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PROCEEDI NGS
(8:03 a.m)

JUDGE HUNT: Good norning, |adies and gentlenen.
| understand the anmplification systemis down tenporarily.
You all have copies of M. Yonkers' testinobny. So you can
read as well as hear him It should be fixed shortly. But
if you have probl ens hearing anything, just raise your hand
or shout out and we will repeat anything that you need to
hear .

At the break, come up to ne and see ne if there is
anybody here who has to testify today under time restraints,
that need to be taken out of order, that need to testify
today. Let ne know and we will fit you in to nmake sure that
you do have an opportunity to testify today. W will do
that at the break.

Al so at the back of the room at the break, too, we
have the sign-in sheet for those who want to sign in
indicating in the record that they were present at the
hearing. So the sign-in tablet is at the back room where
the exhibits are.

Al right. Now, we have M. Yonkers who will --
is there anything prelinmnarily before we begin to resune
M. Yonkers' testinmony? Al right, then. M. Yonkers.

Wher eupon,

ROBERT YONKERS, Ph.D
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havi ng been previously duly sworn, resuned the
stand and further testified as follows:

THE W TNESS: GCkay. On page 54 of ny testinony,
Roman numeral X, Product price fornulas reflect AMAA
requi renents and shoul d not be replaced by cost of
production formulas. The product price formulas contai ned
in the final rule reflect the supply and demand factors in
par agraph 608(C) (18) of the AMAA and shoul d not be repl aced
by a formul a based upon the cost of production

In the early 1960s, the Secretary adopted the use
of the M nnesota-Wsconsin, or MN price as the Class ||
price. The MWwas a conpetitive pay price obtained froma
survey of paynments made by manufacturing plants in M nnesota
and Wsconsin to producers of Grade B or manufacturing grade
m | k.

The MW price was correctly regarded by the
Secretary as an adequate accurate indicator of the
multiplicity of supply and demand factors affecting market
prices for Grade A nmilk throughout the country. This was so
because 1) the price of Gade B nmlk was not and is stil
not regul ated, but determ ned by open conpetition; 2)
manuf actured products were and still are | ess perishable
than fluid mlk and, thus, tend to conpete on a nationa
rather than local level; and 3) supply and dermand factors

affecting the price of Grade A and G ade B nil|lk were closely
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correl at ed.

The Secretary concluded that the MV price
automatically incorporates -- excuse nme, quote,
"Automatically incorporates the effects of enunerable
econoni ¢ factors which have an inpact on both buyers and
sellers including the price and availability of feed for
dairy cows", and that it, thus, "reflects all of the supply
and demand conditions that nust be considered" under Section
18 of the AMAA

| agree with that assessnment. | also understand
that the use of a market-driven base price to automatically
account for the Section 18 factors was expressly approved by
the 8th Circuit Court of Appeals in The Mnnesota M1k
Producers versus dickman case. However, structural changes
over tinme in the dairy industry nade the MV I ess
representative of the value of milk used in manufactured
dai ry products.

These changes were nobst notably the declining
vol une of Grade B mil k produced and the declining nunber of
manuf acturing plants from which paynents coul d be reported
to USDA. The latter was addressed by USDA in 1995 foll owi ng
a national Federal Order hearing in 1992 by using an
updating formul a which used changes fromnmonth to nmonth in
t he whol esal e prices of butter, nonfat dry m |k and cheese.

The updating procedure adopted in May 1995
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resulted in the basic fornmula price, or BFP, which repl aced
the MWin nonmenclature, but still relied on the base nonth
portion of the MWseries. This addressed the problem of the
MWV price no |onger representing a conpetitive market price
resulting fromhaving too few manufacturing plants that
purchase Grade B nmil k.

Thi s updating procedure relied on the conpetition
for manufactured dairy products at the whol esale |evel, the
next step in the marketing chain above the purchase of raw
mlk. It was noticed by USDA in its 1995 decision that,
"The adoption of the base nonth MWprice for any Grade B
mlk series is only a short-term solution since the anount
of Grade B m Ik production is expected to continue to
decline."

The product price forrmulas adopted in the fina
rule as a replacenent for the BFP continued to rely on the
wel | established principle of mlk marketing pricing that
had been incorporated in both the MWand the BFP. The fina
rule accurately states that, "The pricing system contai ned
in this decision will function in the sane manner as the
current pricing system by accounting for changes in feed
costs and feed supplies indirectly."

The new Federal Order Pricing System actually
better captures local feed prices than do the old order

pricing system This is because the old order prices were
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derived fromdata of whole m |k purchases by processors in
M nnesota and Wsconsin only. |In contrast, the new orders
utilized nationwi de data and thus better reflect the price
of feed in all regions of the country.

As | have previously noted, the conponent based
product price fornulas for determ ning mninmmprices for
m | k begi nning January 2000 foll ow a basic fornula as
follows: the wholesale price of the dairy product mninus the
cost of manufacturing that product divided by a yield factor
where the cost of manufacturing is represented by a nake
al | owance.

In the final rule, USDA noted that, "Product
prices established in a relatively free and open interaction
bet ween supply and denmand directly translate the val ue of
the finished products to the value of mlk and its
conmponents. Therefore, they have a sound, economc
under pi nni ng. "

The application of product price formulas
speci fying which product prices nmeke all owance in yield
factors to use. In the past, the inplicit nmake all owance
recei ved by each manufacturing plant was equal to the
di fference between the whol esal e val ue received for the
dairy product mnus the value paid for the raw nm |k used to
make that dairy product.

This varied over tinme based on nmany econonic
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factors such as the capacity utilization of the plant,
variability in the cost of inputs other than raw mlk Iike
wage rates, energy costs and interest rates, and, of course,
the conpetitive environment for raw ml K.

while this inplicit make all owance varied from
month to nonth, over time the inplicit make all owance had to
consistently cover the full cost of operating the
manuf acturing plant. That same function is now achieved
t hrough the nake allowance as specified in the product price
formul as.

The cost of production approach to m ni num nmilk
prices, proposal nunber 29, achi eves none of these goals and
shoul d be rejected. It was previously rejected in the
informal rule-meking leading to the final rule. As noted in
the proposed rule, the reason the USC, University Study
Committee, dropped cost of production from consideration was
that cost of production represents only the supply side of
the market, ignoring factors underlying demand or changes in
demand for m Ik and m |k products.

That assessnent is right on target. The price a
farmer receives tells himhow much nmilk to produce. Wen
demand for dairy products rise, the price of mlk nust rise
to signal to the farner to produce nore mlk. |f demand
falls, the price of mlk rmust fall in order to send the

opposite signal. Basing the price paid to farnmers only on
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the cost of production fails to reflect any demand side
i nputs and therefore fails to fully account for these
critical functions.

11) USDA shoul d issue a recomrended deci sion.
USDA's normal practice is to issue a recommended deci sion
and receive witten coments before issuing a fina
deci sion. That procedure should be followed here. A
recommended deci sion can be omitted only if the record
evi dence denonstrates that "due and tinmely execution of the
Secretary's functions inperatively and unavoi dabl e require
such an onmission as stated in the Code of Federa
Regul ations. "

These conditions do not exist here. The mlk
i ndustry does not face any energency situations. The fina
rul e, although subject to inprovenents as outlined in ny
testinmony, is functioning appropriately. The prerequisites
to the om ssion of a recomrended decision are not present
and furthernore while Congress has required that any changes
resulting fromthe hearings be published by Decenmber 1, 2000
and i npl enented by January 1, 2001, there should still be
anple tinme for the Departnment to issue a recomended
decision first.

A reconmended decision is particularly desirable
in light of the recent experience in the informal rule-

making that led to the final rule. The ability of
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i nterested persons to provide witten conments on the
proposed rul e provided an opportunity to point out sone
signi ficant shortcomngs in the regulatory provisions under
consideration and in nmany cases led to significant
i mprovenents in the final rule as adopted by USDA. The sane
opportunity should be afforded here.

MR, ROSENBAUM  All right. Dr. Yonkers, you have
an appendi x or an addendum whi ch we are not going to have
you read into the record which I think will disappoint no
one in this room But | think you have a quite short
addition to give to your testinony. Could you do that now?

THE WTNESS: Yes. Earlier in ny testinony
yesterday, | inplied that the butterfat and anhydrous m |k
fat -- that butter and anhydrous mlk fat were both Class IV
products. For reasons not explained by USDA in the fina
rule, butter is the only one of several products which
conpete in the marketplace as a source of butterfat for
further processing including plastic cream butter oil and
anhydrous mlk fat to be included in Class IV. The others
are Class |1l products.

Proposal nunber 8, in addition to significantly
changi ng the input cost between buyers of raw milk for Cl ass
IV and Il who conpete for the same m |k supply al so
significantly will reduce the raw m |k conponent costs for

the manufacturers of butter relative to those manufacturing
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pl astic cream butter oil and anhydrous mlk fat.
EXAM NATI ON BY PARTI Cl PANTS

BY MR. ROSENBAUM

Q Al right. Dr. Yonkers, yesterday before anyone
had testified, | noted that the notice published in the
Federal Register had accurately described proposal nunber 12
which is a proposal by the trade association for which you
are enployed; but that the |anguage used to set forth in the
proposal -- excuse ne, set forth in the notice to carry out
the proposal, that proposal was not quite accurate.

Coul d you please for the record descri be what the
correct |anguage shoul d be?

A Yes. Proposal nunber 12, as correctly sunmarized
by USDA in its first paragraph under where it starts
proposal nunber 12 was to reflect the price adjuster for
500- pound barrels and 640-pound bl ocks that is made to the
NASS dairy products prices reported price to reflect the
actual cost of manufacturing difference between 40-pound
bl ocks and those other size package cheeses.

I n devel opi ng the | anguage, USDA instead used the
price difference. And as | stated earlier in nmy testinony,
that price difference between bl ocks and barrels consists of
two conponents. One is the actual difference in the cost of
manuf acturing those two and the other is related strictly to

the noisture adjustnment. And separating those out we
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believe is very inportant for consideration by the USDA.

Q And so the correct reference is not to the
difference in the price, but the difference in the cost of
manuf act uri ng?

A That's correct.

Q A substantial portion of your testinony addressed
the question of the appropriate make all owance to use for
cheese and dry whey, is that correct?

A That is correct.

Q And with respect to cheese -- well, with respect
to both products, the National Cheese Institute which is
part of the International Dairy Foods Association, conducted
a survey of the nenbership to determ ne cost of production,
correct?

A That is correct.

Q And you have provi ded those nunbers.

A Yes, | have.

Q And there al so have been nunbers introduced into
evi dence fromthe nost recently conpl eted survey of the
Rural Busi ness Cooperative Service, correct?

A Yes.

Q Now -- and those | think are Exhibit 9 if | am not
nm st aken that have been introduced into evidence through the
testimony of Dr. Ling yesterday. Do you have some concerns

as to the accuracy -- let ne back up. In your testinony,
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you identified a nunber of cost factors that are not
reflected in that survey, correct?

A That is correct.

Q And you believe the survey is inappropriate for
that reason, correct?

A That is correct.

Q And you also identified the fact that it didn't
cover proprietary plants.

A That is correct.

Q Do you have any -- having now seen the nunbers for
the first tine as a result of their having conme out through
this hearing, do you have sonme concerns as to the accuracy
or reliability of the cheese nunbers reflected in the rura
busi ness cooperative service survey?

A When -- the nost striking thing about the cheese
nunbers was that the wei ghted average was higher than the
sinpl e average. And that was not the case for either the
butter or the nonfat dry mlk. As a matter of fact, the
wei ght ed average was significantly | ower.

Due to the huge differences in size of plants and
ef ficiency of plants across the country, it is a conmonly
accepted econom ¢ principle due to econoni es of size and
scal e that larger plants have | ower costs of manufacturing.
And it just struck ne as being very unusual for the Rura

Busi ness Cooperative Service wei ghted average cheese cost of
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manuf acturing to be higher than the sinple average.
Q And what -- there is another survey done by the
California Department of Food and Agriculture, correct?
A Yes, that is correct.
Q And what did that show for cheese in terms of the
rel ati onshi p between the average cost and the wei ghted

average cost?

A Consistent with theory, the wei ghted averages were
all lower than the sinple averages.
Q And is there any way that you could have a

wei ghted average that is higher than the sinple average
other than that the larger plants are allegedly operating at
hi gher costs than the smaller plants?

A I don't see statistically or nmathematically how
that could have -- you could arrive at that conclusion
unl ess those | arger plants had hi gher costs of manufacturing
on aver age.

Q So that the Rural Busi ness Cooperative survey
results would necessarily as a matter of sinple mathematics
be saying that the larger plants have higher costs of
production than the smaller plants, correct?

A That is correct.

Q And that is inconsistent with the California
resul ts?

A That is correct.
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Q It is inconsistent with the Rural Business
Cooperative survey results for butter and nonfat dry m | k?

A That is correct.

Q And it is inconsistent with the normally accepted
principle that the larger plants are, in fact, the nore
efficient plants, correct?

A That is correct.

MR, ROSENBAUM  Okay. Your Honor. At this point,
I would nove Exhibit 14 into evidence, although I understand
there may be sonme questions to the Wtness before that is
formally acted upon.

JUDGE HUNT: | will reserve until after the
guestions to rule on this.

MR. COOPER: What is 147

JUDGE HUNT: Fourteen is his testinony.

MR, COOPER: The whol e testinmony?

JUDGE HUNT: The whol e testinony including the
appendi x, yes, M. Rosenbaunf

MR. ROSENBAUM  Your Honor, the whole docunent.
That's right.

JUDGE HUNT: M. Cooper?

MR, COOPER: | guess the problemwe run into
sonmetines is the testinony as given doesn't always exactly
mat ch the testinony as witten, usually because sonmebody,

you know, nmade a m stake sonewhere al ong the way or changed
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the testinony.

JUDGE HUNT: Well, he -- everyone followed al ong
as he testified. Has anybody seen any variation to his
testimony and what is in the witten testinony?

MR. COOPER: And, therefore, | was going to say we
usually don't clutter the record by putting in testinony
that has already been testified to.

JUDGE HUNT: Well, | will accept it if there is no
objections to his testinony as an exhibit.

MR, COOPER: Well, | am objecting.

JUDGE HUNT: All right. You are objecting. Al
right.

MR, COOPER: | nean, as a general rule for the
whol e hearing, not just his testinony. But if everyone is
going to read themin, there doesn't seemto be any sense in
receiving themas exhibits. On the other hand, if they are
going to just put themin as exhibits as if read, we could
just pass them out and everybody go off and read in the
corner for three hours. W' ve done it either way in past
hearings. It just doesn't seemto nmake sense to be
duplicative

JUDGE HUNT: Well, your only objection then is it
just clutters up the record.

MR. COOPER: That is the first one as to the

testi nmony.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

339

JUDGE HUNT: Okay. The first one. The second is
the variation to his testinony and --

MR, COOPER: Well, no, as to his testinony, that
is my objection.

JUDGE HUNT: All right.

MR, COOPER: That it is duplicative and, you know,
we are starting off here with the first -- you know, or
second witness actually. The first one had a prepared
testinmony distributed Iike this and wi shed to have it
received. So | amjust trying to set where we are going for
the rest of this hearing for the next four days.

JUDGE HUNT: M. Rosenbaunf

MR, ROSENBAUM Wl |, there -- fromny experience
in many of these hearings, we have entered the entire
testimony. Beyond that, Dr. Yonkers' witten testinony
incorporates in the text itself the critical tables on nake
al l omances and things |ike that which he, of course, did not
read into the record. So that is howthe entire testinony
has to come in for those tables to come in which is
absolutely critical from our perspective.

JUDGE HUNT: | will admt Exhibit 14 including the
tables. Yes, M. Cooper?

MR. COOPER: Once we get beyond the testinony, the
appendi x is nothing but a legal argument. And this is a

fact-finding hearing. So a) it doesn't belong and b) even
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if it conceivably could belong, Dr. Yonkers may be a
wonder ful economi st. But there is nothing in his
credentials that is indicated in the beginning or even in
the nerits of his legal argunment to show that he is
qualified to --

JUDGE HUNT: Well, that is being offered. |
assunme that anyone here can question about the analysis as
wel | as about his testinony.

MR. COOPER: | nean, that certainly belongs in the
brief, not in the testinony.

MR, ROSENBAUM  Well, we wanted to have it all up
front so no one could say they didn't have notice as to what
our position was.

JUDGE HUNT: | will adnmit the testinony including
the analysis and tables. Exhibit 14 is admitted into
evidence. Now, with -- on the matter of the testinmony -- of
testimony that M. Cooper referred to, it is introduced
wi thout testifying as if read.

If there has been testinobny prepared that has been
given to the other participants here or the people attending
here today in advance, that they are already famliar with
the testinmony, | think in that circunstance it could be
introduced as if read without having to re-read it at the
heari ng.

It will shorten the tinme here. That is only for
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that testinony which has been reduced to witing. It has
been made avail abl e ahead of tinme. So if you do have that,
we can shorten the hearing. But that is only under those
circunstances. Al right. Then any questions of Dr.
Yonkers. M. Beshore.

(The docunent marked for
identification as Exhibit No.
14 was received in evidence.)
BY MR BESHORE
Q Good norning, Dr. Yonkers.
A Good nor ni ng.

MR. BESHORE: At the outset, Your Honor, | would
like to just reiterate the and perhaps clarify the objection
| made yesterday to portions of the testinony relating to
the formulas for Class | and Class Il prices. This hearing
was not called in the Secretary's -- pursuant to the
Secretary's general or generic authority to fornulate all of
the regulations for mlk marketing orders, but was called
specifically, as the notice said, pursuant to the mandate in
the legislation of last fall which specifically and
exclusively addresses Class Ill and Class |V prices.

We have got our plate full with Class Il and
Class IV price fornmulas in this hearing. And we do not need
to be addressing the issues of Class | and Class |l price

formul ati ons which were settled for the time by Congress and
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the legislation last fall. And | really object to further
being required to address those proposals which have been
put forward by Dr. Yonkers in his testimony. So | reiterate
t hat obj ection.

JUDGE HUNT: You are asking to revisit ny ruling
on your motion. It was allowed because the proposal as |
understand did allow testinmony on the effects of Class |I and
Class |l pricing as a result of those proposals. And so for
that purpose, that is why the testinony was all owed.

MR. YALE: Ckay. On behalf of the proponent to
proposal nunber 1 -- | amnot going to name themall, but
select m |k producers and others -- we join in that
obj ection. Qur concern, Your Honor, is it is one thing that
they can tal k about the inmpact. They could have done that
wi t hout having a proposal

You can tal k about the inpact on these without a
proposal. Qur concern is whether this is set up in such a
way that the Secretary actually can as a result of this
rul e-maki ng hearing come up with a new price differentia
for Class | and Class |1

And M. Beshore is 1000 percent correct. The
statute does not pernit that. And the Secretary has no
authority to change those differentials at this point. This
hearing was required by law. So if it is just to allow them

to tal k about the inpact, fine. | think that is very
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relevant. But if it is to actually result in a change in
Class | differentials or Class Il differentials in response
to anything in this hearing, then that is incorrect.

JUDGE HUNT: M. Rosenbaum

MR. ROSENBAUM  Your Honor, if | could be heard on
that question. | also want to clarify so we are clear about
this. These are proposals that were published in the
notice. These are proposals 3 and 4 that would affect C ass
I, 11 -- 1, Il and I'll pricing, as well as Class |V
pricing with respect to any change in the cal cul ati on of the
butterfat price.

So there is no argunent here what soever that
peopl e did not have advanced notice that these issues would
be raised. They are explicit. They are the only things
covered by those proposals.

Now, as | understand the argunments of M. Yale and
M. Beshore, it is that because Congress required the
Secretary to hold hearings on Class Il and IV which they
did, that the Secretary was sonehow stripped of his power,

i nherent power under the AMAA to hold hearings on any other
i ssue. | know of no legal theory which would so state.

And so long sa the notice of hearing gave people
fair notice that these would be at issue, that is all anyone
is legally entitled to. Now, obviously, this is a lega

debate with respect to testinony that has al ready cone in.
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So in a certain sense, this is not the forumto debate it.

But | think that there should be no question but
that everyone knew what this hearing was going to be about
and | would argue no question as to the Secretary's
authority to have included proposals 3 and 4 which he did.

JUDGE HUNT: Yes, M. Beshore.

MR, BESHORE: The only response | would nake with
response to the text of the proposed hearing notice, Dr.
Yonkers has already corrected the text of certain other
proposals in the hearing notice. And | think the proposals
referred to by M. Rosenbaum can be corrected accordingly.

JUDGE HUNT: M. English.

MR. ENGLI SH. Charles English again for Suiza
Foods Corporation and Master Dairies. Your Honor, this
heari ng has been lawfully called. The Secretary published
the notice. | agree conpletely with M. Rosenbaum

But what strikes especially about this is the
denial of the interrelationship by those who woul d excl ude
this testinony. The idea that you can actually | ook at one
pi ece of the equation wi thout |ooking at the other pieces of
the equati on denies the economc reality of this system

| urge you to overrule all the objections and
allow us to continue. There are going to be other witnesses
on these issues and many of them have travel ed expressly for

the purpose of testifying in favor of proposal number 3.
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JUDGE HUNT: That is -- M. Cooper?

MR, COOPER: Yes. | just want to say from our
st andpoi nt, we have noticed such matters as changes to the
butterfat which would affect all classes because there is
obviously an interrel ationship. Wen you set butterfat
price for one product, you are going to change the price of
that product and it is going to affect the other products.

Now, on the other hand, we are not going to get
into the Class | differentials. And we are not going to get
into the Class Il differentials. They were not noticed and
they are beyond the scope of what was noticed in this
hearing. That is all | amindicating.

JUDGE HUNT: Thank you, M. Cooper. Your

positions are in the record. So when the record is reviewed

by the Secretary's representatives, they will certainly read
your objections. And they will be in the position -- they
will decide, first of all, whether the testinony is beyond

the scope of the hearing today, whether it is relevant and
if it is relevant, what weight they will give to it. So
they are astute representatives. They are know edgeabl e.
So | think they will give the proper weight toit. M.
Ber de?

MR, BERDE: Your Honor, since the Secretary's
council has now acknow edged that Class | and C ass |

differentials are not open, it seenms to nme that should end
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the matter and nobody shoul d be bothered about addressing
those two issues in their briefing.

MR. ROSENBAUM  Well -- this is M. Rosenbaum |
just want to clarify that -- | don't want to get into a
debate about precise term nology. But proposals 3 and 4 are
in the record and as being at issue. They are the questions
of how the butterfat price is calculated for purposes not
only of Class |V, but also Classes |, Il and Ill. And those
i ssues clearly are open.

JUDGE HUNT: Are you going to -- is there stil
nore on this point, M. Beshore? This is sonething you
could argue the point -- you have argued the point today and
presented your argunents very well. You can reiterate them
in your briefs as to the pertinence of M. -- Dr. Yonkers
testimony and the weight that they should give toit. So
you can address it again there.

Al right. M. Beshore.

MR, BESHORE: Thank you, Your Honor

BY MR BESHORE

Q Dr. Yonkers, | wonder if you have as an econom st
for your menmbers have cal cul ated the effect of your -- the
various positions advocated in your testinony upon the price
of milk in the Federal Order Systenf

A The only way to cal cul ate the inpact of any of

these proposals on the price of milk in the Federal Order
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System woul d be to use a very sophisticated econonetric
nodel which we do not have avail able at |IDFA. And we were
relying on the fact that USDA used that in the hearing
noti ce.

We support their use of a nodel which incorporates
supply and dermand adjustnments as a result of changes in
price relationships. W do not believe that we want to be
| ooking at just the change in the mininummnlk price because
that is not the only price change that will occur in the
mar ket pl ace as econom ¢ agents respond to relative price
changes in the market.

Q Okay. Have you cal cul ated, neverthel ess, the
change in the mnimumm |k price that would occur if your
proposal s were adopted?

A We did this for our menmbers for their input in the
process we used to draft this testinony, yes.

Q So you have cal cul ated that for your menbers'
reference and infornmation.

A Yes, | have.

Q Okay. Would you favor the hearing record with

t hose cal cul ati ons?

A | actually didn't bring those with me, M.
Beshore.
Q Well, let's see if we can identify perhaps the --

you know, the elenents of that equation. Your -- would
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mai nt ai ni ng the cheese nake all owance at the present |eve
as you request would hold that value steady, would you agree
with that?
A Yes, | woul d.

Q Okay. I ncluding 640-bl ock cheese prices in the

survey for cheese prices for Class Il would reduce the
Class Il price. That would be your expectation, would it
not ?

A I would not support that statenment because of the

adjustnent that is made to the price of those |larger sizes
whi ch we al so recommend and - -

Q Well, what did you calculate for your -- estinmate
for your menmbers woul d be the inpact of adopting that
proposal ?

A That happened to be one of the proposals we could
not do. There is no data on the price of 640-pound bl ocks
available at this tinme to ny know edge.

Q Okay. Reducing the adjustnent for barrel cheese

in the NASS survey fromthree cents to one cent, did you

cal cul ate how much -- what is the affect that would have on
the Class Il price?
A That would |lower the Class Il price nminus any

ot her adjustnments in the price adjustor due to noisture. As
| pointed out in ny testinony, there is two conponents to

that current price adjustor we are reconmendi ng. And our
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testi mony focused on only one of those two conponents which
was t he conponent related to the difference in the actua
cost of manufacturing.

Q And | amtrying to break these out one at a tine.
The three cents nminus one -- going to one cent fromthree
cents, what effect would that have?

A It would have the effect of lowering the Class I
price.

Q By how nuch?

A I don't recall and | don't have that with me.

Q Okay. Now, reducing the butterfat price in Class
I1l by six cents per pound as you proposed, what effect
woul d that have on the Class Ill price?

A That woul d have very little change on the Cl ass
I1l price because of the way the forrmula works. Lower
butterfat price will actually be reflected in a higher

protein price.

Q Okay. You are sure that would have little effect
on the Class Il price.
A Yes.

Q Okay. Lowering the butterfat price in Class Il by
six cents a pound, what effect would that have on the Cl ass
Il price?

A That would | ower the mnimumCl ass Il price.

Q By how nuch?
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A | don't have those nunbers with ne.

Q Okay.

A And | don't recall

Q Reducing the Class | butterfat price by six cents
per pound, what effect would that on the Class | price in
all Federal Orders?

A That woul d have the effect of |owering the nmininum
Class | price in all orders.

Q Okay. By how rmuch?

A | do not recall that nunber.

Q Reducing the Class Il differential as you have
proposed, what effect would that have on the Class Il price?

A It would have the effect of -- we are only

proposi ng that for any change made in the Class |V product
price fornula that |owers that. So we are not proposing
that as a change unless the Class |V product price fornula

is lowered for skimmlk.

Q You nean if the Class |V price goes up, you want
the Class Il price to go down.
A That is correct. The Class Il skim-- the Cl ass

IVskimmlk price is increased. W do not want the Cl ass
Il skimmlk price to increase accordingly because, as |
stated in ny testinony, the relationship that is established
between nonfat dry milk and Class Il skim if you didn't

reduce that differential, would increase and it woul d
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i ncrease the opportunity and the econom c viability of
substituting nonfat dry mlk for Class Il skimsolids.

Q And you have calculated -- | assune that there
woul d in fact be an econonic incentive that would nake it
likely that those substitutions would occur?

A Of course, that depends on the relative prices in
t he market pl ace, what happens to nonfat dry mlk. At the
current time with nonfat dry mlk sitting at the support
price and the governnment purchasing nonfat dry mlk every
week, no, there is no change in the nonfat skimprice. But
we are not inplying that that is always going to be the
situation.

Q Well, have you cal cul ated what price relationships
there would need to be in the marketplace for the
substitutions for which you are concerned woul d take pl ace?

A Yes, we have | ooked at that and | do not have
t hose numbers with ne.

Q Okay. So you really are not ready to tell us what
price relationships would have to be out there for that to

occur. But you have advocated changing the differentia

because you say it will occur.
A Well, we will also have nenbers testifying |ater
in this hearing who actually process Class |l products who

will testify to that.

Q Okay. You woul d agree, of course, that the -- for
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a substitution to take place, you would have to have enough
of a price differential to cover the costs of -- by the way,
the substitution that you are really concerned about here is
butterfat fromC ass IVto Class Il, is it not?

A W are -- the one you specifically just asked
about related to the nonfat dry milk, also. You related to
the --

Q Okay. Which are you nore concerned about, the
nonfat solids or butterfat?

A We are concerned about both because anytinme you
i ncrease the econom c incentive to use substitute Class |V
products for Class Il mlk inputs, you are not going to be
fully reflecting the value of that Class | use back to mlk
producers.

Q Okay. Wich ingredient substitution is nore
likely considering the price relationships in the
mar ket pl ace now or which you foresee, butterfat or nonfat
solids?

