpact of
the forward pricing pilot programon NASS cheese survey
prices that are used in the formul a.

In the explanation of the nmake all owance that was
included in the final rule, the USDA stated that if nmake

al | owances are established at too |low a | evel, manufacturers

will fail to invest in plants and equi prent, and reduced
production capacity will result. |[If make all owances are
established at too high a level, there will be unwarranted

incentive to increase capacity above the needs of the
i ndustry |l eading to over capacity and resulting in loss to
manuf acturers.

Recent data indicates that the average cost of
manuf act uri ng cheddar cheese is substantially I ess than the
make al |l owance used in the current price nover. This

justifies a nodification to the formula so that it will
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better reflect current market conditions. The npbst recent
RBCS survey found the sinple average cost for producing
cheddar cheese to be 12.422 cents per pound in the 12 plants
supplying data for their survey. Wen this is weighted to
t he amobunt of cheese produced in the survey plants, the
average cost was 12.92 cents per pound.

We note that this cost is significantly bel ow the
make al | owance used in the final rule. W do not believe
that the purpose of the nake allowance is to lock in a
profit for plants, but rather to reflect the typical cost
associated with converting mlk to cheese. The actual cost
that was found in California was also | ess than the val ue of
the final rule. The weighted average cost of production was
15.9 cents per pound. Including their average return on
i nvestment of 1.03 cents brings their average cost up to
16. 93 cents per pound.

Based on the USDA NASS Dairy Products 1999 summary
rel eased in April, 2000, California produced 14 percent of
the cheddar cheese in the U.S. in 1989 and 15.2 percent of
the total in 1999. Based on production trends, it's
reasonabl e to expect the proportionate total they produce
will continue to increase in conmng years.

It nmust also be noted that the NASS cheese survey
prices used in the forrmula do include cheese from al

regions of the country. W were unable to ascertain what
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portion of the cheese in the survey cones from California,
as Arizona, |daho, Nevada, Oregon, Utah and Washi ngton sal es
are conbined with California in the calculation of the west
average price.

Cheese is marketed nationally, so the nake
al l omance used to determine national prices nmust reflect to
the greatest extent possible the national cost of
manuf acturi ng cheese. |In our proposal, we suggested
i ncluding data fromthe CDFA survey if the RBCS survey did
not adequately reflect California production.

It's our understanding that no California data was
made avail able for inclusion in the RBCS survey. Therefore,
provi si on should be made to consider California production
costs in nmake allowance. This is particularly true since
over half of the cheese sales included in the NASS survey
that is the basic input used in determ ning Class |Il nover
come fromthe west. |It's reasonable to expect that a
significant portion of this cheese is produced in
California, so it is appropriate to reflect the cost of
manufacturing this product in the forrmula as well

While certainly not a precise estimte of the
wei ght ed average cost of nmanufacturing based in total cheese
production, in the RBCS survey and the CDFA survey appears
to provide a reasonable estimate of the cost to include in

the fornul a. | believe this is also consistent with the
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current system

We al so recogni ze that the plants that remain
viable for the long run need to recover return on their
i nvestment. We woul d propose using the estinmate of the
current return on investnent fromthe CDFA survey for this
pur pose since the RBCS survey did not provide a simlar
esti mate.

The current make all owance includes .0015 cents
for marketing. W question the need for including this
since producers are already paying 15 cents per
hundr edwei ght for marketing and pronmotion through the check
off program In addition, the NASS survey is based on
whol esal e prices that should entail m ni mum marketing costs.

Over 70 percent of the cheddar cheese is marketed
in a manner that the data is not included in the survey.
There woul d appear to be anple opportunities for processors
to recover marketing costs fromthis product, as well as
other Class |Il product, rather than taking it fromthe
producer price.

Based on these considerations, we would propose
that the manufacturing all owance be reduced from 17.02 cents
per pound to 15.21 cents per pound. | have included an
appendi x that goes through the calculation of this based on
the wei ghts, the cost and weights included in the RBCS and

t he CDFA survey.
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Based on the denonstrated changes in the cost of
manuf act uri ng cheddar cheese between the data used in the
final rule and that currently avail able, we again suggest
i ncludi ng provisions for an annual review of these costs
with admnistrative authority for incorporation of needed
changes in the formula. By doing this, the formula could be
adjusted to reflect current conditions w thout the need for
expending the tinme and resources required to make such
changes through a formal rule nmaking process. |If problens
arise, a formal rule meking process would continue to
provi de a vehicle to address them

We continue to support the use of the NASS survey
prices in the calculation of the Class IIl and IV price
nmovers. At the present tinme, they provide the broadest
sanmpling of conpetitively determ ned product prices at the
national |evel. However, we would ask the Departnment to
continue to review these prices in light of the pilot
forward contracting provisions that have been published and
which will soon be inplemented.

We recogni ze that estimates of nonthly cheese
production and nonthly sal es volunme reported in the NASS
price survey are not directly conparable. However, they
shoul d show the trends that are occurring. In 1999, sales
reported to NASS were 26.6 percent of the reported

producti on of cheddar cheese.
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We're concerned that the use of forward contracts
m ght significantly reduce the volunme of product avail able
for price discovery. It may also have ranifications
relative to the quality and thus the price of the product
i ncluded in these surveys.

If the cash market reflected in these prices were
to become a market of last resort, it would have a negative
i mpact on producer incone. For this reason, we ask the
Department to nonitor the data included in the NASS survey
following inplenmentation of the pilot programto assure that
it continues to provide an accurate reflection of market
val ue of dairy products.

We appreciate the opportunity to provide this
i nput and strongly encourage the Departnment to reduce the
make al |l owance used in the calculation of the Class |1
price mover. W also encourage reeval uation of the
underlying assunptions of the pricing fornmula relative to
the percent casein and true protein, the fat recovery in
cheese and the fat to protein ratio in mlk based on current
data and processing technol ogy.

We al so encourage an annual review of the make
al l omance and nonitoring of NASS survey prices to assure
their continued validity relative to narket conditions. W
are confident that this will provide a better indication of

mar ket conditions to all parties and will inprove producer
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i ncone.
I'd be happy to take any questions.
JUDGE HUNT: M. O son is open for any questions.
M . Rosenbaunf
CROSS- EXAM NATI ON
BY MR. ROSENBAUM
Q M. O son, did you play any role in the conduct of
the Rural Business Cooperative Service survey?

A No, | did not.

Q Okay. Any of your menbers conme to you for advice
as to howto fill it out or what information to provide?
A We only represent producers. W do not do any

processors.

Q If | said processors, | mis-spoke.

A No.

Q I neant to say producers. Do any of your nenbers
rely upon the Anerican Farm Bureau Federation for filling
out those forms or advice on howto fill out those forms?

A Again, we don't do any processing of mlk. W

only represent mlk producers. MIk producers do not fill
out those forns. That goes to processors.

Q Okay. | stand corrected. | was thinking in terns
of the producers who through their cooperatives own
processing plants. That's not a function your organization

plays, | take it?
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A That's correct.

Q Okay. Now, you understand that under the current
product pricing fornula you take the price that is gained in
the marketplace for the finished product, say cheese, you
subtract the make allowance, and what's left over is the
m ni mum price. Do you understand that to be the basic
mechani snf

A Yes.

Q O to turn it around just slightly the way we
learned to do in third or fourth grade, if you take the
price of the cheese and you subtract the price you' re now
required by law to pay the farners, what's left over is the
make al | owance, correct?

A Yes. Yes, basically that would be it.

Q Okay. So that the only thing that a processor has
to run his operations is whatever is in the make al |l owance,
correct?

A For that portion of the Class Ill product that's
included in the deternmination, which is a relatively small
portion. There's nmuch nore production that's not included
in that.

Q Well, it's based on cheddar cheese, right?

A Yes. The NASS survey that's used includes |
believe 26.6 percent of the cheddar cheese production in the

country, which --
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Q Well, that's what is used to determ ne what they
think the price is, right?

A Ri ght .

Q Do you have sonme reason to think that the price of
cheddar cheese that's not in the survey is different than
the price of the cheddar cheese that's in the survey?

A I would think that it would be because it's
handl ed differently.

Q Do you nean if it's aged or sonething else that
causes it not to neet those criteria?

A For that, and | have no way of knowi ng what the
price is for other cheese that sold.

Q Well, 1I'"mjust tal king about cheddar. For cheddar
cheese that nmeets the NASS criteria, you don't have any
reason to think that the cheese that neets that criteria
that gets reported in the survey is different than the
cheese that neets that criteria that's not in the survey, do
you?

A There are several things that determ ne that. |
believe if it's sold in advance on a forward contract it's
not included. | would anticipate that those prices would be
somewhat different than what the NASS survey price is. |
have no indication of what that is, but | anticipate that
it's different.

Q Al right. There may be sone cheese that neets
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correct? It's a voluntary system

A There may be, and | have
price is on that.

Q Okay. Al right. Now, i
on cheddar cheese that neets the cr
under NASS, and that price determn
over to the farner, and at |east as
agree as to that cheese the nake a
left to run the operation, correct?

A Yes, for that cheese.

Q Al right. Well, focus o
agreenent as to that cheese if ther
t he make all owance to cover all the
associated with maki ng that cheese
operating at a | oss?

A On that particular portio

Q Okay. And you woul d agre
processor incurs some cost of procu
Field men, for exanple.

A In nost cases they probab

Q Okay. Adnministrative ove
pl ant ?

A Qbviously there's sone.

associated in operating a plant.

842
doesn't get reported,
That's all |'m saying.

no i ndicati on what the

n any event, let's focus
iteria for reporting
es how nuch gets paid
to that, at |east we'll

| owance is all that's

nthat. You're in
e's not enough noney in
costs of production

then the processor is

n of production.

e with nme that that

rement for that mlk?

Iy have some costs.

rhead of the processing

There are sone costs
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Q You know, for exanple, that the Rural Business
Cooperative survey excludes the cost of the plant manager
fromtheir cal cul ation?

A I know that they exclude the cost of sone
admi ni stration.

Q Okay. Al right. But that's a cost presumably
that's part of meking cheese. You would agree?

A Yes. [It's a cost to a company.

Q Okay. You nentioned that producers have a check

off programto help prompte the sale of dairy products,

correct?
A Correct.
Q | assune those are directed toward consuners |ike

i ndi vi dual s?

A The promption is broad based. It covers
everything fromthe retail food industry that's buying bul k
products through exports.

Q But you woul d assunme, wouldn't you, that the
average processing plant itself incurs some marketing costs
for its cheese? Bulk cheese.

A I have no indication of what they would. | guess
for the bulk cheese | would think it would be relatively
small. The amount is relatively small in there.

Q Right. But you assune it exists, right?

A There may be sonme. | guess my anticipation and
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our producers' anticipation is that they are paying to help
nove product already and feel it's probably appropriate for
the plants to also assist in noving product.

Q Oh, we think we should. The question is whether
you're going to establish a nmake all owance that nakes that
i mpossi bl e because you're not putting it in our nake
al l omance, and we've already established if it's not in our
make al | owance we don't have it.

A For the bul k product where there are m ninal
costs, | guess the anticipation is that there are other
opportunities for recovering cost as well

Q Well, but | thought we just established that al
we have left over in the nmake all owance is the difference
bet ween what we can get for our cheese and what we have to
pay for the mlk. That's it. | mean, that's just how the
formula works, isn't it?

A If your costs are exactly or if your selling price

is exactly the sane as what the NASS survey price is.

Q Some people are going to be bel ow that, and
they'll be under even nore pressure, right?

A And sone will be above it and maki ng additi onal
profit.

Q And we're using a wei ghted average to address both

t hose people, right?

A So we're -- yes. Producers feel that they're
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doubl e paying for marketing by including that. They feel
they're already contributing to the marketing of product.

Q By the way, | think there's a typo in your
statement. The current make all owance for marketing i s not
. 0015 cents. It's .0015 dollars, right?

A Yes.

MR. ROSENBAUM That's all | have. Thank you.

JUDGE HUNT: Anyone el se have questions of M.

a son?

Thank you very much, M. O son, for coning.

THE W TNESS: Thank you.

(Wtness excused.)

JUDGE HUNT: M. Schanback?

MR. YALE: | thought we were ready for M. --

JUDGE HUNT: He indicated to ne he was going to be
| eaving early. W'l take you after. | guess he's not

here, though.

Okay, M. Yale.

MR. YALE: Thank you.

JUDGE HUNT: M. Schanback? Okay. Hold on. You
i ndi cated you were | eaving today, and | wanted to get you
in.
/1
/1

11
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Wher eupon,

MARTI N SCHANBACK

havi ng been duly sworn, was called as a witness
and was exam ned and testified as follows:

JUDGE HUNT: Would you state and spell your nane
for the record, please, and who you represent?

THE WTNESS: MW nane is Martin Schanback
S-CHANB-ACK I|I'mhere as a principal stockholder in a
private conpany, Friendship Dairies. W market primarily in
the New York City narket and al ong the corridor from
northern New York to and through and including Florida.

DI RECT EXAM NATI ON

THE W TNESS: W buy a significant amount of our
m |k fromindependent producers, and we augnment that supply
with an equally significant anount of mlk purchased from
cooperative organi zations in New York state. W formerly
mar keted -- participated in the market under the old Order
Il and are now a pool plant in the Northeast Order.

My statement covers both the inpressions of nyself
personal |y through over 40 years in the dairy business, as
well as the input that | have been able to receive from
advi sors and consul tants, and ny opinions based on their
i nput have been nodified by ny own knowl edge of the industry
and in various functions in the industry and in various

functions in the industry. | have a small and short
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prepared statenment which I'd like to read into the record.

Reduci ng the nake all owance on a product whose
mai n input cost is tightly tied to the selling price of the
finished product risks reducing or eliminating the seem ngly
ugly word profits. It also subjects the pricing mechani sm
to mani pul ati on by any person who stands to gain from such
mani pul ati on.

If profits are elimnated, so will be proprietary
handl ers, and if profits are reduced so are sone proprietary
handl ers. This would be a major factor toward conpleting
the 30 year drive to totally cooperatize the industry,
thereby reducing the ability of the producers to freely
choose where to market their nmilk and to maxinize the
profits therefrom

I've heard testinony advocating the establishnment
of a nake allowance using all different factors and
nmul tiples, possibly leading to errors on the too high side
or the too low side. | suggest that there is no true
correct figure that fits all, and despite many attenpts to
find one there has never been the ability to do so, and
there never will be.

The procedure in use today is no | ess or nore
correct than any of the proposed new nmethods. The big
difference is that by trying to tie the knot too tightly you

are assuring the denmise of the proprietary operator who nust
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pay producers the mnimum prescribed price.

Are you of the opinion that the cooperatives can
do a better job of processing mlk into end product and
passi ng the consuners' dollars back to the farmers? |If not,
we're on the wong track. Many natural economic forces tend
to balance a truly free market. |If those forces are
elimnated or even if they are reduced, so are the abilities
of the market to stabilize itself.

One exanple of these forces are if a proprietary
handl er seizes profit increase beyond his expected return.
That handler is very likely to attenpt to maxim ze his
return by expanding his operation. He will need nore mlKk,
and unl ess the nmarket has nore nilk available than it can
process, he will likely have to pay or increase prem uns
paid to farners. All involved have benefitted -- the
handl er, the producer and even the consuner -- as nore
product will lead to nore and better supplies and choices
for the consumer to fill his needs.

If the proponents of capturing every squeak have
their way, the ability to pay and receive prem uns is
elimnated. The incentive to devel op new products is
destroyed, and the industry consisting of both the handl er
and the producer is hogtied and well on the way to
sel f-destruction.

Assuni ng for the nonent that the nmake all owance is
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too high, why is it too high? Isn't it in part because a
handl er has invested and i nnovated, has increased yields,
devel oped and invested in new equi pnent, double O vats and
whey curd separators to capture the |ast quarter ounce of
product, invested huge suns in whey dryers and devel oped a
mar ket for dried whey, devel oped high yield starters and
fast curing processes to reduce the cost of inventory, et
cetera, et cetera

Take away incentive, and you take away the reasons
for one to innovate and, for that matter, even reasons to
continue to exist in business.

| thank you.

JUDGE HUNT: Any questions of M. Schanback? M.
Christ?

CROSS- EXAM NATI ON

BY MR. CHRI ST:

Q M. Schanback, |I'm Paul Christ from Land O Lakes.
Coul d you describe your business, Friendship Dairies,
pl ease?

A Yes. W're in a prine business of a Class |
producer of soft products and cultured products in fluid
form

Q Okay. Do you have nmore than 500 enpl oyees?

A We do not.

Q Okay. And would you characterize yourself as a
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smal | business in that respect?

A Absol utely.

Q Okay. But your primary business is Class Il, not
Class |?

A That is correct.

Q Do you engage in Class | sales?

A We have a small amount of Class | sales.

Q Does this operation produce surplus cream from

your Class | sal es?

A No.

Q You do not --

A I"'msorry. Let me correct that. The answer
technically is yes.

Q Okay. And then that surplus creamis absorbed

Wit hin your own operation?

A That is correct.
Q And you don't sell it to butter manufacturers or
ot her --
A No. We sell very little or no creamto outside
operators.
MR, CHRI ST: Ckay. That takes care of it. Thank
you.

JUDGE HUNT: Any other questions of M. Schanback?
M. Berde?

MR, BERDE: Just a short question.
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BY MR. BERDE

Q | take it then that the question of what |evel the
make al |l owance should be that's at issue in this proceeding
does not really affect your operation. |Is that correct?

A It does not affect ny operation directly.
However, to the extent that the proponents of changing the
Class |V base price directly reflects on the Class Il base
price, it does affect it fromthat viewpoint.

Q And that's the only concern that you have with the
proposal s that are being considered at this hearing?

A Absolutely not. | have mmjor problens with the
t hought that in restricting the ability of independent

operators to operate in a profitable way within the order

structure will reduce the nunmber of those operators, and
m ght well be one of those who will get reduced.
Q But that's a general philosophical comment on the

entire concept of regulation of your industry, isn't it?
mean, it has nothing to do --

A No.

Q -- specifically with the inpact of the nake
al l omance issues or proposals on your direct operations as a
Class |l handler

A No. That's no so at all. | am much concerned
with the loss of flexibility that proposals of the very type

you are considering today have in the past and seemto be
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headed in the future, what restrictions that will put on the
ability of the independent proprietary operations renaining
i n business.

If you restrict the flexibility, we cannot be
conpetitive with the cooperative organi zati ons who are al so
in simlar or the sane business that we are.

MR, BERDE: Thank you.

JUDGE HUNT: M. Vetne?

BY MR VETNE

Q M. Schanback, |'m John Vetne. | represent Kraft
at this proceeding.

' m concerned about the products that you nake

that you've identified, |leaving the inpression that that's

all you do. You also have a line of Class Ill cheese that
you nmarket. |Is that correct?

A That is correct.

Q And this is a farnmer cheese that has a bit |ess
fat in it than cheddar cheese. |Is that correct?

A That is also correct.

Q And on occasion you al so nake both of the Class IV

products, butter and powder?

A We operate a self-contained, fully bal anced
manuf acturi ng operation. W do nake Class |V product. W
make Class Il product. We nake Class |l product and Cl ass
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Q Okay. And the Class IIl product that you meke, by
the way, the cheese line, that is a product that is marketed
al ong the east coast down to Florida?
A That is correct.

MR. VETNE: Thanks.

JUDGE HUNT: Anyone el se?

Thank you very nmuch, M. Schanback

THE W TNESS: Thanks for the opportunity.

(Wtness excused.)

JUDGE HUNT: If M. Yale will bear with us, we'l
have a short break. You can set up. W'IIl get to you right
away.

MR, YALE: It's ny nistake for not being ready
Monday.

(Wher eupon, a short recess was taken.)

JUDGE HUNT: Back on the record.

Wher eupon,

GEOFFREY T. VANDEN HEUVEL

havi ng been duly sworn, was called as a wtness
and was exam ned and testified as foll ows:

JUDGE HUNT: Would you state and spell your nane,
pl ease?

M5. REED: Your Honor?

JUDGE HUNT: Yes.

MS. REED: If | may quickly? M name is Kristine
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Reed, and |'m here on behal f of the proponents to Proposa
No. 1. As a prelimnary matter before M. VandenHeuve
testifies, we have a couple of exhibits that 1'd like to
have marked.

JUDGE HUNT: Do you want to distribute those?

MS. REED: They're available in the back of the
room

JUDGE HUNT: Okay. All right.

MS. REED: Ckay. The first one is titled Tables
and Figures in Support of --

JUDGE HUNT: These are proposed exhibits?

M5. REED: Correct.

JUDGE HUNT: All right.

MS. REED: This is in a booklet form People that
pi cked up the testinony in the back of the room this is
actually the back half of M. VandenHeuvel's testinony, so
it's incorporated in that book.

The second exhibit that we have --

JUDGE HUNT: Let's go through themin sequence,
and |I'1l assign nunbers to them

MS. REED: Ckay.

JUDGE HUNT: So the first one, that would be
proposed Exhibit 25. What's the identification for that?

MS. REED: Tables and Figures --

JUDGE HUNT: Tables and Figures --
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MS. REED: -- in Support of Testinmony of Ceoffrey
VandenHeuvel .

JUDGE HUNT: Okay. All right. That's 25.

(The docunent referred to was
marked for identification as
Exhi bit No. 25.)

MS. REED: Ckay.

JUDGE HUNT: All right.

MS. REED: And the second one was a separate
document at the back of the room and that one is the
Addendum to Tabl es and Reports in Support of the Testinony
of Geof frey VandenHeuvel .

JUDGE HUNT: All right. That will be assigned
Exhi bit No. 26.

(The docunent referred to was
marked for identification as
Exhi bit No. 26.)

MS. REED: That's it. Thank you.

THE W TNESS: Your Honor, do you want nme to state
my name and spell it for the record?

JUDGE HUNT: Oh, yes. |I'msorry. Please. Yes.

THE WTNESS: M nane is Ceoffrey VandenHeuvel .
The first nane is spelled GE-OF-F-R-E-Y. The last nane is
spelled V-A-N-D-E-N, capital H-E-U V-E-L.

JUDGE HUNT: All right. M. Yale?



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

856

DI RECT EXAM NATI ON

BY MR YALE
Q M. VandenHeuvel, what is your primry vocation at
this time?
A I"'ma dairy farner.
Q And where is your dairy farm|l ocated?

A Chino, California, which is in southern
California, near Los Angeles.

Q And how | ong have you been a dairy farner?

A Over 20 years.

Q Do you have any other responsibilities other than
operating -- well, let's take this. |In the dairy industry,
ot her than operating the dairy farm have you perforned any
other functions in the dairy industry?

A | have. Currently | ama consultant to M1k
Producers Council, which is a dairy producer trade
association, and | do state nmilk pricing issues for them as
wel | as other environnental and water issues.

Q And how | ong have you been doing that?

A Probably directly four to five years.

Q Okay. Indirectly, how | ong have you been doi ng
t hat ?

A |'ve been involved in dairy pricing issues
primarily in the State of California as far back as 1983.

Q Al right. Wen you say dealing with dairy
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pricing issues in California, could you explain and | ay out
in the record what type of proceedi ngs those woul d be and
how you woul d be invol ved?

A California has its own state MIk Pricing Oder,
and it nakes changes in that state Order through a hearing
process, an administrative hearing process, and |'ve
participated in those hearings.

Q In what capacity, | mean in terns of function
have you participated in those hearings?

A |'ve been a witness. |'ve been a |ead petitioner.

I've been involved in a variety of capacities.

Q And how many tinmes have you testified at these
heari ngs?
A | don't have a count, but California holds

hearings quite often, and | don't m ss many.
Q Could it be several dozen over the years?
A I couldn't say for sure, but it's quite a few

Q Now, in California do they have end product

pricing?
A They do.
Q And have you been involved with the end product

pricing, the devel opment of that through the hearing process
in California?
A Yes, | have.

Q Explain in the record and to those here present
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the degree to which you' ve been involved in that.

A Actual ly, when | began to becone involved in dairy
pricing issues, California had their class -- they had a
Class IV-A and a IV-B, IV-A covering m |k used for butter
and powder, |V-B covering m |k used for cheese, but they
were identical prices, and it was primarily a butter/powder
formula as far as the nmke all owances and yi el ds and so on
wer e concer ned.

I was involved then in 1989 they broke the IV-A
and |V-B apart and established a cheese formula for IV-B. |
was part of that hearing that devel oped that and subsequent
updates to those as tinme has passed where those various
formul as have been nodified, make all owances have been
adjusted. 1've been involved in all of that, all the
mechani cs of that.

Q Al right. Wen is the nost recent tinme that you

participated in such a rule maki ng proceedi ng?

A In California?
Q Yes.
A There was a hearing just recently on Class | that

I was involved in.

Q What about Class IV-A and |V-B?

A The last time to nmy recollection those were
extensively evaluated was in the fall of 1997.

Q And what was your role in those hearings?
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A I was one of the lead petitioners in that hearing.

Q And when you say | ead petitioner, what did that
i nvol ve?

A The hearing was called in response to a petition
that | submitted on behalf of MIk Producers Council
Subsequent to nmy submitting of that petition on behal f of
M Ik Producers Council, others did join and conme up with
ot her proposals, but as such the Departnent identified ne as
a lead petitioner, and in California, unlike the federa
proceedi ngs |' m becom ng aware of, there's a tinme allocated
to a lead petitioner, so | received an hour to nmake ny
presentati on.

Q Is that a reconmendati on that you have today?

Besi des your participation as a consultant and in
t he CDFA proceedi ngs, what other areas have you been
involved in with end product pricing on a professiona
basi s?

A I managed a co-op, a marketing co-op, in the early
1990s where we sold to a small cheese plant, and we did
negotiate with that cheese plant a protein prem um program

Prior to that | had shipped ny own mlk to another
cheese plant which had a protein pricing program and so as
protein becanme an issue that affected ne directly
financially. | had an interest in learning all that | could

about the effects of that, of nmilk and protein on cheese
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yield, and those becane rel evant issues to ne.
Q During the devel opment of -- you're aware of the
Fair Act of 1996? |Is that right?
A Yes.
Q Okay. During the devel oprment, during the rule
maki ng proceedi ng step, did you have any participation in

that on a consulting basis or reviewing the information that

was out ?
A In the devel opnment of the congressional --
q No. [I'mtalking about during the devel opnent of

proposal s and di scussi on of proposals.

A Yes. In my responsibilities to MIk Producers
Council and then to the extent that M|k Producers Counci
was a participant with other dairy producer trade
associ ations as part of the Western States Dairy Producer
Trade Association, | had the responsibility of analyzing
t hose proposals, their inpacts on various prices for the
menbers of that organization for the board of directors so
that we could take appropriate positions and so forth.

Q Very well. Who are you here to testify on behalf
of ?

A Testinmony is given on behalf of Select MIk
Producers, a New Mexico marketing cooperative in Artesia,
New Mexi co, with producers in New Mexico and Texas; Elite

M Ik Producers, a Texas m |k marketing cooperative in
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Dublin, Texas; and Continental Dairy Products, Inc., in
Ohio, a mlk marketing cooperative of producers in Chio,
M chi gan and I ndi ana.

I'"'malso testifying on behalf of Western States

Dai ry Producers Trade Associ ation, and that includes dairy
producers in New Mexico; Texas Association of Dairynen; MIKk
Producers Council in California; the California Dairy
Canpai gn; Western United Dairynen California; |daho
Dai rymen's Associ ation; and Utah Dairynen's Association.

Q Woul d you pl ease explain what Western States Dairy
Producers Trade Association is?

A Yes. It's an organization that's made up of --
its menmbership is those various dairy producer trade
associ ati ons.

Q And what is its primry goal or purpose?

A Well, the real purpose that pronpted bringing al
those various groups together was the realization that what
was happening with reform of Federal Orders was going to
i mpact us and that we needed to work with other producers in
the west to nmake sure that our concerns were heard and that

we could work together to acconplish our goals.

Q Okay. Approximtely how rmuch mlk is represented,
do you recall, by those producer groups?
A | don't directly recall, but it's a pretty

significant sum of mlKk.
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Q What Federal Orders are these producers
participating in?

A | believe all of them except for the Northeast.

Q You said the Northeast, right?

A Correct.

Q Okay. So ten of the 11 Federal Orders have
producers who are pooled and participating in those Orders
that are represented by either one of these co-ops or one of
t hese producer trade groups? |Is that correct?

A That is ny understandi ng.

Q Very well. You have sone testinony here on behal f
of Proposals 1 and others that are other being presented by

these trade groups and these cooperatives?

A That is correct.

Q Very well. If you want to go ahead and proceed
with that?

A Okay. 1'mgoing to try to get through this as

qui ckly as possible, the witten testinony.

How we wi ||l approach rule making. Setting the
proper m nimum prices for Class IlIl and Class IV is
essential. As the first hearing fornulating end product

pricing, it is also inportant to establish a framework and
nmet hodol ogy that will insure predictability and stability
not only in the pricing, but in the rule meking process

itsel f.
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The prices coming fromthis record nust be based
upon sound econom cs, solid product forrmulas and valid
assunptions. Properly done, we will discover the price
rather than bureaucratically setting the price. In that
regard, our proposal is at first a conprehensive proposa
t hat adopts the manufacturing pricing fornulas in the fina
rule and then adjusts themto conformto recogni zed i ndustry
standards and conventions. This should be the framework
upon which the proposals in this hearing are eval uated and
upon which the rule is chosen

Secondly and equal ly inportant, our proposa
identifies the values these formulas will use to compute
monthly prices. The values will either be constant based
upon solid assunptions of industry practice or reasonable
nmet hodol ogi es to obtain the nunbers each nonth for the
formul a.

Finally, by approaching the choice of formula
correctly and assigning the appropriate nunbers, the result
wWill result in the value of mlk used for manufacturing. 1In
short, this framework nust tell us what the price is rather
t han deci de what price producers should receive and contrive
formul as and nunbers to approxi mate this preconceived price.

After all is said and done, there is still a
mar ket pl ace for dairy. Any pricing regulation of this sort

will inpact this market, and by trying to figure out what
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the market tells us about the value of nmlk as we propose
such shoul d have a mninmal inpact on the day to day market
functions.

On the other hand, inposing price levels in spite
of actual data will seriously distort the market. Wat we
are trying to do, the role of establishing mninum C ass 11
and |V prices, is to discover the price and insure that al
producers receive the mninmumprice the market should be
paying. W are trying to replicate what happens in the
mar ket pl ace between a willing buyer and seller of mlKk.

Unfortunately, there is no free market sal es of
Grade A mlk to provide that anobunt. The BFP futures on the
CME and CSCCCE are not mature enough to provide this
service. There is, however, a free market in the sale of
end products, such as butter, cheese and nonfat dry mlKk.

By applying in reverse a conversion factor and rate, we can
deternmi ne what the value of raw nmilk should be based upon
the commdity val ues.

In short, we can approxi mate what the market woul d
pay for raw Grade A m |k based upon the prices of butter
cheese and nonfat dry mlk. End product pricing sinply
reverses the flow of goods and nmoney. It starts with the
fini shed product and works back to the raw product.

The reason that this can work when desi gned

properly is that a manufacturing plant on a | ong-term basis
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will pay in a conmpetitive market the difference between what
it generates in sales, a function of its sales of product
and yield, less its cost to convert raw nmlk to finished
product .

We prefer the term conversion margin over nake
al | owance because what needs to be considered is the cost to
take raw milk fromthe receiving dock, nake a sal able
product, sell it and collect the noney. The conversion
margin |l ooks primarily at gross dollars inplicitly
i ncorporating the other essential factors such as product
prices, product yields and other factors that contribute in
converting raw mlk to a finished product.

There is in reality nore than just nake invol ved.
The final rule's use of end product pricing is based upon
the sound assunption that a plant in conpetition with other
plants for the mlk supply will pay its producers all it can
afford after taking into account what it sold the product
for and its conversion margin. This is not the paynent of
prem uns because this anpunt actually represents the true
value of mlk as determ ned by the marketpl ace.

This is not the only side of the equation. It
al so costs noney to produce nmilk. Like the processing
pl ant, over the long terma person cannot continue to
produce mlk while selling it at a loss. For a ot of

reasons -- econom c, econom es of sale, cultural and | ega
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-- dairy producers cannot recover fromthe plants increases
in producer costs as easily as the plant can recover
addi tional costs through high costs, changes in product m X
changes in scale and ot her market and manufacturing
condi tions.

During the rul e nmaki ng phase under the Fair Act,
we proposed a market driven conpetitive pricing program W
are not going to revisit that issue at this tinme. The
Secretary has made the decision to use end product pricing
with an el egant systemthat converts the four npst common
dairy compdities sold, butter, cheese, nonfat dry nmilk and
dry whey, into four conponents, butterfat, protein, other
solids and solids nonfat, which are the elenments of four
class prices. Because so nuch good work has been used in
buil ding this system our proposal wll suggest only a few,
but critical, nodifications of what the Secretary has
al ready pronul gat ed.

In sutmmary, we believe that end product pricing is
acceptable so long as it truly reflects free nmarket
commodity prices, honestly approximates the full use of the
mlk in the processing of mlk into products and provides a
| egitimate conversion cost of average plants. Failing to
use a free market price or inproperly by m stake or design
to approximtely reflect the conversion costs will render

end product pricing a schene that ceases to be a tool to
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assist the dairy industry, but instead is a weapon agai nst
it. Determining which it will be is the real challenge in
this hearing.

How we wi |l evaluate the proposals. The Secretary
has identified the neasurenents. In the devel opnent process
of the reforms under the Fair Act, the BFP comittee
identified in a prelinmnary report on the alternatives to
the basic formula price, April, 1997, the following criteria
for replacenent of the BFP. Stability and predictability,
sinmplicity, uniformity and transparency, sound econom cs
reduced regul ation.

The Secretary accepted these criteria as a neans
to meet his three goals of the BFP replacenent. Those three
goals are A the replacenent nust neet the supply and demand
criteria set forth in the Agriculture Marketing Agreenent
Act of 1937. B, the replacenent should not deviate greatly
fromthe general level of the current BFP. C, the
repl acenent should denonstrate the ability to change and
reaction to changes in supply and denand.

There are sone Federal Order citations there.
Though the final rule has been inplenmented, we are in the
final phase of this reform and these standards shoul d
continue to guide us. Qur standards.

In addition to these, we believe it prudent to

eval uate any revision to the final rule with this
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requi renent. The revision nmust do only the mninmal anount
of change to the structure of the final rule's pricing
program necessary to correct the few errors. The nunbers
may need significant revision, but the overall structure is
wel | designed and deserving of continued use.

Finally, inplicit in all of these is the principle
that in using end product pricing, all of the marketable
product the plant receives will be reflected in the pricing
formul as.

How we wi |l judge conpliance with these goals and
criteria. Any revision to the final rule must satisfy al
of these criteria. Qur proposal certainly does. Rather
than detail each of them now, we want to address in nore
detail just two. These two are the ones which the fina
rule m ssed, the goal that the replacenent should not
deviate greatly fromthe general |evel of the current BFP
and the criteria that any BFP repl acenent should reduce
regul ation. W address those primarily.

Nunber one. The final rule does result in prices
that deviate greatly fromthe general |evel of the previous
M W and BFP. Over the years, USDA and ot hers have conpil ed
a nunber of conpetitive price series, producer pay price
series, as well as various product price series. Though
these are historic and thus cannot tell us the value of mlk

today, we can learn fromthe rel ationship between a product
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series and a contenporary producer pay price series what the
mar ket has either dictated or tolerated in ternms of
conversion margins for mlk nade into cheese.

This goal of no grade deviation in pricing neans
that we nust conpare the final rule's results with historic
rel ati onshi ps between |isted cheese prices and producer pay
prices. Fromthe outset, it is necessary to define greatly.
For dairy producers, a |loss of one dinme a hundredwei ght on
all mlk for the year is a great deviation.

One dinme in the FMMO system for the year
represents a change of $100 million to producers. |In rura
America, that nmultiplies three to seven tines in the econony
and represents as nuch as one-half to two-thirds of a
billion dollars to the rural economes in the FMMO system

These | osses are off the top. That is, if
everything else is in order, these | osses nean that
producers do not have noney to live their lives |like others.
There's | ess noney for cars, appliances and cl ot hes.
Luxuries such as a neal at a restaurant or a tip are
reduced. College education is curtailed. Wen encountered
at the producer level, these are real |osses that have rea
ef fects and deserve real concern.

In all of the discussion about pricing in the Fair
Act, reform process and the proposals submitted in this rule

maki ng proceedi ng, no one has argued that current market
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conditions demand that the Secretary take an active role in
reduci ng producer prices. There is no evidence that
producers should receive a smaller share of the dairy dollar
than they have in the past. It is incunbent that any
revision insure that these reductions do not occur

One historical relationship is the difference
between the nmarket prices as stated on the NCE and the CME
as conpared to the MWor BFP prices for that nonth. Using
the NCE or National Cheese Exchange, CME, Chicago Mercantile
Exchange, price series for 40 pound bl ocks, we subtracted
the BFP for the nonth to derive an approximte conversion
cost as shown in Table 1, Inplied Conversion Margin, NCE to
BFP, 1991 to 1999.

The 1991 to 1999 shows the maxi mum mnini rum and
mean conversion margins for 1991 through 1999. Prior to
1999, the average inplied conversion margin was about $1.20.
For the period July, 1998, through 1999, it was $2. 04.
Figure 1 shows graphically the wi de swings in conversion
margins in |ate 1998-1999.

Figure 2 plots the inplied conversion margins from
1991 to 1999. You can see those in the exhibits in the
back. Do we have that one, Kristine?

Q M. VandenHeuvel, that appears as Figure 1 in one
of the exhibits on the table.

A Okay. On the table in the back, you can see the
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i mpli ed conversion nmargins, and the nean is the red line.
That's what we're referring to. The data for that to back
that up is right before it with Table 2 being the summary of
t hat dat a.

Thus, to suggest that the period of 1999
represents the right relationship of pricing is to say that
an inplied conversion margin of over $2 is appropriate. It
is not. During a time when manufacturing costs are
shrinking as reported by both the RBCS studies and the
recent CDFA manufacturing cost study, there is no
justification for increasing conversion margins by as much
as 60 percent.

The final rule significantly and radically
i ncreases regulation. The final rule does sonething never
done before. It sets the mininmumprices that producers will
receive rather than discovers them as in the past. The use
of the NASS survey, one designed and coll ected and reported

by USDA as the price series, coupled with a fixed, sinple

arithnetic conversion margin, tells what plants will pay for
Class Ill and Class IV milk in nmost of the country. Instead
of two numbers, BFP and II1-A, announced once a nmonth, we

now recei ve 15 nunbers weekly, and they are subject to
revision for several weeks. 1In total, we receive over 60
nunbers per nonth to conmpute a price.

The NASS survey prices are not w thout chall enge.
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Virtually every proposal sent to AMS dairy prograns
regardi ng the NASS survey either requested it be replaced or
that there be nmandatory reporting and audits. |In other
words, nore regulation is necessary to support the
addi ti onal regul ation.

The introduction of make allowances is new. As
California has shown, the cost of converting end product
prices to raw mlk prices is an ongoing and tedi ous exercise
in adjustnents after adjustments; nore regulations still.

Qur proposal cannot end this because sone regul ati on cones
with end product pricing, but we should strive to keep it to
a mnimmuntil a market replacenent is found.

Looking at the inplications to dairynen, another
i mportant tool is to ook at price levels in terns of the
| ong-term econonic viability of producers. It is
fundamentally wong to say that the dairy policy is right so
long as there is enough mlk. Instead, dairy policy nust be
established to insure that the supply side of mlk is
suppl ying enough mlk to a level that is reasonably
profitable to a | arge enough base of producers to insure
continued supply of mlk. Not only is this fair in light of
considerations of plant viability, but the AMAA requires
such consi derati on.

Q M . VandenHeuvel, you indicated there at the top

of page 8 that there was a great deal of regulation and rule
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making with California. Do you not have as Table 4 as one
of the exhibits, and it's not cited in there, the |ist of
the California hearings?

A Yes. Just as an exanple, we've included a |ist.
These are the just hearings going back to 1978, and it's
basically there just to denobnstrate the amount of hearings
that California held between 1978 and 1995.

I can assure you that the pace of hearings has not
slowed. They are still continuing to need Iots and | ots of
hearings, which is the nature of doing this type of
regul ati on.

Q Thank you. Go on.

A What we will not be doing. Relying upon
conpetitive premuns to nmake up the difference between the
value of mlk and the mninmum price. Repeatedly we hear
comments that these are mininumprices and that the market
will make up the difference. This is both an advocation of
the statutory nandate to do what the nmarket will not do,
gi ve producers a fair price, and wi shful thinking that what
has not happened in rmuch of the country will suddenly
appear.

Primarily in the west there exists an
institutional prohibition to premuns for mlk used in
manufacturing. Due to long-termcontracts at class prices

and other factors, the mninmumprice for manufacturing wl
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be the price for producers. Econom c theory is thwarted by
mar ket pl ace reality. |In the west, there will not be
prem unms to make up for incorrect forrmulas caused by these
formulas that are in the current final rule.

Finally, to those who argue that the market will
make up the difference, they fail to answer the questions of
when and how. That is, there will be the creation of a
mar ket equilibriumin time. That does not nmean that prices
to producers will go up. It could nean that producers will
go out of business and/or reduce costs to sell mlk even
cheaper. |If the correction will eventually mean nore noney
to producers, that statenent does not answer the question of
when.

The AMAA was fornulated in response to the failure
of conpetition to provide adequate prices for mlk to
producers. That need still exists. Producers will conpete
for sales by pricing their product |ower and | ower unti
neither they nor their conpetitors can survive. That is as

true today as it was 60 years ago.

The market that is supposed to fill in the
shortfall is the same market that has repeatedly failed
dairy producers. It is the sane market whose failure

brought Congress into the issue and directed that the
Secretary use his power to withstand these market forces on

behal f of producers.
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Experience in marketing mlk tells us that due to
seasonabl e producti on and counter seasonal demand, the |ong
supply months are | onger than the short supply nonths.

There is sinply not enough tinme for producers to bargain
during the short nmonths so as to capture the | osses earlier
in the nonths of |ong supply. Even the upconing |ong nonths
reduce the ability to capture the price during short tines
because preservation of market is as inportant as nonentary
opportunity.

The reform should not unfairly induce higher than
mar ket prices to producers. We do not view this program and
the prices we propose as being used to supply inconme to
producers in excess of what the market will and can bear.
Further, this is not a replacenent to the dairy price
support program

The reform shoul d not create an incentive to build
nore plants than the market demands. There is no shortage
of plants. It is not the policy under the AMAA to devel op
manuf acturi ng plant capacity in the nation. As a result of
regul atory pricing prograns, generous conversion margins
that will encourage undue expansi on of processing should be
avoi ded.

The reform shoul d not nodel California. The
California systemrepresents the ultimate in regulatory

pricing, as opposed to free markets. It establishes the
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hi ghest degree of government interference in agricultura
mar kets by setting the prices that all plants nust pay to
producers. These prices are the result of a policy driven
by a nercantilist state policy on dairy and supported by
policies in direct contradiction to the AMAA

By mercantilist, we nmean that the state uses its
powers to provide its merchants a significant conpetitive
advantage in the marketplace, both donmestic and foreign.

The California systemis an all play/all pay program That
contrasts with the Federal M Ik Order program which is
voluntary for producers, and only Class | processors with
distribution in regul ated areas are subject to regul ation.
Al'l others can or cannot participate as they w sh.

The California pricing systemis a direct result
of the all play/all pay system |In order that processors
are not burdened with so high a cost for product that they
must refuse to take mlk, regulatory prices are very |ow and
are designed to give plants a cushion in the manufacture of
m |k products to avoid that result.

California has shown the ability and willingness
to quickly nodify its progranms to neet its own policy goals.
Attached is Table 4, which we referred to earlier. It lists
a series of hearings held by California resulting in a
nodi fication of pricing formula or prices paid to producers.

The FMMO cannot respond so quickly and so often, nor should
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Keeping California' s processing plants conpetitive
is avery high priority of the California program The
California programhas its roots in different |egislation
with a different policy goal than that of the AMAA. G ving
processing plants a conpetitive advantage is not a high
priority under the AMAA. |t would be inappropriate, if not
futile, for the Secretary to enmbark upon a course of pricing
that sought to match California or respond directly to its
pri ci ng.

Qur proposal. The Secretary has determ ned that
end product pricing is the neans to di scover prices paid to
producers. |In the current regulations, the fornulas are as
foll ows, and you can read themthere. Each of these four
formul as are conprised of assunptions, variables, constants
and policy decisions. Wich is which is not easily
i dentified by |ooking at these fornul as.

As a first step to analyzing these fornulas, we
need to identify each of their respective elenments. Each of
these are elenents of the basic fornula. One pound of
conmponent dollars, the value of one pound of the conponent,
equal s one pound of commodity price | ess a conversion margin
di vi ded by the pounds of conponents in one pound of the
comuodity.

Because protein is derived from cheese and it
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contains three conmponents, including protein, its fornula is
a bit nore conplicated, but that is explained in nore detai
later. Nonetheless, it is a function of the sane fornula.

This basic fornula has three elenments, conmodity
product price, the nake all owance and the yield. This can
easily be renmenbered as PAY for product, allowance and
yield. The PAY is found as follows in the fornulas.

Protein. You have the cheese price nminus a nmake all owance
times the yield plus cheese price mnus a nmake all owance
times a yield less the butterfat price tines 1.28. W go
t hrough that.

The make al | owances you can see as the 17.02 cents
we' ve been tal king about today and this week is the nake
al l omance. The yield. You can see the nunbers, the 1.405
in the protein part of the cheese price pattern on the
VanSl yke and then the 1.582, and the 1.2 is al so sonewhat of
a yield conversion factor

On the solids nonfat you have a powder price
divided by 1.02, the butter price | ess the nake all owance
di vided by .82, and the other solids being a dry whey price
and then the yield being divide by .968. All three of these
factors nust be viewed in conjunction with each other. Each
i s interdependent upon the other. Any change in one
vari abl e necessarily results in changes in the other two

vari abl es.
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Product price series is the reported price for the
commodity to be used to conpute the value of the various
conmponents. The product price series is nore than a
deci si on of where the number cones from such as whether it
is a NASS or a CME cash settlenent price, but what commodity
is to be included, what are the standards of the product and
at what market will the price be set.

We choose the CME over NASS for several reasons.
For all but dry whey, we propose the use of the cash
settlenent price on the CME. Dry whey is not recomrended
because there is no trading of dry whey on the Chicago
Mercantil e Exchange at this tine. This is the first tine
the USDA will set prices for a conmmodity. Using the NASS
survey in the current context is nore than price reporting.

On dairy, the reporting in the NASS survey is the
first step in an automatic process to setting producer
prices. That is what is happening in |ivestock and ot her
commodities. In dairy, the USDA proposes to set prices.
The difference between what producers will be paid and the
USDA reported NASS price is sinply an arithnmetic function of

conversion val ues through yield and nake all owance. W do

not oppose collecting and reporting NASS data. It is very
i mportant as information. It sinply should not dictate
prices.

B, the CME i medi ately reflects supply and demand.
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CME reflects daily supply and demand. Plants can and will
respond to those daily price changes. Wiiting up to 11 days
to find out what is happening in the NASS creates delay in
the system

I'"mgoing to skip the next paragraph and sentence.
We'll get to that issue |later

CME is nuch sinpler. Many of the issues
acconpanyi ng the use of the NASS are avoided. There's no
need to decide whether to use barrels as well, noisture
| evel s and production amobunts. When entering weekly data to
conpute the various class prices, there would only be four
entries with our proposal, CME cheese 40 pound bl ocks, CME
nonfat dry m |k, CME AA butter and NASS dry whey price.

Entry of data for the NASS price series as
currently used requires ten entries alone for cheese,
assum ng the remai ning can be conputed, and two each for the
remai ning three commodities. The use of the CME is
consistent with the criteria of sinplicity, uniformty and
transparent.

D, CME is open and honest. To be sure, the price
in the CME is manipulated. It is manipulated by buyers,
sell ers and specul ators each trying to nmanipulate in their
favor the price, but supply and demand forces cause the
setting of the real price. The rules are fair, and the

results are transparent. There are nany players on al
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sides of the transaction, and any one of them can play.

In contrast, the NASS can only be mani pul ated by
sell ers of cheese. They are not disinterested parties.
There are no rules insuring fairness anong the few pl ayers.
Even the reporting of NASS as conpared to the CME shows the
ability to mani pul ate. Each Friday, NASS publishes the NASS
prices. Plants can nodify their nunbers or report for the
first tinme after easily cal cul ati ng what inpact the new
reporting will have on the price. |f they wi sh, they can
wi thhold the information if it increases the price and
report it if it lowers the price.

A conparison of the first 17 NASS weekly reports
in 2000 shows that in subsequent weeks there were 11 changes
to cheese prices, and eight were decreases. Wth the CM,
the decision is instant, and the results cannot be altered.