A We believe it would be nore likely to have
butterfat substitution than for --

Q Okay. And for butterfat -- and | understood your
direct testinmony to be addressing butterfat substitution.
For that to occur, you would need to have a price
differential there that accounted for the cost of converting

that Class |V butterfat into butter and then converting the
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butter back into the Class Il products, isn't that correct?
A That is correct.
Q Okay. And have you cal cul ated what price

scenarios in the marketplace would be required to nake that

conversion econom cs and, therefore, likely?
A It is not only -- let me also state it is not only
butter. It is also the sane conversion factors for

anhydrous mlk fat or butter oil or plastic cream The sane
conversion could take place.

Q Do your menbers use those in ice creanf

A We will have nenbers to testify later to what
products they use.

Q Do you know i f they do?

A During our preparations for this hearing, they
i ndicated that they look at that possibility. They did not
indicate that they do it on a regular basis. But they said
it is one of the factors that they look at in sourcing
i ngredients for their manufacturing operations.

Q Do you know i f they have ever included those

products in their ice creanf

A I will let themtestify to that effect.
Q You don't know, is that correct?
A I don't recall

Q Okay. Do you know, are you ready to testify what

butterfat -- what butter price would be required in order
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for the substitution to be economi ¢ use of product?

A As | outlined in ny testinony, the price would
have to i ncrease by the cost of manufacturing butter which
currently is the make all owance of 11.4 cents. |In addition
it would have to increase by the cost of storage of butter
over the period of which you are doing it and then the cost
of turning that butter into the appropriate use for your
manuf acturi ng process. And once again, we will have nenbers
testify as to how they | ook at that econonic relationship

Q Okay. But you are satisfied to testify that
likely price relationships will nake that econom c and
likely to occur.

A Yes.

Q Okay. Let ne -- you have advocated, Dr. Yonkers,
that the -- as | understand your testinony, that the
Secretary not consider the information presented by Dr. Ling
in the Rural Business Cooperative Service survey, but
consider the information presented in the survey which your
testimony refers to, initiated by your enployers. Is that
your position?

A Yes, that is.

Q Okay. Have you -- how many tines has that survey
been taken by your organizations? This is the only time, is
it not?

A To my know edge, this is the first tine we have
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undertaken this type of survey, that is correct.

Q Okay. And you have not personally reviewed any of
the information, the primary information conming in from your
menbers with respect to that survey, is that correct?

A That is correct.

Q Have you -- do you know who has personally
revi ewed that information?

A Yes. We contracted with an outside statistica
and accounting research firm-- survey and accounting
research firmto look at that data as it came in. And as |
indicated in ny testinony, anytine they found any i ndividua
cost data item which was nore than ten percent outside the
range of data that was reported in the 1996 Rural Business
Cooperative Service report, they called back the plant
contact and attenpted to confirmthat that was in fact and
the reasons for that nunmber being outside the range that
they were | ooking at.

Q The organi zation with which you contracted, have
they ever previously done any cheese nmanufacturing cost
st udi es?

A No, they had not.

Q Okay. Do you know how meny persons there are on
their -- how many persons are on the staff there that were
i nvolved in this work?

A | know at least two that were involved in this
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work on the staff.

Q Are any of those persons statisticians?

A They are both econom sts who have had statistical
traini ng.

Q Are any of them agricultural econom sts?

A No.

Q Have they previously done any studies for USDA
heari ngs to your know edge?

A No, not to ny know edge.

Q Okay. Have they ever been in a cheese plant?

A Not to ny know edge.

Q Do you know -- strike that. Wen was the
comuni cation sent to your conpany or to the plants which

you surveyed asking for the information?

A In early March of this year.
Q As | understood your testinony, it was sent --
wel |, maybe you can clarify it. To what plants was the

correspondence sent?

A We used USDA's Grade A plant inspection |list for
those plants that were coded as manufacturing cheddar cheese
primarily for our survey. And that resulted in about 90
pl ants that we sent the survey data to. |In addition, we
i ncl uded about another dozen -- ten to 12 plants that
processed whey in California. And that was only for the

whey dat a.
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We did not collect cheese data from California
pl ants because our intention was to rely on the California
Department of Food and Agriculture data for that. And in
addition to those -- included in that ten to 12 whey plants
were sonme plants which did not produce cheddar cheese but
did product dry whey. They were only surveyed for their dry
whey costs.

Q Did you send the information -- the 90 plants, is

that the total listing of cheddar cheese plants on the
survey?
A As we went through that, that -- in the inspection

-- I"'msorry. Ask your question again.

Q The plants to whom you sent the surveys, was that
every plant listed on the inspection list that you worked
fronf

A Every plant -- the inspection |ist does not |ist
addresses. And for every plant on there, we were able to

find an address for, yes, they were included.

Q Do you know how many you sent it out to?
A | believe it was about for cheddar cheese, 78, and
then the additional ten to 12. | don't recall the exact

nunber for whey plants.
Q Okay. Now, your results are based on -- for
cheese are based on 15 plants operated by ten firns. Dr.

Ling identified for the hearing record the firnms and plants



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

i nvolved in his survey.

t hi ng?

A

358

Are you prepared to do the sane

I do not have that data avail able now. But, yes,

we are prepared to list the firnms that were involved that

supplied the data on the plants.

Q

A

Q

A

Q

take it.

A

Q

Are you going to do that for the hearing record?

Yes.

Okay. When do you expect that to be avail abl e?

Perhaps | ater today.

Okay. While you are still open to exam nation

| don't believe so,
MR. ROSENBAUM  That

BY MR. BESHORE:

but --

's fine.

But it is your intention to perhaps nake that

i nformati on avail abl e, but not

about it.

MR. ROSENBAUM  No,

be avail able to be asked

no, Marvin. |If you want to

ask him questions about the list, it is fine with us.

Q

MR. BESHORE: Very good.

BY MR. BESHORE:

The list of plants i

provi ded for the record?

A

Q

n the whey survey will also be

The list of firms, yes.

The list of firns.

How many of those plants of
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the firms involved were not NCI nenbers?

A I am not sure

Q Do you know i f any of them were not NCI nenbers?
A | am not sure, Marvin.

Q Okay.

A I will have to look at it.

Q What -- was there correspondence sent in addition

to that that has been provided in, you know, Exhibit 14 with
the surveys?

A There was a cover letter asking for their support
in collecting the data for this survey and indicating that
we were planning on using that data in preparation for this
heari ng.

Q Woul d you be prepared to provide that cover
correspondence for the hearing record?

A Yes.

Q Going to the -- was there anything el se that went
out to the survey parties besides the cover letter and the
exhi bits which were -- which are attached to Exhibit 14?

A No.

Q What -- let nme just ask you. | note that one of
the points that you have made in contrasting your survey
with Dr. Ling's is that you included overhead costs --

A Admi ni strative overhead, yes.

Q -- adm nistrative overhead costs. Wat
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instructions did you provide to the survey participants with
respect to how to allocate those costs?

A The general survey instructions which are in the
appendi x that | provided state that wherever possible, costs
shoul d be allocated directly to each product. Costs which
cannot be allocated directly should be allocated on the
basis of the total nmilk solids in each product.

Q Okay. Well, one of the problens with overhead
costs that Dr. Ling identified as a reason for not including
themin his regular survey of plant operations was that it
is difficult to know -- to be consistent and to know how to
all ocate overhead to the products. And | amjust wondering
how we are to understand that the respondents to this survey
all ocated their overhead to the products.

A Based on their understanding of the survey
i nstructions.

Q And the survey instructions say wherever possible,

costs should be allocated directly to each product.

A That is correct.
Q That is the only instruction, correct?
A And were not allocated on the basis of the tota

skimm |k products or the total skimmlk solids in each
product produced in the plant.
Q How woul d -- what do you nean by allocating

directly to each product? How would a firmreporting --



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

361
let's assunme Kraft was one of the reporting firms. | don't
know. But if they were, how would they allocate according
to your instructions the overhead of Kraft's corporate
structure to their cheese plants at a -- to their cheese
production at a given plant |ocation?

A | am going to defer to our nenbers who will be
testifying later who participate in the survey about how
they did that and let themtestify to that.

Q Do you know whet her they all did it the sane way?

A There was no way to know if they all do it the
same way the same as there is no way to know for all costs
how they are allocating it in a consistent manner unless you
audit the plant survey.

Q Well, there are any number of ways that overhead
could be allocated to the production of dairy products at a
pl ant, are there not?

A We asked themto do it directly to each product
where possible and on the basis of the total solids in each
product if they were unable to allocate it directly.

Q Okay. When you say -- but the overhead that they
are allocating may be attributable to any nunber of
di fferent business enterprises within that conpany. Is that
not correct?

A Well, then we did not -- we allocated -- asked

themto allocate it to the products, not to other functions
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in the conpany.

Q What -- okay. | am not asking how you asked them
to allocate it. | amtrying to understand what they were
allocating. Let's assunme that Kraft has a billion dollars

of overhead beyond the plant levels in Kraft U S.A Howis
that to be allocated to the production of ten mllion pounds
of cheese at a given plant |ocation?

A If the entire overhead cost was associated with
the production of that cheese at that plant, it would all be
allocated to that plant. And if they produced anot her
product there, it would be based on the products that they

produced there directly if possible, dry, wet or otherw se.

Q Well, are you saying this was limted to plant
over head?
A It specifically -- we asked for costs associ ated

with the plant, that is correct.

Q Okay. And where in the instructions do | find
t hat direction?

A "Cost data is to include all in-plant costs of
moving farmmilk fromthe receiving deck to the producer

delivery" -- to the product delivery deck."
Q And that is the instruction which allowed themto
generate the nunbers related to general and administrative

overhead in your survey?

A That were related to the plant costs, yes.
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Q Okay. Did you review since you are the w tness
presenting this information -- did you review the genera
and adm nistrative costs since that is the only -- that is

the only line itemthat is not included in Dr. Ling' s survey
that is included in yours. Isn't that correct?

A That's the only individual line item | would
include that Dr. Ling in addition explicitly excludes any
procurenent costs that nay be associated either in overhead
or in direct plant |abor and, in addition, excluded
mar keti ng costs which are included in our survey.

Q Well, you didn't end up surveying the marketing
costs. You just used California nunbers, isn't that
correct?

A That is not correct. W used our numnbers.
California doesn't have nunbers on marketing costs either

Q Okay. So that is why on your table you have got
the sane nunber for both.

A That is correct. W used our numnber.

Q Wth respect to the general and adm nistrative
costs, did you review these for reasonabl eness, Dr. Yonkers?

A | conpared themto what had been reported fromthe
California Department of Food and Agriculture, yes.

Q And how did they conpare?

A | believe they conpared within the range of data

that was reported for California
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Q Wt hin the range of data?

A Yes.

Q Your numnbers are about, what, 60 percent higher
for general and adninistrative for cheese than the
California nunbers? That's probably -- the arithnetic is
not quite right. About six or seven cents higher per
hundr ed- wei ght ?

A I would agree with that statenent, yes.

Q Okay. About, what, 40 percent higher?

A No. | would say that is nore |like 30 percent
hi gher.
Q Can you -- do you have any reason to -- did you

exclude California plants or did you include California

pl ant s?

A We have no California plants in our cheese cost
survey.

Q Do you know where the plants are |ocated

regi onal ly?
A | don't have that data at this tine.
Q Okay. Now, you are going to provide the firm--
A That is correct.
Q -- nanes. But are you going to provide us the
pl ant | ocations as Dr. Ling did?
A He didn't -- to ny recollection, he didn't provide

speci fic plant |ocations.
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Q Well, if your -- yes, if your Farmers Cooperative
Creanmery in Mnnville, Oregon -- it is pretty clear where
the plant is, isn't it?

A | guess | amnot -- | don't understand what you
are asking. Wuld you like a regional breakout of where the
pl ants were | ocated?

Q As Dr. Ling provided, can you provide that?

A | believe so.

Q Okay. Is there any -- do you know why the genera
and adm nistrative costs of your firnms would be, you know,
30, 35, 40 percent higher than California plants?

A No, | do not.

Q Wth respect to general and adm nistrative costs
on your whey survey, 3.37 cents per pound of whey, are these
st and- al one whey plants?

A No, they are not.

Q Are they -- are the whey plants -- do they neke
ot her products at these plants?

A Yes, they do.

Q Are any of these plants in California?

A Yes, they are.

Q Now, if you took the general and administrative
out of your whey product costs, you' ve got about -- we are
right where we are right now on whey nmeke all owance, isn't

that correct?
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A You are actually -- where we are now is 13.7 cents
whey make all owance. |f you took out the genera

admi nistrative costs which | believe is what you just

asked --

Q Yes.

A -- that would put us down at, what, 12.5 sonething
cost .

Q Okay.

A So it would be considerably |ess.

Q Okay. |s there any reason why your whey

operations were so much nore top heavy than the cheese

pl ant s?
A I'"mnot sure | understand the question.
Q Well, it costs -- you know, you need pl ant

overhead of 3.37 cents per pound of whey versus, you know,
1.9 cents in the California survey for cheese. Apparently,

you need a |lot nore plant overhead to make whey than you do

to make cheese. |Isn't that what your survey showed?
A And we will have nenbers testifying specifically
to operations of whey plants versus cheese plants -- or the

whey operations versus cheese operations |ater.

Q As an econom st testifying on behalf of the study
and indicating its reliability and superiority to that of
Dr. Ling's, can you give us any reason why it would cost so

much nmore in plant overhead to make whey than it does
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cheese?

A Once again, | will defer to our nenbers to talk
about specific operations. | have been told that there is,
as you can see here, much less direct |abor costs associated
wi th whey, that those plants are nore highly automated which
requires nore plant adm nistration.

Q So you' ve got |less |abor to supervise --

A Less -- nmore |abor to administrate the plant and

| ess direct |labor in the whey operations relative to cheese-

maki ng.
Q Okay. Let's -- did your correspondence with your
menbers -- | think | understood this, but just to be clear -

- specifically tell themthat the survey would be used for
this hearing?

A We specifically indicated -- and once again,
Marvin, | didn't bring the letter and | haven't read it
lately. | will make the cover letter available. | believe
it indicated that we were collecting this for use in input
in our testinmony for the hearing. | don't believe we
directly said we were going to use this nunber as our
proposal anywhere. And that didn't go to our nmenbers. It
went to everyone on the plant list.

Q The person -- so the persons who were providing
the list are all plant operators. And they knew -- they had

never been surveyed before NCI for the plant costs --
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A That's correct.

Q -- for any independent business purpose. And they
knew that the information was going to be collected and used
solely for the purpose of determ ning the make all owance
which goes into their raw mlk cost in Federal Order
hearings. |Is that correct?

A It was not solely -- we did not indicate we would
solely be using it for that purpose. W also indicated that
with sufficient response, we hoped to nake it available as a
benchmar ki ng study, al so.

Q In other words, it mght have the secondary
purpose of serving the sanme purposes that Dr. Ling's survey
has served for 16 years.

A That is correct, for those who participated.

Q Okay. Now, let nme ask you just a couple nore
questions, Dr. Yonkers, about your policy argunments with
respect to nmake allowance. You have argued that it is a
great evil to have the nmeke all owance too | ow.

A That is correct.

Q Okay. |s there ever any danger that the nmake
al | omance coul d be too high?

A In nmy testinmony, | clearly indicated that if it is
too high, the narket corrects for that. And it is very
consistent with the mninummnilk pricing that has been done

for along tinme by Federal M|k Marketing Orders.
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And the primary reason for that is given the |arge
per centage of manufacturing done by cooperative
associ ations, we and USDA in the hearing notice presune that
that nmoney is in excess of actual plant costs that night be
in -- accruing to the plant fromsetting too high a nake
al l owance, will be returned to the nmenbers.

And proprietary plants will have to conpete with
that for mlk supply in the marketplace. |f noney is being
returned there, they have to conpete with that. O herw se,
there is an incentive for shippers to change and go to those
pl ants that are paying all that noney out.

Q Okay. Now, your -- if | understand your position
correctly, since you are advocating basically keeping the
make all owance at the level it is now, you would -- that
level is a level that is sufficiently high to self-correct
in the marketpl ace as you have described. Am |l correct in
t hat ?

A We are advocating not necessarily that it be
exactly where it is, although we would support leaving it
there. W are advocating having USDA use all avail able data
for setting the nake allowance and that it is not nerely a
mat hemati cal derivation because of the policy inplications
of setting it too | ow

Q Well, | amjust -- but you would support the

present |evel and you think that meets your policy
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stipul ati ons.

A Yes.

Q Okay. Can you -- | take it that the marketplace
shoul d be operating the way you have postulated if that
nmeets your policy parameters. Am| correct?

A I have no know edge that the narketplace is not
operating in a conpetitive manner.

Q Well, do you know anything about the price that
plants -- that cheese plants are paying in, for instance,
| daho for cheese?

A I don't know that anyone has that know edge.
There is no secondary published data on what those plants
are exactly paying.

Q And you didn't investigate that.

A No, we didn't ask that in the survey.

Q Okay. So if there are areas of the country where
in the present paraneters, you know, plants are purchasing
mlk, large quantities of mlk, manufacturers of cheese, at
the m ni mum Federal Order price, would it then -- what does
that tell us about the present nake all owances, if anything?

A Coul d you repeat your question. | amnot sure
foll ow what you are asking.

Q Well, et me go at it this way. Are you famliar
with the prices paid in the area of M nnesota and W sconsin

in the upper midwest for mlk to manufacture cheese at the
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present tinme?

A There is no data by what type of plant pays for
cheese. | know what manufacturing plants in general, both
cheese and butter powder plants, are paying because of the
Grade B survey in Mnnesota and W sconsin, the nmanufacturing

grade mlk price that is reported.

Q Well, how about the mailbox mlk prices?

A That is by all plants. That's not just cheese
pl ants.

Q Now, if you have got -- do you know approxi mtely
the percentage of cheese -- of mlk in the state of

W sconsin that is used to manufacture cheese?
A | don't believe there is any statistics on a state
| evel basis. There is on an order |evel basis for that

order which would indicate it is a little over 80 percent of

the mlk is used in manufacturing mlk products. | have not
| ooked specifically at the utilization in Class Il1l, keeping
in mnd Class IIl has other products besides cheese.

Q Well, let nme just ask this, Dr. Yonkers. Are you

not aware that cheese plants in M nnesota and W sconsin

regul arly pay very substantial prem uns over the present

m ni mum Federal Order price for their mlk for Class I11?
A | knew they were doing that prior to January 1.
haven't really -- and will have nenbers who operate plants

that may want to testify to that. But, no, | don't have any
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di rect know edge of what they are doing at this time since
the pricing change went into effect January 1.

Q Okay. So if | understand your testinony then,
your policy parameters that you have argued for, you really
haven't subjected themto any scrutiny with respect to how
the marketplace is presently operating in the Federal Order
systemin ternms of your theory that prem unms wll
automatically be paid if the nmake all owance is at a very
generous | evel.

A I will go back to the logic | outlined in ny
testimony in that that noney for those plants that are
cooperatively owned, operated -- owned and operated by
cooperative associations, that nmoney if it is in excess of
the make al l owance, if the nmake allowance is too high, if
there is any excess noney above the actual cost of
manufacturing, will be returned to its nenbers.

And in order to maintain a conpetitive
rel ati onship and have a mlk supply -- you know, | was a
st at ewi de extension specialist in Pennsylvania for nine
years. And farnmers were always wondering what their
nei ghbor was getting. And they were always conparing mlk
checks and trying to figure out why one was getting nore
than the other. And they were always |ooking at the
opportunities to sell their nmlk to the highest payer.

So | think conpetition in the marketplace has
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al ways existed. | see no change in inplenmenting the fina
rul e that has changed that conpetitive marketpl ace.

Q Wel |, the market structure of each individual area
can play into that equation, can it not?

A Well, | don't know of any proposal that |ooks at
regi onal ly changi ng these product price forrmulas. And we
woul d certainly oppose that. It is only another reason why
we should be looking at mininmumpricing in allow ng the
mar ket to work. Otherwi se, you are going to be fixing in
pl ace the current market structure between production and
processing if you try to capture everything in each
i ndi vi dual market situation

You don't allow for the fact that there is shifts
in costs associated with operating in one place or another
and there are shifts in demand in the need for the products
you are producing that nmay change geographically over tine
and may change where you choose to | ocate.

Q Do you have any reason to believe that the nenber
owners of dairy cooperative plants are willing to invest
their capital in manufacturing plants and receive a | ower
return than the private investors who operate proprietary
cheese plants?

A | have no evidence of that.

Q Al right. As far as your understanding --

A Not their investnment in cooperative associations.
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Q Okay. So would it be your expectation as an
econoni st that they would require the same return?

A I woul d expect that as rational econom c agents,
they would | ook at the returns available in the marketplace
and nmeke those deci sions accordingly.

MR, BESHORE: Okay. Thank you, Dr. Yonkers.
JUDGE HUNT: Next person? M. Yale?
BY MR YALE

Q Good nor ni ng.

A Good nor ni ng.

Q As | read your testinony and heard you read it, |
got the inpression that what you want to do is to do this
right. |Is this correct? You want the fornula to be done
right.

A Qur nenbers believe that once you have -- we have
made the change to product price fornulas, that it is very
i mportant that all conponents of those product price
formul as be as accurate as possible, that is correct.

Q And as | also read your testinony, | canme to the
under st andi ng that you believe that when we have the M&W and
then the BMP where we were | ooking at this conpetitive price
for manufactured grade mlk, that that yielded the right
result in the marketplace. |Is that correct?

A We supported the fact that it was based on a

conpetitive price in the marketplace. W did not support
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the fact that that conpetitive price was geographically
limted to a two-state region in the upper m dwest and,
therefore, did not reflect national supply and demand
condi tions.

Q During that period of tinme when we were using the
M&W and the BMP, was that providing a sufficient amunt of
di fference between the market price for cheese, for exanple,
and the minimum Cl ass Il price that your nmenmbers' clients
coul d be econom cally successful and viabl e?

A Once again, the only criticismwas its limted
geographic region, that it was not reflecting nationa
supply and demand conditions. It was limted to the upper
m dwest. And with that caveat, they believed that that over
time -- that had to be reflective or you would see
structural adjustnment.

You woul d see plants, as | nmentioned -- if it was
not providi ng enough funds to cover their total cost of
operation, they would shift operations fromregion to
anot her which has occurred quite a bit in the |ast 20 years
and -- or in addition go out of business.

And we have seen sone plants close and sone
consolidation over the years that would i ndicate that
perhaps that condition in all areas, the relationship
bet ween the cheese price and the minimummlk price in al

areas of the country was not providing an adequate |evel to
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mai ntai n productive capacity.

Q And where were these shifts occurring?
A Primarily, as | indicated, to California. The
share as | indicated in my testinony -- the share of cheese

production, U S. share has nearly tripled out in California
due to the fact that their cheese production in the last 20
years has gone up over 700 percent. During that period, |
woul d note that California had a product price fornula. And
during that entire period, the Federal Order System was
based on those conpetitive prices, first the MWand | ater
the BFP that you nentioned.

Q What are the fastest growing states nowin mlk
production?

A M I k production?

Q Yes.
A In terns of actual pounds of nmilk, | believe
California is still leading the way. 1In ternms of increases

on a percentage basis --
Q Yes.
A -- ldaho and New Mexico seemto be the | argest
states in ternms of m |k production and grow h.
Q Are they subject to the California pricing systenf
A No, they are not.
Q Also, as | went through your testinmony, | got the

under st andi ng that you were opposed to different butterfat
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price for Class Ill and Class IV. |Is that correct?

A That is correct.

Q And that your argument of -- isn't so nuch reduced
to butterfat price. It is if you do it, you do it on al

four classes.

A That's correct. W believe that those -- all four
-- well, particularly Class Il, Ill and IV conpete in the
same market, in the sane nmonth for supply of nmilk fat for
their products. They are out there and conpeting in the
mar ket. And we believe that any change that is inplenmented
shoul d not drastically change the mininmum price they have to

pay for that nmilk fat anong cl asses of conpeting use.

Q I want to take another topic here. | want to talk
about your request for the 640-pound barrels -- or blocks.
Is it still -- or is it IDFA's position -- | don't want to
use the word, "still" -- that these cheese prices such as

the barrels and the |ike should be adjusted for noisture in
this pricing fornul a?

A There were no proposals to adjust -- well, let nme
take that back. The only proposals were to adjust blocks up
to 39 percent. And we did not take a position on that. W
are aware that there nmay be sone testinmony later in the
hearing that refers to putting both cheeses in 500-pound
barrel s or 640-pound bl ocks on a consistent npisture basis.

We don't have a price reported for 40-pound bl ocks.
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And we felt that it was very inportant to get into
the record the fact that the current three-cent adjustor
that is used to the NASS price survey for the 39 percent
noi sture adj usted 500-pound barrel price reflected two
conponents. One is a difference in noisture content and the
other is the actual difference in the cost of manufacturing
500- pound barrels versus 40-pound bl ocks.

Q Is that what it says in the final rule, the
decision, that that is what the three cents is for?

A | don't believe so, no.

Q Now, going back on this thing with the 640-pound
bl ocks, | guess back to nmy point is the idea of adjusting
all to the sanme noisture, you have no position?

A Qur nmenbers did not cone to a position.

Q Do you see that as a rational thing, as to adjust
themall to the sane noisture |evel?

A We discussed it and we didn't see any reason
either to oppose or support that. So, yes. W see no --

Q But if -- just taking the point -- are you
fam liar with 640-bl ocks of cheese, their characteristics?

A I have never had one in ny refrigerator. | am
aware that they are nmade out there in the marketpl ace.

Q Right. Are you aware of the lack of consistency
and moisture within the block itself?

A | amaware that it is variable both for -- that
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that is a factor of all. | don't know the relative
variation. And we will have other nenbers that will testify
to specifics of different package sizes for cheese.

Q And are you al so aware that 640-pound barrels were

sold primarily on special order?

A No, I am not aware of that. | have no know edge
of that.
Q Now, you indicated just in your cross exam nation

here with M. Beshore that you did not |ook at the
conpetitive situation for supply of mlk with plants in the
upper mdwest, at |east since 2000, the beginning of this
year, in conparison to the prices. |Is that a fair
st at ement ?

A That is a fair statenment.

Q Al right. And -- but you also testified that as
an extension with the Penn State --

A My prior life.

Q -- you prior life, that you were very famliar
wi th Pennsyl vani a farners.

A That is correct.

Q Al right. Have you done any anal ysis of the
rel ati onship or the situation in the west with producers --

A Whi ch specific relationship are you asking?

Q Let's tal king about -- | amtalking about between

producers and plants and the pricing and the conpetition for
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m | k.

A Not specifically. And particularly, | amnot an
expert on California's mlk pricing system

Q What about New Mexico or |daho?

A I have no specific know edge of producers in those
areas.

Q You indicates as | think a theme that kind of
reoccurs over and over again if you set the price with a
make all owance that is high which results in a | ower
producer price, that the market will respond to nake up the
extra to the producers that the market can, in fact, pay.

Is that right?

A That is correct.

Q Al right.

A There is a conpetitive market out there. And as |
poi nted out, given the high nunber of -- the higher
percentage of these products that are nmanufactured by
cooperatives, they will return that either in the mninmm
price or when they distribute their operating inconme at the
end of the year.

Q What about in markets where it is predomnantly
proprietary plants?

A Well, we are operating in a national market. |If
there is predonminantly proprietary plants there and using

your exanple, if they were not passing that along as an
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over-order premium | would expect over time there would be
less mlk production there relative to regions where they
were capturing that prem um

Q How much tinme? How rmuch tinme?

A We are seeing increasingly that markets adjust
much faster than they used to in terns of milk production.
It appears that farners respond to relative price
di fferences nmore quickly than they used to.

Q Al right. Are you aware of the fact that in --
well, in fact, in various portions around the country, but
particularly in the west, that there are cheese plants with
| ong-termcontracts at Federal Order mininmum prices; that

purchase mlk for a long-termcontract at Federal Order

nm ni mum prices?

A I am not aware of contractual arrangements, no, |
am not .
Q Al right. Now, but take that -- and not saying

that you accept that, but use that as an assunption in this
situation. |If today we just across the board dropped the
Federal Order mninmum price 20 cents a hundred-weight in
those markets by raising, you know, the rmake all owance, how
will conpetition in the marketplace give that 20 cents back
to those producers?

A If the -- what is being returned to themis not

sufficient for themto stay in business, | don't know how
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you can enforce that contract. So that is -- the
mar ket pl ace is not -- is sonmetinmes cruel. But there will be
mar ket adj ustnents. It will decrease the nmilk supply. And
those plants will have to pay nore in order to obtain the
same m |k supply.

You can't just drop the price. Well, let nme go
back and say that you can't drop the price to farnmers
Wi t hout expecting a supply response. | know of no econonic
study for any conmodity, and specifically none for mlk --
raw m | k that suggests you can |lower the price that they are
bei ng paid and not have an aggregate supply response; that
there will be less mlk available. |f the plants want the
same quantity of mlk available, they will have to pay nore
And if that has to cone through that mnimmprice -- that
over-order prem um above that, that is howthey will do
t hat .

Q Wl that happen the next nonth?

A There is nothing to indicate that those supply
adj ust ments occur on a nonth-to-nonth basis. But | would
expect that to occur in a year or two.

Q And t hat process of reducing that supply neans
that some producers are going to have to go out of business
in response to that drop in price. |Is that correct?

A Well, that occurs whether that drop in price cones

froma mninmmregulated price or due to factors in the
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market. That is our accepted systemthat we have in place.
Q But you are proposing to induce a |ower price

rather than have the market bring a | ower price.

A | am not inducing a | ower price because | firmy
believe that market conpetition will return any noney that
i s avail abl e above actual manufacturing costs shoul d USDA
set too high a manufacturing allowance; that it will be
returned to the marketplace provided that nilk is needed.
Now, that is a key -- that is really a key point because if
the milk isn't needed, then -- because there is not the
demand for the products by all consuners in the marketpl ace,
then that is a different matter than what we are talking
about here.

Q Except in the situation where | nentioned where
the price is the minimumprice is the contract price and
there is long-termlegal situations that would bring that
on.

A I am not aware of that.

Q You woul d agree, however, that in addition to --
you talk about in terns of a free market of goods and
servi ces, noving, you know, in response to dollars and
demand. But the --

A You are tal ki ng about a conpetitive market.

Q Wth a conpetitive market. But in addition to the

regul ation that we are tal king about here today, there are
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ot her constraints on that free market that exists, are there
not ?

A Constraints in terns of what is being paid from

pl ants to producers?

Q Yes.
A I don't know of any regulation that prohibits them
from paying anything. | do know that there are cooperative

laws that require themto distribute their proceeds or a
fair portion of -- a certain portion of their proceeds have
to be distributed to their nenmbers. And that is one of the
reasons why USDA in its hearing notice and why | in ny
testi mony poi nted out that those nobneys will be available to
cooperative associations. But | don't know of anything that
prohi bits noneys from being paid in the narketplace.

Q That wasn't ny question. M question was whether
there are other constraints in addition to federa

regul ations that interfere with the market, the conpetitive

mar ket .

A That interfere with supply and demand or j ust
the --

Q Your theory under this conpetitive nmarket.

A Well, | guess | will -- | amnot sure what you are
getting at. But | will concede that there are | aws which do

i nfluence how people act in a marketpl ace.

Q You just made the conment that you repeated again,
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over and over again in this idea that if the co-ops get it,
they pass it on to their nenbers. How many producers are
menbers of cooperatives? How many of themsell mlk to
proprietary plants?

A Well, 1 don't know how many sell mlk to
proprietary plants. Are you talking about cooperatives that
sel |l mlk?

Q Pr oducers.

A Producers --

Q Producers individually that --

A -- individually that sell to proprietary plants.

Q Soneti mes cal | ed i ndependent producers.

A Yes, | don't know that that number is published
anywhere. | --

Q And how many nenbers of cooperatives are nenbers

of cooperatives that have manufacturing plants?

A Yes. | believe Dr. Ling does statistics on
operations of processing cooperatives. | don't believe that
there is a publication avail abl e on operations of bargaining
cooperatives.

Q But you woul d agree, would you not, that if you
have bargai ni ng cooperative, they are not going to have any
of the noney come back to them fromthe plant proceeds; that
extra noney so to speak that you say that would be there

froman extra higher --
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A Well, go back to the conpetition in the nmarket.

If they are receiving less, it is less likely that their
menbers will stay with that cooperative and not go to the
one that is actually paying it.

Q I want to take you to another issue. You -- in
your study, you indicated there were 15 cheddar plants that
reported to this NCI cost study?

A That's correct.

Q Can -- |1 know you say you are going to give us the
list. Can you tell us who the firns are, how many firns
there are? You said it was 15 plants. But how many firns?

A | believe | said in my testinony that there were
ten firms. Let nme check it -- ten different firnms and | am
going to nmake the firm nanmes avail abl e, not the plants
avai |l abl e.

Q Okay. And ten firnms. And that included all 15
cheese plants.

A Yes.

Q Al right.

A Those ten firnms included the 15 cheese plants.

Q Okay. And those ten firns represented 36.5
percent of the NASS cheddar cheese price that is reported
according to your testinony?

A Those 15 -- the production reported on the survey

for those -- the cheese production reported by those 15
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pl ants represented 36.5 percent of all U S. cheddar cheese
production reported by NASS in the dairy products, not the
dairy products prices, but dairy products. So it was tota
U.S. cheddar cheese production --

Q That is total U.S. cheddar cheese.

A -- in 1999.

Q Not the NASS.

A That is correct.

Q "Il ask the question that | asked of Dr. MIton
yesterday. Does the NASS reflect the CME price or does the
CME in cheese reflect the NASS price?

A Well, | think it -- the NASS price tends to
reflect the CME price. Not mrror, but reflect. As I
stated in ny testinony, one of the problens with the CME is
that it is a market in the Chicago region. And for the
cheese, it is cheese priced at a point of Green Bay,

W sconsi n.

And in addition, in the NASS survey, as M. MIlton
testified to that, you know, m ght be a penny or two or
three plus or minus the CME price. But we don't know the
relative volunes that are traded at a penny or at two
penni es or at three pennies except in the NASS survey where
t hey vol unme wei ght for those transactions.

Q You indicate at page 9 that the plant -- of your

testimony, that a plant if their nake allowance was too | ow
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does not have the ability to get that price out of the
mar ket because, as | understand your testinony, in fact, |
t hi nk your |anguage was, "The result is always the sane
because the pricing fornula acts as a ratchet."

A That is correct.

Q So that nmeans, as | understand it, that the plant
sells cheese at another two cents, reports that to NASS.
NASS announces that price, subtracts off the make al |l owance.
And what they gained up here cones up because the base has
risen. |Is that what you are saying?

A And, of course, all that presunes that that plant
is able to extract two nore cents in a conpetitive market.

Q | understand that.

A But, yes. Yes, that is what | am saying.

Q Al right. And isn't that exactly the problem
with the NASS, that it will cap the ability of plants to --
and the incentive for plants to obtain higher income from
the marketplace for their product because their margin --
their make all owances are | ocked in between the gross price

that they sell it for and what they have to pay producers?

A Coul d you repeat that? | amnot sure | follow
exactly.
Q Isn't that one of the problens of the NASS in this

formula that is here today --

A Okay.
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Q -- is that the plants will have no incentive to
sell mlk at a higher price because if they do, they have
got to pay it back to the producers on the raw nmilk price
because of the built-in fixed nmake allowance in the fornula?

A Pl ants don't determne the price. The market
deternmines the price at which they sell their product. And
that is an interaction of supply and demand. Your statenent
-- or your question is just |ooking at the supply side of
the equation and, you know, as if plants determ ne every
day, well, | amgoing to sell cheese for X dollars today and
tomorrow | might sell it for another X dollars. That -- it
is the market that determ nes that.

Q Well, if | suggested that, that is not what | am
saying. That the plants you woul d agree have the ability to
exert some influence on the price of their product.

A Well, they can -- by nodifying how nuch they
produce and then that will get -- if there is the price
signal that, you know, there is too much cheese available in

the market, you woul d expect as rational agents that the

price of cheese would come down. That, in turn, will reduce
the mnimumprice to farmers and will adjust it to milk
production level. It is not the plants that are adjusting
their level of production in this case. It is the signa

that is sent to the underlying raw i nput which is mlKk.

Q But a plant can change the product mix that it has
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and other things to --

A If they are nulti-product plants, that is correct.

Q You also testify in here, you neke the statenent
that, "If we adopt the CME as the pricing, that the ability
to have futures contracts on cheese will be greatly limted
under regul ations of the CFTC." Do you recall that
testi mony?

A Yes, | do.

Q Have you seen anybody in here who has suggested
that the NASS survey be discontinued conpletely or just
bei ng di scontinued for the use of setting prices for
producers?

A No, | have not seen that. It was our discussions
at | DFA that the survey was begun for the sole purpose of
providing price input data for Federal Order m ni num
regul ation when it was first begun as the cheddar cheese
price survey when the NCI noved to the -- or, excuse ne, the
Nat i onal Cheese Exchange noved to the CME. And then it was
expanded as a result of the proposed rule that suggested
that they needed additional product prices.

Q But there are also other surveys that NASS does
for other products that is not being used to set prices.
Isn't that correct?

A Not on a weekly basis like this to nmy know edge.

They do do --



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

391

Q Li vest ock?
A -- nonthly prices. | amnot famliar with NASS s
livestock price reporting. | know AMS does narket reporters

and reports weekly livestock prices.
Q You woul d agree even if it wasn't set for price,
that this information is useful as an econonist and a

statistician?

A Yes, | would agree with that.

Q Yes. So it has value to the industry over and
above just being used to set prices. Isn't that correct?

A Well, it is areflection of the actual weighted

average transaction prices that are out there in the
mar ket pl ace, sonet hing the CME does not provide.

Q Ri ght. But going back to ny point, if the CME is
used to set the cheese price in the formula but they
continue to do the NASS reporting so that the futures can go
agai nst the -- you know, settle against the NASS price, then

t hat argument would no | onger have any nerit. Wbuld you not

agree?
A Except that -- well, no, | don't agree with that
because | -- you get into the issue of the Class IIIl price

is based on the CME prices. And it is the volunme traded on
the CME that goes into that Class IIl or Class IV -- which
they have just recently been approved -- contract. It is

the -- you know, it becones circul ar.
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It is the CME cash price that is going into
setting the Class Ill and IV prices. And the volune of the
products that are traded on the CME | woul d expect being so
much | ower than what is reported in the NASS | believe would
have sone i npact.

Q Isn'"t there also the case that plants will find an
incentive to index off of the NASS rather than the CME for
the selling of product?

A | don't see that as a problem Over tinme, the
circularity argunent doesn't hold up because it is the
mar ket that deternines the price for cheese, butter, powder,
dry whey. It is both supply and demand conditions that
deternmine that. And if there is not enough being produced,
what ever the NASS price was |ast week, if the narket
col lectively decides there is not enough there, the price is
going to go up.

Q You indicated earlier in the situation of a
conpetitive market, if the price paid to producers is too
I ow, that you would anticipate a supply response with |ess
mlk comng fromthe producers, right?

A That is correct.

Q And in tinme, plants would have to raise their
price to attract that mlk supply.

A Plants wouldn't raise -- well, their price paid to

farmers, yes, that is correct.
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Q Okay.

A If they wanted to attract the sanme nilk supply,
that is correct.

Q That same milk supply. But isn't it true that
there are alternatives to rawnmlk to the plant?

A | indicated in nmy testinony there is alternatives
to raw ml k.

Q Ri ght .

A That is correct. You can purchase nonfat dry mlk
and butter or other types of butterfat products and store
them O course, in conparing to your raw nmilk costs, you
have the costs associated as indicated in the nmake all owance
-- the cost of turning the original mlk into those
products. And then you have got the cost of storing. And
then you al so have any additional processing costs rel ated
to using those products as opposed to using a liquid mlk
i nput product.

MR. YALE: One nonent, please. Thank you, Your
Honor. W have nothing further

JUDGE HUNT: At this time, we will take a ten-
m nute break before we have the next questioner. And during
the break if anybody here wants to testify today because of
time restraints, conme up and let ne know and we will see if
we can work something out. All right? W'Il see you in a

few ni nutes.
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(Whereupon, a brief recess was taken.)
JUDGE HUNT: All right. | will resune the
qguestioning of Dr. Yonkers. And the next person to have

some questions? Maybe you better wait until a few nore cone

in.
THE W TNESS:  No.
JUDGE HUNT: M. Cooper, you have any?
MR, COOPER: | just had a quick question or two.
EXAM NATI ON BY THE USDA
BY MR. COOPER
Q Do you have Dr. Ling's exhibit there by any
chance?
A Dr. Ling' s?
Q Yes.
A No.
Q The one-page table.
A The Reporter probably --
Q Well, let nme give you a copy then. On the cheese
plant colum, | think it indicates that the survey --
JUDGE HUNT: Could you use the m ke, sir?
MR COOPER: |'m sorry.
BY MR. COOPER
Q I think it indicated on the cheese plant colum

that the survey included 12 cheese plants?

A Yes.
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Q Wth an average production of 52,761,901 pounds?

A That is correct.

Q And | think he testified that if you multiply that
by 12, you get the total cheese production in the survey
whi ch woul d be 633 mi|lion sone-odd pounds.

A Okay.

Q It doesn't say how nuch any particul ar plant
t hough had of that 633 million pounds, is that correct?

A That's correct.

Q If, for instance, we assuned as a hypothetica
that ten out of those 12 plants each had six percent and two
out of those 12 plants each had 20 percent. Now, if the ten
smal | er plants had higher costs, would that not result in
t he wei ghted average bei ng hi gher?

A No, because the sinple average woul d have been
hi gher. You woul d have been taking the sinple average of
those ten plants having those higher costs. Obviously,
their cost is higher. And then you add the next two. It
woul dn't bring that sinple average down.

The sinple average still would have been higher
than the wei ghted average because there are ten plants with
hi gher costs there. And it is not by volune. | nmean, that
is ten out of 12, whatever percentage that is. You are
tal ki ng about having a wei ghted average where 60 percent of

the cheese, a | ower percentage is higher cost.
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You woul d not get a higher weighted average than

the sinple average. It all goes back to the sinple average.
We are conparing the sinple average to the wei ghted average.
And if you have got ten of 12 plants are high cost, the
sinple average is going to be high. That is the point of ny
testinmony that -- or in answer to that question that you
woul d expect the weighted by volunme average to be | ower.

Q Even if those -- even if nore of the volume was of
hi gher cost than was of |ower cost.

A No, no, no. |In this case, a higher percentage of
the plants are higher cost. In your exanple you just gave,
ten of the 12 plants which is a higher percentage than the
vol une nunber you just gave, those plants had a total volune
of 60 percent of the total

The ten-twelfths -- | don't have a calculator in
front of me, but it is greater than 60 percent. So that
si npl e average woul d have a hi gher average. So you are
saying that the -- it is the average would be taking each of
those 12 plants' manufacturing costs.

Q How is the sinple average not lower if it is based
on two plants that have | ower costs?

A In --

Q The average for the ten plants that have the
hi gher cost and add to that the average for the plants, the

two plants for a lower cost. Aren't you going to conme out
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with a sinple average that is |ower?

A In this case, in this sinple average by my quick
calculations, ten-twelfths is about 87 percent of the plants
in the sinple average have high costs. In the weighted
average, only 60 percent of the volume has the high cost.
The wei ghted average by definition would be |l ess than the
si npl e average because there is a | ower volunme at that
hi gher cost.

It is based on the percentage of -- going into the
cal culation, the percentage of either the plants or the
vol une that have the high cost. |If there is ten of the 12
plants in the sinple average, that is 87 percent of them
have a high cost. The sinple average is going to be high.
When you go to a weighted average, you are only wei ghting
those high costs at 60 percent. The other 40 percent have

| ower costs.

Q Why are you wei ghting on the sinple average?
A You are not weighting. Each one counts one --
one-twelfth. It is the ten of themcount a total of 87

percent. And each one counts equally.

Q Does each one count one-twelfth or do they each
count an average of one-twelfth? 1In other words, if one
plant -- if three plants -- let ne --

A I nean, in a sinple average, each plant counts

just the sane as every other one.
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plants, in a sinple

average, they would be 87 percent of the survey. The other

two would only represent

t he hi gher

12 percent.

So you woul d be taking

cost, let's say those ten plants all had an equa

cost that was higher than the other two.

and the | ower

wei ghti ng,

times 0.4 in the weighting,

You would nultiply their

t he hi gher

cost times 0.13.

average cost tinmes 0.87

When you do it on the vol unme

cost tinmes 0.6 and the | ower cost

the wei ghted average is by

mat hemati cal construct. The wei ghted average is | ower.
JUDGE HUNT: Yes, Ms. Brenner?
MS. BRENNER: | just have a couple of questions.
And as long as this mke is on, | would |

Then we can turn it off again.

Q

BY M5. BRENNER

ke to use it.

You indicated that a recommended decision is

necessary in this proceeding. Yesterday,

testified

decision with an interimfina

deci sion wasn't going to be possible.

M. Coughlin

that NMPF would like to see a tentative fina

rule if a recommended

Would you -- would

your organi zati on have any objection to that procedure?

A

| amnot fam liar

the Adm nistrative Procedures Act.

Q

It does --

wel |,

I'mnot sure it

enough with what that entails in

is in the
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Admi ni strative Procedures Act. But it does allow interested
parties an opportunity to comrent.

A And that is really what we are | ooking for. W
are not advocating you not neet the deadline by Congress.
But we are really looking for the opportunity to provide
input. We felt that was very useful to you after the
proposed rul e canme out was to obtain industry conment. And
we were | ooking for that opportunity again.

Q It would involve the tentative final decision

going into effect before the coment peri od.

A Yes, and our concern with that is it is always
difficult to then change sonething back out. | know you can
doit. But it -- we are concerned with how the reaction to
that woul d be anong nenbers -- or anobng m |k producers or

plants that nmay be affected by the change to have it go into
ef fect and then have the comments cone in and say, you know,
no, it wasn't and we are going to go to another system

We are -- your -- you know, one of the key things
we are looking for here is closure on this whole issue. W
went through a three-year process to get to the point where
we are going to have a new final rule. And now we are back
in right away changing it again. And our nenbers are
| ooki ng for some clear direction of what the pricing system
is going to be for |onger than a one-year period.

Q Well, | think the whole industry would probably
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like that. |In the survey of cheese plant costs that NCI
undert ook, was there any attenpt to follow the sane
nmet hodol ogy that the state of California uses in their
manuf act uri ng cost studies?

A We felt we neither had the tine nor the resources
to hire examiners and auditors to go into the plants and
calculate that data. So, you know, the thought had conme up
as how do you structure this. And, you know, the best thing
to do would be to actually have audited exan ned data. But
we did not have the resources nor the time conmitnment to do
that. And quite frankly, our menmbers felt that the survey
process, if it included a sufficient volunme of cheese
wasn't necessary for that.

Q Okay. There was another piece of information you
were indicating that you could cone back and supply later in
the day or later in the week. Wuld you also be able to
supply the information that was requested about the outcone

of your analysis or of the effect of your proposals on

pricing?
A Well, in -- you are | ooking at on mnimum pricing.
Once again, we are -- you know, our nenbership is opposed to

| ooking at strictly the inpact on m ninmum pricing because
very often that is assuned to be the market inpact of al
these proposals. And we --

Q I'"m not sure what kind of analysis you did. But
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you indicated that you did it. You couldn't renmenber what

the outconme was. But you had it.

A It was input for our nenbership in determ ning our
testinmony. It was not in my testinony.
Q That -- yes, | would agree it was not.

A Right. W elected not to include that in ny
testimony. So --

Q Okay.

A -- | think the answer is no.

MS. BRENNER: Okay. Thank you. That is all |
had.

JUDGE HUNT: Yes, sir? Wuld you please state
your nane, please, so we have it for the record.

MR, McCLUSKEY: Yes. Mke McCluskey. | ama
producer and al so represent select mlk producers.

FURTHER EXAM NATI ON BY PARTI Cl PANTS

BY MR. M CLUSKEY:

Q Bob, | have a few questions in regard to the
concept of this make all owance and allowing it to be -- to
make the error on the high side and nore fromthe areas of
marketing milk that | amfamliar with which is the western
United States.

You woul d agree that there is a | ot of
consolidation going on in the industry. You nentioned that

t hrough sone of your testinmony. And that is occurring nore
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and nore in these western states. W are seeing proprietary
cheese plants becom ng nore doninant in those areas.

And bargai ning co-ops |like nyself and i ndependent
producers end up selling mlk to these plants. And these
are large producers also in these areas that are selling
this milk in the exanple that | amgoing to try to use here.

And you al so nmentioned that for those adjustnents,

it could take two to three years for these -- you know, it
is not a nonth-to-nonth occurrence. It could be one to two
years | think is the termyou used. Not two to three. |'m
sorry.

I think you said one to two years for this mlk
adj ustnment to occur for the milk to start dwindling off so
that the proprietary cheese plant would recognize that it
mght lose its mlk supply. And, therefore, it would be
appropriate to raise the mlk price to be able to -- just

enough to keep these people in business and keep them

around.
A Ri ght .
Q So, you know, your two to three cents or 30 cents

a hundred-wei ght that the error nmight be, also | want to
address that. That is a significant nunber. Wuld you
agree that that is a significant nunmber in a producer's
income on the western United States? | nean, a 30 cent per

hundr ed-wei ght is a huge -- in some of the good years, that



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

403

is your profit per hundred-wei ght.

A It was also an exanple that | used for this. |
was not suggesting that the nmake all owance be that much
hi gher above the costs of manufacturing. As a matter of
fact, ny entire testinmony focused on getting it right. The
poi nt of the testinmony and | think what you are getting at
is | pointed out that the market can adjust. There are
mechani sms in the market that can allow adjustnents to occur
if you set too high a make all owance. There are not

adj ustments that then occur if you set too | ow a nake

al | owance.
Q That is the point | amgoing on. So just to go on
that premise -- and | agree that will happen. But at the

cost of what type of destruction is where we need to --
where you need to |l ook at. You are right. It will happen.
But --

A And we are not advocating too high.

Q But et me finish nmy point. Let me finish ny
point. So if you are going to say it is a year to two years
for this to adjust, you also stated that in your experience
i n Pennsyl vani a, the producers junped around from
organi zation to organi zati on based on | ooking -- always
shoppi ng for the highest mlk price.

A I would say that they conpared nmilk prices. And

if there was significant differences, they began
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investigating alternatives. And in sone cases, they

changed. | wouldn't say --
Q That's correct.
A -- they all junped around a lot. But |I would say

that, yes, they would change --

Q Okay, sure.

A -- if there was a significant difference in their
mlk prices.

Q Okay. So with all that said, nowlet nme try to
sumrari ze ny thought here. |Is that you have an effect of a
hi gher make al l owance in areas of the country that are
consolidating. W are seeing nore and nore proprietary
plants that will -- as good busi ness people, and | don't
bl ame them they are going to keep that profit.

| mean, we are all in -- we are businessnmen |ike
everyone else. And they should keep that profit because it
is there and only release it when they have to. And you
stated that m ght take as nuch as two years. And | think it
m ght take longer if you understand the intrinsic econom c
effects on these large dairies.

I know of a dairy -- a few dairies that are in
bankruptcy and they are going on their fourth year. And the
banks have to continue working with them So -- and that's,
you know, probably part of their problem too. But the

point is that they can go on forever |osing noney.
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It is amazi ng what can happen with these dairies
at a loss for three and four years. So to allow that
destruction to happen and all ow soneone to have this excess
anount on a make al |l owance scares ne the way you are
presenting your exanple. | think that -- | |ike what you
said right now. Your true point is that it be right, that
it not be in excess, that it be exactly what it should be.

A And in doing that, in deternmining what is exactly
right, you don't want to err on the too | ow side because
there is no way for the market --

Q And you represent a group of people that | can see
where you feel this. And | represent a group of people who
are going to tell you you don't want to err on the high
side. And that is extrenely inportant. For the sane reason
that you don't want to err on the |ow side, we don't want
you to err on the high side because that is equally as
damaging to you as it to us.

A Well, and nmy point was that there -- without --
wi t hout incorporating any flexibility for changes in mgjor
costs such as energy or nmmjor changes in sone other costs
associated with operating the plant in the short run,
poi nted out that the only remedy -- suddenly you will be
found with a too | ow make al |l owance. And --

Q And it is interesting. Your renmedy was that we

woul d have a hearing that would take a year to fix. And we
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al ready agreed that it would take two years for the
proprietary plant to give us our noney back

A | didn't say it would take a year. | said past
experience has shown it has taken at |east a year to get
t hose changes through the system

Q And we also agree that it will take about two
years for the mlk to start disappearing to get the noney
back. So, again, the producer is in a worse position than
the processor to be able to correct that problem And
that -- ny point is that. | nean, | want to nmake sure that
it is clear to everyone here that this error to the high
side is as dammging as an error to the | ow side.

A Well, | would disagree with that.

Q I can see why you would. And | woul d di sagree
with your point. And | hope you understand that.

A There is no ability for the market to correct for
a too | ow nake all owance.

Q And there is no ability --

A A plant has no ability to do anything el se whereas
if you set too high a make all owance, there is an
opportunity for markets to adjust. There is not that
opportunity -- and | went through several exanples of why
that does not exist on a too | ow make allowance. And | --
and that is ny testinony.

Q Okay. And in certain areas of the country that we
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have just discussed, | amnot going to repeat them the sane
scenarios exist fromthe proprietary to the producer, that
the producer has no way to adjust due to long-termcontracts
due to lack of competition and consolidation and the ability
to hold the price low for a long period of tine.

And just ny last point, and then when it is tine
to -- because of what you saw in Pennsyl vania, that
producers will nove based on price, they only have to raise
that price for a short period of tine to give alittle life
back to the scenario and readjust it down. Thank you.

JUDGE HUNT: Yes, M. Christ?

BY MR. CHRI ST:

Q Paul Christ with Land O Lakes. Dr. Yonkers, am!|
correct that you argued that evidence of a nake all owance
that is too high is premiuns paid to producers?

A No, | didn't testify to that effect. But | did
say that if the nake allowance is set too high, there wll
be prem uns paid to producers for conpetitive reasons.

Q Okay. |If the make all owance is too high, prem uns
will be paid to producers for conpetitive reasons. Are you
aware of any markets in the United States where there are
prem uns above the nmininmum bl end price paid to producers?

A Yes. That data is published nonthly by USDA. At
| east they attenpt to capture what the over-order prem uns

are on Class | mlk.
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Q Okay.

A I don't know of any data that is collected on
prem uns paid for any other class of mlKk.

Q Are you aware of any data that shows the paynents
to producers relative to blend prices such as mail box
prices?

A Well, nmail box prices have other factors in costs
associated with marketing that mlk that are taken out. So
it is not a direct conparison of the mininmmblend price
because you are taking out the cost of noving that mlk.
And | haven't | ooked |ately at what other cost adjustnents
there are in the mail box price series.

Q Okay. Conceding that there are costs or
adj ust mrents where the paynents to producers are reduced
before the mail box price is reported, those deductions are
not made -- are not reflected in the blend price announced
by the market.

A That is correct.

Q Okay. So the market administrator's price report
woul d represent a higher total value or a |arger nunber of
factors than would the mail box price.

A No, no, no. | say the mail box price represents
adjusting for a | arger nunber of factors because you have
included all of the prem uns that m ght have been paid above

the m nimum blend price. And at the sane tinme, you have
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| ooked at at |east sone of the things that are subtracted
out in terns of cost of market.

Q The prem uns -- you recognize that there are
prem uns above the blend price that may be in the nmil box
price. That's correct?

A Yes, yes.

Q And sone of those may originate fromdC ass |
prem uns.

A And | am not conpletely sure -- excuse ne -- while
those premiuns are paid in the current nonth, | am not sure

how they deal with that when those prenmiuns are, for
i nstance, allocated in terms of operating inconme fromthe
cooperative. | don't know how USDA handl es that.

Q If the mail box price reflects prem unms nore than
the value of explicit Class | prem uns, could that inply
conpetitive premuns paid to farners?

A If the mail box price showed a price higher than
the Federal Order mininmum by an anount equal to the
publ i shed over-order premumtinmes the Class | use, then,
yes, | would agree with your statenent.

Q Okay. And if those prem uns exist, follow ng your
logic, could that inply a make al |l owance hi gher than
necessary to cover costs?

A Well, in addition to Class Il and IV products,

there is also Class Il products which are not -- and that is
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in January or February's pool nationally. That's about 11
percent of the milk. |In addition, there are products nade
in Class Il and IV that are not directly related to the
make al | owance issue.

There is other forns of butter, fat production,
anhydrous butter oil. There is other types of cheeses that
are produced. There is other dry milk products like dry
whole nmilk that are not part of that.

And to the extent that the nmarket at any one point
intime may be generating a higher relative price for any of
those products relative to the products we are using,
cheddar cheese and butter and nonfat dry m |k and whey, you
coul d see over-order prem uns that are associated with that
that are unrelated to the nake all owance issue for cheddar
cheese or for butter or for nonfat dry mlk or dry whey.

Q Factors other than nake al l owance that influence
prem uns being paid to farmers.

A Oh, absol utely.

Q So if you observe prices that are higher than
Federal Order mininmunms and not easily accounted for by C ass
| premiuns, it could be any one of those factors.

A That is correct.

Q And one of those factors could be a nake al |l owance
hi gher than necessary.

A It could be.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

411

MR. CHRI ST: Thank you.

JUDGE HUNT: Yes, ma'am In the back. And would
you state your nane, please

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

BY MS. DANI ELSON

Q Good norning, Dr. Yonkers.

A Good nor ni ng.

Q I noted in your testinobny on page 9 there is a
part that you have highlighted. And | believe here you are
tal ki ng about proprietary handlers. And you have
hi ghlighted, "All of the noney derived fromthe increase in
the finished product price has gone directly to the farnmer
in the formof higher, legally mandated, mnimumm |k price.
None of the noney derived fromthe finished product increase
has gone to the handler."

Are you saying here that under the present system
there is really no incentive for the handler to increase the
pri ce because he won't get any nore nobney back?