E, the NASS needs to be fixed before it can be
used and trusted. In virtually every request to the
Secretary for proposals in this hearing that involve the
price series, those that did not request a series other than
NASS requested that it be audited and nade mandatory. These
demands illustrate the general consensus that the NASS as it
stands now is inherently incorrect. There is no assurance
that all the right nunmbers have been given. The selected
use of this information can and will be a tool to manipul ate

pri ci ng.
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The mandatory requirenment is not inproper
There's nothing to prevent manufacturing plants from
sel ectively reporting sales prices. Further, discounts,
del ays in paynent, special packagi ng and ot her
considerations in the real marketplace are not factored into
this price.

Mandatory is not the issue. W are trying to
force the entire market price through a single nunber. W
will choke on that. There is nothing to prevent plants from
i ndexing their sales on the NASS price, nandatory or
voluntary, so long as it sets prices paid to producers.

Anot her issue of mandatory pricing needs to be
consi dered, and that is the |aw of unintended results. One
can disqualify a plant fromreporting by sinply changing the
product mix or the way a product is sold. As shown in the
NASS survey reports, only natural, unaged cheddar cheese in
40 pound bl ocks and 500 pound barrels are consi dered.

Audits are not the answer. They are the begi nning of
guestions. \What about discounts, delayed paynent terns,
di scounts on other products? The list is endless.

F, NASS feeds on itself and will result in price
setting, not price discovery. The use of the NASS survey
violates USDA's criteria that a BFP will not reflect
regul atory prices. This is the first tinme in which USDA is

setting prices, not discovering them There is a history of
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how such will happen.

California reports a weekly nonfat dry m |k price.
In its announcenent of that price, the California Departnent
of Food and Agriculture states, and | quote, "Prices for
both periods..." -- they usually report two weekly periods
-- "...were influenced by the effect of |long-term contract
sales." See, for exanple, Dairy Market News, April 24-28,
2000.

This is not a question of accuracy. The use of
the plant survey price as opposed to a narket exchange for
the price discovery systemw ||l have significant price
distortions and price levels. |In the California state MIKk
Order, the Class IV solids nonfat price is directly driven
by an audited survey of the price at which California powder
plants are selling their powder.

CDFA has found that over 95 percent of the product
volune in that price survey is sold on a |long-term contract
basis for a price that is directly indexed to the very sane
pl ant survey price that sets the milk price. The result is
a circular pricing systemthat is mathematically incapable
of fully reflecting the top of the market price for powder
because so little of the survey volune is priced off of the
spot market. This system has deprived California producers
of the full benefit of rising powder markets.

When spot prices are |ower than the survey price,
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the survey price falls rapidly. The result is that
producers are deprived of the highs, but absorb the effects
of the lows. | confirmthis effect by asking a producer who
was an active participant in these sales.

Figure 4 is a graph that conpares the California
nonfat dry mlk prices to the top of the nostly range in the
central states nonfat dry milk report in the Dairy Market
News. The central states price nost closely resenbles a
spot market cash price. This graph denonstrates that when
the spot price noves up, California prices are very slowto
respond, and when they do they do not reach the top of the
mar ket. However, when spot prices fall, California prices
fall almost i mmediately, thereby depriving California
producers, whose nmilk is priced off of the California price
survey, fromthe benefits of the rising market.

What you have in front of you, and you have a copy
in the attachnents, is the last tine that over that period
of time that stretches, and it's hard for me to see, but
several years ago when powder actually took market
nmovenments. We took the central states nonfat dry milk price
and plotted those market novenents in the central states
price and plotted what happened to the California plant
survey price. You can see that the central states price
nmoved up significantly.

There was a period of time |ag before the
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California prices began to nove up. They never reached the
top, and as soon as the central states prices fell
reflecting that shortage of powder was over and the market
was conming down, the California prices fell right away, so
the argunent that well, you'll be slowto go up, but you'l
be slow to cone down, in both of these exanples, both of
these tine franes, we had over this tinme frame two periods
of tinme where we had nmarket prices, market powder prices,
novi ng up and so we got over support.

Ri ght now you can't tell because all the powder
prices are at support and have been at support for a |ong
period of time, but you can see in both cases the California
powder price was slow to nove up. It never reached the
peak, but as soon as the spot price fell, the California
prices fell right with it. That's the fatal flaw of NASS as
we see it is that if what's happening in powder in
California becomes what happens in butter and cheese in the
rest of the nation.

One of the argunments for NASS reporting weekly was
so that the industry has tinely information. The role of
timely information is to make tinmely decisions such as the
price at which to sell cheese, butter or other commdity.

It can only be expected that this transparency of
information will nean that plants and their buyers will

obtain the information this week and next week sell the
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commodity at a price as derived in large part fromthe price
announced this week. The plant will report next week that
it sold a coomodity and at what price, the price that NASS
had reported the week earlier

This is the big problemw th the NASS survey, and
in the questioning of Dr. Ling we discovered that there's
nothing in -- not Dr. Ling, but the person from NASS. It
was reported there's nothing in the NASS rules to prevent
prices frombeing reported that are directly indexed to
those very sanme NASS prices.

CME is a generally accepted index in the market.
The foll owing table shows a conpari son of reported prices
for non-cheddar cheeses. The correlation to the 40 pound
bl ock price is very close. Table 5 in the back, Select
Cheese Prices, 1995 to 1999, consists of five tables show ng
the average nonthly prices for a wide variety of cheese in
each of the years 1995 to 1999. These cone fromthe weekly
reports of Dairy Market News. These sinple average prices
are conpared to the average CME price for the year, as wel
as sinple average of all of the prices. Al of these prices
are conpared to the CME

The followi ng figure graphically shows what the
di fferences between the sinple average of these prices and
the CME has been for five years. To develop the table we

took all of the announced prices in the Dairy Market News
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for each nonth and averaged them by a sinple average. W
were looking for a rel ationship between pricing, not val ue,
so a sinple average is appropriate. The CME 40 pound bl ock
for the sane nonth was subtracted fromthat nunber. The
tabl e shows these differences.

In Table 6, Summary of Sel ected Cheese Prices, we
took the arithnetic nean for each year and al so determ ned
the standard deviation. As the table shows, the averages
are from40 to 49 cents per pound, and the standard
deviation is three to eight cents, indicating a very stable
correlation. It is worth noting that the correlation got a
little less stable in 1999, but naintained a good
rel ati onship even when the BFP and the CME correl ation
deteriorated significantly.

The CME prices all cheddar. The NASS cheddar
reflects only ten percent of all cheese sold in the market
and only about a third of the cheddar. The cheddar
considered in the NASS survey only includes industri al
i.e., barrels, and cheese which is inmediately placed on the
consuner market. |t does not consider aged cheddar. Thus,
it reflects the |l owest ten percent of cheese sold in the
nation. |t does not consider nozzarella or the other
Italian cheese, which represent about 40 percent of the
mar ket. These are priced significantly higher or different

t han cheddar.
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Table 7. Table 7 is a summary of cheese
production fromthe annual summary of the Dairy Market News
for 1999. It shows that total cheese produced in the United
States was 7,941, 316, 000 pounds. The amount of cheddar was
2,835,897 or about 35 percent of the total cheese produced
in the nation. At the same tine, the NASS reported only
752,731,419 pounds of cheddar cheese or |ess than ten
percent of all the cheese marketed in the United States.

CME solves the data collection problenms of what
pl ants, audits, et cetera. By using the CME, all of the
cries for mandatory reporting and auditing, the need for
nore regul ati on, nore bureaucracy, all disappear. Since it
is transparent, there is no need to require nmandatory
pricing. The rules of the CME take away the need for
audits.

I, Wth the BFP, the NASS only was used to
establish nmovenment and change, not set the price. Sone may
argue that we have used NASS already. That is not true.
The role of the NASS in the BFP was to reflect changes in
commodity price levels fromone nonth to another. The base
that this change adjusted was set by the market each nonth.
Now the NASS is used to be the base, and there is no free
mar ket factor to change it. Each nonth, the old way got a
fresh start.

If the NASS is used, it must do several things.
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The Secretary may still decide to use the NASS survey for
finding the conmmodity prices. Though all of its problens
cannot be cured, there are changes that should be made to
make it nmore usable in this pricing schene.

A, Standardi ze the barrel cheese to 38 percent.

We need to recogni ze that the various yield formula are
based upon the amount of dry matter in cheese. The barrels
are now reported and adjusted to 39 percent mpisture. The
yield formula for butterfat recovery assunes 38 percent

noi sture. There is no reason to adjust the price of cheese
to 39 percent and conpute its protein value equival ent
assum ng 38 percent. Increasing the noisture also increases
t he nake al |l owance.

It is inappropriate to discount the barrel cheese
by adjusting to 39 percent, a |level barrel cheese has never
sold at, while conputing the yield at 38 percent. At the
sanme time, the kind of blocks being sold and reported to
NASS are those in which the processors will try to put as
much noi sture as possible without providing any blocks in
excess of 39 percent. Thus, the Secretary's decision to use
38 percent in the yield fornmula was correct and needs to be
extended to the adjustnent of the barrel prices.

Mai ntain the barrel make all owance adjustment.

The Secretary determ ned that there was about a three cent

per pound difference between the make cost for bl ocks and
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barrels with the latter being lower. As a result, he
deternmi ned that once the barrel prices were adjusted to a
standard noi sture, they should receive an increase in price
of three cents. That adjustnent should remsin.

Concl usion on the price series. |In sumary, the
use of NASS as the product series cannot be sustained. It
is necessary to use free market prices for the end product
pricing fornmul as.

I'"'mnoving on to cheese yield or to yield. The
nost significant factor in creating a proper end product
pricing is to getting the yield right. An inproper product
yield is the one area that can result in significant val ue
reduction. |If the yield of the product is set too |ow, an
unnecessary wi ndfall goes to the manufacturers. |In today's
market, it is appropriate to anticipate that nodern plants
are seeking to recover every nmarketable product out of the
raw m | k they purchase

For government policy, it is equally inappropriate
to indirectly subsidize or support plants that are
i nefficient or wasteful. Forcing additional risk of
i nefficiency on the part of producers in order to cover and
protect the inefficiency of plants is inproper policy and
probably violates the statute.

One, chief yield. Under the current regul ations,

the formula for protein is protein equals cheese price mnus
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.1702 tines 1.405 plus cheese price mnus .1702 tines 1.58
mnus the Class |V butterfat price tinmes 1.28. This is a
sinmplification and reduction of the VanSlyke formula where
the VanSl yke fornula determ ned the nunber of pounds of
cheese from 100 pounds of nmilk with certain conmponent
characteristics. It can be easily adjusted to determine the
val ue of one pound of protein based upon the same input plus
the value of other commodities.

The VanSl yke fornul a abbreviated is percent
butterfat tinmes butterfat recovery plus percent protein
times casein recovery nmnus .1 tines 1.09 divided by one
m nus the moisture, where BF is butterfat, and you can read
that, those abbreviations.

In 100 pounds of mlk at standard test, there
woul d be 3.5 pounds of fat and 2.9915 pounds of true protein
in the mlk. Thus, the fornula would look like this. You
have 3.5 tines butter recovery plus 2.99 tinmes casein
recovery mnus .1, all times 1.09 divided by one m nus the
noi st ure.

Each of the conponents, butterfat and protein, can
be solved for individually since the yield of butterfat
equal s the cheese yield |l ess the protein yield and the
protein yield equals the cheese yield | ess the butterfat
yield. By reducing the fornula, individual conponents can

be solved as follows. You subtract out the protein pounds.
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You' ve got the cheese yield minus the protein pounds tines
the casein percentage nmnus .1 tines 1.09 divided by one
m nus the noisture equals the butterfat tines butterfat
recovery tines 1.09 divided by one minus the noisture.

Since the cheese yield less the protein yield is
by definition the butterfat yield, the fornula is now
butterfat yield equals butterfat tinmes butterfat recovery
times 1.09 divided by one mnus moisture. Assuning 3.5
pounds of butterfat in 100 pounds of milk and a butterfat
recovery of 90 percent in the vat and applying these nunbers
to this formula, we get the following result. Butterfat
yield equals 3.5 tines 90 percent, .90, tines 1.09 divided
by one m nus .38. That equals 5.5379.

The single pound of butterfat can then be
determi ned by dividing 5.5379 by the nunmber of butterfat
pounds in the 100 pounds of mlk, which is 3.5, so the
butterfat yield then is 5.5379 divided by 3.5 or 1.582.
Thus, the factor of 1.582 found in the final rule is the
result of applying VanSlyke's formula and i s dependent upon
the values provided. 1In the case of the final rule, the
butterfat yield factor assunmes 3.5 pounds of butterfat in
100 pounds of milk, a fat recovery rate of 90 percent and
nmoi sture of 35 percent.

MR, MCCLUSKEY: Thirty-eight. You said 35.

THE WTNESS: |'msorry. Thirty-eight percent.
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Thirty-eight percent noisture. You guys mght luck out. M
voi ce nmay give out.

The 3.5 percent butterfat is appropriate as it is
used consistently throughout all the fornulas for class
prices. The remaining two, fat recovery and noi sture, nust
be determined. Since there is no practical way nor need to
conmput e actual recoveries each nonth and noi sture can and
shoul d be standardi zed, it is necessary to determ ne what
those two values will be in terms of a constant in the
pricing fornul a.

A, Deternmining the butterfat recovery. A
cheddari ng process produces cheddar cheese, as well as
sell abl e or useable creamin the form of whey creamthat can
either be reused in the vats or sold as creamon the market.
The butterfat recovery in the process is between 91 and 93
percent, which | eaves seven to nine percent of the butterfat
left over.

Two percent of the butterfat received from
producers is |lost either by sticking to the vat or other
vessels, dripping onto the floor or otherwise irretrievably
lost. That nmeans that fully 98 percent of the butterfat
that is delivered to the cheese plant inrawnlk is
recovered by the plant in marketable formeither as whey
cream reintroduced into the vat or as whey cream converted

to whey butter.
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| think Dr. Barbano wal ked us through that this
norni ng and tal ked about the | osses as between 1.5 and 2.5
percent of the fat that conmes into the cheese plant, |eaving
somewhere between 97.5 and 98.5 percent of the butterfat
recovered in some form

The final rule not only understates the butterfat
recovery by one to three points because it uses 90 percent;
it totally ignores the value of whey cream This answers
the question raised by a 90 percent butterfat recovery. |If
100 pounds of butterfat go into the vat and only 90 percent
is recovered in the process, then what happens to the
remai ni ng ten percent?

There is evidence that the entire 98 percent of
the butterfat ends up in the cheese. The difference between
the 98 percent that is in the cheese and the 90 percent in
the current regulations is eight percent. Eight percent of
3.5 pounds of butterfat is .28 pounds.

If we | ook at Table 8, California M|k Production
by County for 1997, that table gives a total conposite
average butterfat test for the entire mlIk supply in
California. It shows that the average butterfat test of
m |k marketed by producers was 3.64 percent. That's the
conposite average butterfat test.

That's interesting. | believe it's Table 14 in

the docunent that M. Christ was tal ki ng about this norning
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has about that sane figure for the national nilk supply.
That's one of the reference docunents. Three point six four
percent.

This percentage of butterfat in the California
mlk supply is also supported by the California DH A report
for 1999 that showed a conposite 3.65 percent butterfat test
for the entire state. W've got that table in your handout
as wel | .

For the same period as the DHI A report, Table 10,
CDFA' s cheddar cheese processing cost study showed that the
conposite average vat butterfat in all of the plants in the
study was 3.92 percent. This study enconpassed virtually
all the cheddar cheese produced in California. The
di fference between the 3.92 percent in the cheese and the
3.64 or 3.65 percent in the raw m Ik supply is .27 to .28
pounds of butterfat recovered in the process and returned to
the vat for a true fat recovery of 98 percent.

The California pricing systemexplicitly
recogni zes this value of whey creamin its |V-B formul a.
CDFA adds to the IV-B price the amunt equal to .27 pounds
of whey cream and it uses the CME AA butter price less 19.7
cents, the sumof ten cents for product adjustment and the
9.7 cent butter make allowance, to establish a value for
this whey cream whey fat, and it adds it to the IV-B price.

We do not propose the use of that formula, but we
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bring this up to point out that CDFA in its end produce
pricing program for cheese does recogni ze a whey cream val ue
in the conputation.

Now, there are four options to value this extra
butterfat. W could, one, ignore it, we could value it as
Grade B butter, we could adjust the nake all owance for the
value, or we could include it in the yield.

The first option violates our principle to include
all the values received for all the products. The second
woul d require another price series for a commodity maki ng
the formula nore conplex. O the renmining two, both have
merit, but adjustnent to the nmeke all owance would stil
require sonme val ue series to conpute. The npbst common
approach by plants is to incorporate the whey butter into
the vat, and we have, therefore, chosen to include it in the
yi el d.

To correct the butterfat portion of the protein
formula, it is necessary then to raise the amunt of
butterfat recovery in the formula to nore accurately reflect
the industry practice. 1In the publication, Cheese and
Fermented M|k Foods, it states that recovery is 93 percent.
I think we heard from Dr. Barbano on this subject this
nor ni ng.

We propose using the mdpoint, which is 92

percent. Thus, the protein formula so devel oped woul d be
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butterfat yield is 3.5 tinmes .92 tinmes 1.09 divided by one
m nus moi sture. As for the noisture, the Secretary's choice
of 38 percent is correct and so that when you do the nath
and divide by .062 you conme up with 5.661. As we noted
above, to derive the factor for the use in the formula to
deternmine the value of protein, the butterfat yield factor
is 5.661 divided by 3.5. When you do that, you come up with
a new butterfat yield factor of 1.617.

This butterfat yield factor now accounts for 92
percent of the butterfat delivered to the plant. Two
percent is lost, leaving six percent that still needs to be
val ued. Under the final rule, 100 percent of the Class IV
butterfat price per pound is deducted fromthe butterfat
side of the protein price calculation with the renmaining
value allocated to the protein price.

What we are proposing is to keep the Class 11
butterfat the sane as the Class |V butterfat, but to deduct
only 94 percent of the Class |V butterfat price per pound
fromthe butterfat portion of the protein value to account
for the whey cream W propose 94 percent of the Class IV
butterfat price to account for the .06 pounds of whey cream
recover ed.

| think Dr. Barbano in his final exanple had taken
out 90 percent of the Class IV butterfat price. W're

proposi ng 94 percent, so this section of our protein formula
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reads as follows. Cheese price m nus nake allowance tines
1.617 minus Class |V butterfat price tinmes .94 tinmes 1.28.

Capture all the protein. In the same way we
deternmine the butterfat fornula, we can also determne the
protein value where protein recovery is the pounds of true
protein, 2.9915, and casein is the casein portion of the
true protein, .8326. The mnus one represents the | oss of
one-tenth of a pound of casein. The 1.09 factor accounts
for the additional nonfat, non-casein mlk solids and salt
that are retained in the cheese. The 83.26 percent casein
is the approxi mate nmat hemati cal equival ent for true protein
of 78 percent casein in crude protein.

The final rule protein yield factor, like the
butterfat yield factor, had its genesis in the VanSl yke
formula with the assunption that 78 percent of crude protein
is casein. W agree with the USDA s yield conversion of
1.405 for true protein.

By applying the VanSlyke formul a and the nunbers
adjusted for true protein, we have the foll owi ng equation of
2.9915 tinmes, and that should be .8326 mnus .1 times 1.09
di vi ded by one mnus .38 equals 4.2030. Dividing 4.2030 by
the 2.9915, we deterni ne how many pounds of cheese one gets
for each pound of protein. You do that math. You come up
with 1.405.

Anot her approach is to nultiply the casein rate by
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.96 rather than subtracting the .1. Wen you do that nath,
you cone up with the sane nunber, 1.405. This nunber shoul d
ook famliar as it is the protein factor in the protein
formula used in the final rule, and we accept that.

Concl usi on on cheese yield. Now that we
understand that the factors in the protein fornula for
butterfat and protein are not arbitrary, but instead are the
results of standard conputations of the VanSlyke cheddar
cheese forrmula, the butterfat yields and protein are the
result not of an approximte numnber, but derived by exact
conput ation using the appropriate assunptions.

These assunptions are as follows. Butterfat
recovery is .92 or 92 percent. Misture is .38 or 38
percent. Casein as a percent of true protein is 83.26
percent, and whey creamis valued at .06 pounds of
butterfat. The fornula before adjusting to the nake
al |l omance now reads cheese price mnus .1702 tines 1.405
pl us cheese price mnus .1702 mnus .94 tines the Class IV
butterfat price tinmes 1.28

BY MR YALE

Q M. VandenHeuvel, if you'll let ne just point that
out so that everybody understands that in that fornula at
this point two changes have been nade to the nunmber as it is
in the final rule. Could you identify those, please?

A Yes. The two changes have been to change the
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butterfat recovery from90 to 92 percent.

Q And what does that change in the yield? The
nunber in the fornula. How does that change that?

A Yes. It goes from1.582 to 1.617.

Q Al right. In the final rule there was an inplied
nmul tiplication by one tinmes the butterfat, Class |V
butterfat price, right?

A Right. A full pound of Class IV butterfat price
val ue was taken out, and what we are proposing is to take
out 94 percent of one pound of Class IV butterfat to account
for the six-tenths of one -- six-hundredths of a pound of
butterfat that renmmined in the whey cream

Q And those are the only two changes in that
butterfat recovery that you're proposing at this tinme?

A That is correct.

In sutmary, we have captured all of the butterfat
recovered in the cheddaring process and the whey cream and
added it to the protein val ue.

No need for a separate price for Class ||
butterfat. By accounting for all of the butterfat that is
delivered to a cheese plant and adding the extra value to
the protein side of the equation, we have greatly reduced
the potential of a situation where high butterfat prices
combined with | ow cheese prices could result in a protein

price of zero. Thus, proposals to have a separate Class ||
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butterfat as invited by AMS in the notice of hearing are
made unnecessary by our correction.

We agree with the Secretary in the final rule when
he wote regarding a separate butterfat price for Class III
and we quote, "However, having rmultiple butterfat prices
woul d require full plant accountability of conponents in al
manuf acturing plants. The resulting increased accounting,
reporting and admnistrative costs were determ ned not to be
war rant ed when vi ewed agai nst the small gain from having an
additional butterfat price." That is still the case.

Q M. VandenHeuvel, based upon that statenent that
you just made, then the proponents of Proposal 1, 10, 19 and
26, what is their position in terms of the proposals to
reduce the butterfat price in either the Class IV or C ass
Il, I'l'l and IV as various parties have suggested?

A We oppose reduci ng those butterfat prices.

Q Thank you.

A Ot her solids. Upon careful review, we find
nothing to change in the other solids conputation in the
final rule. It is a necessary conponent of the cheese
formula. The use of dry whey as a conmodity is correct.
There is no need of changes at this point. There are 96.8
pounds of other solids in 100 pounds of dry whey, and so we
are not proposing any changes.

We do have in our attachnments testinony given by
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Dr. Robert Cropp in the 1997 California hearing in which he
outlines the value of these other solids in the upper
mdwest. It's very, very valuable information, and we
include it here.

MR. ROSENBAUM  Your Honor, this is Steve
Rosenbaum | will insert an objection to the incorporation
by reference of testinony from another hearing.

These are not official governnment findings, which
is different, which is reflected in some of the other
docunents that have been incorporated into the exhibits. To
sinmply have a witness provide testinony that sonebody el se
gave at another place and tine is just wholly inappropriate.
I nmean, that's the whole purpose of a hearing is to be able
to exam ne any person who's putting in substantive evi dence.
You can't do that. | nean, | can't take the stand and say
here's sone evidence that proves my point that someone el se
testified to. That's not how heari ngs work.

MR. YALE: Your Honor, by a few questions of M.
VandenHeuvel | can establish the appropriateness of this
document .

BY MR YALE

Q M . VandenHeuvel, you have already testified that
you' re an expert and have testified on behalf of proponents
on end product pricing before the California Departnent of

Food and Agriculture. 1Is that correct?
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A Yes, | have.

Q And in doing that, do you review publications and
writings and information from ot her sources regarding yields
and product prices and the like?

A Yes, | do.

Q When you prepared your testinony today to indicate
what the proposal or the support for the other solids was
going to be, did you reply upon Dr. Cropp's testinony?

A | relied on his testinobny to indicate to nme that
the conclusion that we found that there are no need for
changes was very much supported by what | had read in the
opi nion of those experts.

Q So you're not so much supporting and sayi ng that
Dr. Cropp's testinony is adopted. You're supplying this as
informati on that you used to conme to your own concl usion as
an expert?

A That's right.

MR. YALE: And that's the purpose that it's
suppl i ed, Your Honor, and that's very appropriate even under
the Federal Rules of Evidence.