A The handl er doesn't -- and | indicated this in an
earlier question. The handler doesn't determ ne what price
they receive in the market. That is only |looking at the
supply portion of that. And fromthat statenment, yes, you
are absolutely right. He could produce twi ce as nuch cheese

as he does now or twice as much of any other product.
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He is still going to be earning the exact sane
anount per unit of product that he was before because of the
make al |l owance and what he has to pay for -- when | say
"earn", the difference between the product price and the
m ni mum price he paid for mlk per unit is going to be
exactly the sane. But for conpetitive reasons in the
mar ket pl ace on the denmand side, that is where we see
adjustnments in the output price for these commodities in the
whol esal e product narkets.

Q So -- okay. So he has no incentive to have a
hi gher price. Just one other point. On page 7, you go
t hrough sone of the various things that could happen to the
processor if the nake allowance isn't high enough. In fact,
I think one of the things you say, "W thought an adequate
| evel of make allowance, the manufacturing plant could not
continue to operate because we woul d have insufficient funds
available to pay vital costs."

And on page 58, you note that, "The assessnent of
the comrittee is on target when it decided to drop out the
cost of production to the farnmers.” And | was wondering if
we substituted on page 7 the words, "farner", instead of the
manuf acturing plant, wouldn't we reach the same concl usion
that wi thout an adequate price, the farner could not
continue to operate as it would have insufficient funds

available to pay the vital costs necessary for operating the
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And so the question is why do we need to be so

concerned that the plants have adequate costs to continue to

operate, but when we get to page 58, we don't need to be

concerned that the farners have adequate costs to continue

to operate.

A This would -- your statenent would only be true if

we had a fixed margin for farners between the price they

receive for mlk and their tota

poi nted out, that the plant will

costs of operation. As |

never have any nore noney

than the nmeke al |l owance avail able for the product price it

receives; that there is a fixed relationship between the

product price it receives and the m ni num price using these

product price fornul as.

For a farner, that is

mar ket price can adjust without

not true because their

having their cost of inputs

adjust. This mnimumprice if the whol esal e product price

is for cheese and nonfat dry milk and dry whey and butter go

up, the mininmumprice paid to farnmers goes up and

irrespective of what
That is not true for

Manuf act uri

is happening to their costs of inputs.

manuf act uri

ng plants,

ng plants.

their cost of primary input,

m |k, goes right up on | ocked step with that increase in the

price of the product.

sector.

And t hat

is not true at the farm
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MS. DANI ELSON: No further questions. Thank you.

JUDGE HUNT: Sonebody else in the back had their
hands raise. Yes, sir. Wuld you state your name pl ease?

MR. OLSON: |I'm Ken O son with the Anerican Farm
Bur eau Federati on.

BY MR. OLSON

Q Bob, one thing you states | guess was that it is a
normal process, acceptable for producers to go out of
busi ness because of cost-price ratios and things |ike that.
Does the sane hold for plants?

A Absol utely. And our proposal which is using the
wei ght ed average, at |east the weighted average, and
anything -- if you absolutely use the wei ghted average, that
inmplies that half of the cheese that is manufactured's costs
are not being covered in that nake all owance. So there is
still an incentive for those plants to inprove efficiency
and lower their costs. And if they don't, they have no
choice but to exit the industry.

And so by picking that level, the only thing that
woul d be -- you know, if we had picked a | evel that was the
maxi mum cost of manufacturing and set it at that, you are
right, there would be no incentive. All plants would be
covering all their costs. And that is not what we are
suggesti ng here.

Q So as it is, at least the nmake al |l owance doesn't
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mean that all plants' costs are at that level. So there is
variation just as for producers, there is variation as far
as their cost of production and what the returns are at the
set levels | guess.

A For plants, there will still be conpetitive forces
for those plants that have costs higher than the nake
al  owance that sets in the fornula.

Q They have got a reason to what to increase their
production -- |ower cost plants have a reason to want to do
it because they can make nore noney.

A Well, they can also return it nore to farnmers and,
therefore, attract a greater supply of mlk

Q But it is not a fixed return to themif their
costs are less than what the nmake all owance is, right?

A I"msorry. Ask that question again.

Q The return to the plant is not fixed at whatever
this difference is in nake allowance if that cost is |ess
t han what that nmake allowance is. So they've got sone
incentive to make nore profit if they are a | ower cost
operation. |If they are nore efficient --

A If their costs are in the |ower half of costs that
go into that wei ghted average, total cost of nmanufacturing,
they actually have an incentive in the narket to go out and
attract a greater supply of mlk and make nmore. | nean, if

they are meking nore than their --
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Q I guess it has kind of been inferred that al

pl ants are basically the same and there is no reason to want

to --
A No, | apol ogize for inferring that.
Q You have also inferred that there is a direct
rel ati onshi p between what they pay to producers and -- what

the price of cheese is and what they pay to producers. |
guess | didn't think that was quite the way the NASS survey
worked. The -- if a plant increases its price by two cents,
does this automatically reflect in the NASS survey price?

A Well, the only way they can increase that is if
the market allows themto do that. And you woul d expect
that other plants would take advantage of the sane
opportunity. | nmean, that would be an indication that there
is not enough cheese in an exanpl e bei ng produced.

And as the price noves up in the marketplace, the
fact that NASS is representative of that actual price paid
for cheese on a substantial volunme of cheddar cheese, |
believe it was over 25 percent of the production, then, yes,
that is an indication of what is going on in the market.

And it will be reflected in the NASS price.

Q We' ve got about 75 percent there that isn't
covered by the NASS price.

A Well, | don't see that that price could -- the

rel ati onshi p between what that other 75 percent of cheddar
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cheese is versus what the NASS survey price is, | see no
reason for that -- | don't know how that coul d change over
ti me because everyone would want to buy cheese fromthose
plants reporting to the NASS survey if it was a | ower price.
They woul d start going to them And that price would be
pul l ed up because they would only have a fixed amunt of
cheese to sell

You know, if you could -- if you had to pay a
hi gher price for the other 75 percent, you would quit buying
fromthem and you would go over to those NASS pl ants.

Q Well, it seens |ike when you get the whole prices
reported, they have tended to be higher. | don't have data
with me now. But it seens |ike the whol esale prices
reported in the market news tend to be higher than what the
NASS survey price has been.

A Well, | -- it has been a while since | have | ooked
at what criteria the market news reporters go, but that is
not a wei ghted volune. They are not actually getting
transactions that occur. They are getting reports of what
is going on in the market. They are not weighting them by

t he vol une.

They could call up one plant and say, yes, | sold
cheese for X, but they happen to sell a mllion pounds. And
they call up another plant that says, well, | sold it for X

plus two. But they only sold 50,000 pounds. | nean, that
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is not reflected in that.

In an addition, I amnot sure that all the package
sizes are consistent in what the market reporters get in the
sense of the market or if the cheese is exactly the sane
style. The NASS specifications are very clear. And that is
one of the reasons why it is a useful survey, is because
they are very consistent and very standard specifications
for what is being reported.

Q | guess it just seens to ne that with 75 percent
of the cheese there, there nmay be sone opportunities for the
plants to recover additional costs fromthat 75 percent of
t he cheese.

A As | say, that's -- if | am buying cheese and
see the NASS survey price is less, | amgoing to want to buy
fromone of the plants and | amgoing to start calling
around and finding out where those plants are that are
selling cheese for |less than what you are inplying the other
75. The market adjusts for that very quickly. | mean, you
are inputing that cheese buyers have no incentive to | ook
for a lower cost source. And | would disagree with that.

Q Well, | guess | don't know any data that inplies
that the rest of it is the sane. It is a good indicator of
what is happeni ng.

A Well, and the other point | would make is that we

are talking of all cheddar cheese producti on whereas NASS
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has al ready established they are getting a rmuch higher
percentage of that, of what they term "eligible cheese"
which is cheese sold in bulk which is not used in
i nterconpany transfers and is not aged.

So there is a significant portion of that other 75
percent that for whatever reason has added costs associ ated
with it that we are also not reflecting in the nmeke
al l omance when we are basing that on just bulk cheese. It
could be aging costs. It could be cut-and-wap operations.

It could be additions of other flavorings to the
cheese and other further processing of that that could be
i ncluded in that.

Q Does that provide sonme opportunities for plants to
return sone additional inconme and nmake profits?

A Well, it is added additional costs. | nean, every
pl ant woul d have to look at the -- you know, what the
additional costs are relative to what the market is. But
keep in mnd, everyone that made the decision to go into
that market woul d suddenly be adding supply to that narket.
And t hat does not come without an adjustnent in the narket
price.

If you are increasing the supply, you woul d expect
that if there was a prem um over the added costs for certain
type of cheese, you would expect nore people, nore cheese

plants in this exanple wanting to nake that type of cheese



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

420
whi ch woul d i ncrease supply and bring that price down over
tine.

Q But there are opportunities there where they could
make sone additional profit, right?

A Well, see, | don't knowif it is profit because
don't know what the costs associated for doing those added
things to the cheese are. W did not survey that and
don't know what the added costs are associated with aging
cheese six nonths versus what you get. | don't have
know edge of that.

So | amnot saying that that is profit. You are
calling it profit. |If there is added cost to the plant,
that doesn't nmean there is any nore noney avail able to pay
the farmer after paying those added costs of processing
associated with doing whatever it is further you are doing
to the cheese.

Q I guess | was | ooking at opportunities the plants
could have to recover costs if -- you know, | think there
are sone ways --

A Well, you are adding costs. You are not just -- |
mean, you are actually selling a different type of product.
If you decide that, well, you know, | just -- ny costs are
too high. They are higher than the nmeke all owance for this
bul k cheese that | have been producing. | amgoing to have

to start doi ng sonething el se.
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Well, then you are adding a new processing line to
cut and wap or shred or whatever else they are doing init.
There is added costs associated with that. And every plant
wi |l evaluate that based on what their anticipation of the
mar ket demand for that type of cheese is and their inpact

they woul d have on the market for that denand.

Q But, again, there is sonme potential there?
A There is an opportunity for themto produce a
different type of cheese. But it cones -- it doesn't cone

Wit hout a cost associated with doing so. | --

Q Yes, it is a business decision. | guess |
woul dn't expect that we woul d have those types of products
if there wasn't sone profit to made fromit. And now that's
fine. | guess the --

A Well, but over tine, that profit won't be there
because if there is profit, it will attract additiona
pl ants doing that. That is the whole conpetition in the
market. |If you stop nmaking a bul k cheddar product in the
mar ket in order to nake aged cheddar, for instance, that
nmeans, nunber one, there is |less supply over here in the
bul k side and there is nore supply over here in the aged
cheddar market.

Those prices, the relationship between those

prices over time will collapse to the costs associated with

doing that. That is what the conpetitive market does.
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MR, OLSON: Well, thank you.
JUDGE HUNT: M. Marshall?
MR, MARSHALL: Thank you, Your Honor
BY MR MARSHALL

Q Good norning, Dr. Yonkers.

A Good nor ni ng.

Q First, | would |like to commend you and NCI for the
effort you undertook to put together the survey. And
appreciate that very much. | think the questions | have
will be confined to how that data can be interpreted and
used. First, let me just ask kind of a philosophica
questi on.

Well, no. Maybe I'll start by asking if |
under stand how t he survey was conpiled. You personally as
you testified were not involved in the conpilation. You
sent out a survey formto plants and that data were conpiled

by a third party. 1s that correct?

A That's correct.
Q So do you have any personal know edge of, for
exanple, the -- any data that isn't in what is included in

Exhi bit 14 about, for exanple, the ranges of rates or the
deviation within various categories?

A No, | do not.

Q Hypot hetically, | think what you were trying to

acconplish -- and ny question would be am| correct in this
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understandi ng. M understanding is that you were trying to
give USDA a conpilation of the total costs of converting raw
m |k through a manufacturing process into a sale into
dollars that are in turn then used to pay for the mlk and
other factors. The entire cost of that process conceptually
is what you are trying to --

A Yes. CQur notivation was given that the Rura
Busi ness Cooperative Service study was used so promnently
inthe final rule, we felt two things. It didn't -- there
were costs which were not included in that because those
were just in-plant benchmarki ng costs.

And secondly, the '96 study that was used in -- to
hel ping to determ ne the nmake all owances in the final rule
represented only four firms in six plants. And we thought
we could do better and we were fortunate that we got a
response that was better than that.

Q The final rule that went into effect January 1 of
this year has two factors that | might refer to as covering
the total conversion cost. One is a marketing all owance.
The other is a factor that | think is properly characterized
as nerely the plant manufacturing cost.

And while you or | mght have sonme di sagreenents
about whet her that number is accurate or conpiled correctly,
would it be fair to say that your survey attenpts to include

both of those categories in one survey?
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A Yes.

Q And | would like, if you would, to ask if you
woul d just turn to Exhibit 33 -- excuse ne, your Exhibit 14,
page 33, and the cost categories that are there just so we
understand how this was conpiled, at |east as you would
understand it fromthe directions. First of all, we have a
category called, "General and Administrative."

And as | recall your testinony, one of the
concerns that NCI has about Dr. Ling's study is that it was

focused narromy on plant operations and specifically

excl uded plant administration. 1Is that correct?

A That is correct.

Q So here you have got a category for general and
admi nistration -- adm nistrative costs. Do you recall any

of the details of the instructions as to what mnight have
been asked to be included in that category?

A If we included in that -- you |look at our survey
formversus this page-33 table, we did the page-33 table on
aggregated cost categories because that is all we had from
California. And as | recall in the general and
adm nistrative, it included the admi nistrative cost
category, the taxes, the insurance.

And | think that may be all that was -- and
m scel | aneous costs. And | am not certain about insurance.

That may have been in the other non-labor processing costs.
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But | know that adm nistrative costs, taxes and
m scel | aneous costs were included in that general and
admi ni strative category.

Q Wth respect to marketing or what sone people
m ght call marketing and sal es expense, do you have an
under st andi ng of how that m ght have been interpreted by the
survey respondents in terms of the adm nistration of the
sal es process?

A Yes, | don't have any detailed information on how
they responded to putting individual cost itens into those
i ndi vi dual categories.

Q And would it be fair to assunme that that mni ght
reflect the nature of their particul ar operation and how
t hey broke down their costs as distinct fromhow you woul d

have wanted the costs?

A I wouldn't disagree with that.

Q You woul d not disagree?

A I would not disagree with that.

Q So, for exanple, the costs of the conputer system
that sends the billing out fromthe sales office might be

included in the marketing expense or it might be included in
the G&A expense, is that correct?

A I have no know edge of that. But we wll have
some nmenbers who actually responded to the survey that may

testify to that later.
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Q In any event, the total cost -- in your case, the
survey showed 16.79 -- would not be any nore or |ess

accurate because of this allocation problenf

A No, it would not.
Q But if we are interpreting this for purposes of
what -- of drawing a parallel to the final rule, then there

m ght be sone confusion as between the operating costs
versus marketing costs in applying your table to the current
format, would there be?

A | don't recall where the marketing costs came from
in the final rule at the noment. But we -- our |egislative
and econonic policy comrittee at NCI decided that if that is
what our marketing costs showed, it would be very difficult
to argue for a larger one at this hearing.

Q At this hearing. Al right. Wth -- | believe |
have asked this question. But just to make sure, we heard
fromDr. Ling a rather astonishing range of costs within his
survey. Do you have any information about what the range of
total costs --

A We did not have the range of total costs reported
to us.

Q Phi | osophically, would it be fair to say that if
one were to use the weighted average, that as the total nmeke
margin allowed for in the Federal Order forrmula, would it be

fair to say that half of the volune would be produced in
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pl ants whose costs were higher than that average -- than
t hat wei ghted average?

A That is correct.

Q Wuld it be NCI's position that an al |l owance ought
to be established based entirely on the mathematica
wei ght ed aver age?

A No. And that's why in ny testinony on page 33, we
specifically stated that we proposed that USDA adopt as a
make al | owance for cheese a value no | ower than the 16.87
vol une wei ghted average because we do feel it is inportant
to recognize that the inplications of setting too high
versus too |low a nake allowance as | outlined earlier in ny
testi nmony.

Q So that would be a policy consideration you would
urge USDA to include in its thinking. |s that correct?

A | also think it is an admnistration of how you
adm nister minimumpricing. It is not just a policy
decision. It is the how nmuch nmarket structure inpacts do
you wish to derive fromfixing this relationship between the
price of cheese and the m ni mnum price of mlKk.

Q Mar ket structure inmpacts. Wuld that -- one of
the things that | was not clear about in your testinony is
several tines you referenced disorderly marketing
conditions. And | was gathering that there would be sone

concern that if the nmake allowance or the total inpact of
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all of the formulas were to put a nunber of plants in a
position of not being able to operate, that you could see
di sorderly marketing conditions. |Is that what you nean by
the market structure inpacts?

A Yes. It would take plants away. It would take
outlets for mlk away and could result in greater distance
movenments of milk or actually mlk being sold at distressed
prices outside of the order systemnmerely as an artifact of
the regul ation.

Q Okay. Back to the nature of your survey data, in
this table that is shown on page 43 of Exhibit 14, would you
i magi ne that there are costs identified by your survey
respondents in any of these categories for the procurenent
costs that you nmentioned should be considered in the survey?

A We specifically didn't ask themto excl ude
procurenent costs. And we in devel oping the survey
anticipated that that may -- sonme of that may show up in
| abor costs of the field staff associated with getting the
mlk. W assunme sone of it mght appear in general and
admi nistrative relating to shipper relations or -- you know,
we didn't know where it would show up. W did not feel a
need to specifically break out and identify procurenent
costs. W felt that --

Q You also -- excuse ne. Did 1l -- did you finish?

A Well, we thought they would be included in other
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cost items. And we saw no reason to specifically separate

t hose out.
Q You al so don't show ingredi ent costs for what |
think are obvious reasons. For a plant -- and | can

represent to you that there are sone --

A What do you nean ingredi ent costs?
Q M1 k.
A Ch, that's correct. W weren't after their cost

of mlk inputs. We were after all the other inputs other
than mlk in the costs.

Q | can represent to you that there are sone firns
in our area that buy all of their mlk or have at tines
bought all their milk from outside sources, i.e.
cooperatives |like ourselves for whomtheir interna
accounting woul d show any service charge that we charge for
our procurenent costs, they would show that as an ingredient
cost which neans that such a plant woul d not necessarily
have thought to break that out as a factor for your survey.

A Yes. | have no know edge of how individual plants
account for such charges. And as | say, we will have sone
menbers that will be testifying and perhaps they could
answer that question.

Q One of your -- | guess based on that, let nme just
ask anot her question. Sonetinmes a plant needs to go sone

di stance at certain tines of the year to pick up a mlk
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supply. And that involves having to pay for delivery costs
to the plant. Do you see a category here in your survey in
whi ch peopl e m ght have included delivery costs of raw mlKk,
transportation, hauling?

A Well, once again, we asked that that not -- all of
the non-m |k costs be included. But there is not a specific
category to address that issue.

Q On the other side of the equation, when you have
got packaged products that are ready for sale, is there any
category here that would include delivery costs?

A | assune that that would be in the marketing
function. But | don't know that.

Q Real | y?

A Because we asked people to -- let ne go back. W
i ncl uded marketing cost because cheese and dry whey
whol esal e prices in the NASS dairy products prices report
assunmed the product has been marketed. So we were asking
themto get the point of the price they received. W wanted
all the costs associated with actually getting to the point
at which they received the noney for the product.

If that neant the product was picked up at their
| oadi ng dock, there wouldn't have been any costs associ ated
with delivering that. |If it was -- the transaction actually
occurred at another point in tinme and they were responsible

for moving it, | would have expected that to be included in
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the marketing costs.

I nean, since we are using the NASS dairy products
prices report, we want to get at the equivalent prices that
are reported there. And we asked for all the costs up to
and including that point.

Q Well, the NASS survey, if | recall, is a survey of
prices received FOB the plant.

A Okay. Well, then that is --

Q So let's just take this one step at a tinme then.
A Okay.
Q W -- if we have a -- if in your survey concept

the plant receives a higher cost for the product --

A A higher price?

Q Excuse ne, a higher price for the product to
reflect the higher costs of transportation, you would want
themto back out that higher cost of product not to account
somehow for the higher revenue. | think that is what you

were testifying.

A Yes.
Q And that is confusing to ne because | don't have
revenue in this survey. 1In fact, let ne suggest to you that

0.001 cents per pound isn't going to transport product very
far.
A Il -- well, | -- and if -- | will agree now with

your statenment that since it is FOB, the NASS survey is FOB
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pl ant, we asked for FOB plant prices --

Q So in asking --

A -- costs -- FOB plant costs to be included.

Q Right. Okay. But --

A How i ndi vi dual plants dealt with that when they
were getting, you know, FOB custoner, we did not have
speci fic instructions.

Q So | think what you are testifying is that you
woul d be surprised if plants responding to your NCI survey
had i ncluded delivery costs.

A That is right. That was not our intention to get
themto include those because we were intending to get the
FOB pl ant costs.

Q Well, in fact, just to clarify that, if you | ook

at the page that is not nunbered in your Exhibit 14 --

A The general survey instructions, yes.
Q Yes.
A "All cost data is to include all in-plant costs of

moving farmmilk fromthe receiving deck to the product

delivery deck.

Q And thus transportation costs are not called for,
are they?

A That is correct.

Q The reason | asked that question was not to

distract us onto that, but because on page 23 of your
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testi mony, you referenced delivery costs. And | refer to a
sentence on page 23 that begi ns about hal fway down the page.
I will read it inits total.

"This rmust include manufacturing" -- "the costs of
manuf acturi ng nmust include all costs beginning with those
raw procurenent costs not directly reflected in the price
paid for raw m |k all the way through of marketing bul k
commodities in the whol esale dairy market; in other words,
all costs comrensurate with produci ng marketing and
delivering."

A The products for which the prices are gathered by
the NASS dairy products price survey. So, yes, if they are
delivered at the FOB plant dock, then that is correct.

Q Al right.

A That is what we were |looking for in our survey. |
don't -- | think my statenment is consistent.
Q Well, we've tal ked about sone costs that you think

shoul d be considered that are not included in your survey.
You have said that you think -- testified that you think
USDA adopts shoul d be not |ess than the wei ghted average
cost in your survey. |Is IDFA asking, is NCI asking for a
| arger nunber than the 16.9?

A 16. 87.

Q I'"msorry, 16.879 cents --

A We can round it.
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Q -- that is in the survey?

A We are asking that USDA consider all data
avail abl e on what the actual costs of manufacturing are and
al so the market inplications of setting too | ow versus too
hi gh a make all owance in determ ning the nmake all owance
which will be used in the product price formulas. And we do
-- we are urging USDA not to adopt a manufacturing all owance
-- a nake allowance for cheese of |ess than 16.87 cents per
pound of cheese.

MR. MARSHALL: | think I have asked all the
questions | wanted to ask. Thank you very, very nuch for
your hel p.

JUDGE HUNT: Yes, sir? M. Coughlin?

BY MR, COUGHLI N:

Q Good norni ng agai n, Bob.

A Good nor ni ng.

Q In your survey, did you collect any information on
what percent of plant capacity that reporting plants
utilized during the reporting period?

A No, we did not.

Q Woul d you agree that co-ops who operate bal ancing
pl ants, sonme of which may have been -- may or may not have
been in the survey -- would have a greater fluctuation in
terms of the -- how nmuch m |k was used during certain

peri ods of the year?
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A If the purpose of having the plant is to bal ance
the market, | would agree with that.
Q Okay. | think you indicated earlier that the

partici pants knew that the information being collected m ght
be used at this hearing?

A That is correct.

Q You testified that your survey included data from
15 cheese plants operated by ten firns.

A That is correct.

Q Did each of the ten firns report data for all of
the cheese plants they operated?

A I don't know the answer to that question. They --
I don't know the answer to that question.

Q Okay. |Is there -- what incentive is there if you
are reporting data that you knew m ght get worked into what
your cost of mlk was? 1Is it the -- is there any incentive
to make sure that it is on the |low side or would there be an
incentive for the proprietaries to nmake sure it is on the
hi gh si de?

A We ask the plants to use their npst recent 12-
nmont h period they could and specifically were given a
preference for the nost recent period that had gone through
an internal plant audit. W wanted to get and our board and
our comrittees were conmitted to getting the actual tota

costs of manufacturing.
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Q Okay. | do intend to follow up if you have
i ndi vi dual representatives here.
A Okay.
Q | intend to ask themrelative to they report al
of their information for all of their plants. And if they
didn"t, well how did they select the plants that they chose
to include.
JUDGE HUNT: Yes, sir?
MR. PACHEKO  Good norning. Francis Pacheko with
Nati onal Farmers Organi zati on.
BY MR PACHEKO
Q Am | correct in understanding your |ogic of
econoni ¢ novenent of the overage and make al |l owance a pl ant
receives due to a fixed |level make al |l owance goes to the
producer or mmin conpetitive in the market?
A If a make allowance is set at a level that is
hi gher than the actual total cost, it is our position that
that will go to farnmers because of conpetitive narket
situations. W knowit will go to farmers of cooperative
associations either in the formof their mlk price as an
over-order prem um above the m ni mum or when the co-op
distributes its operating incone at the end of the year
And in order to remain conpetitive in the nmarket,
other plants are going to have to neet that total price

bei ng pai d.
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Q In terns of it being at a fixed level and since it
is used at a weighted average as you said earlier, sone of
the plants are going to have an incentive at a fixed |eve
al ways because there is going to be some higher or sone
| ower, correct?

A I don't know what -- you are referring to the
incentive. But, yes, sone plants -- plants will always be
positioned differently --

Q At different --

A -- relative -- their actual costs of manufacturing
for any individual plant is going -- by coincidence -- it
woul d be coincidence if it were exactly the sane as the
wei ght ed average across plants or the weighted -- or what
USDA uses as the nmake al |l owance.

Q So assuning we are tal king about an efficient
pl ant and | arger plants are usually nore efficient,
logically can this excess be used as a discounting factor on
the sale price of cheese?

A That is an issue for how cheese prices are
reported on the NASS dairy products prices survey. And when
you say at a discount, if they are reporting a |lower price
paid, | go back to what | have said earlier. Once again,
buyers of cheese are going to want to buy it fromthe | owest
cost source. And the conpetition in the market will be

driven by the availability of cheese at different prices.
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And that will be affected in the NASS dairy products prices
report.

Q So basically, it is possible that an efficient
pl ant instead of turning that noney out to the market to the
producer, can basically turn that as a discount factor

A Well, you are back to the market for his cheese is
set based on his willingness to supply and the demand the
cheese. And if the demand for cheese is such that there is
a price in the market that everyone is paying, | see no
incentive for the plant to come in and start selling his
cheese at |ess than that.

Q To gain market share, for instance, would that not
be an incentive?

A Well, once again, then he has to go out and
procure a |larger supply of mlk than is currently avail abl e
in the marketplace and is currently being shipped to him
You woul d expect that he would have to put nore noney into
attracting a larger supply of mlIk than he currently has.

Q If -- is there not discounting that happens on
cheese pricing?

A I have no know edge of what, you know, discounting
-- the whol e purpose of the NASS dairy products prices
report is to get at the actual transactions value, the
actual sal es value when cheese changes hands. And that is -

- and it is weighted by the volunme. So if there was a
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signi ficant vol une of cheese selling at a few cents |ess
t han what was reported | ast week for NASS, that will be
reflected this week and will pull down that weighted average
price.

Q So basically, that can happen then. The market
can respond if there is a discount on sale price --

A Coul d you ask that --

Q -- because it is being shown in the NASS price.

A That is right.

Q Okay. So basically if this were to happen, if
this, you know, scenario were to happen, if a discounting
factor were to happen, logically would this not econonically
affect the producers' price in a double way? First of all
he woul d be hit from a hi gher nake all owance whi ch woul d
reduce his price. And then that discounting factor would in
turn reduce the price that his mlk is being based upon. So
it would be a double negative effect on the producer pay
price.

A And there would be a supply response and that
pl ant would no | onger be able to do this. The cheese price
woul d cone up. We are back to the conpetitive market
factors that exist for mlk in a marketplace and in the
mar ket pl ace for cheese.

Q We are assum ng that the producers can respond

qui ckly. And basically, the only way a producer can respond
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is basically by going out of business because his cash flow
will not allow himto stay in business under these two
scenari os.

Enough producers would either have to go out of
busi ness because once you are done with fixed costs -- just
like a plant does not like to reduce its anount of
production comi ng froma plant, producers for cash flow
reasons cannot reduce the anmpunt of m |k coming out of their
facilities. So, again, under these scenarios, this would be
a doubl e negative effect on producer pay price.

A If the market was reflecting a demand for cheese
that resulted in a | ower cheese price over tine, demand was
not strong relative to supply, that is going to nove that
price dowmn. It is not the inpact of the cheese plant
driving that. It is the inpact of the interaction of supply
and demand.

And let ne also state that it goes back to ny
primary argunment that on the other side, |ooking at
i ncreased prices in the market and how they are returned to
farmers, there is actually nothing in the market that the
cheese plant or any other nmanufacturing plant can do to
i ncrease the difference between its sales price for its
product and the minimumprice it has to pay to farners under
Federal Order regulation.