MR. ROSENBAUM  Your Honor, | don't know that
we' re under the Federal Rules of Evidence. |If we were,

t hough, that would be absolutely 100 percent untrue. You
cannot. Although you can rely upon materials from anot her

expert, you don't introduce theminto evidence as an
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exhibit. That is for sure.

If there is a piece he took out and used hinself,
people do that in testinony, but people don't say here's a
copy of the transcript of soneone else's testinony at a
different hearing. |It's part of nmy exhibit offered into
evi dence.

JUDGE HUNT: At this point you're just referring
to M. Cropp's testinony?

MR. YALE: That is the purpose, Your Honor.

JUDGE HUNT: And that's in this addendum proposed
Exhi bit 267?

MR. YALE: Yes.

JUDGE HUNT: You haven't offered that yet.

MR. YALE: Well, we've identified it. That's

correct.

JUDGE HUNT: You've identified it.

MR. YALE: That's right.

JUDGE HUNT: You're just referring to Cropp at the
nmonent ?

MR. YALE: That's correct.

JUDGE HUNT: I'Il allow himto refer to it, but
"Il take up your objection if they offer his testinony into
evi dence.

Al right. Proceed.

THE W TNESS: Thank you, Your Honor
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Next to nonfat dry milk. The nonfat dry mlk
formul a needs correction. In response to requests by sone
parties, coments nmade in error were accepted by the
Secretary with the errors. The final rule formula assunes
that there are 102 pounds of nonfat mlk solids in 100
pounds of nonfat dry milk. This cannot be.

It is irrational to assune that there are nore
pounds of nonfat nmilk solids than there are pounds of nonfat
dry milk in a quantity of nonfat dry mlk. Nonfat dry mlk
is approximately 3.2 percent mpisture. Thus, the final rule
represents a |l oss of 5.2 pounds of nonfat milk solids in
every 100 pounds of nonfat dry mlk or a five percent |oss.

The Secretary stated in the final rule the .96 in
the proposed rule was intended to represent the 96 pounds of
solids and 100 pounds of nonfat dry milk. Since buttermlk
powder is also a product of manufacturing butter and nonfat
dry mlk, its value needs to be addressed. Failing to
account of the butterm |k powder resulted in overstating the
nonfat solids mlk price since the pounds of nonfat solids
was understated. That's the end of the quote fromthe fina
rul e.

Both the Cornell study, Stephenson and Novacavi ck
Det erm nati on of Butter Powder Pl ant Manufacturing Costs
Utilizing an Econom ¢ Engi neering Approach, June, 1990, and

t he Stephenson and Novacavi ck Manufacturing Costs in Ten
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Butter Powder Processing Plants, Septenber, 1989, and the
recent study by the California Departnment of Food and
Agriculture indicates that these solids are sal vaged and
processed into butterfat powder.

All of these studies show a conbi ned nonfat dry
mlk and butterm | k powder yield in excess of 1.025 pounds
of product from each pound of solids nonfat or .975 pounds
of SNF in each pound of finished product. However,
butterm | k powder is slightly |ess valuable than nonfat dry
mlk, and so we are proposing a yield of .98 pounds of SNF
in each pound of finished product. Thus, the fornula for
nonfat dry m |k before adjusting for the nmake all owance
shoul d be SNF equal s nonfat dry milk mnus the nake
al | owance divi ded by .98.

Butter. After careful review, we find no need to
nodi fy the yield formula for butter. Dividing by .82 is
acceptable. W also agree with the Secretary's decision to
use Grade AA butter in the final rule. 1In July, 1998, the
CME di scontinued the reporting of Grades A and B butter due
to a lack of market. Butter is nowvirtually all G ade AA
This is a higher grade due to the conbined efforts and
better mlk from producers. The Secretary's decision to
gi ve producers the full value recognition for Grade |
butter is appropriate.

Al | owances for manufacturing costs. |In the fina
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rule, the Secretary arrived at nmeke all owances by taking the
RBCS studies with the California studies and taking a
wei ghed average of the two. In conbination with the NASS
survey of product prices, the end result of the pricing
formula for the FMVO was that a bl ended price of all the
product prices in the nation wherein California represents
approximately 13 to 14 percent, was reduced by a nake
al l omance wherein California plants represented 48 percent
of the weighted price in order to derive a price for
producers in which California purchased none of the mlK.
Figure 5 shows this graphically.

Rat her than go through the nmechani zati on of taking
two different cost studies done by two different
organi zations for different purposes with different
gui delines and m xing them the federal governnment shoul d
trust its own agency and rely on that data.

As shown el sewhere in this proposal, the nunber is
supported by enpirical evidence of inplied nakes at |east on
cheese. We, therefore, propose using the Rural Cooperative
Busi ness Service's npst recent survey on cost for the
manuf acturi ng of cheese, butter and nonfat dry mlKk.

Because of extrenely |ow data on dry whey, there is no
information that can be used to revise the conversion
al l omance for dry whey, so we propose that it remain at .137

per pound of product.
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The use of the RBCS is appropriate because it
represents what it costs to make these products in plants
that are located in narkets that are subject to this pricing
program Because California is not presently under the
FMMO, none of its plants will be subject to nininmumprices
announced and its plants do not purchase mlk in an area
subj ect to the regul ations.

Qur rejection of California is not because the
nunbers are intrinsically wong. Nor is our rejection based
upon the results of adding California to the mx, which wll
result in higher nunbers. Using the rationale of the
Secretary in the final rule and the recent studies of RBCS
and CDFA, the resulting prices would be higher than ours for
cheese, but lower for nonfat dry mlk. It's sinply wong to
pi ck and choose nunbers. Rather, the appropriate
nmet hodol ogy is to pick a survey that does the task and rely
upon it regardless of the results. W are sticking with the
RBCS

The RBCS study was done on a voluntary basis.

Pl ants knew that the information would be used to consider
manuf acturing costs. The plants are diverse in their
geography, their operations and their markets. W took the
nost recent RBCS study and adjusted the nunbers for the cost
of marketing and the return on investnment. W have no

nunbers that would conflict those. W also adjust the RBCS
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butter prices to account for the packaging and printing of
butter that are not part of the pricing for bulk mlk used
in the pricing formulas.

Proposed manufacturing all owances shows what these
nunmbers should be. W understand that National M1k
Producers Federation has taken the same RBCS study but
wei ghed it with the nost recent California data on
manuf acturi ng costs. The make all owance for cheese at
National M|k reached under that analysis is approxi mately
15. 36 cents.

Some might argue, and with reason, that the
difference is small and why denmand a | ower price. The issue
is not the price because we are proposing a higher nonfat
dry mlk nake all owance than National MIk. The issue is
how we get there.

There is no right nunber. There is a right way to
get there. The make all owance, along with all these issues,
wWill result in a direct dollar inmpact on producers. Make
al l omances are not w thout controversy, but they should be
and can be derived with a transparent, rational and
under st andabl e net hod.

G ving California one weight in the pricing and
anot her weight in the nmake all owances and no weight in
prices paid to producers is neither of those. As a result,

we propose the foll owing nake all owance based upon average
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pl ants. Cheese, .141; butter, .0952; nonfat dry mlk, .145;
dry whey, .137.

There are other policy considerations such as the
concern about maintaining sufficient national manufacturing
pl ant capacity or regional considerations. It is in setting
the make al |l owance that these policy considerations can be
spel l ed out and appli ed.

Needed changes. Based upon the infornmation
presented, the forrmulas for conputing the conponent prices
shoul d be as follows. These are our revised fornulas. You
can see the current final rule prices. |'msorry. The
current final rule fornmulas and then the revised formul as on
the right. I'mjust going to read the revised fornul as.

Cheese price mnus .141, and this is for protein,
times 1.405 plus cheese price mnus .141 tinmes 1.617 m nus
.94 tines the Class IV butterfat price tinmes 1.28. Solids
woul d be the powder price mnus .146 divided by .98. For
butter, the butter price would be the butter price m nus
. 0952 divided by .82. Dry whey price for other solids would
be dry whey price mnus .137 divided by .968.

The text of the proposed changes is on a table
showi ng the changes found at Tables 12 and 13 in the back
Those are the proposed changes in the text of the final rule
that we woul d propose.

Conclusion. We have net all the criteria that
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have been established for a BFP replacenent. Wen we began,
we identified several goals and criteria by which to judge
our proposal. The BFP committee recomrended the follow ng.
Stability and predictability, sinplicity, uniformty and
transparency, sound econom cs and reduced regul ation. Qur
proposal will pronote stability and predictability because
it has based upon market prices of dairy commdities.

The fixed values for the conversion margi ns and
the formul as for product conversion are based upon sound
study and research. Changes in market conditions should not
underm ne their fundanental value. Qur proposal is sinpler
than the final rule. Only four nunbers are required each
week to input the values. There are no revisions of data
fromweek to week. Wth the CME, the pricing is transparent
and no | onger subject to manipul ation.

Qur proposal is based upon sound econonmics. It
uses market prices as the starting point. Each and every
nmonth the pricing starts all over again. There will be no
circularity of pricing to underm ne the pricing system The
formul a are based upon industry standards and the current
state of technology. The conversion margins are not so high
to distort manufacturing nor so low as to put plants at
unnecessary risk. Our proposal will reduce regul ation.

Most inmportantly, it will renpve USDA from setting product

prices and allowi ng the marketplace to dictate value rather
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t han governnment announced surveys.

In order for the final rule to neet the supply and
demand criteria set forth in the Agriculture Marketing Act
of 1937, it nust predicate its end pricing product formulas
on the theory that plants will convert all the producer mlk
into marketabl e product, proper yields, at a reasonabl e cost
of conversion, reasonabl e make all owances and sell them at
the market price, the use of market prices. Failure to do
any of those results in a contrived price rather than a
mar ket derived price.

Finally, and nost inportantly, our proposal as
conpared to the final rule results in nunbers that do not
deviate greatly fromthe general |evel of the BFP MWprior
to 1999. There is no justification for reducing prices 80
cents to $1.00

That concludes ny formal testinony.

BY MR YALE
Q M. VandenHeuvel, | want you to turn to Table 12.
This is the text of the proposed regulation. | think

there's an area we need to correct down under Subpart
(n)(3)(ii) where it said subtract 0.927. Do you see that?
A Yes.
Q And that should be --
A Yes.

Q -- .94?
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A Yes. That's correct.

MALE VO CE: Repeat that, please.

MR. YALE: Ckay. On Table 12, the first page
under (n)(3)(ii) where it says subtract 0.927, that should
be 0.94.

MALE VO CE: Do you nean (ii)?

MR. YALE: Yes, (ii).

MALE VO CE: 0.9407?

MR. YALE: Yes, instead of the .927.

BY MR YALE

Q Then there's a table behind that that sinplifies
t he | anguage for those who want to read it quickly, and that
sane correction needs to be nmade there, isn't that correct,
on the last page? It's the |ast page in your book.

A Yes. Yes, that is correct. That would be in the
proposed there's a .927 that needs to be corrected to a .94
in the protein formula.

MALE VO CE: Tell us where that is.

MR. YALE: That's the |last page in the bound
books.

THE W TNESS: Yes. The |ast page, Table 13, Table

of Revi sed Fornul as.

BY MR YALE
Q .94 instead of the .927.
A That's correct.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

914
Q .94, Also, if you would turn to page 13 of your
testimony? | want to draw your attention. | think there's
a not that needs to be added to a sentence.
A Okay.
Q And t hat appears at (1)(a) in the first paragraph.
It appears to be the third sentence. "That is not happening
in livestock and other compdities.” |Isn't that correct?
We're not setting prices. W're just reporting themin the
ot her --
A Yes. That is not what is happening.
Q Right. And then on page 26 | think we have
anot her typo where we say, "The fornula before adjustnent to
the make al |l owance now reads..."
It's correct on the screen, but it says protein.
Shoul dn't there be a factor there after the cheese price
m nus 17.02 before the minus 947
A Yes.
Q Should that not be tinmes 1. --
A Yes, that's right. Yes. Tinmes 1.617.
MALE VO CE: Repeat that.
MALE VO CE: Where?
MR. YALE: Ckay. Page 26. The formula says
protein equals (cheese price mnus .1702) tines 1.405 plus
(cheese price mnus .1702), and there needs to be inserted

there times 1.617, and the rest of it is the sane.
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BY MR, YALE
Q Is that correct, M. VandenHeuvel ?
A Yes, that's correct.

MALE VO CE: Tines what?

THE W TNESS: 1. 617.

MR. YALE: And then, Your Honor, because of sone
changes and there were sonme tables he did not read directly,
we woul d i ke to have identified as the next exhibit nunber
the copy of his testinony.

JUDGE HUNT: Let's see. Well, you had his
testi mony as Exhibit 25.

MR. YALE: Did we submit it? No. Those were the
t abl es.

JUDGE HUNT: It is identified.

MR. YALE: No. Those are just the tables. W
just submitted the tables originally. The addendumis 26.
Now, what we could do is substitute the two books.

JUDGE HUNT: Twenty-five is just the tables?

MR. YALE: Yes.

JUDGE HUNT: | see.

MR. YALE: We could substitute 25 that we
presented to you with the whol e book that includes the
tabl es and the testinony.

JUDGE HUNT: Well, you would have to tear it apart

t hen.
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with, which was the tables and the testinony.

JUDGE HUNT: He's offering 25 then. That is the
conpl ete book that he gave you. Any objections to that
bei ng made part of the record in this proceedi ng?

No objections. Exhibit 25 will be received in
evi dence.

(The docunent referred to,
previously identified as
Exhi bit No. 25, was received
in evidence.)

MR. YALE: Very well. Your Honor, we would then
nove that 25 and 26 be admitted into evidence.

JUDGE HUNT: And 26 | think M. Rosenbaum has an
obj ection to.

MR. ROSENBAUM  Your Honor, | have no objection to
Exhi bit 25, which | think has already cone in, which is his
testimony. | do object to the entirety of Exhibit 26.

JUDGE HUNT: The entirety of 267

MR. ROSENBAUM  Yes, | do, Your Honor. In both
cases, they consist of either studies or testinony done by
soneone other than the witness, and | don't believe it's

appropriate in the hearing setting to have substantive
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evidence cone in in this fashion.

JUDGE HUNT: M. Beshore?

MR. BESHORE: Just an observation. | take that to
be a hearsay objection. It's objecting to material being in
the record coming from persons who are not testifying. The
bul k of Dr. Yonkers' testinony related to information
provi ded by people, to persons in a firmthat he hired who
in turn provided information to him

MR. ROSENBAUM Wl |, nunber one, it's too |ate.
Nunmber two, Dr. Yonkers directed and supervised that survey,
wrote the survey form It's his nenbers who participated in
it. That is wholly different fromthis w tness saying
here's a copy of what Dr. Cropp had to say a few years ago.

JUDGE HUNT: Well, actually 26 has two different
ki nds of docunents. One is the reports from Cornell and
al so the copy of the testinony of M. Cropp or Dr. Cropp

MR, COOPER: There's also sonething fromthe
California Department of Food and Agriculture in there in
the middle

JUDGE HUNT: Okay. All right.

MR. YALE: The first two, the Cornell studies, |
believe, and | could be corrected on this, but | believe the
final rule actually references them and they are docunents
that are available. They are publications that have been

used in the Federal Order in discussions on various plan
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al l omances. | think they're appropriate for use for the
val ue that they are, Your Honor

| nean, it's a situation that we have provided the
raw data on which he's based his opinion. They can question
himon it. That's part of that exhibit. The one of CDFA is
a governnent report.

JUDGE HUNT: And they can cross-exanine him |[f
he's relying on those docunents, then they can cross-exam ne
himon his reliance on those Cornell studies and the
California study.

MR, BERDE: Your Honor?

JUDGE HUNT: M. Berde?

MR. BERDE: The rules, the evidentiary rules in
t hese ki nds of proceedings, in adm nistrative proceedi ngs,
are very generous and state in substance that the kind of
evi dence that may be received, that is hearsay evidence, is
the kind of evidence that may generally be relied upon by
persons in the daily conduct of their business. [It's that
br oad.

Certainly what has been presented here is the kind
of evidence that persons in the dairy business certainly,
which is what we're involved in here, would certainly rely
upon in judgi ng how they shoul d conduct their business, so
don't see any basis for objecting to that kind of evidence

even though it may be unusual that testinony from another
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hearing is offered as evidence in this proceeding, yet if it
contains material that might generally be referred to and
relied upon and has an inherent reliability, it certainly
may be received and it has been received in these kinds of
proceedi ngs.

JUDGE HUNT: Thank you, M. Berde.

M. Cooper?

MR. COOPER: The rules of practice here provide
that every witness shall before proceeding to testify be
sworn or meke an affirmation. On the other hand, it also
provi des that the Judge may take official notice of nmatters
as are judicially noticed by the Courts of the United States
or of any other matter of technical, scientific or
comercial fact of established character

It would seemthat we might well notice the
publ i shed docunment by Dr. Stephenson and Novacavi ck and the
actions of the California Departnment of Agriculture, which
appears to be sone sort of an announcenment of their findings
or their prices. | really didn't read the thing.

The third item the testinmony at a different
heari ng, seens to be sonething that goes beyond the scope of
the type of things that would be officially noticed in the
Courts of the United States. Dr. Cropp wasn't under oath in
this proceeding or subject to cross-exanmination in this

proceeding. This wasn't some sort of a published study that
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was subject to any sort of review or peer review or
whatever, so | don't see where it shoul d be received.

JUDGE HUNT: M. Rosenbaunf

MR. ROSENBAUM  Your Honor, | had not realized
this California docunment was in these materials. | have no
objection to that comng in. | think an officia
publication of a government agency of this nature should
come in. | have no objection to that of the three
document s.

| strongly object to Dr. Cropp's testinony com ng
in, and | guess M. Cooper is on my side, so |I'll say no
nore on that issue.

On the third issue of the study, | think that
needs a witness. Wth all due respect to M. Berde, | have
a copy of the procedural rules, and | see no reflection of
any rule that says if it's sonmething that people in the
dairy industry rely upon that it's adm ssible. | just don't
see any | anguage remotely like that.

JUDGE HUNT: Thank you. Al right. I1'mgoing to
make a bifurcated ruling, and I'"'mgoing to allow the first
part of 26, the Cornell studies, to be admitted and the
reference to the California. That will be admitted together
as Exhibit 26.

/1

11
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(The docunent referred to,
previously identified as
Exhi bit No. 26, was received
i n evidence.)
JUDGE HUNT: As to the testinony of Professor
Cropp, to nme that's a roundabout way of getting his
testimony here in the record without having himsubject to
cross-exanination, and that is the ground rule here; that if
you want to testify and have your testinony considered, you
have to be subject to cross-exami nation. He's not here, so
I will not admit --

MALE VO CE: He is.

JUDGE HUNT: Oh, he is here? Oh, well. | take
that back. | apologize. |If he wishes to be cross-exam ned
on that statenment, | wll --

MR. YALE: Proponents No. 1 call to the stand Dr.
Cropp. No.

JUDGE HUNT: That's your option. If you want to
call himon that basis and have himexanmined, I'Il allow
this information. Oherwise | will not.

MR. YALE: All right. Thank you, Your Honor. W
woul d request, though, that our objection be noted, that it
acconpany the record and al so our proffered exhibit
acconpany the record for further consideration by the

Secretary.
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JUDGE HUNT: It will be as an offer of proof.

MR. YALE: Thank you.

JUDGE HUNT: It will acconpany the record, yes.

MR. YALE: Thank you, Your Honor.

JUDGE HUNT: The Secretary may reverse ne or the
Adni ni strator.

MR. ROSENBAUM  Your Honor, as a technical matter,
we have a problemin that we have one exhibit, some of which
has been admitted and sone of which has not. | wonder if we
can --

JUDGE HUNT: Just separate the two.

MR, ROSENBAUM -- separate that?

JUDGE HUNT: Separate the two.

MR. ROSENBAUM  Have perhaps the testinony of Dr.

Cropp be Exhibit 26-A or sonething of that nature?

JUDGE HUNT: Well, it's an offer of proof.
MR. ROSENBAUM | see.
JUDGE HUNT: It will just acconmpany it as an offer

of proof.
MR, ROSENBAUM  Very wel | .
JUDGE HUNT: The rejected portion of 26.
Have you given the copies yet to the court
reporter, M. Yale? M. Yale?
MR. YALE: Yes. Yes.

JUDGE HUNT: Have you given the copies to the
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reporter?
MR. YALE: Yes, we have.
JUDGE HUNT: |If you separate those as | indicated?
MR. YALE: We can do that.
JUDGE HUNT: In the part that is separated, M.
Court Reporter, put that as a separate file and not accepted
as evidence, but as offer of proof. It will acconpany the
record. That is Dr. Cropp's testinony.
Al right. | will admt that part of Exhibit 26
as indi cat ed.
MR. YALE: Then with that, Your Honor, at this
poi nt our direct exam nation is ended, and we'll make M.
VandenHeuvel available for very limted cross-exan nation.
JUDGE HUNT: Good luck. Good luck. All right.
M. Rosenbaun? Oh, |I'msorry. M. Mrshall?
Well, M. Marshall is already there. ['ll let you go first.
MR, MARSHALL: Thank you.
CROSS- EXAM NATI ON
BY MR. MARSHALL:
Q Good afternoon, M. VandenHeuvel .
A Hel | o, Doug.
Q Before | get into what | was preparing to do,
could I ask a clarifying question that may be procedurally
awkward? Could you refer to Exhibit 26 and tell ne where it

now ends?
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Real ly ny question is did Dr. Cropp's testinmony
that's not part of Exhibit 26 any nore include all the
tabl es at the end and the graphs?

A Yes. Those were part of Dr. Cropp's testinony.

Q Okay. So it now ends after sonething called --
A Yes.

Q After the CDFA document?

A Yes. That's where it ends.

JUDGE HUNT: |Is that the extent of your cross-
exam nati on?

MR. MARSHALL: No.

JUDGE HUNT: W shful thinking. Somehow | figured
it wasn't.

MR. MARSHALL: M. VandenHeuvel, Your Honor has
been ki nd enough to allow me to use himas an expert on
California to put one mnor point into evidence, so what |'m
going to do is ask the assistance of others here to pass out
t hese docunents. Let ne take six up, and I'Il ask it be
mar ked.

JUDGE HUNT: You are offering this as a proposed
exhi bit or marked for identification?

MR. MARSHALL: Yes.

JUDGE HUNT: It will be 27 then. W'I|Il have those
avail abl e for the reporter.

11
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(The docunent referred to was
marked for identification as
Exhi bit No. 27.)

JUDGE HUNT: The docunent that you were nust given
by M. Marshall will be marked for identification as Exhibit
27.

BY MR MARSHALL

Q M . VandenHeuvel, | believe you testified earlier
that you've not nissed many California hearings over the
years and want to ask if you recognize this docunent?

A Yes. | generally recognize this docunent as being
a cheddar cheese processing cost docunment that is published
on a regul ar basis by the Dairy Market Branch of CDFA.

Q I notice the lower |eft-hand corner of the
docunent has a date. Wuld this be part of a series of
reports and particularly the version of that series that was
i ssued with data as of August of 1989?

A It certainly appears that way. Yes.

Q We had earlier in this hearing sone nmetaphysica
di scussi ons about the difference between sinple averages and
wei ght ed averages, and | was wondering if there's anything
i nsightful that you find here in this exhibit that m ght be
useful for purposes of pursuing these netaphysics?

A Yes. It appears fromthis chart that in the

August, 1989, report from CDFA the wei ghted average was
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hi gher than the sinple average.

Q More interestingly, do you recall the
ci rcunst ances of the 1989 hearing and why there mnight have
been such a result?

A | don't know that this -- the publication of these
reports does not necessarily coincide with a hearing, but
when they publish this report, and the time frame under
which this report covers seens to indicate that there were
one or nore large volune plants in this cheddar cheese
survey whi ch had obviously significantly higher costs than
t he average.

Q Okay. Departing then fromthe specific exhibit
and the nunbers, can you discuss generally how the State of
California in their hearing process deals with the nunbers
that are devel oped through these kinds of studies in

determi ning the make al | owance?

A Yes. California keeps very good -- at | east
that's my perception of it -- audited data on processing
costs, but it has -- the State of California as a policy

matter has been adanant about refusing to outline a specific
policy as to how they derive make al |l owances.

They obviously include these costs. These cost
studi es weigh heavily in their decision making process, but
the level actually of the make all owance does not bear at

|l east to any of us who try to read the tea | eaves on what
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they're trying to do. There's no discernable pattern
between the |l evel of costs and what the actual nake
al | owance is.

Q Do you nean, sir, that they do not automatically
use the wei ghted average price or cost?