That is fixed by this make allowance. That is not
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true to increases in mlk price at the farmlevel.

Q So basically what you are saying is under a fixed
make al |l owance, there are sone short-sightedness on the
demand side because the plant -- you know, there is no
reason under a short nmarket that the plant will gain
anything else. But if there was let's say an adjusting nmeke
al | owance to demand condition, would that not be beneficia
for the processing segnent of the industry?

A Well, you are adding a great deal of additiona
conplexity to the pricing systemwe have now. And quite
frankly, we have a policy position at |DFA that we are
| ooking for these pricing systens to beconme sinpler and nore
readi | y understandable. W are not |ooking for adding
conplexity to the marketpl ace.

And once again, the consistent thene of Federa
Orders going back to the 1937 AMAA has been mini mum pricing
and allowing markets to work above that. W are not trying
to capture every last fraction of a cent of costs in the
systemin the m ninum pricing.

MR, PACHEKO | would agree as far as a sinplistic
approach. But, however, under today's pricing formulas,
that is not going to be achievable. So we might as well do
it right and have the factors that are going to return the
fair price that the mlk is valued at to the producer and to

t he manuf acturer based on a product price. So no nore
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guestions. Thank you.

JUDGE HUNT: Yes, sir?

MR, GALARNEAU. Hi. M nane is Clay Gl arneau
with M chigan M Ik Producers.

JUDGE HUNT: |'msorry. Your |ast nane, please?

MR. GALARNEAU: Gal arneau, G A-L-A-R N-E- A U.

BY MR, GALARNEAU

Q M. Yonkers, | have one question | have got sone
difficulty with in your testinony. You testified that
mar ket conditions will dictate that returns greater than the
make all owance will over tinme be paid back to producers in
the form of over-order premn uns.

However, you specifically recomend that
procurenent costs should be included in the nake all owance.
How can you differentiate over-order prem unms from
procurenent costs? |f procurenent costs are included in the
make al |l owance, then how will producers supplying non-
cooperatives ever realize the potential for greater returns?

The processor will continually push the over-order
prem uns back into the procurenent costs and, therefore,
ratchet down the pay price.

A The raw -- the procurenment costs | amreferring to
are those costs other than that paid for raw nm |l k. And the
raw m | k paynment includes the Federal Order nininmum and

what ever over-order premium You are paying that for the
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mlk. That is not part of a procurenent cost.

Q And how can you make that definition stick? O, |
guess, | don't know how you woul d define that, procurenent
cost .

A Well, thereis -- and | think | did allude to
several things. There is a cost associated with
coordinating mlk assenbly and tinely delivery to the plant.
If that is paid in the formof an over-order premium it is
not your mlk procurenent costs. It is part of your cost of
mlk. It isin-- we are looking for the non-nmilk costs in
this plant. How individual menbers responded to the survey
on this issue, | think you will have to ask them when they
are up here testifying.

Q Then it sounds like that could be a very -- an
area very subject to manipul ation.

A What you pay for mlk is what you pay for mlKk.

It includes a -- we didn't ask over and above the nininmm
price you paid for mlk. W said all the costs over and
above what you paid for the milk. And that includes over-
order prem umns.

MR. GALARNEAU. All right. Thank you.

JUDGE HUNT: Anybody else? M. Md uskey, | see
nobody el se. Go ahead.

BY MR. M CLUSKEY:

Q The -- your survey when you sent it out, the
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respondents knew t hat these nunbers woul d be used for
pur poses - -

A As input in our preparation of testinmony for this
heari ng, yes.

Q Okay. And could you help ne with the RBCS nunbers
on -- as a question? Initially, this survey was done for
pur poses of certain organizations being able to have sone
conpari son of manufacturing cost so that they could conpare
thenmsel ves with this peers? Did | understand that?

A It is a financial comparison -- financia
benchmar ki ng.

Q Ri ght .

A My under standi ng of the Rural Busi ness Cooperative
Service, and | believe that Charlie Ling tal ked about it
bei ng used as a benchnmarking --

Q That's the way | think | understood it also.

Okay. So -- and also, we nade it clear here that those
nunbers do not include certain inportant factors such as
sonme type of marketing all owance?

A W tried to make that clear, yes.

Q Right. And also it didn't include sonme of the
procurenent costs and adm nistrative costs. And | think
some of the nunbers from-- if you would take those specific
nunbers that you have said that are not included in the RBCS

nunbers and you al l ocated specific nunbers to those -- |
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don't know if you have those through your survey. It sounds
like you don't. But have you | ooked at taking the RBCS
nunbers and al l ocating those costs and adding themdirectly
to the RBCS and see where that nunber woul d cone up?

A We didn't have this until yesterday and, no,
haven't | ooked at that. And once again, you would al ways --
you woul d have the issue that | believe there are sone
pl ants that participated in both surveys.

Q Correct, okay. So if | understand this right, we
got the RBCS nunmbers that were a group of guys -- or people
that got together and said let's conpare to see how
efficient we are within our plants as conpared to our peers.

So those people had an incentive to -- because
those results, | inagine they got them and they went back to
their owners which would be a board of directors or a
proprietary ownership. And they would show themthe
nunbers. And they didn't want to be on the bottom of that
list | would think. So they had an incentive probably to
create a nunber that was towards the small size. Wuld you
agree with that?

A If you are doing it for your owmn -- if you are
participating in the service so that you can get data that
you can use to benchmark your position relative to everyone
else, | don't see that there is incentive for you to report

anyt hing other than your actual costs in those categories.
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Q Right. But if you |ook at how that information is
going to be used comi ng back and human nature bei ng what it
is, is there a possibility that sone people would have the
sense of probably using their best nonths? Let's put it
t hat way.

A Well, | think in each case, they are trying to get
a 12-nonth period of data whether it was our survey or Rura
Busi ness Cooperative Service. And, you know, quite frankly
| amnot really going to comment -- | don't think I am
qualified to comment on the human nature in responding to
surveys.

There is a broad study out there of survey
research and done by a comnbi nati on of different disciplines.
And | have | ooked at that in the past and sunmaries of that
in the past. And really, | think what you are trying to get
at is what is the reporting error in the survey. And | have
no -- the only way to obtain that is actually to go out and
either audit those plants or --

Q Well, | think -- | think what is in --

A -- or to survey non-respondents and try to get
themto subnmit data and look at if their costs were
different than those that responded. W just didn't have
that capability to do that in this framework we were doing
at NCl.

Q Well, what | think is interesting is that we have



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

447
two surveys here. And National MIk did take sone nunbers
of what you have said are missing fromthe RBCS and added
those nunbers to that. And granted, they didn't -- all of
the areas that you have nentioned such as adm nistrative
costs, | don't think they took a specific nunmber for that.
But they took the others, the marketing and the -- excuse ne
-- and a few others.

And when you add all those nunbers, it is still so
much | ower than the average survey that your organization
came up with.

A I would agree with that.

Q And | think there is sonme incentive here that
needs to be taken into account, that, you know, one has an
incentive to have, you know, some high nunmbers. One has an
incentive to have sonme | ow nunbers. So somewhere in
bet ween, we probably have got a nunber that is correct.

But, you know, that is the point | amtrying to meke,
obvi ously.

Ei t her both of these have sone personal interest
in how their nunbers cone in. And to say that these nunbers
are totally valid when they are unaudited and there is a | ot
of personal interest in here is sonething that is a little
scary.

But it is a nice balance because you have one who

has an interest to have a | ow nunber and one who has an
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interest to have a high nunmber. And sonmewhere in between
normal Iy the things work out. That was ny point of that.

But anyway, | think you have stated, and | fee
confortable now, that it really isn't that higher make
al l omance that you wanted. But you want it to be what it

is, toreally try to identify the true cost and establish

that. | think that is the position of your organization
A And to take into account the inplications that are
associated with that. And we have pointed out several. One

is the fact that by using that wei ghted average, you are not

covering the costs on 50 percent of the cheese volune in the

survey. |In addition, you are not giving any flexibility to
tenporary cost increases such as energy as | identified. W
bel i eve --

Q O decreases for that matter

A O decreases, you are absolutely right.

Q Sure.

A Al t hough keep in mnd that decreases in those

costs would get us back into the too high nmake all owance
argunment which allows for the market -- the market will
adj ust there. There is no market --

Q I thought we agreed -- | thought a little while
ago we agreed it doesn't adjust.

A There is no -- | didn't agree with that.

Q Oh, okay.
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A And there is no market adjustnent that can occur
for a too | ow nake all owance. Wuld we agree with that?

Q | agree on both ways they don't adjust, yes, in ny
scenari o.

A And | am not prepared --

Q Okay.

A -- to answer any questions about the incentive for
anyone to report one way or the other in any of these
ci rcumst ances.

Q Right. | understand that. But the point is that
i f your organization is very interested in having the rea
nunbers --

A Oh, we're -- yes.

Q -- and having the correct nunbers in place --

A Absol utel y.

Q -- okay. And that is true of the namke all owance.
But it also would be true of the fornulas that are being
used and the yields and all these other issues that you have
in-- 1 mean, you want what really is a yield to be
represented, what really --

A And | testified to a couple of the factors that
are in the hearing proposal, the butterfat recover and our
position on that and al so the nonfat dry m |k proposals that
woul d change the yield factors there. W did conment on

that in ny testinony.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

450

Q Right. So -- but, again, the intention of your
organi zation is that whatever those may be, that the correct
ones be in there, that truly what the yields are be and not
sonmething that is not and that if there is sone product that
has been forgotten or a division instead of a nultiplier
that all that be corrected. |Is that not --

A And that all the factors associated with those be
taken into account --

Q Ri ght .

A -- and their inplications in the marketplace of
erring on one side or the other be taken into account when
you determ ne that.

Q You bet, okay.

A You bet cha.

Q So as we discover through this hearing that there
are sone realities that mght not be included in this
formula that are truly, in fact, in there, then your
organi zati on woul d probably accept that if that was not
accounted for.

A Well, | can't testify to things | haven't -- that
haven't been specifically testified to by others yet. |
nmean, we don't have positions on those yet.

MR, McCLUSKEY: Okay. Thank you.
JUDGE HUNT: M. Rosenbaum O, I'msorry, M.

Berde, go ahead. Go ahead, M. Berde.
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BY MR BERDE
Q Sydney Berde for United Dairynmen -- |'mnot that
tall -- for United Dairynmen of Arizona. Wbuld you agree

Dr. Yonkers, that nobody knows what the right price or the
right margins are, nake allowances are that the Secretary
shoul d establish?

A I think that data is out there. But --

Q Well, would you agree that in as nmuch as this is
an administered price structure, all that the Secretary can
do is try to arrive at an allocation of risk as to who
shoul d bear the consequences of either a too high or too | ow
make al | owance?

A No, because there -- in our view, there is very
little consequences fromtoo high because the markets will
adj ust. The consequences of a too | ow make al | owance fal
on everyone in the marketplace --

Q Yes.

A -- because if plants go out of business, because
t hey cannot cover all their factors of manufacturing, then
you are renoving an outlet for a mlk supply in that market.
So | think that there is -- you know, there is not a bal ance
of risk there. That there is a clear and striking problem
with setting a too | ow nake all owance that cannot be
corrected in any way by the nmarket over tine.

Q If the Secretary sets the nmake all owance hi gher
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t han necessary to cover all the costs including the costs of
your least efficient plants, that nmeans he has over-
conpensated the nost efficient plants, has he not?

A No matter which point you pick that at, there is
going to be plants -- unless you pick it at the nost |east-
efficient plant, no matter anywhere in the spectrumthere,
you are going to have plants that have make al | owances,
actual costs of manufacturing bel ow what the Secretary
pi cks. And you are going to have plants that are higher
t han that.

Q And if sets the make all owance higher than
necessary to cover the costs of your nost efficient plants,
then the price of milk or the return to producers is going
to be lowered, is it not, forgetting for a nonent what you
have descri bed as a transitional adjustnent?

A Coul d you ask your question again?

Q Yes. |If he sets the make all owance hi gher than
necessary to cover the costs of your nost efficient plants,
necessarily the returns to producers are going to be | owered
i medi ately.

A I would disagree with that. The mininum price may
be lowered i mediately. But the market adjustnents that
could occur inmediately are not clear to ne.

Q Well, those market adjustnents nay occur or they

may not occur dependi ng upon tinme and dependi ng upon the
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i mredi acy of the need for the additional mlKk.

A I wouldn't disagree with that.
Q The question then beconmes for the Secretary on
whom shoul d that risk fall, on the persons who you represent

or on the persons for whomthe Agricultural Marketing
Agreenment Act has been adopt ed.

A I will conme back to my point that a too | ow nake
al l omance inpacts the entire dairy industry negatively. It
is not an issue that too | ow nake all owances are better for
producers because | do not believe that.

| believe a too | ow nmake all owance will result
over tine in |less available outlets or those outlets
becom ng owned by cooperative associations who will pass
along the full costs of manufacturing in either a price
bel ow the minimumor in a |ower or negative operating
revenue over tine. | do not believe that there is a bal ance
of risk here.

Q You continually refer, however, to over time. And
the question is the adjustnment over tinme inpacts imediately
the producer segnent of the market, does it not?

A | don't agree with that statenent because | think
you will be changing the mininmumprice |evels, but you wll
not be changing the conpetitive situation for mlKk.

Q Well, you will certainly be changing the

conpetitive situations with respect to certain plants
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procuring mlk and with respect to certain areas of the
country who will be differentially inpacted, will they not?

A You are inplying that plants are going to | ower
the price they are now payi ng and expect to attract the sane
supply of milk in even this nmonth. And | don't agree with
that premse. | believe that if you suddenly -- let's say
they were only paying the mninmm price now and that mininmum
price is |owered by whatever action the Secretary takes and
they pay a mninmum price afterwards.

You are not going to -- in aplant's mind or in a
firms mnd that is looking for a mlk supply, they are not
only thinking about the m |k supply today or this week or
this month. They are thinking about nmintaining a |ong-
term conpetitive relationship in the market.

And they are going to use that factor in
deternmi ning what they pay for mlk now It is not just
exactly the conditions of what they have to pay now. It is
what they feel they have to pay over an extended period of
tine.

Q vell --

A And | don't agree that there is suddenly going to
be this | oss of revenue to farners inmediately exactly equa
to the change in whatever mnimumprice is reported. And we
believe that market adjustnments will occur.

Q No one really knows what different plant operators
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think over an i medi ate period or over a |long period of
time. This becones a matter of judgenent for the Secretary
in fashioning a make all owance structure that over tine he
believes will result in what the Marketing Agreement Act is
designed to acconplish, that is, to raise prices to
producers. |Isn't that essentially what we are all here for?

A | think the '37 Act's purposes were to ensure an
adequate supply of fluid grade or Class | mlk and to ensure
orderly marketing conditions in the interest of both
producers and consuners.

Q But the essential purpose is to ensure stability
of pricing among producers, is it not?

A Well, anytime you have a condition where you have
to reflect as is in the Act supply and demand conditions and
at the sane time provide for orderly marketing, those two --
there is a bal ance between those two at all tines.

And we struggled with this when | was on the
uni versity study conmittee on the replacenent for the BFP
is, you know, the series, the replacenent that woul d nost
reflect immediately supply and demand conditi ons was not
very stable. And the npost stable alternative did not
reflect supply and demand conditions.

MR, BERDE: Thank you. | have nothing further

JUDGE HUNT: Thank you, M. Berde. M. MC uskey.

BY MR. McCLUSKEY:
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Q Just in reference to that, on these prem uns that
adj ust, Bob, and this nmake all owance woul d happen to be a
little too high. And we have an adjustnment of prem uns that
we have established and in certain parts of the country
don't show up because of long-termcontracts and
proprietary. But they do show up in different ways.
And ny question to you is that they are going to
show because you have parts of the country that m ght have a

rel ati onship of 40 percent Class | sales and 35 or 40

percent Class |IIl sales. And the other 20 percent is kind
of split up between Il and IV.
Is it -- in your opinion when you tal k about these

prem uns that conme in and cover the fact that there is a
make all owance on Class |IIl that is too high leaving too
much noney to the cheese-maker as a profit, taking it away
fromthe producer, when you tal k about these prem uns.

In your mind, is it that it should cone out of the
Class | mlk to cover this because the prem um actually
comes out of the Class | because, see, what happens is the
blend is so | ow that the producer cannot survive.

So we as narketing cooperatives, since we can't
get the proprietary to give us any noney because of the
| ong-termcontracts, we tend to go to the Class | bottler
and say, you know, what, we are not making it here and we

actually steal from Peter to pay Paul in essence because we
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can't get it out of the Class Ill to get this advantage of
havi ng a hi gh nmake al | owance.

And we actually get a premium but we are getting
it froma different class of mlk. |Is that part of your

prem um structure that you have been referring to?

A No. | amnot inplying that all of the over-order
prem uns are going to come fromany particular market. | am
implying that -- and | amnot inplying. | believe that the

over-order prem uns that mght be inherent in any plant that

has manufacturing costs |ower than whatever the nake

al l owance is determned to be will flow through to farnmers.
It will automatically flow through to farmers of

cheese -- of cooperatives that own cheese, butter and powder

plants, | mean, automatically. And in order to conpete for

a supply of mlk, other cheese plants are going to have to
pay. See, right now, everyone pays the blend price in the
mar ket pl ace.

If the cooperatives start paying nore than that
because their costs of manufacturing are |less than the nake
al l omance determ ned by the Secretary, there is going to be
an incentive for shippers to conme into the cooperative. So
ot her non-cooperatives are going to have to pay that
conpetitive over-order premiumto attract a supply of mlKk.

Q Right. So for those cooperatives to be

conpetitive, what they do is end up going to soneone that
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didn't cause the problem And the problemis over here in

the Class Il nake allowance that may be too high and not
enough noney coming out of the Class IIl to the producer
because there is not -- we can't -- there are no premuns in

that area. So that cooperative does exactly what you do.
They have to pay a conpetitive price to other cooperatives.
So they go to other m |k segnents and get a premiumto cover
a problem el sewhere. |Is that part of the prem un?

A | think this -- you know, because you are | ooking
at the relative price that those different segnents are
paying. | would expect that, you know, if the cheese plants
suddenly start paying the blend price plus a premumrelated
to a nmake all owance difference with actual costs of
manufacturing on their Class IlIl mlk or if it is a butter
powder plant doing so on its Class IV nilk, you are going to
see those increases reflected in the prem uns that may
al ready be being paid by other class users in the market on
that portion of the mlk used there because we are really
tal king about the relative prices in the market.

If there is prem uns being paid on Class | now and
that is a difference above the mi ninumprices to attract a
supply of m |k and suddenly you start paying the nininum
price plus a premumfor Class IIl mlk in the market, you
are paying less of a relative higher price if your prem um

for the Class | plant stays the sane.
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You are going to be increasing your prem um by an
equal anmpunt. It is the relative price difference between
that Class | and that Class Il plant that attracts that mlk
supply on a regul ar basis.
MR, McCLUSKEY: Thank you.
JUDGE HUNT: M. Beshore.
BY MR BESHORE
Q Just a couple of followup final questions, Dr.
Yonkers. The three-cent price difference between barrels
and blocks is presently in the orders -- represents a
hi storical difference between the prices of those products
over a long period of years, does it not?
A Adj usted to different nmoisture contents, yes.
Q Now, isn't the -- now, the NASS --
A The barrel price is adjusted to 39 percent
noi sture. The 40-pound bl ock price is not.
Q Now, | thought the adjustnment was nmade in the NASS
prices before the three-cent differential was applied.
A Yes, yes. You are adjusting to 39 percent
noi sture. You are tal king about two cheese products which
have a different price per pound of solids in them And
that difference is not three cents.
Q Okay. M question really is assum ng that the
three cents represents historical differences in the price

per pound of bl ocks and barrels over a period of years using
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what ever price reference series we want. Just assune that
with me for a moment. GCkay. Using -- whether you use the
Green Bay Cheese Exchange, you know, the National Cheese
Exchange or assenbly point series or whatever.

If you look at -- assunme with nme that if you | ook
at them over a number of years that the difference -- three
cents is a representative difference between bl ocks and
barrel prices and that that differential has been continued
in the present program Wiy should it be reduced to one
cent now?

A I's your -- in your question, are you assuning that
that three cents is reflective of those cheeses at identica
noi sture contents? So the price per pound of dry matter
truly differs by an equivalent of three cents per pound of
cheese. |Is that --

Q | am assuming that that is the difference in the
quoted price series that we have seen

A Okay. But the quoted price series adjusts barrels
to 39 percent noisture. And it does not do so on 40-pound
bl ocks. Forty-pound blocks if they were all made at 39
percent mpoisture, your quality control is not that
i dentical. You would be making sone cheese that is not
cheese because the maxi mumlegal limt is 39 percent.

The average on 40-pound bl ocks in the marketpl ace

I have been told is closer to 38 percent. And | believe you
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wi |l have sonme testinony later fromothers who will testify
that that 40-pound bl ock price is much closer -- excuse ne,
40- pound bl ock noisture is 38 percent. So per pound of dry
matter, that three-cent difference is nuch | ess per pound of
dry matter in the cheese because of that noisture
adj ust ment .

Q So what is the difference in the cost of -- for
the manufacturing costs in barrels and bl ocks?

A Well, in nmy exanple, what | went through is
| ooking at the --

Q I didn't see anything about manufacturing costs
with respect to barrels and bl ocks in your exanple.

A I don't have any data on the difference in
manuf acturi ng costs between the two.

Q Okay. So you don't know what the difference --
okay.

A But | believe sone others may be testifying |ater
on that fact, yes.

Q Okay. How many of the ten firns in your study
will we be hearing fromin the subsequent testinmony? You
have deferred to their information a number of times. How
many firnms were you referring to?

A At least two will be testifying and perhaps nore.

Q Now, one final question, you have comented

nunmerous tinmes in your testinony that the cheese
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manuf acturers as | understood your testinony have no ability
to control the price they sell their cheese for

A Well, that is deternmined in the market. And if
you | ook at the cheese manufacturers, they are only one
segnment of the market, the supply side of the market.

Q Okay. So what | said was correct, that in your --

A That is correct.

Q -- in your view, they have no ability. Okay. Do
you know what the range is of NASS prices for that uniform
product that cones out to the weighted average price?

A No, | don't. And | don't believe NASS publishes

that on a regul ar basis.

Q Do you have any -- if what -- if the basis for --
assuming -- there is a range, is there not, in your --
A I woul d assune that everyone is reporting the

i dentical price. That would be a particularly interesting
ci rcumst ance.

Q Well, howis it that sone firns can obtain a
hi gher price and other firnms a | ower price for that
i dentical product? |Is that purely a function of geography?
Is it purely a function of -- what is it a function of?

A | think it relates to -- oh, God, there is a
nunber of market factors that inpact that price at any one
point in tine.

Q None of which --
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A Certainly location value is one. 1In the case of
bl ock cheese, npisture content could be different. And that
could be reflected in the prices that is paid for that
dependi ng on the contract.

Q Well, in that case, the plant could adjust the
noi sture of their cheese and adjust the price they get,
could it not?

A But not unless -- but they are not adjusting the
price -- necessarily adjusting the price per pound of dry
matter in the cheese which is what we have avail able to pay
farmers. It is based on the dry matter, the protein and the
butterfat. Not on the noisture that is in the cheese. You
could have different prices for cheese at different noisture
contents that would result in an identical price if they are
adj usted to the sane npoi sture content.

Q Okay. What other imutable, uncontroll able market
factors are there whcih dictate the price that the plants
are getting for their product?

A Local supply and denmand for cheese at that
particular point in time. You could have things well beyond
the plant's control. It could be an unannounced nmarketing
plan for fast food restaurants that is going to increase the
demand for cheese.

You could have a -- for any given time, if there

happened to be a week where if for sonme reason, there was a
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fair amount of forward-contracted sal es and suddenly there
was an increased demand, there is not as nuch that hasn't
al ready been contracted. It would have a significant inpact
on that anmount above the ampunt that is forward-contracted.
I nean, there is a lot of factors that go on in the
mar ket - -

Q None of which --

A -- all related to conpetition for the avail abl e
supply of cheese.

Q Okay. And none of those factors -- the individua
pl ants have no control over any of those factors. That is
your testinony, correct?

A | don't believe they do.

Q Okay. Can you tell ne then what it is that their
mar keti ng expense is used for if the product is uniform and
the price is defined by all other -- by factors over which
t hey have no control ?

A That doesn't nean they have a custoner. That
doesn't mean the custoners are coming to their plant dock
sayi ng, hey, can | go back and pick up, you know, a couple
of | oads of 40-pound bl ocks.

Q The custonmers are out there as defined by supply
and demand.

A Yes. But that doesn't nean that you have

identified all of them It doesn't nean that you have
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identified the best custonmer to sell to for your product at
that particular point in tinme and found the best price that

is available for that particular product at that point in

time.

Q So you can use some effort --

A Nor have you collected the noney --

Q No, let me ask ny question. So you can use sone
effort to obtain -- no, no. He interrupted my question.

UNI DENTI FI ED MALE SPEAKER: No. He was adding to
his answer to your previous question --

JUDGE HUNT: Just a second. Have you finished
your answer?

THE WTNESS: | have a few nore points on --

JUDGE HUNT: All right. Wit then, M. Beshore.

THE WTNESS: -- on the potential marketing costs.
You haven't received paynent yet. You haven't done
i nvoicing for that paynment all of which are costs associ ated
with a marketing function. Nor have you covered the costs
associated with the fact that you have already nade the
product and paid for the mlK.

But you may not be paid at the time you are sold
it. There may be conditions related to that. So there are
mar keti ng costs other than just havi ng soneone physically
sell the product for you associated with that.

BY MR. BESHORE:
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Q But | thought you said that one of those functions

m ght be to get the best price that is out there for the

product .
A Sure, sure.
MR, BESHORE: Okay. Thank you.
JUDGE HUNT: M. Rosenbaum
BY MR. ROSENBAUM
Q I want to namke sure on the last point. | will try

not to generate any nore questions through my own questions.
Dr. Yonkers, just to nake clear what the official position
is of |IDFA on nmake allowances, let ne see if | have it
right. You should use the best data to determ ne what the
make al | owance is and then err on the side of a nake

al l omance for purposes -- excuse ne.

Let me start that again. You should deternine
what the actual costs of manufacturing are on a wei ghted
average basis and then err on the side of too high in
deternmining the make all owance in the regul ations.

A Qur position is that USDA should not set a nake
al l omance | ower than that wei ghted average that we have
established, yes.

Q Okay. And as you state on page 33, |DFA would
support the continuation of the current make all owance of
17.02 which is slightly higher than the wei ghted average

make al |l owance that comes out of the California survey and
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the NCI survey.

A That is correct.
Q Al right. Now, let ne talk a mnute about the
NCl survey. First of all, were cooperative-owned cheese

pl ants part of that survey?

A Yes, they were.

Q This is not |limted to proprietaries, correct?

A No, it is not.

Q Al right. And, indeed, there were a nunber of --
we are going to get the list at some point |ater

A O firms, yes.

Q But just to nmeke clear, there are a nunber of

cooperatives who participated in the NCI survey.

A I know of sone that participated and | need to see
the full list. Yes, yes.
Q And there are cooperative-owned cheese plants that

are nenbers of NCI, correct?

A That is correct.

Q Al right. Now, there were sonme questions about
what incentives people mght have had in reporting as part
of the NCI survey program But the bottomline is the NCI
survey actually cane in with a | ower nake allowance than the
California Department of Food and Agriculture, correct?

A Wei ght ed average price, that is correct.

Q We are about a quarter of a cent |ower, correct?
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A That is correct.
Q Whi ch wor ks against us so to speak in the sense
that we are trying to make sure the nmake all owance i s not
too low. And yet our nunber is actually |ower than

California's correct? |Is that right?

A Yes.
Q Al right. Now, let's nove on to the problens in
the Rural Business Cooperative survey. | amnot going to

tal k about the things that are left out of that survey.
That has been discussed at great length. | want to focus
solely upon the fact that as shown by Exhibit 9, the data
presented here shows for cheese a hi gher weighted average
t han sinpl e average.

A That is correct.

Q Okay. Now, let's just march through this so it is
clear on the record what the inplications are on that.
Let's assume that you had a survey of ten plants. And it is
a sinple average survey of cost. Wat you do is you add the
cost of each plant and you divide by 12 and that is your
si npl e average, correct?

A That is correct.

Q If there are 12 plants in the survey, then the
denominator is 12, correct?

A That is correct.

Q And that doesn't matter whether you are | ooking at



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

469
a cheese plant or nmaking steel or autompbiles. That is just
how you deternine a sinple average, correct?

A That is correct.

Q Now, let us assunme it is a weighted average. |If
it is a weighted average, what you do is you determine the
cost for each plant and then you wei ght the cost of any
i ndi vi dual plant by the percentage that that plant
represents of the total of all the plants conbined, correct?

A Their volume. That is correct.

Q Okay. So that a plant that has a higher than
average volunme plays a bigger role in deternmining the
wei ght ed average, correct?

A That is correct.

Q Al right. Now, in a circunstance where the
sinpl e average i s higher than the wei ghted average, that
nmeans the bigger plants have | ower costs. Correct?

A That is correct.

Q And that, once again, doesn't matter whether you

are tal king about cheese, autonobiles --

A Correct.

Q -- chickens. That is just how the math works,
correct?

A That is correct.

Q Al right. And that, in fact, is nore or |ess

what you woul d anticipate in npst industries, correct, the
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bi gger plants are nore efficient and, therefore, have a
| ower cost. Correct?

A That is correct.

Q Now, if on the other hand the sinple average is
| ower than the wei ghted average, that neans the |arger
pl ants have a hi gher cost, correct?

A That is correct.

Q And that is just a matter of the math, right?

A That is correct.
Q It is inescapable, correct?
A That is correct.

Q That has got to be the case. Anytine whether you
are |l ooking at cheese, eggs, autonobiles, whatever, anytine
you get a sinple average that is |ower than the wei ghted
average, the bigger plants have higher costs than the | ower
costs.

A On average, that is correct.

Q And that is counter-intuitive, to use the word

used with Dr. Ling --

A Yes.
Q -- for that to be the case.
A That's correct.

Q And yet nonethel ess, that is what the Rura
Busi ness Cooperative survey asserts to be the case.

A That is what Dr. Ling reported in his survey.
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Q For cheese only though, correct?

A That is true.

Q It is just the opposite for butter and for --
A And nonfat dry mlk, that's correct.

Q -- and for nonfat dry mlk. And what Dr. Ling

observed was true for the cheese plants which you define as
counter-intuitive is not what was found in the California

survey, correct?

A That is correct, for any of the products. That is
correct.
Q Because in the California survey, as you would

have expected, the weighted average cost of nmanufacturing
cheese is lower in the bigger plants, correct?

A That is correct.

Q Which results in for California a | ower weighted
average than a sinple average.

A That is correct.

MR. ROSENBAUM  That's all | have.
JUDGE HUNT: M. Coughlin.
BY MR, COUGHLI N:

Q | hate to go back to this weighted average. But
you agreed with me earlier that perhaps sone of the
cooperative plants could be bal anci ng plants and woul d have
a higher per unit cost?

A Now, | amtrying -- | wasn't here for all of Dr.
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Ling's testinony. But | would agree that that is a
possibility. | don't -- | seemto recall that the
cooperatives try to select plants so that they are not
| ooki ng at the balancing function. They are actually
getting those that are in business to nmake those products
all year long. But | would agree that if that's -- if your
statement is correct that there are sonme bal ancing plants in
that survey, that that could result in that.

Q | happen to have seen the individual -- seen the
survey results. And there is a -- did Dr. Ling present
testinmony with respect to the proportion of capacity in
these plants that was utilized?

A Yes, | think he did.

Q And as | -- that testinony would indicate that
there was a wide variation in the proportion of capacity
t hat was used.

A I"msorry. Ask that question again.

Q I think that his testinony indicated that there
was a wide variation in the proportion of the plant capacity
t hat was used.

A I wasn't here for all of his testinony.

Q Okay. If you will agree with ne for a m nute that
that was what his testinmony was, could it be that the | arger
pl ants were using less of their capacity and consequently

spreadi ng fi xed costs over a smaller amount of volunme? In
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other words, it would result in -- those fixed costs within
the plant would be spread over a nunber, if you will, that
didn't reflect the full utilization of the plant?

A Yes.

Q And could that be a reason why the difference
bet ween the wei ghted average and the sinple average?

A Well, but it is weighted by the volune they
produce, not by the capacity they had to reduce it. So if

you are arguing that those plants that process |arger

vol unes were by far the |l argest capacity plants --

Q But may have had the | owest utilization.

A -- of that plant capacity, but still had far nore
vol une than the other plants. | nean, that's --

Q They had nore volune. But they were spreading

their fixed costs --

A And in addition, |I would argue that those plants
don't belong in what we are trying to do here which is set a
make all owance that is really based on cheddar cheese pl ants
that are operating, not cheddar cheese plants that are
bal ancing in the market.

Q If you want to err on the side of being higher
why don't those plants bel ong?

A You are not conparing apples to apples. You are,
you know - -

Q But those plants are there.
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A Those plants are serving an additional function in
the market.
Q But you don't want to cover their costs is what
you just said.
A | don't necessarily think they should be included
in the survey for deternmining information because --
MR, COUGHLIN: | will stop there.
THE W TNESS: Okay. Thank you.
JUDGE HUNT: M. Marshall
BY MR MARSHALL
Q A very, very quick question to clarify sone
confusion that | think crept in in your dialogue with M.
Rosenbaum | n attenpting to summari ze what your position
is, M. Rosenbaum s question and your answer inplied that
t he nunbers, however interpreted, ought to be used subject
then to additional consideration of erring on the side of
| oner order price and a hi gher nmeke all owance.
A We testified that there is -- okay.
Q But | think in other earlier testinobny, you
i ndi cated there were a number of factors. And, indeed, |
refer you specifically to page 15 of your testinmony in which
you nmake an argument for | ooking at price alignment with
California. And | would sinply ask this question. Wuld
one of the policy considerations that USDA ought to consider

i nclude price alignnent with California?
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A Yes.

MR, COUGHLI N:  Thank you.
JUDGE HUNT: M. d son?
BY MR. OLSON

Q Just one quick question. You have inferred that
your wei ghted average was | ower than what the sinple average
is. But I didn't see anything in the docunent that said
what the sinple average is. Do you have that data?

A Yes, | think we did have a sinple average
reported. Would you like --

Q Okay. It's not in the docunent as far as | can
tell.

A No, it's not. W didn't -- we are not advocating
the use of it and we don't believe you should be considering
sinmpl e averages. We believe it ought to be weighted by the
volune. A sinple average, you know, could only represent
ten percent of the volunme. | nean, you could have -- by not
usi ng that weighting, you could have 90 percent of the
vol une represented that could have higher costs. So it is
our position that that should not be used for consideration
in setting a nmake al |l owance.

Q I guess we just don't know from what has been
presented what that was and have been inferring that there
is a problemw th the Cooperative Services because of it.

And |I'mjust curious. You have referred to the wei ghted
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average which is fine, but we don't know what the sinple
aver age was.

A Okay.
JUDGE HUNT: All right. Thank you, Dr. Yonkers.
M. Rosenbaum | think you said you were going to have a
coupl e of nmenbers testify?
MR, ROSENBAUM At sone point during the hearing,
yes. | amnot suggesting --

JUDGE HUNT: Do you want to follow on Dr. Yonkers

with the --

MR. ROSENBAUM | don't think the --

JUDGE HUNT: -- logical follow up?

MR. ROSENBAUM | don't think that had been the
pl an.

JUDGE HUNT: That had not been the plant?

MR. ROSENBAUM  No, | think -- well, | know there
were sonme people who needed to get out -- done today. And I
don't think those are people --

JUDGE HUNT: Well, there is Dr. -- or M.
Tewksbury has to be out today. | will take himas the next
Wi tness. M. Tewksbury, are you here?

MR. TEWKSBURY: | am here.

JUDGE HUNT: All right. Let's just take a break
for lunch. And we will get you the first thing after |unch.

And, yes, excuse ne. Hold on.
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MS. BRENNER: You've got several dairy farnmers in

the back that want to talk to you about testifying today,

t oo.

JUDGE HUNT: All right. Yes. |If you would cone
down to nme during -- just as soon as we break for lunch and
we will take you. Be back here at 12:45.

(Wher eupon, the hearing was recessed at 11:35
a.m, the reconvene at 12:50 p.m, this same day.)
/1
/1
/1
/1
/1
/1
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/1
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AFTERNOON SESSI ON
(12:50 p.m)
JUDGE HUNT: Cood afternoon, sir.
Wher eupon,
ARDEN TEWKSBURY
havi ng been first duly sworn, was called as a
wi tness herein, was exanined and testified as follows:
JUDGE HUNT: All right. Wuld you state and spell
your name, M. Tewksbury?
THE WTNESS: GCkay. M nane is Arden Tewksbury.
It is ARDENT-EEWK-S-B-U-RY. And before | start, M.
Chai rman, | want to acknow edge that | have been going to
these hearings | think for 36 years now And | don't see
too much difference in themthan what | saw 36 years ago.
We are still arguing over how we can get some noney for our
dairy farners and cover the costs of our processors'
operations. And they both are in our book very inportant.
My name is Arden Tewksbury. | own and operate a
dairy farmin M shopin Township, Wom ng County, state of
Pennsyl vania. | have been operating nmy present farm since
October 1957. Along with ny main farm | have a second farm
| use to grow replacenents for ny dairy cows. |n addition,
| | ease ny neighbor's farm
In addition to operating ny dairy farm | amthe

manager of the Progressive Agricultural Organization (Pro-
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Ag), as well as being associated with the Northern Tier of
M | k Cooperative. These organi zations are |ocated at RD 2,
Box 165, M shopin, Pennsylvania 18630.

In addition to Pro-Ag and Northern Tier, ny
appearance today is being nade on behalf of the follow ng
organi zations: National Family Farm Coalition |ocated at
1600 Maryl and Avenue, Washington, D.C.; the Dairy Action
Coalition Headquartered in Westfield, Pennsylvania; and the
American Raw M| k Producers Pricing Association
headquartered i n Watl and Key, W sconsin.

M. Chai rman, contained in the hearing notice of
this hearing is a regulatory flexibility analysis, RFA. The
RFA indicates that 92.5 percent of the dairy farners that
mar ket their mlk through the Federal Order System are
identified as small business.

W t hout any reservation, the above dairy farners
and other dairy farmers are suffering irreparabl e danage as
a result of the present pricing formulas. As everyone
shoul d know, dairy farnmers are conpelled to produce and sel
their mlk for the same prices as they received in the late
1970s. It is unthinkable that the dilemua facing our dairy
farmers be pernmitted to continue.

Therefore, the organizations | represent here
today are urging the United States Departnent of

Agriculture, or USDA, to conpletely restructure the pricing
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mechani smto establish the Class IIl and Class |V prices.
Qur two main inportant reconsiderations today are, nunber
one, use the national total econom c costs on our dairy
farms to establish a Class Il price.

And two is elinmnate the make all owance. And what
we nean by that, elimnate it off of the backs of our dairy
farmers and share sone of this out of the marketpl ace
somehow. We just don't feel that the total cost of
converting mlk into manufactured products should be borne
by our dairy farnmers.

And | have a history, a lot of years of selling
mlk to manufacturing plants Iike the Prino and nany other
people. And | realize the inportance of our processes. |
realize the inportance of our cheese plants across the
United States and what a significant part they play in our
dairy industry. But we do think we should be finding sone
other way to help make up for sone of this nake all owance
and still deducting that all off fromour dairy farners
prices.

Cost of production. For many years, several farm
organi zati ons have been attenpting to convi nce USDA and the
United States Congress to inplement a mlk pricing mechani sm
that would use the dairy farmers' actual costs as a neans of
pricing mlk. However, to this day, the dairy farmers

costs are not really part of the pricing formula. Under the
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ori ginal parody concept, dairy farners did have an
opportunity to parallel thenselves with the United States
econonmy.

However, since the spring of 1981 when Congress
voted not to adjust the support price on manufactured mlKk,
we have witnessed extrene volatility in the prices received
by dairy farmers. Since 1981, we have witnessed severe
reductions in the manufactured milk price and this has
caused several peaks and valleys in the mlk price received
by dairy farmers which has led to a severe reduction of the
nunber of dairy farners across the United States.

These reductions in dairy farners have played
undue havoc with the personal |ives of many of these
farmers. In addition to lowering the support price, the
dairy farnmers were victinm zed by extreme assessnents to
mai ntain sone simlarity of a dairy program

In our opinion, it was an extrene m stake to
continue to |l ower the support price of manufactured mlk
Wi thout instituting the farners' cost of production into the
mlk pricing formula. The organizations | represent today
do not stand alone in urging the dairy farmers' cost of
production to be instituted into the pricing formul a.

Section 739 of the Agriculture Act reads whenever
the Secretary of Agriculture announces the basic fornula

price of mlk for the purpose of Federal M|k Marketing
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Orders issued under sections AC of the Agriculture
Adj ustnent Act, 7 USC 608(C), reenacted with anendnents by
the Agriculture Marketing Agreenent Act of 1937, the
Secretary shall include the announcenent an estinmate stated
on a per hundred-wei ght basis of the costs incurred by mlk
producers including transportati on and nmarketing costs to
produce milk in the different regions of the United States.

On April 17th, 1997, Senator Spector introduced F
604 which called for the Agriculture Market Transition Act
to be amended to require the Secretary of Agriculture to use
the price of feed grains and other cash expenses as factors
that are used to deternmine the basic forrmula price for mlk
and any other mlk regulated by the Secretary.

On Septenber 9th, 1997, 16 United States Senators
i ntroduced S Resolution 119 calling for the Secretary to
establish a tenporary emergency nminimummilk price that is
equitable to all producers nationwi de. Again, on February
8t h, 2000, Senator Spector called on the United States
Senate to take appropriate action to rectify the dilenm
facing dairy farners nationw de.

The fact that the United States Congress has not
directly intervened in this terrible price disparity
mandat es that appropriate action should be taken in this
hearing to correct the dairy farners' inadequate prices. |

was involved in helping to establish the pricing fornula
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that was part of Congressman Bernie Sanders Dairy Nutrition
and Conservation Act of 1995.

In the proposed Sanders Act, we devel oped the
pricing formula based on our dairy farners' average cost of
production for pricing all classes of nmilk. However,
because of the scope of this hearing, it will be inpossible
for us to introduce the sane fornula as it was in the
proposed Sanders bill

And actually, in the Sanders bill, if we were
doi ng the same thing here today, | would restructure ny
entire pricing formula here. But as long as we are dealing
only with Class Ill and Class IV mlk, it nmakes it very
difficult to put in an adequate cost of production formula
as we would like to do.

However, the United States Departnent of
Agricul ture Econom c Research Service publishes the regiona
m | k production cost on a nonthly basis. For this hearing,
| am going to nake reference to the USDA' s cost of
production figures for February 2000. And these are the
total economic costs for the six regions across the United
States. And this is the cash cost, return on investment for
dairy farnmers. And this is the figure they conme up wth.

And this is in the northeast, $19.40 per hundred-
wei ght; in the southeast, $18.05 per hundred-wei ght; upper

m dwest, $17.93 per hundred-wei ght; Corn Belt, $19.96 per
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hundr ed- wei ght; southern Plains $15.84 per hundred-wei ght;
and the Pacific region, $11.06 per hundred-wei ght.

The average cost of these regi ons would be $17.05
per hundred-wei ght. For the purpose of establishing the
Class Il price for mlk, we took the Class | price
differentials and all 11 Federal Orders using USDA's
reference point in each order and obtained the value of the
average differential for all orders.

According to our figures, the average differentia
woul d be $2.58 per hundred-weight. W then subtracted a
$2.58 pre hundred-weight fromthe $17.05 which represents a
total economic cost across the country. This would
establish a $14.47 per hundred-wei ght value of Class Il
mlk in all Federal Orders.

And this is what we did when we said we backed
into the formul a because the differential was already
established at Class | price. And we had to cone up with a
nmet hodol ogy to cone back and get the value of Class IIl mlk
somewhere near where it would be under the regular pricing
formula. This would establish the $14.47 per hundred-wei ght
value of Class IIl nmilk in all Federal Orders.

Thi s hearing probably does not allow for the
groupi ng of classes of mlk. So we would recommend the sane
nmet hodol ogy be used to determ ne the value of mlk used in

Class |V as we used in deternmining the value of Class |1
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mlk. | guess, of course, the Class Il nmilk price would
have to be determ ned the sane way as it is because that is
not part of the hearing.

The Class | price would be determ ned by using the
present method of adding the existing differentials onto the
Class Ill or Class |V price. 1In our proposal, the Class Il
and Class |V price would be the one and the same price.

Consequently, in Federal Order nunber 1, the Cl ass
| price in Boston, Massachusetts woul d be determn ned by
addi ng the $14.40 per hundred-weight Class Ill price or
Class IV with the existing Class | differential of $3.25 per
hundr ed- wei ght whi ch woul d establish the Class | price at
$17.72 per hundred-wei ght.

The sane net hodol ogy woul d be used in the other
ten Federal M|k Marketing Orders. |f our pricing fornula
woul d be adopted for inplenmentation for January 1st, 2001,
we woul d urge the Secretary to use a national average tota
econonic cost for the year 2000 as determi ned by the USDA as
the basis for establishing the Class Ill and Class |V price.

Thereafter, we would recommend a seni-annua
adj ustnent to these prices. That would be the prices that
our fornula would establish for the dairy farners,
processors and the consuners, and could take rmuch of the
volatility out of our dairy farnmers' prices.

We strongly urge that the term of make all owance



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

486
shoul d not be used in connection with dairy farnmers' prices.
And we think it is unthinkable that these type of costs be
I evied on our dairy farnmers. And that is where | want to
anend what we are saying. W are willing to go along and
support the idea of adding this make all owance on top of
what our farmers' fair share is out of the marketplace as
determ ned by our formula.

The dairy farmers have hauling costs, stop charges
and advertising costs already charged to them The dairy
farmers pay for the total cost of everything delivered to
them and for the products that leave the farm It is tine
due consideration be given to our dairy farners and
elimnate any price reduction to our farnmers by hidden
el enents |ike a make allowance in our mlk pricing formula.

M. Chairman, the majority of dairy farmers across
the United States are in dire straits with many of them
ponderi ng what their future holds for them It is a sad
thing to visit dairy farmers and realize the broken hones,
the suicides and threats of suicides that exist out on our
farms. It is tine we return sone form of prosperity to our
famly dairy farners as well as our rural comrunities.

I firmy believe our proposals to be the start of
overcom ng many of the adversities on our dairy farners and
I thank you for the opportunity to be here today.

JUDGE HUNT: Any questions of M. Tewksbury?
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Thank you very much, sir

THE W TNESS: Very good.

JUDGE HUNT: And M. Randy Jasper. Incidently,
for this afternoon, we have testifying M. Jasper, Ms.
Bonita Davis, M. Cy Cochran, M. Hank Rosenbal m and Dr.

Bar bano. They are all under tinme constraints. And that is
the reason why are taking that order

Tomorrow norning, for simlar reasons we have
slated to testify people who have to | eave tonorrow. M.
Content and M. Pacheko. |Is that how you pronounce that?
And then M. English has two witnesses and M. O son has
some witnesses. So that is the order right now.

Wher eupon,

RANDY JASPER

havi ng been first duly sworn, was called as a
wi tness herein, was exanined and testified as follows:

JUDGE HUNT: And woul d you state and spell your
name, sir?

THE W TNESS: Randy Jasper, RA-N-D-Y J-A-S-P-E-R
| ama dairy farmer from Moscody, Wsconsin. M son and
operate a 100-cow dairy farm | have been actively involved
in dairy farmng all ny life, pretty much on nmy own for the
| ast 35 years. | also represent ARMPA. | am a nationa
board menmber of ARMPA. | amalso very active with Famly

Far m Def enders and a patron of Scenic Central which is a new
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m |k marketing co-op in Wsconsin which presently has about
60 producers.

| don't cone in with a real plan. | didn't know I
was going to be at this neeting, nunber one. But any of the
groups | represent could very easily supply Arden
Tewksbury's ideas. They would be a very good thing.

I mainly come up here today to tell you what is
goi ng on out there. You people basically are sitting here
trying to figure out how nmuch you can take out of a farmer's
check to guarantee yourself a cost of production. Now, |
have nothing wong with being guaranteed a cost of
production. But that is what you are asking for

And you are asking farnmers that are already | osing
out six per day in the state of Wsconsin, we are |o0sing
pretty nmuch per day. W have for several years. And | am
told that is not any nore than it was last year. That is
not so because it is a larger percentage than it was | ast
year.

So you are asking farnmers that are already in deep
financial trouble to pay another 17 cents or 20 cents or
whatever it was. | don't get this. Last year we received
around $17.00 a hundred-weight for our mlk in Wsconsin
around ny inmediate farm And ny -- what | have seen of
consuner prices, the fluid mlk has dropped off a little.

But | haven't seen cheese drop off to speak of. So where in
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the world is that noney at?

Al of a sudden, now you need 20 cents nore a
hundred to operate. Where did that noney go that the
consunmer is paying $16.00 to $17.00 a hundred for it, and we
are receiving $10.50. Were in the world did that go? It
was there | ast year.

So as far as the cost of production to a plant, |
have no problemwi th the cost of production to a plant or
make al |l owance. But you' ve got to give us the cost of
production or howin the world do you expect us to pay our
bills and give you a cost of production. It just doesn't
make any sense.

For instance, what is happening in my area, ny son
received a beginning farmer loan for FHA it used to be, not
for lack of knowing what it is. It is still FHAto ne. It
is a governnent agency. There was 11 begi nning farnmer |oans
gi ven out last year in Russell and Vernon County, both
fairly large dairy counties. Qut of those 11, how many do
you think are still left today? One. And that was in the
cal endar year of '99.

So if you give beginning farner | oans out, you
want to nmake dairying better, none of that is any good if
you can't show that young person that he can make a |iving.
The only reason there is one left, he is ny son and he is

operating on nmy equity. And that can't go on indefinitely.
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| nean, it just will not work.

| just -- | didn't know quite want to hear. Like
| said, we come to this neeting thinking it wasn't --
yesterday actually we worked with the black farnmers. They
had a rally in Wsconsin -- or in Washington | nmean. So we
went there to support them So we ended up down here.

But |'ve sat in the back of the roomfor a few
m nutes here. And you are lucky | haven't had a changed
life because | would have taken this neeting apart. There
is absolutely no reason for what is going on here or any
place in the dairy industry. This $10.50 mlk is the nost
di sgusting thing I have ever seen in ny life. And people
sat here and part of the cost of your production, putting
you up in this fancy hotel the days you are here? |s that
part of the cost of this production that you expect the
dairy farners?

On ny farmwe |lose and my son's farmwe | ose
$4,000.00 a nmonth right now And yet you ask ne to pay
anot her 20 cents for cost to guarantee you a cost of
production at your milk plant. Were in the world do you
peopl e think that conmes fronf?

We cannot operate. | can be efficient no | onger
Everything I own is worn out, junk. It needs to be
replaced. And at $10.50, there ain't no way that we are

going to stay in business. And | talked to -- through
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ARMPA, | have talked to a lot of farners on the east coast.
And they are no better off than we are.

| have talked to farmers in M nnesota, |owa,
M chi gan, down south in Alabama. And they are all in the
same boat. So unless sonmething is done with the cost of raw
product, the people that are here wanting a guaranteed cost
of production to their milk plants are not going to be here
very darn | ong because it is not going to happen. Thank
you.

JUDGE HUNT: Any questions of M. Jasper? Thank
you very ruch, sir. M. Davis.

Wher eupon,

BONI TA DAVI S

havi ng been first duly sworn, was called as a
wi tness herein, was exanined and testified as follows:

JUDGE HUNT: Thank you. Wuld you state and spel
your namre, please?

THE W TNESS: Bonita Davis, B-O-N-I-T-A DA V-1-S
I am from Spartensburg, Pennsylvania. M husband, Jim and
| are dairy producers in the northeast corner of the state
near Lake Erie. W mlk 50 cows, raise our own replacenent
hei fers on an operation of 250 acres.

Qur ol dest son, Josh, is 19 years old and would
like to continue the dairy tradition for a fourth

generation. Today | would like to address the matter of
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factoring cash cost of production into the Class IIll pricing
formul a.

First, the issue of fair consideration in the
i ndustry cones to mnd. The processors' cost associated
with converting raw mlk into manufactured products are
factored into the minimumpricing fornula by USDA. These
cost considerations of processing are, as you know, called
make al |l owances. The processors do not have identical costs
of processing. However, a survey was conducted and average
cost was determ ned and a nake all owance was put in place.

Di fferent processors benefit in various degrees
according to their efficiencies. Nonetheless, there is sone
benefit to be accessed by all. In the sane way, a survey
could readily be taken in different regions of the country.
And, indeed, many of these anal yses have al ready been
recorded to deterni ne average cash costs of production for
dairy farners.

This survey should be done by regi on because one
of the biggest factors precipitating a change in expenses is
weat her conditions. Conditions in nature vary greatly from
year to year and region to region. They are conpletely out
of a farmer's control and have a substantial influence
either positively or negatively on the expenses of an
operation, especially through feed costs and quality.

As the processors' nake all owance considers a
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portion of their expenses, the dairy producers cash costs
shoul d receive the same consideration as a factor in the
pricing fornmula. Some would argue that this surveying
estimating average and record-keepi ng would be too costly
and require additional staffing.

However, these estinates are al ready being
conducted and the information routinely di ssem nated by
reput abl e organi zations. Agricultural colleges conduct and
publish these surveys. Also, for exanple, in the February
25t h, 2000 issue of "Hord's Dairynmen", USDA s Econonic
Research Service's statistics are published in chart form

The average total cash expenses for all the United
States was $13.47 per hundred-wei ght. However, seven
regi ons' individual cash and total econom c costs were
conmputed. | believe the informati on needed is not sone
abstract, non-docunentable theory, but can indeed be
cal cul ated and an average cash cost of production for each
regi on established for the purpose of being factored into
the pricing formla.

Accessibility of the facts concerning production
costs and industry precedent in considering processors
costs are two reasons for ny testinony. Nevertheless,
believe the foundation on which to establish this pricing
was laid in 1937 through the Agricultural Mrketing

Agreenment Act.
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By failing to take into account economc
conditions such as the price and supply of feeds when
calculating a milk pricing fornula, the Secretary of
Agriculture actually violates this act. This is a |law on
t he books detailing what rmust be considered in the pricing
formul a.

The 1937 Act does not disallow the NASS survey or
say what factors may not be used in pricing mlk. However,
it does dictate what factors nmust be considered, econonic
conditions affecting the supply of mlk.

It woul d seemthat the intent of the 1937
Agricul ture Marketing Agreenent Act as anended in 1973 is to
"assure a level of farmincone adequate to nmintain
productive capacity to neet anticipated future needs."
Therefore, the mai ntenance of a sufficient donestic supply
to nmeet the nation's consunption needs plus a necessary
reserve supply is the crux of the matter

As evidenced from USDA's own dairy statistics for
1999, U.S. dairy production was 162 billion pounds while
consunption passed 164 billion pounds. Thus, doing the
math, statistics showwe are in a nmilk deficit nation to the
tune of over two billion pounds. And as a result, we are
caused to rely on foreign dairy products to fully neet
consunption demands.

In the weekly dairy market outl ook put out by Ken
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Bail ey, a dairy econonist at Penn State University, M.
Bai |l ey confirns our dependence on inmports. And | quote,
"The data shows inports rising and exports being relatively
flat. Inports are especially high for butter in 1998,
cheese in 1998 and '99, and nilk protein concentrate."

"What is alarnming is that there appears to be a
trend towards nore and nore net inports, net inports being
equal to inports less the exports. In 1997, net inports
were 122.3 mllion dollars. But 1999 net inports were 404
mllion dollars. That is an increase of 231 percent." End
of quote.

These are conpetitive inports, those which we have
the donestic capabilities to produce, but are being
di spl aced by foreign products. | concur with M. Bailey's
description of the situation as alarmng. The trend to
beconme increasi ng dependent on foreign source of foods thus
accelerating the demi se of the Anerican famly farm through
| ow commodity prices caused by supposed donestic surpl uses
i s indeed cause for concern.

And actually, we are in a dairy product deficit
condition with the surpluses being inported and thus
depressing our dairy farners' prices. This jeopardizes the
ability of our nation to feed itself and further nore
conprises our national sustainability.

A county agent quoted a figure stating for every
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cow a farmer has, he circulates $2,300.00 in his rura
conmunity's econony. For every cow he | oses, over $2,000.00
is not circulating in that community. What then nust be the
consequences in individual comunities as thousands of
famly farns exit the industry? One 50-cow farmfanmily
goi ng out of business halts the circulation of $115,000. 00
in one economy. Miltiply that by thousands across the
nati on.

In 1970, there were 21,000 Pennsylvania dairy
farmers. Today there are 8,000, a |oss of over 13,000
farms. Wien farners stay in business, the entire community
benefits -- the entire econony benefits. Foreign source
products do not circulate dollars through our conmunities
the way |l ocal farm products do. A cash cost consideration
woul d help to stabilize the situation.

Many testinonies given here this week will be
based on economi cs including yield factors, make all owances,
NASS surveys, PPDs, charts, graphs, docunentation
Neverthel ess, the npost profound decisions ever made in this
nati on were i nfluenced by considerations other than
econonics alone. They were deci sions made not only
considering the bottomline of the nost efficient, but with
the realization that these decisions charted our nation's
cour se.