A They do not. They do not.

Q And in fact use judgenent, independent judgenent,
as near as you can tell, in setting the anounts?

A That is certainly the case.

Q In your prepared testinony, | believe in

di scussi ng nake all owances you suggested that if there are
policy considerations that USDA woul d want to consi der that
the make al l omance woul d be the place to do that. Did I
recall that correctly?

A Yes.

Q And is that essentially what the State of
California does?

A Yes. Let ne finish the yes. They do use policy
considerations in the nmake allowance. That's not by
i nference to conclude that they've got the other parts of
their formula right.

Q | understand. | understand that clarification to
your answer.

Back to the circunstance then at which you recal

this one particular plant, high cost plant, being out of
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line. Do you have a recollection as to how the State of
California went about establishing a make al |l owance at that
time of approximately 1989 to determ ne whether this
particul ar high cost plant would be covered and i ndeed what
ot her plants would or would not be covered?

A To be honest with you, | can't exactly recall the
exact nunber that they came up with, but they came up with a
nunber that was less than 20 cents for the nake all owance,
and | don't -- it's been awhile since |'ve actually | ooked
at it to refresh my nenory what the actual nake all owance
was when they established a make all owance that woul d have
been, you know, sonmewhat based on these costs.

MR. MARSHALL: | think we'll have other evidence
from whi ch that can be generated.
Al right. Your Honor, at this point | would ask
that this Exhibit No. 27 be received.
JUDGE HUNT: |s there objection to Exhibit 27
bei ng entered into evidence?
Hearing no objections, Exhibit 27 will be adnitted
into evidence.
(The docunent referred to,
previously identified as
Exhi bit No. 27, was received
in evidence.)

MR, MARSHALL: Continuing on along that sane
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line --

JUDGE HUNT: M. Marshall, at this point |
understand the snack bar closes at 5:00. Since we'll be
goi ng on beyond that, sonebody m ght want to get a snack so
we'll take a 20 minute break at this point.

(Pause.)

MR. ROSENBAUM  (***M SSI NG TESTI MONY***) with
respect to a one page article that he wote, which we would
like himnot to have to read into the record. Therefore,
wi |l put copies on the back table, and then he can take the
stand and be questioned about it, but he won't have to read
t he whol e thing.

JUDGE HUNT: No. That's not a requirenment. They
have an opportunity to see his testinony in advance, so --

MR, ROSENBAUM | just want to nmake sure everyone
knows they have that opportunity.

JUDGE HUNT: Sure. Thank you, M. Rosenbaum

Anyt hi ng el se before we break? Okay. W now have
17 minutes for a break.

(Wher eupon, a short recess was taken.)

JUDGE HUNT: We're back on the record, please.

BY MR MARSHALL

Q M. VandenHeuvel, before we broke we were talking
about sone California process, admnistrative process, back

in 1989. You had nentioned earlier in your testinony that
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you had participated in the original hearings at which the
IV-A and | V-B prices were established and the different
formul as.

Just to make the point for the benefit of people
who are looking to California for both good things and bad
things, did California cone up at a certain point in tine
with a fornmula by which the inplicit conversion cost that
was all owed woul d i ncrease as the price of cheese went up?

A Yes, it did. The original IV-B fornula did
i nclude for shorthand a rising nmaeke all owance. As the price
of cheese would increase on the narket, the margin for the
pl ant woul d al so increase.

Q And do you recall the policy consideration there?
Was that to encourage new i nvestment in cheese plants at
that time?

A | tell you, | can't say what the policy
consi deration was for doing that other than the obvious,
whi ch was that as the market price for cheese went up, the
margin for -- you know, thereby the producer price going up
that the margin for the plant would also go up

Q You referred to the California state phil osophy as
bei ng mercantilist, nmercantilist being a reference to the
use of state power to expand the nmerchant class within the
state.

Do you recall what the inpact of that nuch greater
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make al | owance because of the price adjustnent, what that
did interms of allowing California to expand its sal es of
cheese across the nation?

A Actually, California' s decision to move froma
make al |l owance and a pricing fornmula that essentially
mrrored the MWto kind of going on their own took place
initially, the first steps to that, in 1982. They adopted a
make al |l owance t hat exceeded, you know, not only wei ghed
average cost, but it was a very, very generous nake
al l omance, and California set off on a course to expand
pl ant capacity.

If you'll recall, in 1982 the national dairy
i ndustry was -- you know, warehouses around the country were
bursting with surplus butter powder and cheese, and
production was increasing. California increased the margin
to its plants to encourage plant capacity, but obviously
there was no increase in national demand for that product,
but the Commodity Credit Corporation was comitted to buying
everything offered to it at the support price.

Q You have been at tinmes both a critic and a
supporter of the California system | assune you've just
given us one of the criticisns.

A Anyone who has ever followed any California
heari ngs probably couldn't miss ny criticism

Q The question that that poses then is the Secretary
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of Agriculture has to nmake a decision about pricing in
non- Federal Order areas. At the one hand here you've just
provi ded what m ght be advice that you not see USDA get into
the sane trap. On the other hand, you're noting that
there's a conpetitive reality there that those of us in the
west ern manufactured products industry under Federal Orders
have had to deal with.

A There's no doubt that western -- you know, the
Paci fic Northwest has a problem you know, and has had --
because of their ability to conpete.

I think at least on the butter powder side | think
it's inmportant to note that California has significantly
reduced its nmeke all owance since 1982, you know, in no snall
part due to the pressure that, you know, my coll eagues and
and ot her producers have put on the system and al so, you
know, cooperatives too have, you know, supported fromtine
to time reductions in, and |I'mtal ki ng manuf acturing
cooperatives. Reductions in the butter powder nake
al | owance.

Q That reminds nme. | was going to ask if you recal
the reason why the forner Class IV-B forrmula for mlk used
to produce cheese was nodified to take out that factor that
I had asked about by which the inplicit make all owance woul d
increase as the price of cheese went up. Do you recall why

they reversed that policy?
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A I don't have any -- | would have to go and re-read
the findings to refresh nmy nmenory about why they exactly
took it out.

Q Suffice it to say either things changed or the
phi |l osophy was found to be inappropriate, right?

A (Non-verbal response.)

Q Al right. Let's shift gears to the part of
your -- well, let me just follow up on that |ast point.

Wth respect to your clients, the Western States
Dai ry Producers, through their trade associations, would it
be your position that as a policy matter USDA shoul d
consider price alignnment with California as it establishes
pricing under Federal Orders?

A Qur view is that they should not.

Q And the reason for that woul d be what?

A Because California -- if you want to catch
California, there's no guarantee that you'll catch them and
that they won't just go further, drop bel ow

If they are committed, if California is comrtted
to a policy that keeps their plants with an advant age,
| owering the federal prices to the California levels is no
guarantee that that so-called alignment will be achieved.

Q Is that your opinion, or is that the opinion of
the state trade associations in the west that you represent?

A Well, it certainly is nmy opinion, and | believe it
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reflects pretty nmuch the general consensus of the people we
represent.

We have worked hard, M. Marshall, inside of
California to seek to, you know, nove California up and to
close that gap. You'll recall in 1997 we nade quite a
valiant effort at that, and | can assure you that we haven't
ever wavered in our comitment to that, and we'll continue.

Q Turning to the other aspects of your testinony,
let me start with the general topic of CVME versus NASS.
First of all, a technical question with respect to Figure 4
of your inmediate table that's within Exhibit 25. You had a
graph that was up on the screen.

A Ri ght .

Q I noted that you used the conpared California
nonfat price to the central states NFDM report rather than
the western survey. WAs there a reason for that that you
recal | ?

A Yes. The California plants, as | understand it,
were part of the western, so when you got a western report
it included some of the California data in the western
report, so what we were really |l ooking for is the best
series to reflect the spot price, the current market price
of powder.

Q Do you have --

A That's why we picked the central states.
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Q Do you have an understandi ng of the vol une of
transactions of nonfat dry mlk that are included typically
within that central states survey that appears in Dairy
Mar ket News?

A No.

Q Are you aware that many tinmes there's so few
trades reported that they will not report price, but sinply
use the last week's price and not issue a new price?

A Well, that's certainly possible, but obviously
during this time frane there was quite a bit of price
novenment. That was the purpose of the exercise was to
denonstrate -- it's very difficult when you have powder
prices that are flat for extended periods of tinme. Then the
di fference between the NASS and the CME doesn't change.

I think we've had testinony earlier in this
heari ng and tal ked about that, and so in order to
denonstrate the circularity you have to pick a period of
time that includes tinme when there is a market price for
powder that significantly noves, so we're seeking in the
central states price was the closest replication we could
get to an indication that there was a demand for powder.

Q | understand the --

A W were trying to track that denmand and see what
happened. How did the California prices respond?

Q | understand that you have sone statistical issues
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you had to overcone in using this and understand why you
used it. You've indicated you don't have an understandi ng
as to whether the market was thin or widely traded as
reported in that central states survey.

Just pointing out to you that often it appears
that even when the California line is wiggling up and down
reflecting market novenent, there are many tinmes when, for
exanple, in 1997 there the central states is absolutely
flat.

Do you know whet her that |ine being flat
represents a lack of trading activity in the central states
of nonfat dry mlk, at |east as reported to NASS?

A Well, | don't -- | won't pretend to characterize
vol umes.

Q Do you have a know edge of the percentage of
nati onal nonfat dry m |k production that's produced east of
t he Rocki es versus west of the Rockies or any other
geogr aphi ¢ under st andi ng of where powder is produced?

A I have a general know edge that there's a | ot
produced in the west, but | don't have any specific nunbers.

Q Woul d you accept roughly 60 percent of the
nation's powder produced in the western states?

A I couldn't -- you know, if you say so; especially
if you, Doug Marshall, say so. | nean, you're a credible

source. The only problem | have is that | can't testify
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just on that, but there's a |ot of powder nade in the west.
There isn't any doubt about it.

Q So the typical nmovenent of that powder is towards
the central states, is it not?

A I would trust that if there's a |lot of powder
produced on the west coast that sone of it's got to nove to
ot her parts of the country.

Q Have you evaluated the data in the exhibit we're
tal king about with respect to transportation costs and
whet her that woul d explain the difference between the
central states line and the California |ine?

A I haven't. | haven't analyzed the transportation,
but that wasn't the point of it. The point we picked the
central states was because we needed to pick a price series
that wasn't specifically influenced specifically.

It would be sonewhat influenced because sone of
those buyers | assunme in the central states may be buying
western powder or even California powder so they would be
i nfluenced by that, but we were trying to do the best job we
coul d of picking what woul d npst closely replicate a spot
mar ket price for powder and sinply to conpare what happened
to that spot market price powder to what happened to the
price of the California weekly average when we know that a
good chunk of that California weekly average price, the

survey volunme, is index priced to the week before survey
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price.
Q And | understand that that was the purpose and

that you're also trying to denonstrate slower rise and a

faster fall --
A Ri ght .
Q -- than the central states rise.

A And that's really the whol e point of the graph.
Q And your point is further then, | take it from
what you just said, that that is due to the circularity

rather than --

A Ri ght .

Q -- to any other factor?

A Ri ght .

Q If | remenber, when | get to be a witness and if |
ever get to be a witness, | might be testifying to the
following effect, and ny question will be do you have a

conment on this.

Do you have a comment on my theory that the slower
to nmove up and the faster to nove down reflect narket
saturation of a narrow market and the geographic barrier
that takes sonme tine for powder to start noving after a
di sequilibriumoccurs in the central states?

A Well, ny coment to that, having lived through
t hese periods of tinme and having watched the California

powder price and knowing it was going to set nmy IV-A mlk
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price and watching it just really drag behind, we knew
powder was short, and we knew powder -- | nean, you know,
powder got up to about $1.30, and then you' ve got a
California weekly price when it's at $1.30 of $1.17.

Okay. If you look at the line that's on 6-23-96,
that was a week after ny birthday. | was really feeling
blue. [I'mnot kidding you. This was a subject of
conversation anmongst producers. You know, we're not stupid.
We | ook at these price relationships, and so there was a | ot
of pressure on our own cooperative managers who sell this
powder. They had to figure out a way to get that price up

I'"'mnot going to go into any details about how
t hey mi ght have been able to do that, but some way or
anot her they figured out a way to get that actual price to
move from $1.17 to it |ooks |ike about $1.26 over about, you
know, a month or nonth and a half, but it's a tough thing.

You know, there's an inherent problem and the
real problemw th the NASS is that actually for California
powder makers, all of whomare nmy friends, so this isn't
personal, but this is a no lose deal. |f you can get your
mlk -- if you can get your end product sold at the NASS
price and your nmilk price is based on the NASS price and
there's enough in the nmake all owance to cover your margin,
you' re taken care of, so if you can get all your product

sold at that NASS price and end powder, you know, from what
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| understand there are powder plants that are able to
contract for alnmost all of their powder, if not all of their
powder, at these index type prices.

Q Are you aware of any indexed to NASS?

A None that | know of.
Q It's common in California --
A I"mtal king about in California, okay? M big

fear and our big fear is it's in the cheese plant, the
butter plants' financial interest if they can lock in their
product price, and that's directly tied to the price they
need to pay producers and there's a sufficient nmake
al | owance.

We're not arguing there shouldn't be a sufficient

make al | owance, but if we've inoculated the plants from any

real notivation to nove prices how will these things nove?
Yes, the econonmic purists will say well, eventually there
won't be enough m |k and sonehow or another they'll have to

nove the price up.

Sonmeone has to be first, and it's a question, like
we said in our testinmony, of when and how. That's why we
see the CME as being such a much nore preferable alternative
and --

Q Let's tal k about --
A And in listening to sonme of the problens,

especially M. Rosenbaum continues to bring it up about, you
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know, you've got the NASS price setting your product price,
and you've got the nmeke all owance, and the producer gets
everything that's left.

Well, 1 guess in that scenario you're stuck as a
processor if the nake allowance isn't covered, whereas in
the CME you have the opportunity. That NASS price -- the
CME price you can negotiate, you know, above the CME price,
and you have that opportunity. You have nore flexibility.
It's another flaw in going with the NASS product price
series to set mlk prices.

Q Have you ever exanined the correl ati on between
California prices and the CME price?

A For what product?

Q I"'msorry. For nonfat dry m |k powder.

I haven't done a specific study of that one.

Q I think you' ve find there probably isn't much
trading in nonfat. That's the problem

A Well, why should there be?

Q Yes.

A | nmean, there hasn't really been any narket
novenent. Let's face it. W nmake an awful | ot nore nonfat
dry mlk than what we have donestic sal es of nonfat dry
m | k.

Q Are you proposing that a CME i ndex be used or CME

trading price be used for nonfat dry m | k?
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A Yes, we are.

Q Let's explore just nonfat for a nonent, though
think it applies to other products. Let's explore howthis
woul d work in a market in Chicago where 60 percent of what's
made is in I'll call say the west coast. The CME price
reflects the value of in this case nonfat dry mlk at
Chi cago, does it not?

A To be honest with you, | don't know the exact
delivery requirenents of the CME.

Q Okay. Do you know what they are for cheese or for
butter?

A I don't have any specific know edge of what the
delivery requirenents for CME are.

Q I'"mgoing to represent to you that when, for
exanpl e, a cheese plant at Sunnyside, Washington, sells
cheese on the Chicago Mercantil e Exchange at a given price
it does not receive that given price, but instead receives a
| esser price reflecting a transportation adjustnment. Are
you familiar with that at all?

A I"'mreally not famliar with the transportation
adj ustnent, and | woul d assune that probably depends on
where you deliver the cheese to.

Q That is correct. Location of the cheese. Right.

A | would assune that if there is some kind of

adjustnment, it's somehow tied to that.
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Q Well, the way it works then, as you would
| ogically deduce, it is whether it's picked up FOB Sunnysi de
and suffers that |ocation adjustnent or whether we deliver
it closer to Chicago, there's a freight cost that reduces
our net price.

I want you to assume that since you're not
i ndependently aware of it and ask you how a CME price would
work in valuing powder at its location value in Chicago when
all of it has to be -- | shouldn't say that; when 60 percent
of the powder -- let's use a round nunber of 60 percent --
is produced in the west?

A I don't know that the delivery point for CME
powder is in Chicago. Is it? You're not a witness. |
don't know where the delivery point for CME powder is.

Q You woul d acknow edge that if the delivery point
were in Chicago that that would be a problemthen with
maki ng this work, would you not?

A I don't know that it would be a problemin meking
it work, but it's an issue.

Q I have the sanme issue with respect to cheese.

"Il represent to you that with the Chicago Mercantile
Exchange the delivery area or the target delivery point is
within 300 mles of Green Bay, W sconsin, and that the
freight adjustnent that | hypothetically described or asked

you to hypothetically consider -- it's not a hypothetical
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but you have to consider it hypothetically; that that
adj ustmrent from Sunnyside to Chicago takes let's just use a
round numnber of four cents off of our net price.

How does a western cheese or, for that matter
butter or powder nmanufacturer play, to use one of your
suggestions in your testinmny? How would we play at Chicago
and rmake that system of price discovery work?

A You would -- you're assunming | know things | don't
know, which --

Q Maybe | should withdraw the |ine of questioning.

A Which is the whole freight adjustment. W're
| ooking at the CME as an indicator of price.

Q You're famliar with freight adjustnent in the
California state Order, are you not?

A There is a freight adjustnent on cheese and on
butter.

Q And why is there a freight adjustment? |Is that an
adj ustnrent fromthe CME price?

A Yes.

Q And why is there a freight adjustnent or
transportation adjustnment fromthe CME price? Do you know
the theory of that?

A Well, the theory on cheese was that CDFA did a
survey of what plants said they were paying for -- what they

were getting for cheese, and it showed that they were
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getting over the period in their survey, which is about a 15
nmont h survey, about a penny less or 1.2 cents less than the
CME for their cheese, so they adopted CME minus 1.2 cents in
the I V-A fornul a.

On the butter, it used to be five cents. They
lowered it to 4.5 cents. That was a subject of the 1997
hearing. There was sonme testinony to lower it to three.
They decided to keep it at 4.5, and they -- you know, that's
been in there in various forms for a long tine.

Q Coul d you |l ook at page 14 of your testinony, which
is Exhibit 25? The CME is open and honest, the third
sentence, | guess, fourth sentence there. "There are many
pl ayers on all sides of the transaction, and any one of them
can play."

A Ri ght .

Q Were there not a transportation allowance in the
California Order, could a California cheese or butter plant
pl ay at Chicago?

A They can play on the CME. Sure. They do it al
the tine.

Q What woul d the economics be for themif there were
no transportation credit or adjustnent |lowering their price
in the California state Order?

A | don't know. That's another issue. | nean, the

i ssue here on the CME is can they play, and the answer is
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yes, they can. They can be buyers. They can be sellers.
The issue of what they pay for their mlk is another
questi on.

Q Well, | submit to you and give you one | ast chance
to address the subject, if you wish, that w thout sone kind
of a credit to get the milk to Chicago, you play on a
different playing field if you're fromthe west.

A If you're trying to nove your product into
Chi cago, there is sone validity to that concern.

Q Okay. Thank you. Let's talk about | thought you
guys did sone interesting work there on the inplicit
conversion cost allowance that's built into the historica
rel ati onship between the CME prices and the Class Il or BFP
price.

| refer I think to Table -- well, it's the series,
| guess, of pages, including sone nice color charts, in

Table 2, 1 and 2, of the appendix to your prepared

testi nmony.
A Yes.
Q It seens to ne, |ooking particularly at the graph

that has a horizontal orange |ine and shows deviations from
that, that the point you're making is that the BFP becanme a
nore and nore unreliable indicator of value and that the

Chi cago Mercantil e Exchange price would be a nore valid

i ndi cator of value such that it |eads you to conclude that
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what is a fair price would be judged by the CME rather than

by historical BFP numbers. |Is that correct?

A No. | think the -- you know, | thought that M.
Yonkers did an interesting -- a nice job of describing in
his testinony. He said for decades the Class IIl price was
exactly equal to the market price. |1'msorry. | don't have
page nunbers on M. Yonkers' testinony. |It's probably about

athird of the way in.

For decades, the Class Il price was exactly equa
to the market price as established by the price paid for
unregul ated Grade B milk in Mnnesota and Wsconsin. In
ot her words, market forces did not nerely play a
significant, but a determ native role in setting
manuf actured mi |l k prices.

What we' ve graphed out here is what the market
produced in the way of a conversion margi n when you take --

Q Excuse ne. The market being the Chicago market?

A No. The market being the difference between the
commodity values that were established in the market for
cheese as expressed in either the Green Bay Cheese Exchange
or the CME and what those nmarket prices for product, by the
time they went through all the conpetitive things that went
through in deternmining the BFP or the MWprice, what it
produced in the way of an inplied conversion margin.

What you see there in this data series from
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January 1, 1991, until into 1998, yes, you had a deviation

fromthe nmean, but you had a fairly consistent conversion

mar gi n.
Q Is that a sign to you it was working then?
A It was. Well, that -- | nean, for a period of

seven and a half years that's what fol ks were paying for
mlk, and that's what the cheese prices were on the CME or
the Nati onal Cheese Exchange, and that's what they were
paying for mlk, so there's a -- sonmehow or another if you
buy all the, you know, econom c theory put out by folks is
that over tine you can't pay nore for mlk than what you
coul d get out of the marketpl ace.

For a period of seven and half years here, and we
didn't go back further than January, 1991, but | suspect it
woul dn't be a whole lot different. That was about the
i mpli ed conversion nmargin.

The question on the reliability of the data cane
in, and | think maybe we're going to hear from M.

St ephenson, Dr. Stephenson, you know, and there's others who
can speak to this nore -- in a better fashion than |, but
the quantity of Grade B unregulated mlk was getting so | ow
that it was no -- there was starting to beconme a question
about its statistic validity.

Q Okay. Because of that then didn't | hear you say

in your earlier testinony that the result that that produced
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in 1999 was sonehow wrong; that when you conpare the BFP
that was used under the Order system because of these
frailties it was inappropriately aligned with the CME?

A Wel |, what happened, in our view, is that you're
going along with the MWtype price, a conpetitive pay
price. It needed to be updated. There was an interi mBFP
that was put in, whereas NASS was an updater. You stil
mai ntain that base nmilk price, and you put these NASS prices
in as an updater to that, and then you had sonme wild sw ngs
in commodity prices.

What appears to us is that as those commdity
prices noved up and the NASS assuned that that price would
be passed along to producers, it didn't get all passed al ong
to producers. The Grade B producers were not getting all of
the full value that NASS was predicting, and then when the
pri ces dropped those nmargins increased, so the --

Q Isn't that another way of saying that the CME
woul d have allowed for a greater price for producers than --

A It probably would have.

Q -- the Federal Order system generated through the
BFP?

A That the CME woul d have? Well, yes. W have
acknowl edged in our testinony, even though in the
devel opnent of this final rule our position was that we

needed to stay with a conpetitive pay price, the lack of a
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place to find a conpetitive pay price.

We have acknow edged that we need to go to an end
product pricing system but when we | ook at the results of
that end product pricing systemit cannot greatly deviate
fromthe inplied conversion margins that existed when we had
a conpetitive situation.

Q Well, that's where | was trying to head, and
that's what gets nme to ny question, which is have you
exam ned how your formula would or woul dn't conpare to those
traditional --

A Qur fornmula will get us back into that range.

Q You' ve presented no nunbers trying to conpare, for
exanpl e, historical BFP against the formulas that you' ve

| ai d out here, --

A Ri ght .

Q -- unless | mssed them

A No. We didn't. | think Dr. Yonkers was asked,
and ot hers have been asked. It requires quite a

sophi sticated nodel to be able to do that because you've got
a lot of different factors that are going in to trying to
calculate out blend prices and all of the others, so we have
not specifically tried to guess exactly what that BFP price
woul d be, but we are pretty confident that we're getting
back into that inplied conversion nmargin.

Q If it's out of that range, would you agree that



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

951
your fornmula isn't right?

A Well, it all depends on degree of out of the range
and what direction.

Q And what direction?

A We think these formulas miss quite a bit, and we
think we've provided sonme pretty solid data and proposals to
get us back into that range.

Q | appreciate the fact that you' ve done a | ot of
work here, and | think that that is your goal, but | |ook at
the nunbers, and a quick calculation on the protein price
indicated that it would go up sonething |ike 20 cents a
pound just at first blush as you look at the formula, and if
you assune three pounds of protein that right there by
itself is about 60 cents a hundredwei ght.

A Yes, and that's about what we're short.

Q Well, then you go on with the solids on the powder
side, and you get another two and a half cents tinmes what,
eight, so 16 or 20 cents?