Certainly, you should give due thought to the
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i nformati on presented here. But do not overl ook the human
factor. A famly farmis a place where responsi bl e,
respectful, hard working youth are being nurtured into
upstandi ng Anmerican citizens with deep character and a work
ethic few can rival.

| ask you to do a right and a just thing here this
week. | ask you to consider the inpact of your decisions on
our youth, our famlies, our nation, our posterity for
generations to conme. Please consider a cash cost of
production in the fornul a.

JUDGE HUNT: Any questions of Ms. Davis? Thank
you very rmuch, Ms. Davis. M. Cochran, good afternoon
Pl ease rai se your hand.

Wher eupon,

CYRUS COCHRAN

havi ng been first duly sworn, was called as a
wi tness herein, was exanined and testified as follows:

JUDGE HUNT: Would you state and spell your nane
for the record.

THE W TNESS: Cyrus Cochran, CY-RUS COCHR
A-N. MW nanme is Cy Cochran. | ama 26-year-old fourth
generation dairy producer from Tyler County, Pennsylvania
which is located in the north central portion of the state.
I forma joint business venture with my father, Joe, and two

younger brothers, Josh and Nate, aged 23 and 19
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respectively. A third brother, Cale, 16, intends to joint
the operation as well upon graduation from high school

We currently mlk about 150 cows, keep
approximately 130 repl acenent heifers, maintain a small beef
cow cal f operation and farm 652 tillable acres. W market
our mlk as independent producers to Friendship Dairies
| ocated in Friendship, New York, and possess a cordia
wor ki ng relationship with this plant.

While Friendship Dairies is receiving considerable
mar ket pl ace | everage from |l arge dairy cooperatives, we hope
that it will be able to nmaintain its independence as a
viable local mlk market, offering a conpetitive reliable
prem um package

| am here today to support ny proposal for the
United States Departnment of Agriculture to factor regiona
cash cost of production into the Class IIIl pricing formula.
There are several reasons why this is necessary.

To begin with, the 1937 Agricultural Marketing
Agreenment Act, Section 608(C)(18) mandates that the
Secretary of Agriculture nust adjust the m ninmum prices paid
to producers to "reflect the price of feeds, the avail able
suppl i es of feeds and other econom c conditions which affect
mar ket supply and dermand for mlk or its products in the
mar keting area to which the contenpl ated marketing

agreenent, order or amendnent relates."
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This | aw was passed in 1937 in the public's
interest. And it is still in the public's interest. There
are a nunber of points here relative to inplenenting ny
proposal. In my interpretation, the reference here to feed
prices and availability and other economi ¢ additions should
clearly be construed as reference to the cash cost of
production factor.

Additionally, the reference here to mlk products
woul d seem applicable to cheese since this is what Class |1
m |k becones. Furthernore, Class Il mlk is the biggest
class of mlk utilization and in many nmonths, the nover for
Class | prices.

Finally, the 1937 Agricultural Marketing Agreenent
Act is law. Speaking of law, violations of and failure to
heed the law usually attracts the attention of the court
system one way or another. Last year in the St. Alban's
Cooperative Creanery, Incorporated, et al., Plaintiffs
versus Dan dickman, Secretary of Agriculture, Defendant
case, United States District Judge WIIliam Sessions, Il
granted an injunction preventing the new Federal Order
System from bei ng i npl emented on Cctober 1st, 1999 as
originally had been expected.

In his opinion and order statenent, the Judge
makes no fewer than five separate references to USDA's

failure to act according to the 1937 Agricultural Mrketing
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Agreenment Act, Section 608(C)(18). |In fact, in one section
of the statenent, the Judge's discussion of the |lack of cost
of production factors spans seven pages.

Exam nati on of the docunment woul d properly | ead
one to the conclusion that the cost of production factor's
absence was a primary reason why the injunction was granted.
Last sumrer, United States dairy producers voted by an
overwhel mng magjority to retain the Federal Order System
USDA's failure to conply with the 1937 Agricultura
Mar ket i ng Agreenent Act, Section 608(C)(18), as this
docunented | egal case history indicates, jeopardizes the
very exi stence of the Federal Order System

Ironically, USDA publishes a panphlet entitled
guestion and answers on Federal MIk Marketing Orders. On
pages 8 and 9, item 11, in an explanation on how specific
price levels are determ ned, USDA nentions the 1937
Agricultural Marketing Agreenent Act and its mandate to
consi der when determining price levels for nmlk factors that
can be defined as cash production cost.

In my opinion, USDA needs to start practicing what
it publishes. Under the current Class IIl and |V pricing
formul as, nmake all owances are used to convert manufactured
product prices to raw mlk prices. In the sanme |ight,
nowhere in these fornulas is there a factor that is used to

convert input cost of raw mi |k production to raw milk
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prices.

To say the least, it seens very odd for USDA to
"make al |l owance" for processing costs before addressing mlk
production cost factors when calculating mnimummlk price
formulas. There is no absence of data on cash production
cost. USDA rel eases these on a nonthly regional basis. And
these are published in the nonthly reports fromthe various
mar ket admi ni strator offices.

For exanpl e, producers exam ning their Northeast
Order Market Administrator Bulletin on March prices woul d
find that the average cost of production in the northeast
survey was $14.79 and the statistical uniformprice at
Boston was $12.39. A $2.40 short fall was created.

Ot her industry studies can also be used for
anal ysis. For instance, a 1999 University of Massachusetts
study by Daniel A Lass reports a median cash cost of
production in the New England M|k Market Order of $14.64
and an average cash cost of production of $14.43. The
survey for the study was done in 1998 on ' 96 costs.

While this particular study is sonewhat dated and
nore | ocation-specific than what USDA currently surveys, |
use it nerely to highlight the point that cash costs can be
obtai ned accurately and specifically. Cash costs
di scussi ons need not be vague or nonspecific.

In determining mnimum Cl ass Ill pricing, | would
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like to see two factors reflected. These would be, first,
wi de range market pl ace product value formul as based on true
supply and denmand indicators and, second, regional cash cost
of production figures.

Plain and sinply, | believe that one-third of the

Class Il price formula should be a regional cash cost of
production. Consequently, in saying this, | am espousing
regional Class Ill pricing.

The next third of ny proposed Class IIl fornula

woul d be a Chicago Mercantil e Exchange cheddar cheese val ue
| ess the appropriate nake all owance for nmanufacturing cost.

As is indicated by several other proposals being
di scussed this week, what is accepted here as suitable for
future product price calculations will |ikely be decided by
this hearing process.

The final third of my Class Il price proposa
woul d be a retail cheddar cheese price reflecting the
consuner price index. |In consideration of the supply and
demand factor, the consuner price index is of utnost
i mpportance. As is evidenced by a chart conpiled by New York
producer John Bunting using U S. Governnment data, the
consuner price index continues to rise even while Class |1
Federal Order prices fall

Conditions like this are disastrous to farmgate

prices. As long as consunmer prices rise while Class I
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prices indicate |lackluster or even poor demand, the consuner
recei ves no nmarket signal to increase product consunption
The result is dramatic Class IIl price volatility.

The use of the consuner price index is the best
i ndi cator we have on true market conditions. As long as it
continues to rise, strong demand for product use is
i ndicated. Based on what | have presented, here is an
exanpl e of what ny proposed Class Il price fornula would
ook Iike for March 2000 in the Northeast Order.

NASS survey obtained Class IIl price is $9.54.
USDA' s northeast cash cost of production was $14.79. And
the CPI for cheddar cheese cal cul ated and converted to a
price per hundred-wei ght was $14.50. Weighing each of these
three factors to an equal 33.33 percent gives the Northeast
Order a $12.94 Class |Il price for March

Cash cost of production figures and the consuner
price index would be adjusted nonthly and incorporated into
the formula accordingly. It is inportant to note here that
if market values rise and cash costs fall below them cash
costs will actually lower Class IIl prices.

I would Iike to make an inportant point at this
tine. Wile | understand that cheddar cheese has been the
basis on how Class Ill milk is valued and | have continued
to use it inmy illustrated pricing fornula, | feel that it

represents too small a percentage of market usage to
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adequately determ ne market price.

Just for the record, | feel that other types of
cheeses such as nozzarella should be given consideration for
a better, broader reflection of both whol esal e and ret ai
prices. Additionally, | would like to rem nd everyone here
today that | am not an economi st and |ack both the tinme and
resources available to USDA to determne Class |1l price
formul as. The bottomline is that cash costs need to be in
the formul a.

In closing, Secretary of Agriculture Dan dickman
is failing to abide by the 1937 Agricultural Mrketing
Agreenment Act, Section 608(C)(18) to inplenent cost of
production factors. Additionally, in ny opinion, the
Secretary jeopardi zes national food supply by ostensibly
permtting production to shift out of this country due to
his om ssion of a cash cost pricing factor he is bound by
law to incorporate.

| testify here today as a dairy farner and a
busi nessman. Any busi ness owner who ignores the negative
di screpancy between cash cost and sale price of his product
will very rapidly find hinself no | onger a business owner.
As the facts support, on an average, dairy producers' pay
prices are currently not neeting their production costs
which leads to continued | oss of dairy farners and further

decline in the rural econony.
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This | oss of infrastructure | eads to higher inputs
and loss of efficiency as is evidenced by the fact that |
now have no local veterinarian and drive two hours to a John
Deere dealer. These factors will continue to adversely
affect ny cash production costs on an increasing scale as
the local dairy econony declines.

I would Iike to conclude by reiterating that USDA
has neither considered nor factored cash production costs in
its mnimmpricing fornmulas and continues to violate |aw by
its failure to do so. There is anple evidence that the
public expects and needs a regional supply of milk. This
can only be brought about by the careful follow ng of both
the letter and spirit of Section 608(C)(18) of the 1937
Agricul tural Marketing Agreenent Acct. Thank you.

JUDGE HUNT: Anyone have any questions of M.
Cochran? Thank you very much for coning today, M. Cochran.

THE W TNESS: Thank you.

JUDGE HUNT: M. Rosenbal n? Cood afternoon, sir

Wher eupon,

HENRY A. ROSENBALM

havi ng been first duly sworn, was called as a
wi tness herein, was exanined and testified as follows:

JUDGE HUNT: Would you state and spell your nane,
pl ease?

THE W TNESS: Henry A. Rosenbaum Henry,
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HE-N-RY, Rosenbalm R-OS-E-N-B-A-L-M | amhere as a
consuner, as a menber of the Family Farm Def enders and as an
individual. In our free enterprise system the cost of
production, costs of processing and manufacturing our
consuners goods has al ways been the burden of the consuner
t hrough supply and dermand of these goods.

Wth this in mnd, the Fam |y Farm Def enders,
nmyself are urging the USDA to elimnate the nmake all owance
for the processors and manufacturers, to add into the base
price formula the regional cost of production for individua
producers whether it is Arden Tewksbury's nethod, Cy
Cochran's method or Ms. Bonita Davis' method. You nust
i nclude the cost of production in the BFP. That's all |
have. Thank you.

JUDGE HUNT: Any questions of M. Rosenbal n?
Thank you very much, sir, for com ng.

THE W TNESS: Thank you.

JUDGE HUNT: Now Dr. Barbano is going to testify.
Good afternoon, sir

Wher eupon,

DAVI D BARBANO, Ph. D.

havi ng been first duly sworn, was called as a
wi tness herein, was exanined and testified as follows:

MR, ROSENBAUM  Your Honor, we have a procedura

matter to raise before he starts to testify.
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JUDGE HUNT: All right. Go ahead.

MR, ROSENBAUM | call it procedural. Maybe it is
nore than that. | received, indeed it is on the website,
what | understand to be Dr. Barbano's intended testinony.

He has what he describes as "a different approach and sone
new i deas for calculating the Class Ill price." And,

i ndeed, his testinony does reflect a different approach and
new i deas for calculating the Class Ill price.

The problemis that it was not contained within
the notice of hearing. None of the proposals reflect his
testimony. This is the whole purpose of a notice of
hearing, is to allow people to know substantially in advance
of the hearing what precisely it is they are going to be
confronting so they can prepare. W object to his
testi nmony.

JUDGE HUNT: M. Rosenbaum | think the Departnent
has considered -- well, before we do anything further, M.
Engl i sh, do you have sonme coment to make?

MR, ENGLISH. | just wish to join that objection
Your Honor.

MR. YALE: Your Honor, if | may speak on this
i ssue. The Departnment had a request of its own at the end
of the notice of hearing that said, and | amsinplifying it,
but basically right nowlet's take a |l ook at the possibility

of having a different Class Il butterfat price than a Cl ass



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

508
IV butterfat price.

And | am not saying we endorse Dr. Barbano's
testinmony or his request, but this is the enm nent scholar on
cheese manufacturing in the United States. He has an idea.
Whet her it beconmes a proposal that the Departnment adopts
maybe, maybe not. But it clearly is an inportant addition
to this hearing record to deal with these issues of nake
al l omances and yields. And | think that his response to
that request is consistent with what the Secretary had asked
for.

And | -- | mean, again, | amnot saying we are
going to necessarily agree with his proposal. But | think
it is very much in the hearing record and it would be very
useful to this proceeding.

JUDGE HUNT: All right. Just a second. M.

Ber de.

MR. BERDE: Your Honor, apparently everyone except
me is in the dark about what Dr. Barbano intends to testify
about or what his proposals entail. | wish | could respond
to the objections that have been nade either by M.
Rosenbaum wi th whose witness | do not agree or with M. Yale
with whom | generally agree.

But in as nuch as we have not been advised of the
nature of the proposed -- of the proposals of Dr. Barbano

and whet her they do or do not accord with what is contained
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in the notice of hearing, | at |least amat a loss to know
whet her | shoul d object or affirm

Hence, | would appreciate it if sonebody who knows
nmore than | do would advise nme of just what the nature of
the objection is or what the basis for affirm ng what he
intends to testify about.

JUDGE HUNT: | understand your dilemmm, M. Berde.
M. Rosenbalm you had a comment to nake?

MR. ROSENBALM | find the objection appalling.
This is an open hearing. W as dairy farners in the state
of Wsconsin didn't even get notice of this hearing, nuch
| ess the opportunity to send you anything we are going to
testify about. | find you arrogant, sir

MR, ROSENBAUM  Just to clarify, Dr. Barbano has
had his testinony, which | understand will be his
testimony -- perhaps he has made changes. But in any event,
it was posted on a website. And that is what | amrelying
upon for ny objection.

I am not -- unless he has dropped his idea, | am

not speculating as to what he is going to testify about.
And it is not consistent with the request of USDA for sone
i nformati on about yield factors. |[If all Dr. Barbano were
tal king about is what is the yield factor of butterfat and
cheese, | woul d have no objection.

But he goes beyond that and proposes sone
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substantial changes in the nethodol ogy for determ ning Cl ass
Il prices. And, of course, the Federal -- the notice of
this hearing was published in the Federal Register as is the
mechani sm by which the United States Governnment lets al
interested parties know as to what it is they should be
prepared for. This is not sonmething we are prepared for

JUDGE HUNT: Anyone el se have any coments on Dr.
Bar bano' s proposed testinony.

MR. BERDE: Well, | have a suggestion as to how we
can solve the dilemma. Let himtestify. And if it turns
out to be a proposal that is not within the notice of
hearing, we can nove to strike his testinony.

JUDGE HUNT: Thank you for your suggestion. Yes,

MR. JASPER: Yes, | would go along with that. |
see no -- let's hear what he has got to say. What are we
scared of here, people? |Is there sonmething we don't want to
hear? What are we scared of ?

JUDGE HUNT: Well, we don't have unlimted
discretion to testify to anything that sonebody wants to
testify. It has to be within the scope of the hearing. And
on that, | would like to have the Departnment address the
poi nt, either M. Cooper or M. Brenner

MR. COOPER: Well, like M. Berde, | don't life on

the website. So | have no idea what M. Barbano -- Dr.
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Barbano is going to say today. Fromthe few conversations |
have had in the last few mnutes about what he is going to
say, it would seemto be that he may have | abel ed things as
proposal s which are beyond the scope of the hearing notice.

But at the same time, the information that he is
giving there may al so be useful with regard to existing
proposals or with the request at the end of the hearing
notice as to studying the effects of how all this relates to
the Class Il price. And to the extent that there may be a
proposal that wasn't noticed and is not just a nodification
of the other proposal, | agree that we can strike it at the
end to that extent.

To the extent he has information that nmay be
valuable in setting the butterfat prices and considering the
yi el ds and such, that information can be received. So
woul d suggest that we hear his testinmony. And then anyone
who wants to strike portions of it can fire away. And we
wi |l make up our m nds then.

JUDGE HUNT: M. Beshore.

MR, BESHORE: Well, the only -- | think M.
Cooper's conments are quite appropriate. And it would be
ironic in this hearing if we didn't take testinony fromthe
person considered to be |I think by consensus the | eading
expert on cheese manufacturing yields, processes, etcetera

in the country. Those are all issues in the hearing.
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Al'l of his comrents, and | have read what is on
the website, are certainly pertinent with respect to
proposal s that are in the notice or possible nodifications
to proposals that are in the notice. And at the worse, they
are extrenely pertinent to the general subject matter. And
it should be heard.

JUDGE HUNT: Thank you, M. Beshore. Anyone el se
have any coments? | will defer to M. Cooper as being the
Department -- the Secretary's representative. And as the
Secretary's representative here along with Ms. Brenner, |
assunme that they will know what is -- when they reviewthe
record what is within the scope of the hearing as
appropriate for consideration, what is not.

And after -- | will allow Dr. Barbano to testify.
After his testinony and questions, anyone can nove to strike
and | will rule on those notions at that tine. All right.
Dr. Barbano, if you would state and spell your name for the
record, please.

THE WTNESS: MW nane is David Barbano, D-A-V-1-D
B-A-R-B-A-N-O. | have copies for people that did not
downl oad this fromthe website.

JUDGE HUNT: All right. If you would go off the
record for a nmoment.

(O f the record.)

JUDGE HUNT: Back on the record. Dr. Barbano, if
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you could state and spell your nanme, please.

THE W TNESS: The nane is David Barbano, D-A-V-1-D
B-A-R-B-A-N-O M areas of expertise are in cheese and whey
processi ng technol ogy, nilk conponent analysis, cheese
characteristics, mlk conposition and quality, cheese yield
formul as, factors influence cheese yield and cheese
manuf acturing costs. | teach a course in chemstry of dairy
products and carry out research on these topics as part of
my responsibilities as a faculty nmenber at Cornel
Uni versity.

| received nmy Ph.D. in food science from Cornel

University in 1978. | have been on the faculty at Cornel
University since 1980. | am not representing any conpany or
producer group at this hearing. | do not own or operate a

farm cheese conpany or any other dairy product
manuf act uri ng busi ness.

My purpose in representing -- in presenting this
information is 1) to provide the dairy industry and USDA
with a critical review of the current systemof Class Il
price cal cul ation and assunptions used in this calcul ation
and 2) to offer a different approach and sone new i deas on
calculating a Class Il price.

The approach that | will present is derived from
the Van Sl yke cheddar cheese yield formula. The objective

of this approach is to provide better econonic signals
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bet ween processors and nilk producers. Hopefully a nore
fair and equitable reflection of changes in mlk values both
for producers and processors can be achieved.

Introduction. Historically, the basis for a
national Class Ill nmilk price was the M nnesota-W sconsin
price series from manufacturing grade nmilk. Wen there was
a large volume of unregulated nmilk from manufacturing being
sold for cheese manufacturing, this price reflected the
unregul ated free market value of milk for cheese-nmaking.

MIk used for Class Il or Class | products would
have a hi gher value. Over the years, the quantity of mlk
represented by the M nnesota-W sconsin price series
decreased. In the 1990s, the validity of using the
M nnesot a- Wsconsin price series as the basis for setting
the uniformcCoass Ill mlk price throughout the USDA Federa
M Ik Marketing Orders was questioned.

Because of changes of industry structure within
the U.S., the U S. Congress mandated the USDA Federal Mk
Mar keti ng Orders, reorganized to better reflect the current
mlk marketing areas within the U S. in the 1996 FarmBill.
At the sanme tinme, the Congress provided that USDA nay neke
revisions to the nmilk pricing systemto ensure that fair and
equitable prices are paid to mlk producers in all regions
of the country and to harnoni ze the provisions of the system

of milk pricing in different regions of the country.
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In doing this, a fundanental change was nmade to
the nmethod for establishing the Class IIl price for mlk
within the Federal Orders. MIlk in the Class Il would be
pri ced based on conponent values. The Van Sl yke cheese
yield formula was used to calculate the butterfat and
protein factors, that is, the 1.852 and the 1.405 used to
arrive at a protein value in the Class Il price
calculation. And the number 1 reference is to the first
reference in the reference list, nunber 1

Starting January 1, 2000, the nonthly Class 11
price has been calculated as follows: The true protein
price per pound is determned in two steps, cal cul ation of
the value of protein in cheese. It is the NASS nonthly
cheddar cheese price mnus the cheddar make al |l owance tines
the 1.405. The 1.405 factor is derived fromthe Van Sl yke
cheese yield fornmula and is designed to reflect the expected
i ncrease in cheddar cheese yield that would occur for a unit
increase in true protein content of mlKk.

To calculate this factor, the follow ng paraneters
used in the Van Slyke formula cal cul ati on are needed. Fat
and true protein content of nmilk, the percentage fat
recovery in the cheese, the proportion of true protein that
is casein and the npoisture content of the cheese. Selection
of a different set of assunptions for these paranmeters will

product a factor different than 1.405.
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Cal culation of the extra value of protein due to
fat. This is the NASS nmonthly cheddar cheese price m nus
t he cheddar nake allowance tines 1.58, that quantity m nus
the butterfat price per pound times 1.28. It is ny
understanding the primary reason this calculation is done is
to reflect the added value of nmilk fat in cheese in the
absence of a discrete price for nmlk fat used in Class |11

The 1.582 factor is also derived fromthe Van
Sl yke cheddar cheese yield fornula and it is designed to
reflect the increase in cheese yield froma unit increase in
mlk fat. Again, to calculate this factor, the follow ng
paraneters used in the Van Slyke fornmula calculation are
needed: fat and true protein content of mlk, the
percentage of fat recovered in the cheese, the proportion of
true protein that is casein and the noisture content of the
cheese.

Selection of a different set of assunptions for
these paraneters will produce a factor different than 1.582
The 1.28 is not derived directly fromthe Van Slyke cheddar
cheese yield formula. It is ny understanding that this
factor is supposed to reflect the anbunt of mlk fat that
one pound of true protein in mlk can hold in cheddar
cheese.

For the purpose of the calculations in Federa

Order reformand cal culation of the Class Il price, a mlk
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containing 3.5 percent fat, 2.9915 percent true protein and
5.6935 percent other solids, that is 3.10 true protein and
5.9 percent other solids in the skimportion of that m |k
has been used for calculations in the Class Ill price.

However, relative to the 1.28 assunption in the
calculation of the extra value of protein due to fat, the
average ratio of fat to true protein that exists in the mlk
supply will probably be | ower than this value all year. In
a national mlk conposition study of comringled milks in
cheese factories in the United States in 1984, it was found
that the ratio of fat to true protein varied throughout the
year with values ranging from1.145 to 1.8.

Generally, the fat to casein ratio is lowest in
June, July and August. These two values, i.e., that is the
value of protein in the cheese and the extra val ue of
protein due to fat are added together to arrive at the true
protein price. The 1.405 and the 1.582 factors were derived
fromthe Van Slyke cheese yield fornul a.

| give belowin the testinony on page 3 a sanple
calculation using as a base the March 1999 Federal Order
prices, the NASS cheese price at $1.3064 per pound, the
cheddar cheese nmake al | owance at $0.1702 per pound, the NASS
whey powder price of $0.1917 per pound and the whey powder
make al | owance of $0.137 per pound.

The cal cul ation of the true protein price is as
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shown in steps 1, 2 and 3 below. The $1.3064 ninus the nmake
al | owance of $0.1702 tinmes the $1.05 gives $1.5964 per
pound. The $1.3064 m nus the $17.02 make al | owance tinmes
the $1.582 fat factor mnus the price per pound of mlk fat
of $1.4487 tinmes $1.28 gives the $40. 4464 per pound which
those two added together to net a $2.0428 per pound of true
protein would be the calculated price of the protein in that
m | k.

The other solids price calculation in the current
systemis the NASS dry whey price in dollars per pound m nus
the make al |l owance divided by 0.968 which is a factor for
noi sture and the nunbers are shown bel ow, 19.17 ninus the
0. 137 divided by 0.968 gives the other solids price per
pound. The 0.968 factor is used to reflect the average --
on average dry whey contains 3.2 percent noisture by weight.

The Class Il skimprice is cal culated as shown
below. The -- at a 3.1 percent true protein and a 5.9
percent other solids as a standard skimnilk average
conposition, the true protein tines 3.1. So that would be
the $2.0428 tinmes 3.1 gives a value of $6.3330. The other
solids, 5.9 tines the other solids price gives the $0.3334.
And this together gives the skimvalue per hundred wei ght of
$6. 6664.

The -- step D, the Class IIl price then takes the

val ue of the skimportion and the value of the fat portion
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at 3.5 percent fat as shown in that calculation to give a
price of $11.5036. This | amtaking as the base. And from
here I will meke all ny conparisons. But to make it clear

where the base cones from

The behavior of the Class IIl whole mlk and skim
mlk prices when fat val ues change. |In ny opinion, when the
Class Ill mlk price calculation as described above is used

to calculate the whole and skimmlk values in Class |1

wi th changing butterfat prices and nmilk conpositions, the
changes in mlk prices inrelation to mlk fat price do not
give a sensible economic signal to mlk producers.

The fundanmental problemin the current Class Il
price calculation is that when value of mlk fat goes up
driven by an increasing butter price, the calculated true
protein value in dollars per pound of protein goes down. It
goes down -- it decreases at a faster rate than the val ue of
the mlk fat increases.

Thus when the price of butter increases, the Cl ass
Il mlk price, i.e. the mlk price paid by cheese-nekers as

a mnimmprice for a mlk that has a fat-to-protein ratio

of less than 1.28 will go down. And | will use several
exanples to illustrate this point.
In Figure 1, the -- we have the butter price along

the X axis and the mlk price along the Y axis. The butter

price has increased from $1.00 a pound to $1.90 per pound.
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For a producer with a mlk that contains 3.8 percent fat,
2.99 percent true protein and 5.68 other solids, the price
paid for mlk by the cheese-maker will remain constant as
the butter price increases from$1.00 to $1. 90 per pound.

This means that the price for the skimportion
paid to this producer is going down at the sanme rate the fat
value in the mlk is increasing. Thus, despite the fact
that butter is short and the price is high, the price at
constant milk conposition that a farmer with a ratio of mlk
fat to true protein less than 1.28 receives frommlk
decreases with increasing price of butterfat.

As seen from Figure 1, a producer with a 1.36
ratio of fat to true protein, the mlk price goes up by
about 30 cents per hundred-wei ght when the butter price
increases from$1.00 to $1.90 per pound. That is the top
line in Figure 1.

However, for a producer with a ratio of 1.0 of fat
to protein and a 2.99 fat test, the price of the mlk goes
down by about $1.00 per hundred-weight as the butter price
increases from$1.00 to $1.90 per pound. That is the bottom
line in that graph.

This is not the correct econom c signal to send to
dairy farners in this situation. If a plot of skimmlk
val ue instead of whole milk value is nmade, the decrease in

skimm |k value as butter price increases and cheese price
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remai ns constant is even nore dramatic than that shown for
whole milk in Figure 1.

How does this inpact producers in the market?
Figure 2 shown at the bottom of page 5 is a frequency
distribution of fat-to-true protein ratio for producer milk
fromthe Southwest Federal M|k Market Order. This is
provi ded by the Market Adnministrators Office to ne. The
distribution represents 16,230 observations in that Federa
Order in 1999 for the average fat-to-true protein ratio.

The distribution of fat to casein ratios is
relatively normal in shape. But the nedian ratio of fat to
true proteinis 1.7 -- 1.17, excuse nme. The -- in that
sentence, the first part where |I said the distribution of
fat to casein ratios should be -- it should read fat-to-
protein ratios.

Only about 5 percent of the producer m |k sanples
had a fat-to-true-protein ratio that was greater than or
hi gher than 1.28. Thus when butter prices increase, the
average Class |Il price for the group of producers with fat-
to-true protein ratios less than 1.28 will decrease at a
constant cheese and whey powder price.

At first glance, one m ght say noving the 1.28
factor to 1.17 will fix the problemfor this group of
producers. However, what this will do is nake the price

paid to half the producers go up and half the producers go
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down when butter price increases. Wen nmlk fat value, the
NASS AA butter price increases, the price paid to every
producer frommlk should go up to reflect the increased
val ue of the fat portion of the mlKk.

While the current systemfor Class Il price
calculation represents a trenendous anount of thinking and
devel opnent by the industry and USDA staff, in ny opinion
the current systemfor the Class Ill price calculation is
not providing the correct economic signals from processor to
producer when market prices of various products change,
particularly mlk fat.

There are additional and nore subtle issues in the

current Class IIl price calculation that trouble ne. But in
my view, the one illustrated in Figures 1 and 2 is the mgjor
one and it needs to be corrected. Thus, | have conme to this

hearing to present sone ideas on how to elimnate sonme of
the shortcomi ngs of the current method of calculation of the
Class Il price for mlk within the Federal M Ik Market
Orders.