A Well, we don't have -- you know, obviously the
i mpli ed conversion here was an MW BFP, which is very
heavily cheese wei ghted, so we don't have a powder
equi valent so that we don't have a standard there, but |
think we made a pretty conpelling case about the inaccuracy
of that nonfat dry milk yield dividing by 1.02.

Q I don't think I want to spend a lot of tinme on
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make all owances with you. | think others will. | just
wanted to nmake kind of a philosophical -- draw a
phi | osophi cal point out of your testinony and tal k about the
interrel ati onship between what we do use in ternms of yield
factors and so forth relative to the nake all owance.

You' ve indicated at the bottom of page 31 that the
formul as that you advocated are based on industry standards
and current state of technology, and | guess | would ask you
if you would agree with me that sinmlarly the nmake all owance
surveys to reflect only state of the art equiprment as a
result.

A Well, I"'mnot -- you know, | listened to Dr. Ling,
and | thought that he did an admirable job of explaining the
survey that he did. Frankly, | thought Dr. Yonkers did an
admi ral job of explaining how he got to his nunbers. W've
al so got the California nunbers. | have a |ot of respect
for the staff that puts those numbers together.

So | think, you know, USDA is going to have a bit
of a -- you know, a little bit of a challenge to try to
interpret fromthe information that's going to be into this
record where the appropriate place is to come on those nake
al | owances.

What we're advocating for is a policy, and if you
have a different view, you know, you'll be taking the

Wi tness stand. You can put in your point of view
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Q | understand that. |'mnore interested in your
point at the nonent. Dealing with whey cream and assunmi ng
that it all in effect can be reutilized, there's an
equi pnment cost and a technol ogy cost.

A We did not say all. W did account for a two
percent | oss.

Q Wul d you agree with ne to get the higher
recoveries that it takes additional investnent in technol ogy
t hat somehow ought to be reflected in the make al |l owance?

A I don't have any particular reason to oppose that.

MR, MARSHALL: On that positive note, | think
perhaps it's sonebody else's turn. Thanks, Jeff.

JUDGE HUNT: M. Rosenbaunf

BY MR. ROSENBAUM

Q As | understand it, there are three cooperatives
who are joining in your testinony, Select MIk Producers,
Elite M1k Producers and Continental Dairy Products, Inc.

I's that correct?
A Yes.
Q Am | also correct that none of these three own any

processing facilities?

A I'"mgetting signals that they do.
Q Well, do any of them nake cheese?
A Do any of them nake cheese?

Q Do you have any cheese processing facilities that
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are owned by any of those three?
A No.
Q Do you have any butter processing facilities that
are owned by any of those three?
A No.
Q And do you have any nonfat dry mlk facilities

that are owned by those three?

A No.

Q The answer is no as to all of those?

A That's correct.

Q You are aware that 40 percent of the cheese in the

country is nmade by co-ops and even a hi gher percentage of
butter and nonfat dry mlk?
A I couldn't vouch for those exact nunbers, but it

woul dn't surprise ne.

Q | think Dr. Ling had sone figures on that, if you
recal | .

A Okay.

Q Did you meke an effort to seek out support for

your proposal by any cooperatives that actually have
processing facilities of their own?

A We represent those three marketing cooperatives
and trade associations, and that's who devel oped and
presents this testinony.

Q But my question was a little different; whether



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

955
you had sought support for your proposals from any
cooperatives that actually have processing facilities.

A I can't recall that we actually specifically went
in and tried to do anything other than just participate in
various industry neetings that were | eading up and maki ng
various points, but we didn't really go out and seek any
speci fic support for this proposal fromthose types of
cooperatives.

Q At those neetings, did you, for exanple, support
the switch over from NASS to CME?

A Did we support that?

Q Yes. Did you advocate that as a position that you
t hought was correct and you hoped ot hers would support?

A We' ve been advocating that pretty consistently
wherever we -- you know, wherever we've been.

Q Okay. Al right. But for whatever reason, none
of the cooperatives in the whole country that own any types
of those processing facilities have seen fit to support your
proposal ?

A Well, they're going to have to speak for

thenmsel ves. |'mnot going to speak for them
Q well --
A Whet her they do or whether -- | mean, how many

cooperatives? W' ve heard fromthe cooperative

representative of a cooperative trade association, but |
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don't know that we've heard from any other cooperatives.

Q

there's be

A

Q
my questio

A
as | know,
CMVE - -

Q

A

Q
three that

any of you
A
right.
Q
you have -
M1k have?

A

Q

> O >

Q

Okay. As of this point in the testinmony at |east,
en none supporting your proposal?

There have been very few people get to this stand.
The answer to that was yes or no? The answer to
n was yes or no?

Of the people who have been on the stand? As far

we're the first group that has supported the

Okay.

-- as opposed to NASS.

Well, there are no cooperatives other than the
are listed here, so far as you know, that support
r proposal s?

Well, we haven't heard fromthem You nmay be

Okay. Now, | assune that when you tal k about how

- let me back up. How many producers does Sel ect

| don't know for sure.

Less than 20?

I"mgetting signals that it's nore than 20.
Less than 50? You're not getting a signal
The signal went dead.

I"'msorry? | didn't hear that. |'msorry.
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A The signal went dead.

Q | see. Well, | take that as a yes. And how about
Elite? Fewer than ten?

A | don't know.

Q And Continental also?

A I do not know on Continental

Q Al right. Now, because you nentioned that your
menbers of these cooperatives market mlk in ten of the 12
Federal Orders or sonmething to that effect, --

A Ri ght .

Q -- but | take it -- or they're pooled on. Excuse
me. They're pool ed on.

A Ri ght .

Q Mar ket is not the right word. They're pooled on
ten of the 12 Federal Orders?

A That's what |'mtold.

Q But to be pooled on a Federal Order only takes one
| oad of milKk?

A That could very well be.

Q Al right. Now !l want to ask you a question about
your contention on page 5 of your testinony regarding a
conpari son between the current system and the new system and
the ol d system

What |'mreferring to specifically is your

statement on page 5, "The final rule does result in prices
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that deviate greatly fromthe general |evel of the previous
M W and BFP." Do you see that?

A Yes.

Q Al right. The final rule, of course, is based on
t hese NASS surveys, correct?

A The final rule uses NASS price surveys to nove its
product val ue fornul as.

Q Those NASS price surveys first began in Septenber,
1998, correct?

A Around that tine.

Q Now, do you read Horde's Dairyman?
A Do you nean generally? | subscribe to it.
Q Okay. | want to read you a statenment fromthere

and just ask you whether you would dispute this or not.

"Since the final rule was published, we have NASS
data for all nmonths of 1999. Under the actual survey data
that is being used, the calculation of the new Class 11
price during the year just finished would have averaged
about three cents higher than the BFP actually did."

That is to say that had the new rule been in
effect in 1999, the Class Ill price would actually have been
three cents higher than it was under the old rule. Do you
di spute that?

A | don't dispute that as being accurate. | have no

way of knowi ng independently whether that's accurate, but |
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trust you're reading froman article by Dr. Stephenson, who
is certainly a credible man.

Q But | just want to nmke clear. You are not in
this section --

A We're not disputing that the BFP for 1999 tracked
what the final rule would have been for 1999. What we're
disputing is that that is the correct standard for which to
conpar e

Q Okay. You're not disputing that for the entire
period fromwhen the NASS data first becanme available in
Sept enber, 1998, through the present that there is any
substantial difference between what the price would have
been had the new approach been in place than what the price
was under the old systenf

A No. In fact, | think we nake that point ourselves
in one of these tables.

Q Okay. So that if one is concerned about conparing
the old rule and the new rule for all periods for which we
have data avail able froma NASS product price perspective,
the newrule is doing a pretty darned good job of tracking
what the old rule would have done?

A The new rule is doing a good job of nmintaining
t he hi gh conversion nmargi ns that becane enbedded in | ate
1998 and 1999.

Q "' mwondering. That's based entirely on this
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table, on this calculation, Table 1, right, your inplied
conversion margin, NCE CME to BFP, 1991 through 19997

A Uh- huh.

Q Is that right?

A Well, that's just a reflection of those inplied
conversion rates.

Q Well, that's where -- you draw the concl usion
you' ve drawn fromthe figures in this table, correct?

A Essentially.

Q Who did this table?

A This table was done by a group of folks, but
actually Ben Yal e hel ped us develop this set of data based
on the data that was available fromsources during that tine
frame.

Q I wonder if you could turn -- and your point is,
if | understand you correctly, that you think that the
rel ati onshi p between the margi n under the NCE CME versus the
BFP is large in 1999. That's one of your points?

A Coul d you repeat that question?

Q Yes. You said the margin was large in 1999
conpared to previous periods?

A Yes.

Q Isn'"t there a big mstake in this table for
Decenber, 1999?

A | don't know. I's there?



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

961
Q | think there is. | nean, the cheese price didn't
jump from $1.18 to $1.51 between Novenber and Decenber
1991.
A 19917
Q 1999. Excuse ne.
A I would have to check to be able to independently

confirmthat.

Q I"'mgoing to do that for you. Just a second.
(Pause.)
Q That's an excerpt fromdairy market statistics,

whi ch have been officially noticed, so |I'mnot going to nake
it a separate exhibit, but could you tell ne what the price
really was that was reported by the CME for Decenber, 1999?

A The 40 pound bl ock price for Decenber of 1999 was,
according to this chart here, $1.1545 cents.

Q Okay. So your chart overstates that by -- well
by a lot. By 35 cents, right?

A It does.

Q And that had the effect of driving up the
di fference between the NCE CME -- well, you show that the
conpari son of the margin of NCE CME versus BFP for Decenber,
1999, was $5.72, correct?

A Ri ght .

Q And that's overstated by what, a factor of four?

A Yes, it is.
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Q Okay. Which that had the inpact of driving up the
1999 nunber by a consi derabl e amount ?
A It did. You're right. You're right.
Q You testified as to the existence of these alleged
I ong-termcontracts that require farners in the west to

provide milk at the mnimm federal price, correct?

A | amtold that those contracts exist. Yes.
Q Since you're the only witness so far on this, |
want to focus on that. O course, | take it your mlk is

not federally regulated, is it?

A It is not.

Q Okay.

A It's regulated. Just not federally.

Q Yes, but you don't have -- you obviously are not

yourself in a long-termcontract at a federal m ninumprice?

A That is correct.

Q Do you personally know whether Select is in such a
contract?

A | amtold that --

Q Well, no. This is a personal question, you know.

I nean, if sonmebody el se wants to take the stand they can,
but, | nmean, --

A | do not have --

Q -- there's alimt to how nuch you can | ook at

people in the crowd.
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A It's nmy understanding that such a contract exists

in New Mexi co.

Q Okay. But you yourself have not seen that
contract, | assunme?

A | have not seen the contract.

Q Leavi ng asi de New Mexico, | take it you have not

personal ly seen with your own eyes any such |ong-term
contract requiring people to sell mlk at the federa
m ni mum price?

A I have not personally seen it with ny own eyes,
no.

Q Okay. Let's talk about the CME versus the NASS
survey for purposes of determ ning whol esale prices. Just
to clarify, on page 7 you say that virtually every proposa
regardi ng the NASS survey either requested to be replaced or
that there be nandatory reporting and audits.

| just want to clarify. Yours is the only
proposal suggesting it be replaced, correct?

A To my know edge, it's the only one in the record
that I know of that specifically asks for it to be replaced.

Q Al right. And you're aware the question whet her
the CME prices should be used was sonething that was
addressed in the final rule, correct?

A Yes. There was a passage on it.

Q And in fact there was no change fromthe proposed
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rule to the final rule on that question, correct?

A Well, | hope this isn't a trick question. |
haven't thought about the proposed rule in awhile, so
can't --

Q Okay.

A If you say that to be the case, | certainly
woul dn't di sagree with you.

Q I"'mtrying to see whether this is sonmething that
changed between January, 1998, and April, 1999.

A Do you nean when the proposed rul e becane the
final rule?

Q Yes. That's what |'msaying. |'msaying --

A There was a devel oprment of this NASS survey, and
there was an indication from USDA that that was the

direction they were headed.

Q That was in the proposed rule back in January,
19987

A | believe you're correct. Yes.

Q Okay.

A We objected then, too.

Q Wel |, | understand, but there has been sone notion
that the hearing should partly address the fact that there
were sone di fferences between the proposed rule and the
final rule.

I just want to make clear that you agree with ne
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that the question whether the NASS survey woul d be used or

the CME prices would be used, that's not one of the changes,

correct?
A Bet ween the proposed rule and the final rule?
Q Yes.
A The fact that it relied on a NASS price series?
Q Yes.
A That was not changed, | guess, between the
proposed rule. | would take your point on that that it was

not changed between the proposed rule and the final rule.
MR, ROSENBAUM  All right. Now on the CME. On

the CVE, | want to have marked as what ever the next nunber

JUDGE HUNT: Twenty-eight.

(The docunent referred to was
marked for identification as
Exhi bit No. 28.)

MR, ROSENBAUM | ' m havi ng copies of this nade
right now This is drawn fromthe CME website that
describes what it takes to qualify as a CME price.

BY MR. ROSENBAUM

Q There was sone questioning from M. Mrshall about
where the sale had to take place. | wonder if you could
just tell us for each of the three products covered what

t hat docunment shows us?
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A Well, there's -- | apologize. | don't want to be
difficult, M. Rosenbaum but I'mnot at all famliar with
t he docunent that you' ve given ne, so sonme of the terns on
here and the abbreviations are things |'mnot familiar wth.
Q I'"'m not asking you to read the whol e thing, but
there's a columm for each of the three products, butter
cheese and nonfat dry mlk, that sinply describes the
| ocations for delivery. |1'mjust asking you to read those.

A certain nunber of mles from--

A It says in a colum headed Strike Price Interval/
Not es --

Q Okay.

A -- on spot butter it says, "Par delivery area,"

and |'m assum ng par has sonme neaning in that sentence,

al though it escapes ne. "Approved facilities in Chicago.'

Q Al right. Could you do the next one?

A Is that what you want ne to read?
Q Yes. And the next one, please, for cheese?
A Par delivery area within 300 nmiles of G een Bay,

W sconsin," and on nonfat dry mlk, "Par delivery area.
"Approved facilities within 300 niles of Chicago. Delivery
fromother approved facilities in U S. is mde with a
freight allowance."

Q Okay. You do understand when the CME reports a

price it's reporting a price of a transaction that takes
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A Well, if | extrapolate fromwhat you' ve given ne,

the delivery needs to be made in these areas as descri bed.

Q Okay. Al r

transactions which in your

ight. And it's the prices of those

determ ning the national product price for calculating

m ni mum prices through the Federal Order systenf?

A That woul d be the --

JUDGE HUNT:
(Wher eupon,

JUDGE HUNT:

Is that a fire alarnf

a short recess was taken.)

Back on the record.

approach would formthe basis for

MR. ROSENBAUM  Your Honor, if | have not done so,

I'd like to nove Exhibit 29 --

JUDGE HUNT:

Twent y- ei ght .

MR, ROSENBAUM  Twenty-ei ght into evidence.

JUDGE HUNT:

Any obj ections?

MR. ROSENBAUM  Copi es are bei ng made.

JUDGE HUNT:

No obj ecti ons.

(The docunent referred to,

previously identified as

Exhi bit No. 28, was received

in evidence.)

BY MR. ROSENBAUM

Q One of the products that you are proposing to be

priced off the CME for

pur poses of the federa

formula is
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nonfat dry m |k, correct?
A Correct.
Q Al right. Let nme show you the docunent that's
previ ously been marked as Exhibit 6.
MR, ROSENBAUM | now have extra copies of Exhibit
28, by the way, for anyone who wants one.
BY MR. ROSENBAUM
Q Do you see that that exhibit reflects the quantity
of transactions on the Chicago Mercantil e Exchange for

various products --

A Yes.
Q -- during 1999? And do you see that, for exanple,
for the nonths of -- well, do you see that for every nonth

during 1999 there are no sales actually shown as havi ng
taken place on that Exchange?

A No sal es for which product?

Q Nonfat dry mlKk.

A Yes, | see that.

Q Okay. And yet that woul d be the Exchange that
woul d set the price that would have to be paid to farmers
for mlk going into the products for which the nonfat dry
m |k finished product price has a role to play?

A Ri ght .

Q Now, | assunme that that's not because there

weren't any sal es taking place anywhere in the country of
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that product during that tine frane?

A | imagine there was an awful | ot of that product
t hat was bei ng sold.

Q Let me show you the NASS statistics, dairy product
prices, which have been officially noticed, and let nme just
have you tell us what the sales volune was of nonfat dry
mlk during the weeks from March 13, 1999, through April 10,
1999.

A Is there sonmething you'd |like nme to read, Steve?

Q Yes. The quantity of nonfat dry mlk sold for
each of the weeks shown on that piece of paper

A Okay. That would be 19 nillion give or take, 18.7
mllion, 19.5 million, 20 mllion, 19.2 million

Q Those nunbers reflect how nmuch was sold each week
that are reflected in that document, correct?

A It certainly appears that way.

Q And t hese are sal es taking place during April and
March of 1999, correct?

A It appears that way, yes.

Q And notwi t hstandi ng the quantity of nonfat dry
m |k being sold, none of that was being sold on the Chicago
Mer canti|l e Exchange, correct?

A It didn't need to be. The price wasn't noving.
There wasn't anything happening, and it just was -- it was

just rolling out at pretty | ow prices.
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Q None of it was being sold on the Chicago
Mercantil e Exchange? |Is that right?

A According to the CME nunbers that you gave ne
earlier, none of it was being sold on the CME.

Q Okay. Would you say that that is perhaps the
extreni st case of thinness of trading one could inmagine?

A Well, I'"mnot going to buy your characterization
of extreme. | don't see a great deviation between the
prices for extra grade on the CME and the prices that you
reported in the -- that were reported in NASS.

If you've got a product that's in chronic surplus,
it's stuck at the lowest price pretty nuch it can get to, |
don't think it should surprise anybody that nobody is going
to go to the CME to try to trade it because that's where
it's stuck, but the CME price | think is interesting. The
CME price during that tine frame was right in the range of
the prices that you showed ne.

Q And one coul d have bought one -- how does nonfat
dry mlk trade, carloads?

A Par don?

Q A carload? Wat's the nethodol ogy for trading
nonfat dry m |l k?

A Well, | think that was on that chart you gave ne.

Q You're right. It was.

A You're getting nme trained. It |ooks |ike
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comodity size is 42,000 to 45,000 pounds.
Q Okay. And one could have, if one had wanted to,
sinmply by trading one such quantity at a price a nicke
hi gher than the actual price have through that one

transaction set the CME price?

A Well, that's assum ng soneone would buy it at the
hi gher price or sell it at the higher price or |lower price.
You know, | suspect that --

Q Well, |I'm sure soneone woul d have --

A We can specul ate about what m ght have happened.
You've nmade it pretty -- you know, you're |aying out sone
pretty good evi dence about what happened.

There was a | ot of product that was reported to
NASS. There weren't any sales on the CME. If you want to
get into a specul ati on exercise, we can do that all night.

Q I"'mtrying sinply to establish the ease with which
one coul d mani pul ate the CME price, given the thinness of
tradi ng, which was the principal --

A Ch, no. No.

Q The question is I'msure if sonmeone were willing
to buy nonfat dry mlk for $1.05 --

A Why would he go to the CME? If he wanted to buy a
| oad for $1.05 he could have called any one of these people
who were selling 20 million pounds a week and offered them

$1.05 and had it delivered.
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Q Because by buying on the CME he's going to set the
CME price, and if you set the CME price you' ve now set the
price for raw m |k under your proposal?

A It depends on who he was, whether he woul d want
the price to nove up or not to nove up

Q And the quantity that it would take to do so,
gi ven the thinness of trading on the CME, is |eaps and
bounds different fromthe quantity you have to buy or sel
to effect the NASS survey price. |Isn't that true?

A Well, but the point is that anybody can trade at
the CME, and it isn't the thinness or the thickness
so-called of the volunme that's going through that market.
It's the fact that it's an open trade, that it has set rules
and that lots of others can play in it, whereas the NASS is
sinply being reported by the plants.

It's the sellers of the product who are setting
those prices, who are reporting those prices into the NASS.

Those are the ones who are noving that product, --

Q Well, let me --

A -- and those are the ones that are setting the
NASS pri ce.

Q Let me just ask the sinple question. Do you agree

with me that if someone had offered to buy non-fat dry mlk
in one of those weeks for $1.05 and sonmeone el se were to

have accepted that price, that would have set the CME price
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t hat week?

A It mght have, depending on how |l ong they were
open as others rushed to grab that higher price.

Q I'm not saying that anyone else is going to. [|I'm
not saying that a person is going to buy another quantity at
that price.

A Well, then it seens to ne that the price would go
ri ght back down.

MR. ROSENBAUM  One second.

THE WTNESS: If | might at this point, Your

Honor, I'd just say that the table that Steve, M.
Rosenbaum pointed out as having an error in it will be
corrected.

| appreciate you pointing that error out and
apol ogize for it. | don't think it changes our underlying
point, and we will address that, but | just wanted to
acknowl edge that for the record.
JUDGE HUNT: All right.
BY MR. ROSENBAUM
Q By the way, the price on the CME would not in fact

go down unl ess there was anot her transaction that took place

on the CME?
A Dependi ng on, you know, they nove on sales, bids,
offers. There's a certain amount of mnutia. | haven't

t hought recently about how that works, so | would have to
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think about it and have the rules laid out and refresh ny
menory on that one.

MR. ROSENBAUM That's all | have. Thank you.

JUDGE HUNT: Anyone el se have questions of M.
VandenHeuvel ?

MR. VETNE: (I naudible.)

JUDGE HUNT: Pardon nme? Would it matter?

BY MR VETNE

Q M . VandenHeuvel, the conversion criteria, the
factors that contribute to the conversion margin that you
di scuss on page 3 --

A Wul d you nmind? Mybe if you could raise that
m crophone it would be easier for ne to hear.

Q Is that better?

A Put a coupl e of books under there or sonething.
It would probably be nore confortable for you, too.
notice you have to stoop to reach that m crophone.

Q Let me rely on ny technical expert here.

The factors that go into a conversion margin --

A Yes.

A -- that you describe on page 3. Not included
there, and | assunme that it is intentional, is a factor that
you do discuss on page 8, and that is a reasonable profit.
Was that omission intentional?

A No. The conversion margin | ooks primarily --
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that's the key word, primarily -- at the gross dollars
implicitly incorporating other essential factors. | don't
want you to assume that because we didn't include profit
that that wasn't another essential factor

Profit, and the point | rmade earlier is when we
| ook at this price -- | think it was with M. Marshall --
over a long period of tine our basic premse is that both
the producers and the processors need to be profitable over
time and so we took a long tine, the January, 1991, data al
the way through to 1998. You know, you woul d have to assune
that there was sonme profitability there that is enbedded in

t he conversion margin.

Q Li ke embedded in utility costs or |abor costs?
A This is not -- M. Vetne, this conversion margin
is not -- this is an inplied margin that came when conparing

the val ue of products that were being produced by cheese
pl ants and what they were in a conpetitive marketpl ace
paying for m |k over tine.

The assunption here is that their costs needed to
be in that conversion margin and a profit and whatever they
needed to exist is in that conversion margin. [It's an
i mplied conversion margin. It's not like the engineered
system we are proposing now with this end product pricing
system where we have to nowtry to pick all of those things.

The conversion margin we're tal king about that you referred
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to me was the inplied conversion nmargin.

Q That's referring to the former MWor BFP --

A That's the basis of that inplied conversion
mar gi n.
Q -- and sone sales price reference. Now we're

wor ki ng backwards, as you indicated. You're working
backwards to an inplied producer price.

To get back to the inplied producer price, what we
have are specific conversion margin factors to | ook at.

We've had a | ot of testinony, and those include identifiable

line itemcosts. Your proposal, |ooking at the RBCS
data, --

A Yes.

Q -- and you' ve added al so sone things that are not
included in that data. | nean, RBCS is an apples to apples

conpari son of sone of the costs, not all of them so you've
added admi nistrative costs, cost of marketing. |s that
correct?

A | believe they're in that, those concl usions that
we cane to.

Q But now we're tying the producer very closely to a
product price, and it beconmes sonething |ess than inplied
when you're starting to add those lines that make up part of
the line item

Wuld it be your recomendation that although not
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stated that in a nake allowance, a |line for reasonable
profit be included as a matter of admi nistrative judgenment
in the make all owance?

A Well, | think a return on investnent is a
reflection of profit.

You know, maybe | can short circuit a whole line
of questioning here on a nmake all owance. You know, we've
| ai d out sone principles. W've put sonme nunbers there, but
I think we denmpbnstrated in answers to M. Mrshall and
ot hers that we understand that USDA has a | ot of information
to eval uate.

If you have a position on the nmake all owance or
your firm does, you know, you'll have every opportunity to
put that into the record. W can argue all night about meke
al  owance, but we have | think denonstrated as much as we
can at this point a position, but flexibility.

I don't know how nmuch you want to beat that one
up. | guess you're free to do whatever you want to do, but
in the interest of tine | was hoping to save you a little.

Q I was hoping to elicit a flexibility response.
Thank you.

A You got it. Anything el se?

Q At the top of page 24, the very first line and
continuing through the fourth Iine, you indicate that the

nost comon approach by cheese plants is to incorporate whey
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butter into the vat, and |l ater on you say that nore
accurately reflects industry practice.

A Ri ght .

Q What know edge do you have --

A That comes from a know edge of discussing this
with Dr. Barbano, and | think you heard his answer on the
record earlier today, and also in discussions that | have
personal ly had with some of the CDFA cost accounting people,
who actually get into the plants, about what happens to
whey.

This has been a subject of quite a bit of
conversation and study in the California program and then
when you | ook at, you know, where does this butterfat cone
from when you look at the vat fat in California on cheddar
cheese, you get a vat fat of 3.92. You've got a farmmlk
val ue of butterfat of 3.64, and there just isn't enough
additional creamout there if you ignore this whey creamto
be able to buy enough fresh creamto get that extra three

points of butterfat into those cheddar cheese vats.

Q Okay.
A So there's sonme evidence -- not direct evidence,
but there's sonme evidence -- that when you talk to people

who know about cheese meki ng and you see this type of thing
showi ng up, it's a reasonable assunption that this is where

whey cream a | ot of whey cream is probably going.
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Q Okay. Do you have any firsthand, secondhand or
t hi rdhand know edge of the comron practice of plants, for
exanple, in Wsconsin versus the plants in California that
CDFA tol d you about?

A Yes. In various conversations with people that
had some fam liarity with Wsconsin, they indicated that
this was a practice in Wsconsin as wel |

In fact, | was told, and | guess this is hearsay,
but I was told that there were some W sconsin regul ati ons

about this that were changed sonetinme in the not too distant

past which nmade this practice -- you know, facilitated this
practice.
Q Okay. So you were told by sonebody, not a cheese

maker? Am | correct? Sonmebody who knew somret hi ng about
W sconsin who apparently had --

A Yes. To my know edge, they specifically weren't a
cheese nmker, but they were certainly in a position to know
about W sconsin practices.

Q Do you know enough or do you have any information
enough to indicate one way or the other whether that is the
nost comon approach by plants in Wsconsin?

A Well, your hook is the. You know, | told you the
basis of ny knowl edge. You know, if you want to take me to
an absolute position you'll get ne to say no, | can't prove

that every plant does that, but we've gotten testinobny on
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the record fromDr. Barbano sayi ng many do.

Q Okay.

A And what we, you know, can probably surmise is
that nobody is throwing it away.

Q Wuld it be correct to say that with respect to
the plants in the Federal Order system which are proposed to
be regul ated or whose mlk receipts are proposed to be
regul ated, you do not have any hard information on whether
that is or is not the nost common approach?

A Well, you know what | found interesting, M.
Vetne, and | wasn't going to bring it up in my own
testinmony, but | thought it was interesting when Paul Chri st
this nmorning, who had Dr. Barbano on the stand, and he
referred to one of these documents, this Federal Market
Order market statistics docunent.

He was tal ki ng about | think he referred Dr.

Bar bano -- he was trying to make the point about the 1.28,
and he did the math. | didn't do the math, but he cane up
with a 3.92 percent butterfat in the cheese on Table 46
believe it was. Yes, Table 46.

Dr. or Paul Christ -- | don't knowif he's a
doctor or not, but he's esteemable in my mind -- did the
math and canme up with a 3.92 percent butterfat when
conparing the pounds of butterfat and the pounds of cheese

and doing it on a gross basis, 3.92, and then he asked Dr.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

981
Barbano if that was 1.28. | don't know if you renenber
t hat .

If you |look at Table 14 --

Q Excuse ne. Before we go on to a prol onged answer,
my question --

A I'"mjust about done. You asked nme about Feder al
Orders.

JUDGE HUNT: Let him answer the question.

THE W TNESS: You asked nme about Federal Orders.
Thi s docunment covers Federal Market Order market statistics.

JUDGE HUNT: Could you identify --

THE WTNESS: It's the 1998 Annual Summary,

Federal Market Order Market Statistics.

Tabl e 14, the bottomright-hand, all narket
average butterfat fat, content of total producer deliveries
of mlk, 3.65. | found that interesting. You've got 3.65
in the all market average, and then when Paul Christ did the
math he came up with 3.92. Those just happen to be the sane
nunbers that the California data came up with with 3.92

butterfat in the vat and 3.65 in the m|lKk.

BY MR VETNE:
Q Okay. M question related to npst common
practice. If | didn't indicate, the question was intended

to refer to plants, nunber of plants and proportion of

pl ants that engage in that practice.
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Do you have any information that woul d answer ny
guestion as nmore specifically articul ated?

A I think 1've done as good a job as | can do.

Q Thank you. Wuld it be correct to say that in the
1980s, as California m |k production was grow ng, that there
was production |ooking for capacity in which to put that
production?

A That woul d be a very safe assunption.

Q Okay. And when that's the case, if there is no
capacity nearby, isn't that also true that you have to
transport the mlk sonmeplace, and the producer bears the
cost to transport it and gets a | ower cost as a result of
transportation?

A That's a heck of an incentive not to produce that
extra mlKk.

Q If the milk is there, which was the premni se of ny
question, and there isn't adequate |ocal capacity, would it
not be correct that either the producer takes a hit on
transportation, or he swall ows whatever price he can get
| ocal ly?

A O he cuts back production.

Q Well, please renmenber the prenise of ny question
is the production is there already.

A Well, but you're assum ng that the producer has no

control on how much m |k he produces, and | can assure you
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fromliving through those times that |ack of plant capacity
and the fact that in the creanmery that | was shipping to we
got a base that we set in the spring, and we could ship that
-- we got a base we set in the fall, and we could ship that
in the spring and that the transportation costs of hauling
mlk in the spring were going to be borne by whatever
producti on we exceeded in the spring of what we had in the
fall.

When you have -- | had nonths where | had 15 to 20
percent of ny milk check that was withheld to pay for
transportation costs, and that last m |k brought about $6 or
$7 a hundredwei ght. That's a heck of an incentive not to
produce it. I'Il tell you.

You know, you asked ne a question, and it's
something | actually know a little bit about, and you're
going to get a pretty conplete answer because |I'I|l tell you
sonmet hing. When you |l ook at California production over the
1980s, the only tinme there was any kind of a significant
sl ow down in pace of the increase of California production
was during those years before the make al |l owance actually --
the make al |l owance was raised in 1982. |t was 1983, 1984,
1985. We'd run out of plant capacity in California. W had
no place else to go with the mlk, and it was a trenendous
retardant on production increases.

Once those nmke all owance i nduced manufacturing
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pl ant capacities cane on line, then despite lowering mlk
prices there was a pent up demand to produce mlk, so
capacity has a huge -- has a lot to do with how nmuch mlk is
produced, and if you forget that and just want to take ne
down sone kind of a path other than that, that's not ny
experi ence.

Q So we should infer that if we | ook back at the
California statistics that the absence of capacity resulted
in a decrease in the mlk supply?

A | didn't say decrease. | said a very snall
increase. | nean, it was relative to what had happened in
ot her ti mes.

Because there was no plant capacity, all of the in
state plant capacity was taken once you put the cost of
hauling mlk to Kansas, to Lynden, Washington, and to sone
of the other places that we had to haul it to find a hone.

It didn't return very much, and that sent a very powerfu
signal not to produce that extra mlKk.

Q Okay. A few years ago, nore than just a few,
there was a situation in the Federal Orders in the southeast
where there was i nadequate capacity to process mlk, and
mlk had to be hauled fromthe southeast to Wsconsin. The
mar ket place for regulated Class IIl mlk received by
sout heast cheese plants was $1 under Class |11

Assunming that's true, would you conpare that as
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the sane kind of situation that you experienced in
Cal i fornia?

A "Il tell you, John. 1'd have to know nore. You
know, you didn't give nme a year. | mght not have been
bor n.

Q That was 1982.

A 1982? Well, that's about the sane tinme you had
the problem

Q Yes.

A Okay. The point is, the nation didn't need any
nore butter, powder and cheese, and yet California was able
to put a policy in place to encourage nore plant capacity to
create nore product for which there was no demand ot her than
the Commdity Credit Corporation.

Q You did testify to either firsthand or | guess
si gnal know edge about a --

A Si gnal know edge?

Q Yes. A situation in New Mexico, a long-term
contract at class price. Is it not true that in New Mexico
there is production in excess of |ocal capacity at the
current time?

A Well, | cannot speak to that personally.

Q You don't know that? Do you know that m |k noves
from New Mexico to cheese plants in Wsconsin?

A It very well may m ght, but what the financial
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movenent are |' mnot aware of.

Okay. Are you aware that a cheese plant is being

built in New Mexico to take care of production in excess of

| ocal capacity?

A

Well, | don't know the way you characte

Sonmeone is building a cheese plant in New Mexi co?

Q Yes.

A Well, | nean, that's great.

Q Okay.

A | don't know what the relevance is. |If
building a --

Q O adding capacity in existing plants.

A And what's the question?

Q Well, you testified that there was a lo

contract at class price --

A

Q

A

Q

Ri ght .
-- I'n New Mexi co.
That's what | understand to be the case

Woul dn't class price be golly gee, |I'm

rize it.

sonmeone is

ng-term

glad | got

that if there were inadequate capacity to handle | oca

production?

price?

A

You m ght. The point there was that th

-- | think M. Yonkers was neking the point that

matt er

if the make al l owance is too hi gh because,

Woul dn't you be pleased to get the Class Il

e ability
it doesn't

you know,
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the plants will pay nore for the mlKk.

The point we were naking in that testinmony was if
you're in a long-termcontract at a mnimum price and the
mnimumprice is too low, you don't have the ability to
recoup that in prem uns because you're contractually
obligated for a long period of time at that mininmum price.
That was the point of that whol e exchange.

Q Okay. Are you famliar enough with Wsconsin to
know that capacity exceeds supply?

A | understand that. | don't have any particul ar
know edge of that.

Q Are you familiar enough with Wsconsin to know
that there is substantial prem uns as a result of bidding
for the supply that's nore limted than capacity?

A Yes. | understand that's the case.

MR. VETNE: Okay. Thank you.

JUDGE HUNT: M. Berde? Any other questions? 1'm
sorry. You did have a question?

BY MR. BERDE

Q At the outset of the testinony, there was a
di splay which indicated and |isted the Federal M|k Orders
into which those who you represent had either pool ed or
mar keted m |l k. Do you recall that?

A | recall that that was there, yes.

Q And one of the |isted orders was the Arizona-Las
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Vegas order. Did you see that?

A I don't recall looking directly at that, but |'1l]|
take your word for it. Yes.

Q Do you actually have any know edge of any milk
from any one of your constituents pooling mlk in the
Ari zona-Las Vegas order that you represent, one of the
organi zati ons you represent?

A Does one of the organizations that | represent

have a nenber that pools mlk in the Arizona-Nevada order?

Q Ari zona-Las Vegas order.

A Ari zona-Las Vegas order.

Q Yes.

A | believe we do, but | could double check that.

Q Coul d you identify that constituent, of whom
nobody else in the world is aware of?

A "Il take your point, and we'll take it off the
list pending further investigation. | know one of our board
menbers ships and his mlk goes into Las Vegas, but whether
it's pooled on that order or not |I don't know. 1'd have to
check to find out.

We' ve got a number of our nmenbers at M1k
Producers Council whose mlk is pooled, potentially pool ed
in the Arizona-Las Vegas order, but |I'mnot sure. They do
have a new situation there. You know, the one dairy got

exenpted out, and whether or not that --
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Q Are you aware of a county called Cl ark County?

A | am aware of a Clark County, and | am aware that
there's a newrule, a new sheriff in town in Clark. They've
got a new deal, and it's real controversial. | wll take
your point, and we can withdraw that --

Q Okay. Very good.

A -- and do it, you know, pending checking on that
ot her situation.

MR, BERDE: Thank you.
JUDGE HUNT: Yes, sir?

MR, SHAD: Good afternoon. M nanme is Dennis

Shad. | work for Land O Lakes.
BY MR SHAD:
Q Let me see. M questions are going to go to the

yield for nonfat dry mlKk.

A Okay.

Q Wuld you agree with ne -- well, first of all, a
definition of your fornmula would be the powder price, either
defined by -- well, in your case the CME | ess a neke
al l omance of 14.6 cents, that quantity divided by .98?

A Ri ght .

Q Okay. Would you agree with ne that it is
equivalent to say that instead of dividing by .98 to
multiply that quantity by 1.02? Actually, 1.0204.

A Yes. That's the rough equival ent.
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Q Okay. 1'd like to go to your Exhibit 26, the
CDFA.

A Okay. | think that was in the addendum wasn't
it?

Q Yes That is 26.

A Okay

Q Okay. Could you briefly explain what that is?

A That is a study that Dairy Marketing Branch did
and rel eased in June of 1998.

Q Okay. Gve nme an idea. |Is this audited nunbers
from California?

A I think that the table explains -- | nean the

paper itself explains howit was done.

Q Okay. It talks about estinates, so | guess it
can't be audited numbers. |nputed nunbers, | suppose.
Wul d you --

A I"'mgoing to let the report stand on its own.

Q Okay. Go to the bottomof the first page.

A The bottom of the first page?
Q Yes.
A Okay.

Q Okay. It speaks at the bottomthat seven of the
ni ne powder plants also produced butterni |k powder.
A Processed it, yes.

Q Okay. Two of the seven plants -- okay. W'l
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leave it at that.
If we ook at the first table --
A Okay.
Q -- we see nine powder plants being reported and

the averages of that nine, correct? Wuld you agree with

me?

A Yes.

Q Table 1. GCkay. G ven that only seven of those
produce nonfat dry milk and butterm |k powder, I'mat a |oss
to understand. | look at the line for powder yield, which

is the sumof the individual nonfat dry milk and then the
butterm | k powder. Could you tell me how that nunmber was
arrived?

A The nine plants and the powder vyield?

Q Yes.
A I nean, | can't tell you any nore than what's in
the study, Dennis. | nean, what's here is what's here. |

mean, you're asking nme to explain, you know, the study, and
| can read it, you know, for you into the record if you'd
like me to do that, but | think that the study explains how
they got there and what plants were included and how t hey
didit.

Q Logically, if there's nine plants and only seven
of them produce both nonfat dry mlk and butterni | k powder,

there nust have been sonme assunption in there, so --
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A Yes, Dennis, but look. You' re assum ng that
you' ve got -- when you | ook at Table 1, it says Nunber of
Pl ants. Wen you look at -- then you read across the

colum. When you | ook at Wi ghted Average, you read across
to the right, the low, the high.

Your problemis conming in because you're trying to
trap me into saying well, there nmust be a problem here
because seven -- two of the nine didn't have butterm |k
powder. Wien you read right across the plants, you see it
says ni ne because there's nine powder plants.

Q That's correct.

A It's not necessarily true, and I'lIl tell you.
These people at CDFA are not stupid. This weighted average
was of the powder yield, but that doesn't necessarily nean
that there was no consideration of the fact that, you know,
they divided that by nine instead of by seven if that's what
you' re inplying.

Q Okay. Was this study generally accepted by the
i ndustry as being valid?

A You know, the problemwe've had in Californiais
that basically everything has been frozen since this Federa
Order process has gone through. COkay. W' ve had sone
hearings nostly to deal with issues that had to be dealt
with on Cass |

On Class IV-A and I V-B there's been a genera
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consensus in the industry that we're just not going to --
we're going to sit tight until whatever happens in the
Federal Orders gets -- so there's a clear understandi ng of
where we're at in the Federal Orders, so this -- we have not
had a hearing on these issues since this study canme out.

Yes, you know, at industry nmeetings there were
fol ks that were raising sonme eyebrows nostly because this
woul d i npact the ampunt of noney they'd have to pay for
their mlk. W feel pretty confident that when we get into
a hearing we're going to start ferreting out, you know,
where the truth is at.

The powder yield in California hasn't been
adjusted in quite a while, and this was sonme pretty good
data, but it hasn't been tested yet in a hearing process.

Q Okay. Just to go on, at the bottom of page 1
again it speaks of the fact that the study questioned its
results because two of the seven plants that made butterm |k
powder had unusually high yields, and it assuned that was
because those plants also received cream nade butter and
had buttermi | k powder comng fromthe cream

Tabl e 2 then goes and says okay, let's |ook at --
let's take those two plants out, and let's have an idea.

You circled the nunbers down on -- the circling on Table 2
assume cones fromyou --

A Ri ght .
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Q -- to make your point. Did you | ook at the
butterm |k yield, for instance?

If you look at the difference between the higher
responder and the | ow responder, of those plants that the
Department said were representative, they've already thrown
out two. Do you see a difference? There's an 80 percent
di fference between the highest and the | owest. Wuld you
guestion the validity of the report based on that?

A No.
Q Okay. Let's assunme that the yield is right.
You're using the 1.02, which again you used the 1.02 in your

formula, correct?

A Correct.
Q So what the formula will do basically is soneone
in the Federal Order systemw |l pay for solids not fat in

producer m |k based on these prices if it goes to Class |IV.
I's that correct?

A That's the hope.

Q Right. Okay. So first of all, we're using a
1.02. W're assuning that all recoverable solids, both
butterm | k and nonfat dry mlk, is being priced by this
formul a obviously, the 1.02 yield here, the 1.02 in your
formula, and that includes butterm | k powder, correct?

A Yes.

Q Okay. The first line, the first factor, in the
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formula is the powder price

A Ri ght .

Q Wul d you agree with ne that there's a difference
in the price between butterm | k powder and nonfat dry m|k?

A Yes.

Q Okay. Would you agree with ne that there's a
di fference between the cost of producing butterm | k powder
in a powder plant, as opposed to nonfat dry m | k?

A That | couldn't necessarily agree to.

Q Coul d you tell me --

A There could be. | just don't know. | don't think
so. | don't think it's drastic, but | don't know is the

answer that | can give you.

Q Okay. |If there were other -- well, think about if
we go back to still on Exhibit 26, two pages back, and | ook
at the theoretical from Professor Stephenson, et al., the

theoretical yield from 100 pounds of m |k, of nonfat dry
mlk and butternmi| k powder. Do you see that there's a
difference in the anount?

A If you could point ne to sonething specific,
Denni s, that woul d be hel pful

Q Page 10. It's at the bottom

A Okay.

Q It is Figure 1, Theoretical Product Yields of a

Hundr edwei ght of Raw M I k.
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A Okay.

Q Theoretically, there's 8.69 pounds of nonfat dry
mlk com ng froma hundredwei ght of mlk, and there's .44
butterm | k.

A Uh- huh.

Q If you're a butter powder plant and you're meking
powder, would you assune if there was a 19 to one
rel ati onshi p between the pounds of powder and the pounds of
butterm | k fromthat hundredwei ght of m |k, obviously you
won't be running as much?

Wul d you agree with ne that your production runs
on nonfat dry mlk would be | onger than they are in
butterm I k?

A Boy, |I'm m ssing your point. | nean, if you have
the facilities, frommy understandi ng powder is -- whether
it's butterm | k powder or nonfat dry mlk powder, it's
runni ng through the sanme facilities. It's a matter of
scheduling. | really don't get your point.

Q Okay. We'll do it better on direct.

What we end up with, whether you agree with ne
that there is a difference in the manufacturing costs, and
we could get to that, but at this point your fornula would
account for butterm |k powder at the same powder price as
the CME powder nonfat price?

A Well, | nean, | think what you have here, Dennis,
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is 1.252 if we took the weighted average yield in the
California study, and if you do the theoretical | think it
even cones out a little higher than that.

In fact, | think if I were a guessing man that
USDA in their proposed rule had to divide by .968 as the
di visor in the proposed rule. W' re not proposing going
back to .968. W're recognizing that the butterm | k powder
is alittle less valuable than the nonfat dry mlk, but to
take it all the way to dividing by 1.02 is just ridicul ous.

Q Well, ny question doesn't go to that. It goes to
your proposal, and it goes to the fact --

A Ri ght, and we think that the .98 is a reasonable
conprom se

Q Wul d you agree with ne that a 1.02 yield, which
is basically the nunbers that you show in front of us as the
yield froma -- this would necessarily nmean that both the
nonfat dry mlk will be priced at the nonfat dry m |k price,
as well as the butterm | k powder?

A Well, the butterm | k powder, but we're | owering
the yield or we're noving the yield to account for the fact
that the buttermlk value is a little bit |ess than the
nonfat dry m |k value, so rather than proposing either the
96.8, which was in the proposed rule, or the 97.5, we went
to 98.

You can disagree with that, and you'll have your
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opportunity to make your case, but | think there's sone rea
validity to that argunent.

MR. SHAD: Thank you.
JUDGE HUNT: M. Beshore?
BY MR BESHORE
Q Just one follow up on that, Geoff. Your .98 is
mat hematically the sane as the 1.02 in Exhibit 26. Isn't
that correct? Dividing by .98 is the sane as multiplying by
1.02. They're the sane nunbers, correct?

A Yes, but the weighted average in the California

survey --
Q I's 1.0252.
A Right, and so if we were to --

Q Which is mathematically the same as dividing by
. 98.
A No, it is not.
Q I think Dennis established that in the first
guestion --
A No. Dennis --
Q -- to you.
A No. No. He did not say it was the sane as 1.252.
It was 1.203 or sonmething like that.
MR, SHAD: 1.0204 is the nunber | get.
THE W TNESS: Yes. 1.0. 1.2

MR, SHAD: No. |I|I'msorry. 1.0204 is
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equi val ent --
THE WTNESS: Right. 1.204. 1.0204 --
MR, SHAD: Ri ght.
THE WTNESS: -- as opposed to 1.0252, so half a
per cent age poi nt.

BY MR. BESHORE:

Q Do you nean a half a percentage point?
A Ri ght .
Q And that's your discount for the five pounds of

butterm | k powder in that? For the half a pound of
butterm | k powder in that 1.027?
A Well, that --

Q Your discount is that .48? Well, wait.

A Okay.

Q You said it was a conpronise

A It is.

Q You said you put sonme judgenent in here to get the
credit.

A Ri ght .

Q You' ve got the butterm |k powder, --

A That's right.

Q -- which is not as valuable. |It's indisputably
not as valuable as the nonfat dry m |k, correct?

A Ri ght .

Q And you're saying that's your discount, the .48,
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the forty-eight, what, thousandths of a pound of powder
there or the .48 off the 1.0252? That's your discount,
right?

A What's the question, Marty?

Q Is that your discount --
A No.
Q -- for the reduced val ue of the five pounds of

butterm | k powder?

A You have the Cornell work showi ng a 3.2 percent
nmoi sture in powder, which corresponds nicely with the
proposed rul e divisor of .968. You have the California work
that shows a 1.0252, and we are proposing dividing by .98 or
1. 0203.

You know, in our judgenent that is a conpronise.

Real Iy, you know, the conprom se fromthe proposed rule is
the proposed rule was divide by .968, and we're going --

Q Whose proposed rul e?

A What's that?

Q Whose proposed rul e?

A USDA' s proposed rule, the solids nonfat yield
di vided by .968. W're not going back to dividing by .968.
We're saying it's nmore appropriately divided by .98 as a
recognition that the butterm |k value is a little bit |ess
than the nonfat dry mlk. It does vary, and there are tines

in history when it's even nore, but as a rule it is |less



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1001
val uabl e.

MR. BESHORE: Thank you.

JUDGE HUNT: Anyone else? M. Mrshall?

MR, MARSHALL: Your Honor, | sinply have a
request. | understand that M. VandenHeuvel will be
suppl ying a new version of a certain table, a corrected
version, and we woul d want the opportunity to cross-exam ne
on that if necessary.

JUDGE HUNT: All right. No one else?

Al right. Thank you very nuch.

Oh, I'msorry. M. Rosenbaunf?

MR. ROSENBAUM | have one thing before he goes.
| just want to state that tonorrow we will subnmit the
corrected table, and I'mglad that on the record it
i ndi cates who nmade the error. It was ne.

We will have that corrected table tonorrow
available, and | think to the Iinmted degree that sonebody
has a question about the changes to the table --

JUDGE HUNT: All right.

MR. ROSENBAUM -- that we will nake him
avail abl e, but beyond that we would like to have him
rel eased at this point.

JUDGE HUNT: Okay. Thank you very nuch, M.
VandenHeuvel .

THE W TNESS: Thank you, Your Honor.
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(Wt ness excused.)

JUDGE HUNT: Connie, do you have a question?

MS. BRENNER: No. | was just wondering if M.
Rosenbaum di d.

MR. ROSENBAUM No, no. | have no nore questions
of the witness.

MS. BRENNER: Okay.

MR. ROSENBAUM We have Dr. Stephenson in the
back, and | think he's next on the list. W're getting
close to the end. He has a flight tonight, so --

JUDGE HUNT: All right.

MR. ROSENBAUM -- we'd like to have him cone
forward if we coul d.

Wher eupon,

MARK STEPHENSON

havi ng been duly sworn, was called as a witness
and was exam ned and testified as foll ows:

JUDGE HUNT: Would you state and spell your nane,
pl ease, M. Stephenson?

THE WTNESS: MW nane is Mark Stephenson. That's
MARK ST-EPHENSON

DI RECT EXAM NATI ON
BY MR. ROSENBAUM
Q Dr. Stephenson, you are a professor where?

A I'"'ma professor at Cornell University in our
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Cornell programon Dairy Markets and Policy.

Q And your professional degree is in what?
A | have professional degrees in Animal Science, a
Bachelor's and Master's. | have a second Master's and Ph.D.

in Agricultural Econonics

Q And how | ong have you been at Cornell ?

A I've been at Cornell about seven years.

Q Al right. Dr. Stephenson, you're not being paid
by International Dairy Foods Association to be here, are
you?

A No. |'mbeing paid by no one. |'mnot here to
represent any particular client.

Q Okay. We didn't pay your expenses or anything,
correct?

A No.

MR, ROSENBAUM |'ve put before you Exhibit 28, or
|'ve put before you a docunent 1'd |ike to have narked as
Exhi bit 28.

JUDGE HUNT: It's 29.

MR. ROSENBAUM  Twenty-nine. Excuse nme. Does the
reporter have copies of that, or not yet? Okay. W'l
bring some copies of Exhibit 29 to the reporter

(The docunent referred to was
marked for identification as

Exhi bit No. 29.)
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BY MR. ROSENBAUM

Q Dr. Stephenson, is this an article that you wote
that was published in the February 25, 2000, Horde's
Dai rynmen?

A Yes, it is.

Q And you wwote this article under the understandi ng
t hat USDA was shortly going to have the hearings we're now
in, correct?

A That's correct.

Q And you were trying to in that article tal k about
what sonme of the issues that you saw as being inportant?

A Yes, | did. There have been a nunber of issues,
of course, since Federal Order reformand prior to that that
nmysel f and a few other people have been trying to wite
about .

Q Okay. Because this has been avail able for people
to ook at for quite sonme time, |I'mnot going to have you
read the whole thing, but | do want to have you read the two
par agraphs that start in the nmddle at the very bottom "At
the risk of generating..."

Coul d you just read that one and the next one into
the record for us, please?

A In the middle of the very -- oh, yes. "At the
ri sk of generating nmany letters to the editor, | suggest

that the real danger in regulating m ninmumprices is to
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regulate a price that is too high. Processors paying a
regul ated price which is | ower than a narket clearing |eve
will not be able to attract as nmuch mlk into their plant.

"Under this situation over order prem uns are paid
to producers as is the case in nost orders today. |If
processors nust pay nore than a market clearing price, they
will not want to buy as much nilk as is available. Farnmers
then may be left with unsold mlk, or their cooperatives
will be forced to find outlets for distressed sales of mlKk.
This woul d constitute one form of disorderly nmarketing,
sonmet hi ng Federal Orders are supposed to prevent."

Q Al right. One other item| want to point out in
the article, which is the conpari son you nade between what
the price would have been had the new rule been in effect
during 1999, as conpared to what the price actually was for
that year since we were under the old systemfor all of
1999. Could you tell us what the result was of that
i nvestigation?

A Yes. Those were results that had used the NASS
survey prices for all of 1999 to cal cul ate what the new
Class Ill and Class IV prices would have been had the
Federal Order reforns been in place. This is just math, so
it's not subject to speculation, and it did conpare with the
actual BFP prices that were announced during that ful

course of 1999.
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The result was that there were sone nonths when
the Class Il price was a bit higher than the BFP and sone
nonths when it was a little bit |ower, but over the course
of that year it was remarkably simlar on average.

Q Okay. Tell us what the nunber was.

A | believe it was three cents higher. The new
Class Il1l price would have been three cents higher than the
BFP.

Q Okay. Dr. Stephenson, do you stand by the
statements that are nmade in the article that's been marked
as Exhibit 29?

A Yes, | do.

MR, ROSENBAUM  All right. Your Honor, | would
nove Exhibit 29 into evidence, and Dr. Stephenson is
available if others want to ask questions.

JUDGE HUNT: It's offered as if read. Any
objection to its admi ssion?

Al right. No objections. Exhibit 29 will be
received in evidence.

(The docunent referred to,
previously identified as
Exhi bit No. 29, was received
in evidence.)

JUDGE HUNT: M. Shad?

11
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Good afternoon, Mark. Mark, my question goes to

an exhibit that was entered, Exhibit No. 26, and it includes

a paper
cal | ed,
Pl ants."
A
Q
38 you |

A

Q

like to

A

written by you and Professor Novacavi ck

It's

"The Manufacturing Costs in Ten Butter Powder

Are you familiar with that?

Yes, although it's been quite a few years.

Okay. | just have one question about

i st assunptions, and one of --

it.

On page

Dennis, | don't have that in front of ne.

JUDGE HUNT: Do you wish to refresh --
MR. COOPER: | have a copy.
JUDGE HUNT: Thank you, M. Cooper

THE W TNESS: Page 38.

MR, SHAD: Yes. It would be about the fourth page

THE W TNESS: Yes.

MR, SHAD: It is 38 of your paper

THE W TNESS: Appendi x B?

MR. SHAD: Appendix B

BY MR. SHAD

The second one down |ists assunptions.
read that?

The second assunption?

Woul d you
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A "It costs the same..." --

JUDGE HUNT: It's already an offer. Do you nean
just to read it to refresh his nmenory?

MR. SHAD: Yes.

JUDGE HUNT: Do you just want to read it to
yoursel f?

THE W TNESS:  Okay.

(Pause.)

THE W TNESS:  Okay.

BY MR. SHAD

Q Okay. The gist of it is you're assunming in your
paper that it costs the same to dry 100 pounds of skim
buttermi Ik as it does to dry 100 pounds of nonfat skimmlKk.
Is that your assunption?

A Yes. That was a sinplifying assunption.

Q Okay. In a butter powder plant that is operating
and runni ng where you have to schedule drying tinme and, as |
poi nted out before, you have a 19 to one relationship
bet ween the anount of powder that is produced and the anobunt
of butterm |k and scheduling times and realizing that
butterm | k cones off the churn at 50 degrees, it has to be
cool ed down and stored until there's enough to run and then
it's run through the system agai n, again being repasteurized

and then heated up to be dried, would you say that that
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assunption is valid in an operating butter powder plant?

A Dennis, | had indicated that that was a
sinmplifying assunption for these cal cul ations of a cost per
hundr edwei ght in here. | am aware of the things that you
had just pointed out about the handling of various products,
including buttermlk in a butter powder plant and the drying
of that, but we didn't have enough information at the tine
to be able to separate that price to really indicate that
the price was fundanmentally different.

My conjecture would be that it probably cost you
somewhat nmore to dry a pound of butterm |k powder sinply
because of the things that you indicated -- scheduling,
col l ection, repasteurization, small lots and so forth.

MR. SHAD: Thank you very much

JUDGE HUNT: Any ot her questions of Dr.

St ephenson? Yes, M. Pacheco?

BY MR. PACHECO

Q I have a question concerning the article that was
submitted. | can't renenber what exhibit number it was --

A Twent y- ni ne.

Q Twenty-nine. -- where it says processors paying a

regul ated price which is too |l ow, then the market clearing
level will not be able to attract enough mlk to their plant
under this situation if all the premuns are paid to the

producers. It goes on to say if processors have to pay nore
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than the market prem umprice then they will not want to buy
as much.

| guess to summarize this, the closing line kind

of does it. "This would constitute one form of disorderly
marketing." Is that the gist of these sentences here?

A O just those few that you read?

Q Yes. Yes, because | understand --

A It's one way of drawi ng a conclusion fromthose

two different things. Disorderly marketing would have nmany
different forms, but one of themcould be that there's mlk
that's having a difficult time finding a home except at
di stressed prices.

Q I would like to use these same scenarios here, but
just put a different light onit. Processors not paying a
regular price is too | ow causes cash flow problens on the
dairy.

One of the easiest ways to inprove cash flow on a
dairy is because you have a fixed overhead, a fixed
facility. If you're mlking 100 cows through this facility,
you might as well milk 120 cows through this facility, okay,
to maintain the sane cash fl ow because your margi ns have
decreased froma lower mlk price. Now, wouldn't this
generate, | nmean, a disorderly marketing function?

A Yes. This is not part of the testinony | have

witten here, but that was Master's thesis nunmber two. |
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did look at the effects of cash flow during Iow nmilk prices
and farners' response to that, and there was a very weak
evi dence, but sone evidence. Very weak evidence that sone
farms woul d increase m |k production under Iow milk price
situations.

Q It dictates just over the last three nonths
currently that | ook how |low the nmlk prices are currently
and m |k production is increasing, so to say that low mlk
prices are going to drive the production down, |ook at the
current situation. It dictates that that's not true.

A In the aggregate, whenever we've | ooked at changes
in mlk prices, and if | believed anything at all about
econonm cs, and | do, we would have to think that |ower
prices, all other things being equal, would nean that
producers woul d not respond with as nuch m |k production.

| believe that Geoff VandenHeuvel also indicated
that under |ow prices he had the ability and the desire not
to produce as nuch mlk.

Q Well, that was when there was not manufacturing
capacity available. That was a deterrent. They had to ship
that mlk out of the state.

A And he indicated that it was the | ow price that
caused himto do that.

Q The reason the mlk left the state was sinply

because there was no capacity for manufacturing it at that
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tinme in California.

A Wbul d you care to rephrase your question?

Q My question is under these same conments here,
di sorderly function of marketing functions can be al so used
on the exact opposite philosophy of what these statenents
mean as far as if the price is too low then they will not be
able to attract enough milk. The plants will not. Right
now we see that that's not true. The last four nonths are
an indication of that.

The other exanple is that if processors nust pay
nore than market clearing prices, mlk will be left unsold.
The cooperatives will be fined, and distressed mlk wll
need to be sold. Well, usually what will end up happening
is cull rates will go up. |If there is no place to take this
mlk, culling will happen on the herds, and the mlk wll
not be produced.

You know, there's two ways of | ooking at which way
we' re going to have disorderly marketing; by not having
enough or by having too nuch. You know, | just wanted to
make the point that the coments witten as put into the
exhi bit necessarily cannot be said as book and, you know, as
clear as black and white. It's a very gray area. That's
just ny point.

Thank you.

JUDGE HUNT: Yes, sir? M. Yale?
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BY MR YALE

Q Good eveni ng, Mark.

A Hel | o, Ben.

Q You had earlier indicated you weren't going to
testify. |Is that correct? | mean, you and | had a
conversati on.

A | didn't come down here with the intention of
testifying, no.

Q Okay. |1'mglad because after the one mistake |I'm
starting to think | can't read, so |I thought 1'd make sure
that we had that correct.

You' ve testified that if, as | understand it, the

make i s higher than necessary, conpetition will bring it
back. You know, there will be an equilibriumthat will be
established, and producers get their noney in the end. |Is
that right?

A Yes. | nean, the point here in this article was

that the real error in regulating a mninmumprice is
regul ating one that's too high. Make allowances are one of
the things that could possibly cause it to do that. Yield
factors are as well. They are a nunber of things in the
formul as.

Q Okay. As | understand it, you say it can't get
too | ow?

A ' m suggesting to you that the real error in
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mar ket situations is to have a regulated price that's too
high. A regulated price that's too | ow woul d not cause
dairy products to not be on the store shel ves.

The price could be | ow enough so that a Federa
Order would sinply be -- really have no reason to exist. |
mean, why regulate a price that's $2 or $5 a hundredwei ght ?
We' d have no need for the organization

Q Let me wal k through a situation. |If you take a
Federal Order that say has a 40 percent Class | utilization,
and for the nmonment we're going to assume the rest of it is
cheese. Sinplify the math. |It's getting |ate.

If there's a change in the nake all owance that
reduces the price by 20 cents -- we'll use that as an
exanple, so it's an increase in the nmake reduces the C ass
I1l price and, thus, the Class | price by 20 cents. How
wi || producers get that noney back in the marketplace?

A Ben, if the prices are such that conpetition
bet ween processors would dictate that consumers want these
products, retailers are trying to buy their product that the
processors want, they have an incentive to try to purchase

nore mlk to nake that product.

Q Okay.
A If they can't get enough mlk in the doors of that
plant, they will pay voluntary premiuns to get it there --

Q Okay.
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A -- to the point that we again achi eve a market
equi librium

Q Now, the m |k, though, that goes to that Class ||

plant, the Class Ill plant under the minimum Federal Order
only pays a minimum C ass IlIl, right?
A That's correct.

Q But the price that brings the mlk to that plant
is that Class IlIl price plus the blend for the Class I? 1Is
that correct?

A That's correct.

Q Now, if you're in that sanme market and that narket
is such that due to sonme long-termcontracts the Class I
pl ant cannot change the prem uns --

A Contracts between whom Ben?

Q Bet ween the marketing cooperative or the

cooperative --

A Okay.
Q -- and the cheese plant, all right, cannot raise
the premiuns. |In order for the plant to or the cooperative

to maintain its producer base, you would agree that it needs
to get its price up, right, so that it can pay its producers
a decent price, right?

A The cooperative will do what it can --

Q Ri ght .

A -- to bargain for the price



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1016

Q And isn't it true that in nost of those markets
they go to the Class | market and obtain -- they have an
opportunity to obtain prem uns?

A We have prem unms being paid in Class |l markets,
as well as Class | markets.

Q | understand that, but in Class | markets ny
guestion cones up to this. Is it doing a service if the
producers get their noney back, but they do so by raising
the Class | premiuns in the market to conpensate for the
losses in the Class 117

A Ben, I"'mnot quite sure | follow the question.
You're assuming that all of the prem uns are being paid out
of the Class | market?

Q That's right.

A That that is where the | everage exists?

Q That's right.

A | don't buy that. In many of the plants that have
contracts, long-termcontracts with cooperatives, there are
arrangenents that say over this period of time though shalt
deliver so many pounds of milk. Now nmilk can get kind of
tight at those Class IIl plants if the cooperatives fee
that there is a reason to have prem uns being paid.

Q You' re not aware of the market conditions in the
sout hwest ?

A ' m nodestly aware, but am by no neans an expert.
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Q Are you aware of any Class Ill premuns in the

sout hwest m | k marketing area?

A There have not been very many premunms paid in the
southwest, | believe, in quite sone tine.
Q Are you aware of any Class | premuns in the

sout hwest ?
A | don't know that, Ben.
MR. YALE: | don't have any further questions.
JUDGE HUNT: Any others? Yes, M. Beshore?
BY MR BESHORE
Q Just one question, Mark. Wuld you agree that in
1999 the conparisons with the NASS prices and the non-used
but still reported BFP were affected by the performance of

that soon to be extinct price series, the BFP, in 19997

A Well, in 1999 the BFP was not extinct, right?

Q No. It was soon to be extinct.

A Soon to be extinct. You know, we --

Q Known to be on its | ast |egs.

A A | ane duck, so to speak.

Q A | ame duck

A | presune that your question says do | think that

cheese, butter and nonfat dry milk prices would have been
the sane if we'd had the Class IIl nover instead of the BFP
in place? |Is that your question?

Q No, that wasn't my question.
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A Okay. Forgive me. | read sonmething into it.
Wul d you restate it then?

Q Yes. No. M question was you're conparing, as |
understood it in the article, which you were asked to read
by M. Rosenbaum the hypothetically NASS generated prices?

A Those were not hypothetically NASS generated
prices. Those were NASS prices generated under the survey
in the sane fashion that we have them generated today.

Q Okay. The prices that would have been in place in
1999 if the presently operating NASS generated end product
pri ces woul d have been in place in 1999. That's what you

were conparing to the actual BFP generated prices, correct?

A That's correct, but these were not hypothetica
NASS pri ces.

Q No. | understand.

A Okay.

Q They're hypothetical in the sense that the actua
Federal Order prices were not being cal culated on the basis
of the presently, as of January 1, 2000, NASS derived end
product price fornul as.

A That's correct, but the Class IIl price here is
just math. 1It's not open to things |ike blend and
utilization estimtes and, you know, questions of that
nature.

Q Ri ght .
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A It's just a cal culation
Q I wasn't doing any of that, okay? Your math is
taki ng the fornulas we have now - -

A Exactly.

Q -- and projecting them backwards into 1999 --

A Yes.

Q -- and conparing to what the prices were on the
basis of the soon to be -- on the basis of the |ame duck BFP

in 1999, correct?

A That's correct.

Q Okay. M question, what | was asking your view
on, is whether that |ame duck BFP in 1999, based on the
declining, heavily eroding Grade B m |k volunmes in M nnesota
and W sconsin, was not performng |ike a |lanme duck in 1999
and whet her you aren't conparing, you know, these projecting
backwards the price series onto a non-perfornmng | ane duck

A Marv, | think that probably you well know, but for
many years NASS has felt that the -- prior to 1999, NASS had
felt that the BRP was not a reliable, statistically reliable
estimate. That doesn't nean it was a bad price. It just
nmeans that it was a statistically unreliable estimate in
t hei r opi ni on.

Was 1999 a particularly bad year for that? | have
no way of knowing. | don't collect that data. | don't see

that data. That was coll ected by soneone el se entirely.
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Q Okay. And you didn't do any observation, for
i nstance, of the relationship between that price series in
1999 and the product prices versus the relationship in prior
years?

A We didn't have NASS product prices with the
exception of cheese in previous years, so it's really not
possible to do that.

Q O other product price series, CVE, assenbly point
prices or any of those prices as conpari sons?

A I have | ooked at those conparisons. | didn't do
that in here.

There is a reference to what USDA had done going
back many years to try to estimte what they thought NASS

pri ces woul d have been using CME prices and others. Their

estimate was that the Class Il price would have tracked
about 47 cents a hundredwei ght over -- | forgot what it
was -- some 60 nonth tine period, | believe, using their

estimates of the NASS prices.
MR, BESHORE: Okay. Thank you.
JUDGE HUNT: M. Coughlin?

BY MR COUGHLI N

Q Since | haven't had an opportunity to get up here
before today, | figure since we're at the el eventh hour here
al nost --

A You' ve got about m nutes.
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Q |'ve got about eight m nutes and your plane
| eaves? Ckay.

A No.

Q I guess a couple of things. One, if | recollect
right I got a letter fromyou back about four or five nonths
ago. You were investigating doing sone work investigating
cost of production in plants, were you?

A Yes.

Q What ever happened to that?

A The project is still underway, but we don't have

data available at this tine.

Q What ki nd of response are you getting in terns of
the willingness to participate?
A I've had very good response from fol ks indicating

that they would Iike to participate in this. W have not
started the actual collection and sumrarizati on of the data.
We are at the survey devel opnment and debuggi ng node.

Q As you' re devel opi ng your survey, what costs are
you asking manufacturers to include when they submit data to
you?

A We're asking for many of the costs, which would
i nclude everything fromwhat we would call plant operating
costs through general and adnministrative costs. W have not
in the past |ooked at selling expenses, but it's sonething

that we are | ooking or considering doing at this point in
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tine.

Q When do you expect to be able to have sone data
out of your study?

A In the fall

Q In the fall? | guess just a final coment here.
I notice that at the end of your article you' re predicting
that as long as we have Federal Order regulations we wll
have product price fornmulas.

Is that a prediction of a demise of Federa
Orders, or do you think we'll ever get this issue
strai ghtened out?

JUDGE HUNT: A rhetorical question.

Any ot her questions? Sir?

BY MR, SCHANBACK:

Q Good evening, Dr. Stephenson. | hope not to keep
you so long that you'll even cone close to missing your
ai rpl ane.

My nanme is Martin Schanback. |[|'ma plant operator
in New York state. Since you are at Cornell, you're
probably quite fanmiliar with the conditions of the northeast
mar ket and particularly those conditions as they exist in
New York state.

Woul d you have any know edge of the relative
rel ati onship between nmilk supply and capacity in

manuf acturing plants in New York state?
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A It's been relatively well balanced for a nunber of
years.

Q And woul d you have any know edge as to the
exi stence of or even if you know the anmpunt of producer
price premuns that is currently being paid in New York
state?

A The premuns, as | understand it at this point in
time, are significantly higher than they were just a few
nmont hs ago. | had heard fromthree or four processors that
anywhere between 60 cents and $1 was being paid, which is
really much higher than New York prem uns have run in the
past many years.

Q And the sane. Do you have general know edge or
any know edge of the | engths of contracts between
manuf acturing plants and their producers?

A I don't particularly M. Schanback

Q Al right. Do you have any know edge perhaps of
the length of the contract between cooperative associations
and manufacturing plants?

A | do for a couple of specific plants, but not in
general , no.

Q Wul d you care to comment as to the | ength of
contracts in one instance between manufacturing plants and
their producers or manufacturing plants and supply

cooperatives? Wuld you care to coment on the relative
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l ength of tinme between the two?

A No, | don't. | really don't have enough data
poi nts or enough confidence to feel |like | could speak to
that. |'msure that sonme of the other people who will be

Wit nesses would be able to better answer that question.

Q Okay. | guess | have one |ast question. Do you
have any know edge as to the amount of prem uns that are
bei ng paid by cooperatives as conpared to the amunt of
prem uns being paid to producers by independent plants?

A | don't at this point in tinme, no. The indication
that | had given you just a little bit earlier was from
i ndependent or from plants who had secured a | arge portion
of their mlIk with i ndependent supply.

Q Al right. As an expert, would you conjecture on
the relative value to the extent that if one organi zation
pays nore than the other organi zation there is a likelihood
that the two prices or the two prem uns woul d seek a |eve
bet ween the two?

A There should be sone rel ationshi p between the two,
but I wouldn't necessarily expect themto be equal

MR, SCHANBACK: All right, sir. That's the only
guestions. Thank you.

JUDGE HUNT: Yes, M. Pacheco?

MR. PACHECO It's Francis Pacheco.

JUDGE HUNT: Pacheco. |'msorry, sir
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MR, PACHECO We'll get it right before we're

done.
JUDGE HUNT: It's getting |ate.
MR, PACHECO A real quick question
JUDGE HUNT: From now on, |'mgoing to hold al
| awyers and everyone else to their word. |f they say one

| ast question or one question, you're going to be confined

to that.
MR. PACHECO This is. This is the |ast
guestion --
JUDGE HUNT: All right.
MR. PACHECO -- from ne today.
BY MR. PACHECO
Q This is a scenario, okay? Now, the Federal Order

has an end product pricing systemestablished in it. Wat
are the risks to the industry if the support price was not
here today? |If the support price is elimnated with an end
product pricing system can you give any predictions?

|'"'m basing this on a study that was witten back
in 1978 out of Chio Research from Jacobson. He said one of
the risks is that with an end product pricing systemthat
you have to have a support price to maintain sonme stability.
Do you feel that sane way? That was my question.

A Well, we have a support price, but we haven't

particularly had stability in the marketplace in the past
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ten years. |In fact, very little evidence of that perhaps.

The two are really sort of unrelated, | believe,
and certainly I would think out of the scope of this hearing
because the Federal Order systemcan't do anything to
particularly influence the support price program

| really couldn't comment on that. There are sone
i nteracti ons obviously, but one program does not have an
i mpact on the other or can't necessarily dictate what the
i mpacts will be.

MR. PACHECO  Thank you.

JUDGE HUNT: Anyone el se?

Thank you very nuch, Dr. Stephenson.

(Wtness excused.)

JUDGE HUNT: W said 7:30, but in order to
accommpdate M. Vetne, he indicated he had a witness who is
on a tine constraint. Do you want to take himtonight?

MR. VETNE: He's indicated a willingness to be
first on tonorrow,

JUDGE HUNT: Thank you, M. Vetne. W'I||l see you
all at 8:00 in the nmorning with M. Vetne's w tness then.

(Whereupon, at 7:30 p.m the hearing in the
above-entitled matter was adjourned, to reconvene at
8:00 a.m on Thursday, May 11, 2000.)
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