How shoul d the dairy industry nmodify the Class |1
price calculation to elimnate these shortconi ngs? The
approach that | propose is also based on the Van Sl yke
cheese yield fornmula. The Van Slyke formula works well for
full fat cheddar cheese made fromnilk that is not fortified

with nonfat m |k solids.
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For other cheeses and cheeses made using fortified
m | ks, other yield forrmul as woul d be nore appropriate and
they are described in reference 2 for the prediction of
cheese yield. |In ny opinion, the selection of cheddar
cheese made wi thout nonfat solids fortification of mlk for
cheese-naking is the right choice as the basis for the C ass

[l mninmumuniformm |k price cal culation

Below | will provide the full detail for the basis
of the different nmethods of Class Il uniformprice
calculation. First, | would like to explain the Van Sl yke

cheddar cheese yield fornula. The cheddar cheese yield as a
theoretical forrmula is equal to the percent fat recovery
that is expected, the ambunt of fat retained in the cheese
mul tiplied by the fat content of the mlk used to nmeke the
cheese.

The 0.78 tinmes crude protein is an estinmate of the
casein content of mlk. And this is the original fornula
for the Van Slyke nminus a fixed | oss of casein of 0.1, that
whol e portion in the nunerator nultiplied by 1.09. One
m nus the cheese noisture divided by 100 is in the
denomi nat or .

The val ues selected for percent fat recovery in
the cheese for calculation can be debated. However, a 93
percent fat recovery in the cheese is achievable with nodern

cheese- naki ng equi prent and was achi evable in the mi d-1890s
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when Van Sl yke devel oped his cheese yield formula based on
observations of cheddar cheese-neking practice in many
factories in central New York over a two-year period.

The 0.78 tinmes crude protein is a substitute for a
measur enent of casein content of the milk. The original Van
Sl yke fornula uses percent mlk casein. The industry has
used an assunption of 78 percent of crude protein content of
m |k as casein.

For a 3.67 percent fat mlk with a 3.1762 crude
protein, that is 3.1 percent true protein in the skim
portion, it contains 2.9862 percent true protein, the
nmul tiplier mathematically equivalent to 0.78 for the crude
protein cal culation for estimation of casein fromtrue
protein then is 0.8295.

The mnus 0.1 used in the equation reflects an
expected fixed | oss of casein into whey that will occur
during cheese-maki ng regardl ess of starting mlk
conposition. The 1.09 factor in the equation accounts for
the nonfat, non-casein mlk solids expected to be retained
in the noisture phase of the cheese and the added salt in
t he cheese.

The constant 1.09 val ue assunmes that the fina
cheese contains about 1.7 percent salt. Thus, the nunerator
in the Van Slyke equation calculates the weight of mlk

solids plus added salt that is expected to be collected as
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cheese given the m |k conposition values used in the
cal cul ati on.

The denom nator of the Van Slyke equation sinply
adjusts the calculated total yield of cheddar cheese to the
target noisture percentage used in the formula. Thus the
formul a can predict expected cheddar cheese yields for mlks
of different fat and protein contents at sel ected npoisture
contents.

The following are all the parameters where
assunptions and val ues are needed in the cal cul ati on of
Class Ill price that | propose. The values in this format
are part of a spreadsheet that | have used to sumuarize al
of the values used in the calcul ation.

The -- on the web copy, the blue values and in the
original spreadsheet that is posted on the web, those val ues
in blue can be varied for sensitivity analysis. And the
nunbers that were in black are values that can be cal cul ated
as internmediates in ny calcul ation.

| have been told that the different values from
the ones that | have nmentioned above were used in the Van
Sl yke cheese yield fornmula when the protein and fat factors,
that is the 1.405 and the 1.582, were derived to use as the
basis for calculation of the protein value in the pricing
systeminitiated on January 1, 2000.

It is ny understanding that for the current
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pricing system the value used for fat recovery in cheese is
90 percent. The value for casein as a percentage of crude
protein is 0.75 percent. And the value for npisture content
of the cheddar cheese is 38 percent.

I will use those default values and those are what
were posted in ny cal culations that were on the website. |
am now at the top of page 8. And what | would |like to do is
there is another handout that has two pages. This was not
on the website. But based on questions | have received from
people after they have read this, |I felt it was useful to
identify why |I have indicated that | think USDA used 75
percent of casein -- of protein as casein.

Goi ng to that two-page docunent, cal cul ation of
the 1.582 fat and 1.405 protein factors in the current
system | refer --

MR, COOPER: Excuse nme. Could we just identify
that by the top Iine for the record?

THE WTNESS: The top |line says, "Barbano -

Cornell University, My 8th, 2000", and then reads,
"Cal culation of the 1.582 fat and the 1.405 protein factors
for the current system"”

MR. COOPER: And that is the two-page docunent you
were tal king about, Doctor?

THE W TNESS: Yes.

MR. COOPER: Thank you.
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JUDGE HUNT: It was handed out. | don't know if
peopl e have copies. Do they?
MR, OLSEN. Your Honor, we don't have a copy of
that. | don't know if there is a copy in the back here.
JUDGE HUNT: OFf the record.
(Whereupon, a brief recess was taken.)
JUDGE HUNT: We will mark these in order of the
exhibits that we already have. W left off at 14. So
will mark your testinony as 15 then. Does everyone have
copies of Dr. Barbano's testinony and docunments? All right.
If you take his testinobny and we will mark that as Proposed
Exhi bit Number 15. That is his testinmony. And then with
the docunent with his calculations, if you would mark that
as 16. The two-pager, that would be 16. It is entitled,
"Dr. Barbano - Cornell University, May 8, 2000" at the top
That is 16. And then the one that starts out -- the
spreadsheet will be marked as 17. All right. Doctor, do
you want to resune then?
(The docunent referred to was
marked for identification as
Proposed Exhi bit Nos. 15, 16
and 17.)
THE W TNESS: Ckay. Calculation of the 1.582 fat
and 1.405 protein factors in the current system These two

pages were not posted on the website. And | prepared these
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two pages based on the questions and conments that | got
from peopl e who had | ooked at ahead of the hearing the
material on the website and contacted ne with sone questions
about how these things were derived. And | added this for
additional clarification.

The -- on page 183 of the final rule, it says, |
quote, both the 1.405 and the 1.582 factors are determn ned
by cal cul ating the change in cheese yield if an additiona
tenth of a pound of protein or butterfat is contained in the
m | k hol di ng everything el se constant.

The proposed rule used a 1.32 factor tines the
cheese for use in conputing the protein price. The change
to a factor of 1.405 reflects the use of true protein as the
basis for paynents rather than using a nmeasurenment of "tota
nitrogen" for the protein content of milk. The resulting
protein price will be for a pound of true protein. That
quote is directly fromthe final rule, page 183. And that
is the basis for ny interpretation of how the current system
of pricing is arriving at those factors. And | denonstrate
the cal cul ati ons of those bel ow

| am assuming that the m |k conposition -- and
this is to get the 1.32 factor which was in the proposed
rule -- that starting with a mlk that contains a fat of 3.5
percent, a crude protein of 3.20 and with a cheese noi sture

target of 38 percent, | show bel ow the cal cul ati on of the
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protein factor assunming a 75 percent of crude protein as
casein.

And this is what | am saying that | assune that
has been used as the basis in the current pricing system
And that is the point of contention. | show the calculation
in the first equation underneath that l|ine that substitutes
in the values for mlk conposition and the 38 percent
noi sture and uses where you see the 0.75 tinmes 3.2, that is
percent crude protein in the calculation produces a cheese
yield at the far right in that cal culation of 9.5815 pounds
per hundred-wei ght.

In the second set of equations shown bel ow that, |
have done exactly what it says in the final order. | have
i ncreased the concentration of protein from3.2 to 3.3
hol di ng everything el se constant and cal cul ate the
theoretical yield with the Van Slyke formula. And it
arrives at a 9.7133.

The difference between those two yields that has
been caused by a difference of 0.1 percent protein is 0.138
pounds of cheese per 0.1 pound of crude protein or, in other
words, 1.318 pounds of cheese produced for one nore pound of
crude protein. This value rounds to 1.32.

The cal cul ation of the protein factor, what would
the protein factor be if we assunmed a 78 percent of crude

protein as casein? | show those cal cul ati ons bel ow. Using
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the sane technique as was used in the two cal cul ations
above, | cone out with a cheese yield for a change from 3.2
to 3.3 percent crude protein, a cheese yield of 9.7502 at
3.2 using the 78 percent crude protein as casein.

And | cone out at 3.3 percent protein with a
9.8874. This difference in yield then is 0.137 pounds of
cheese per 0.1 pound of crude protein or a 1.371 pounds of
cheese produced for one nore pound of crude protein. This
rounds to 1.7. Therefore, based on what was in the fina
rul e and these calculations, | conclude that USDA to get the
original 1.32 nmust have used a 0.75 casein as a percentage
of protein as a factor in that cal cul ation

The other thing that was done going on to page 2
is adjustnent of the 1.32 factor which was set up for crude
protein, to change it froma crude to a true protein basis.
If we take the ratio in that 3.2 nmilk and assume that we
want to calculate the true protein, the amount of non-
protein nitrogen is equivalent to 0.19 percent protein. So
a true protein of 3.01 and a crude protein of 3.20 gives a
factor or ratio of 1.0631. That value nultiplied by the
1.32 equal s 1.403.

As far as | understand, the nunmber being used is
1.405. And | don't know whether it was rounded to 1.405.
But that is as close as | conme to 1.405 using this

cal cul ati on.
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If we assune that they used 0.78 instead of 0.75
as was described on the previous page and there was a 1. 37
factor for crude protein, then doing this same adjustnment to
change the factor froma crude protein to a true protein
basis would yield a factor of 1.37 tinmes 1.0631 or a 1.456
as the protein factor.

I have al so shown for conpleteness right after
that the calculation of the fat factor assum ng a 90-percent
fat recovery in the cheese. Again, | have followed the
instructions given in the final rule where | have taken the
m | k conposition now using the 75 percent of the crude
protein as casein, holding protein constant at 3.2 in the
equation, and changing the fat content. The first equation
uses 3.5 percent fat tinmes 0.9. And the second equation
uses 3.6 percent fat tines 0.9.

These two cal cul ati ons provi de cheese yiel ds of
9. 5815 shown on the far right and 9.7397. The difference
bet ween those two is 0.1582 pounds of cheese per 0.1 pound
of fat or the 1.582 pounds of cheese produced for one nore
pound of mlk fat.

That two-page sunmary was to clarify how |
concl uded that the current systemis based on a 75-percent
casein as a percentage of crude protein. | will return back
now to page 8 of 157

JUDGE HUNT: Yes.
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THE WTNESS: -- of Exhibit 15. And it reads at
the top, "Table 1, Conposition Assunptions and Val ues Used
in the Current Class IIl Price Calculation, March '99 Data
Used in this Exanple."

On the left-hand side of this table, it indicates
various items or factors, the first one being the nmlk fat
content assunmed to be 3.5 percent, crude protein at 3.185,
casein as a percentage of crude protein of 75 percent. And
this is what | just got through expl aining where | concl uded
that that is what they use currently.

True protein at 2.9915 which is consistent with
the assunption that the skimportion of the mlk contains
3.1 percent true protein. Casein as a percentage of true
protein is this value of 79.7635 is the value that woul d be
consistent with the 75 percent nunber shown above. So as
you go down this colum, everything is for this sane mlKk.
And these are the val ues.

The casein content using that 75 percent would be
2.3861. The mlk serumprotein content, which this is the
rest of the protein that isn't casein would be 0.6054. The
other solids content of this mlk is 5.6935. And the mlk
total solids content is 12.185.

| am assuming in the calculations that there is a
90 percent fat recovery in the cheese and that the nonfat,

non-casein solids factor for the Van Slyke yield is 1.09.
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The Van Sl yke cheddar cheese yield then at the target
noi sture that is calculated fromthat nmlk is 9.5571 pounds
per hundred-wei ght of mlk.

In that cheese based on the recoveries in the
equations, it will contain 3.15 pounds of fat. It will
contain 2.2861 pounds of true protein. And by difference
fromthe original amunt of true protein in the mlk, the
0.7054 is the ampbunt of true protein that is not in the
cheese.

The next line is the NASS cheddar cheese price in
dol l ars per pound for that March 1999. The cheddar cheese
make al | owance, what was there for March '99, is the 0.1702,
t he cheddar cheese conposition. These values in terns of
conposition for fat, protein, skimportion are -- once you
define the noisture and the recovery of protein and the
recovery of fat, these are the conmpositions that woul d have
to result if you achieve those recoveries. This is sinple
math in terns of bal ancing the conmponents.

The fat content of the cheese would be 32.9599.
The protein content of the cheese would be 23.9208. And the
anount or the skim portion of the cheese would be 67.0401 of
the total weight, percentage of the total weight. And the
noi sture content is the target of 38. This will produce a
cheese with a fat on a dry basis of 53.1612.

And the that cheese, because there are other
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solids contained in the water portion of the cheese,
contains or would contain based on the Van Slyke forrmula --
this all conmes fromthe Van Slyke fornula -- it would
contain 0.3268 pounds of other solids in that cheese.

| am assuming in the cal culati ons the NASS whey
powder price of 0.1917 dollars per pound which is the March
price. Moisture of the whey powder | am assuming at 3.2
percent. The whey powder make al |l owance | am assuni ng at
the 0.1370. These are the values for March '99. | am not
taki ng any position on what the make al |l owance shoul d be.
These are the values given for the exanple.

Based on the yield of cheese and the solids that
are in the mlk, the other solids and the protein and how
the protein partitions between the cheese and not in the
cheese, you can calculate the yield of whey powder at 3.2
percent moisture. And that yield is 6.2728 pounds.

Wt hin that whey powder, the pounds of true
protein that were not in the cheese would be calculated in
t he whey powder. And the pounds of other solids that go
with that frommlk that are not in the cheese wind up as
part of the whey powder yield.

Let me explain this. The basis of mlk
conposition shown in Table 1 are as follows: The true
protein and other solid values are fromthe Federal Oders

that are thought to represent the annual average skimmlk
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conposition in the United States. The true protein, 2.9915,
and other solids of 5.6935, those values for 3.5 nmlk fat --
mlk containing 3.5 mlk fat correspond to a 3.1 percent
true protein and 5.9 percent other solids content in the
skim portion of that mlk.

The crude protein value is cal cul ated assum ng
that there is 0.19 percent protein equivalent as non-protein
nitrogen in the average mlk. A value of 75 percent of
crude protein was used by AMS for cal cul ati on of the casein
content of mlk in the current pricing system So | have
used this as a default value for my first cal cul ati ons.

This value was used to cal cul ate the equival ent
val ue of casein as a percentage of true protein. For this
exanpl e, the casein as a percentage of true proteinis
79. 7635 percent. | show both val ues because the industry
has only recently started working with true protein as the
basis for paynent. And there is a need to show how a val ue
equivalent to 75 percent casein as a percentage of crude
protein was derived.

In Table 1, the milk serum protein percentage is
sinmply the true protein mnus the casein percentage. The
mlk total solids content is calculated fromthe sumof fat,
true protein and other solids.

The cheese yield fornmula. The Van Slyke yield

formula is as described -- as | described above previously.
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The value for fat recovery in cheese used in this exanple is
90 percent. The nonfat, non-casein mlk solids plus salt
retention factor in the cheese is 1.09. The cheese yield
value given is the value calculated at this m |k conposition
for a cheese with 38 percent noisture.

The pounds of fat in the cheese, the pounds of
true protein in the cheese cone directly fromthe nunerator
of the cheese yield equation. The pounds of true protein
not in the cheese is calculated as the difference between
the pounds of true protein in the milk mnus the pounds of
true protein retained in the cheese. This will be the
pounds of true protein that goes into the whey powder.

Next, the NASS prices. The NASS cheddar cheese
price is a value calculated by the USDA dairy progranms based
on the weekly survey of cheese prices. The price survey
data has the followi ng characteristics: Block cheddar, the
noi sture content of block cheese reported in the survey is
not reported to NASS. One can assune that it is |less than
the | egal maxi mum noi sture for cheddar of 39 percent.

NASS specifies that the noisture content of the
bl ocks shall not be less than 36.5 percent. It is assuned
that the cheese neets the mnimum requirenent for full fat
cheddar cheese of 50 percent fat on a dry basis. The price
reported by NASS for blocks includes the costs of packagi ng

of the 40-pound bl ocks as described in the instructions and
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t he cheeses colored to between a 6 and 8 on the Nationa
Cheese Institute Col or chart.

The price should reflect cheese wapped in seal ed
air-tight packaging and corrugated or solid fiberboard
containers with reinforcing inner-sleeve. All other
packagi ng costs are excluded fromthe reported prices. The
sale is when the transaction is conplete, i.e. the cheese is
shi pped out and the title is transferred.

I nter-conpany sal es, resale of cheese
transportation, clearing charges are not included in the
price. The price is FOB the processing plant or storage
center. Blocks nust nmeet Wsconsin state brand USDA Grade A
or better. Blocks of cheese made for aging are not included
in the survey.

Barrel cheddar. Cheese reported as barrel cheese
cannot exceed 37.7 percent noisture content. This is based
on a Chicago Mercantil e Exchange rules which state that
cheese excluding -- exceeding this noisture content cannot
be invoiced on a noisture basis.

The noi sture content of barrel cheese is known and
reported on the NASS survey results. The fat on a dry basis
for the barrel cheese is not known, but it nust exceed 50
percent to conply with the standard of identity for cheese.
The reported cheese price by the manufacturer for barre

cheese is at the actual npisture test of the cheese
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reported. And this price includes no packagi ng costs.

NASS cal cul ates a noisture adjustnment to bring al
prices to a 39 percent npisture basis for barrel cheese.
The cheese is white and nust neet Wsconsin state brand USDA
extra grade or better, the sales on the transaction is
conplete; that is, cheese is shipped out and title transfer
occurs, intra-conpany sales, resale of cheese,
transportation, clearing charges are not included in the
price. Price is FOB the processing plant or storage center

The nmonthly NASS price used in the Class Il milk
price cal culation. The weighted average nont hly cheddar
cheese price used in the Class IIl price formula is conputed
by USDA Agricultural Marketing Service per the provisions of
the order. A weighted average is conputed for blocks and
barrel s each using the applicable weekly prices and wei ghts.

The prices are conputed to four decinmal places.
No adj ustnents are nade to the published NASS prices. Three
cents are added to the barrel average and then the bl ock and
barrel averages are wei ghted using the nonthly wei ghts.
This price is rounded to four decinmal places and is used in
the Class Il price calculation.

The average noisture test of the cheese that
corresponds to the combi ned bl ock-plus-barrel cheddar cheese
price is not known. But given the instructions in the

survey, it must be between 36.5 and 39 percent.
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If the anpunt of barrel cheese in the survey for a
nmonth is about 62 percent of the total weight of cheese in
the survey and we assune all the block cheese is at the
m ni mum noi sture content, then the noisture content of the
cheese represented by this price would be about 38.05
percent.

In my opinion, it would be a benefit to the dairy
i ndustry if noisture data were collected for bl ock cheddar
cheese represented in the NASS survey. This would allow the
cheese price produced by the NASS survey to be associ ated
with a specific moisture content that would be known.

Wth this information, the noisture content in the
cheese yield formula used to calculate the Class Il price
woul d produce prices for fat and protein in cheddar cheese
that are in harnmony with the noisture basis for the NASS
cheese price.

NASS whey powder price used in the Class IIl mlk
price calculation. The product is USDA extra grade edible
nonhydr oscopi ¢ dry whey. The price is FOB the processing
pl ant/storage center. Prices are reported for all 25
kil ogram 50-pound bag, tote and tanker sal es.

The foll owing are excluded: Transportation
charges, sales of Grade A dry whey, sales of dry whey nore
than 180 days old, intraconpany sales, resales of purchased

dried whey. The current Class |IIl price calculation for
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ot her solids assunmes that the whey powder contains 3.2
percent noi sture.

Cheddar cheese conposition. A value for cheddar
cheese noisture content mnmust be selected for use in the
cheddar cheese yield calculation. |In the default val ues
used in Table 1, the value is set at 38 percent npisture.
This val ue was used by USDA to calculate the protein and fat
factors in the current pricing system

However, as already nentioned in the discussion of
the NASS cheese prices, the nmoisture content selected for
use in the yield calculation should be consistent with the
nmoi sture content of the cheese included in the NASS survey.
Once a target noisture value is established, then the
cheddar cheese composition can be cal culated for mlk
conposition values and the cheese yield fornul a.

The fat and true protein content of the cheese
shown in Table 1 is the pounds of fat and true protein
retained in the cheese divided by the cheese yield
mul tiplied by 100. The salt content assunmed (as part of the
1.09 value in the Van Slyke cheese yield fornula) is 1.7
percent. The skim portion of the cheddar cheese in Table 1
is 100 percent minus the percent fat plus the percent solid
in the cheese.

Whey powder yield. The weight of true protein in

t he whey powder, shown in Table 1, is the weight of true
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protein contained in the mlk mnus the weight of true
protein contained in the cheese. The weight of other solids
in the whey powder, Table 1, is the weight of other solids
in the mlk mnus the weight of other solids retained in the
cheese.

The wei ght of other solids in the cheese in Table
1 is calculated by taking the weights of solids in cheese
m nus the wei ght of fat plus true protein plus the solid in
the cheese. The cal cul ation assumes that the cheese
contains 1.7 percent solid. This nunber is the anount of
other solids retained as dissolved solids in the water
portion of the cheese.

The sum of other solids plus true protein in the
whey powder divided by 1 minus the percent noisture in the
whey powder, that is, 1 minus 3.2 divided by 100, provides
an estimate of the whey powder yield at 3.2 percent
noi st ure.

Cheddar cheese and dry whey nake all owances. The
values in Table 1 are defined as fixed values that are used
in the calculation of Class IIl price by USDA. They are
based on input fromindustry data for cheddar cheese
manuf acturi ng costs. Dry whey manufacturing costs are based
on a study conducted at Cornell University. It would be
useful to have a clear and conpl ete description of what is

i ncluded and what is not included in cheese and whey nake
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al | owances.

The make al | owances are expressed as dollars per
pound of cheese. However, a higher percentage of make costs
are fixed and relate better to hundred-weight of liquid in
the vat not directly to a pound of cheese. Thus when mlk
conposition varies within normal ranges and produces
cal cul ated changes in yield, the true make costs for cheese
do not increase or decrease as much with the change as
cheese yield -- change of cheese yield as one would
cal cul ate.

Thus caution nmust be used when cal cul ating returns
to a cheese-nmaker when mlk conposition and, therefore,

t heoretical cheese yield varies with changing mlk
conposi tion.

Moving to page 12 at the top of the page, "Method
Proposed by David Barbano for Cal cul ation of the Class I
MIk Price." The input data shown in Table 1 are used as
the current default values for the purpose of conparison of
the Class Ill price at 3.5 percent fat by the cal cul ation
have proposed versus the Class IIl price cal cul ated under
the current milk pricing systemat the same mlk
conposi tion.

To the best of nmy know edge, the default val ues
shown in Table 1 represent the values currently used by USDA

and the prices are from March 1999. This does not nean that
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| agree with the current default val ues being used by USDA.
That issue will be addressed later in nmy discussion.

The new net hod of cal culation that | propose has
three steps. These steps and a sanple cal culati on are shown
on a spreadsheet that is provided with this description
And t hat spreadsheet is shown on page 15 and 16 of this
document .

JUDGE HUNT: That is 17?

THE W TNESS: No, of Exhibit 15, the one we are on
currently.

JUDGE HUNT: Oh, okay, sir. Excuse ne.

THE W TNESS: Pages 15 and 16. What | will be
describing as these three steps in the calculation are shown
as step 1, step 2 and step 3 with values and a description
on page 16 in the copy of what is in the spreadsheet. But
verbally, I will explain what is happening.

Step 1, Class Il fat value equals the NASS
cheddar cheese price. For this exanple, the value would be
$1.3064. The current Class IIl mlk pricing system
initiated as a result of the Federal Order reform struggles
with this issue. The current system does not establish a
separate Class IIl price for butterfat. But instead adds a
fat value to the protein val ue

This is the fundanental cause of the problemwith

the current pricing systemthat was denonstrated in Figures
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1 and 2. Therefore, in step 1 of the proposed cal cul ation
the mlk fat used in Class Ill is priced at the sanme val ue
in dollars per pound as the NASS price for cheese.

In bold, the next sentence, this is the key new
step used in nmy approach to calculate a Class |IIl price
based on the price of cheese. Once a price per pound of
cheese is established, all parts of that cheese have that
value in the marketplace when it is sold. Therefore,
assign the cheese price per pound to the fat and cal cul ate
the portion of the total value of a pound of cheese that is
fat.

The residual weight of the nonfat portion of the
cheese takes on the renmi nder of the value per pound of
cheese. And all of this value nminus a nmake allowance is
allocated to the protein retained in the cheese. Cheddar
cheese has a defined mninmum fat content of 50 percent on a
dry basis. In reality, cheese of acceptable quality for
processing can be made in the range of 50 to 55 percent fat
on a dry basis.

Thus, the selling price of the cheese is the price
that the cheese-maker receives for the fat sold in the
cheese. If mlk fat has a higher value in other utilization
cl asses, then the cheese-maker will have a signal to renove
fat fromnmlk as creamin excess of that needed to achieve

the 50 percent fat on a dry basis.
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If mlk fat has a |l ower value in other utilization
classes than Class |11, then the cheese-maker will have a
signal to keep nore fat in the cheese up to the limt that
accept abl e cheese quality will allow. This should
contribute to the devel opnent of reduced volatility of fat
prices in the long run.

Wth respect to the use of whey creamin the
manuf acture of cheddar cheese for processing, when the price
of milk fat in other classes is low, there will be an
incentive for the cheese-maker to try to recover fat from
whey cream and incorporate it in the cheese.

If the value of fat in other classes is higher and
if the value of whey creamthat could be sold outside the
pl ant exceeds its use value as cheese, then whey creamwil |
nmove into the market to provide an increased supply of fat
for utilization in other products, for exanple, ice cream
cheese, etcetera, in other classes when creamis tight. So
step 1 establishes the value of fat.

Step 2, the value of true protein in the mlk
equal s the value of the true protein in the cheese plus the
value of the true protein in the dry whey. First, the val ue
of the skimportion of the cheese is calculated. The skim
portion in a pound of cheese is the fat and solid portion in
a pound of cheese subtracted from 1.

In the exanple, Table 2 -- Table 2, excuse nme, the
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skim portion of the cheese is 67.0401 percent of the cheese.
This value is divided by 100 and nultiplied by the NASS
cheese price per pound that would be 67.0401 divided by 100
times the 1.3064 or $0.8758 per pound of protein.

The full cheddar cheese nmake all owance is
subtracted fromthis value -- that is the 0.1702 -- to give
a value of true protein in one pound of cheese as 0.7056.
The value of protein in a pound of cheese divided by the
pounds of true protein in a pound of cheese equals the true
protein value. That would be in this calculation as shown
on page 16, the $2.9498 per pound.

Li ke the value of fat in cheese, the value of true
protein per pound in the whey powder is assigned the val ue
as the NASS whey powder price. That is $0.1917 per pound in
this exanple. So the true protein is assigned the val ue of
the price per pound of the whey powder. Again, this is an
i mportant assunption that relates the value of true protein
and dry whey directly to the changes in value of whey powder
in the marketpl ace.

The renmaini ng val ue of the whey powder is assigned
to the other solids fraction of milk. The value of true
protein in mlk is calculated as the sum of the val ue of
true protein in the cheese plus the true protein in the
whey.

The weight of true protein in the cheese, the
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2.2861 pounds, divided by the weight of true protein in the
mlk multiplied by the true protein value in the cheese, the
$2.9498 per pound, that plus the weight of true protein in
the whey, that is the 0.7054, divided by the true protein in
the mlk multiplied by the value of true protein per pound

in the dry whey equals the val ue per pound of true protein
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So what this has done is established a value for
true protein in whey which is different than the val ue of
true protein in cheese and cal cul ated a final val ue of
$2.2994 per pound of true protein as the single value of
true protein in the mlk for Class IlI.

Step 3, in step 3, it is the calculation of the
other solids value. The nethod of calcul ation of the other
solids value is also different than the current system used.
First, the yield, 6.2728 pounds of whey powder and the
cal cul ations as described earlier in the description of the
values in Table 1, is multiplied by the price per pound of
whey powder. This provides the total dollar value of the
whey powder produced per hundred-wei ght of mlKk.

Second, the manufacturing cost per pound, the
$0. 137 per pound of whey powder nultiplied by the yield of
whey powder is equal to $0.8594. And this is subtracted
fromthe total value of the whey powder which was $1.20.

This provides a net value of $0.3431 of whey powder after
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renmoval of the manufacturing cost.

The value of protein in the whey powder was
previously assigned in step 2 above. And the val ue per
pound of whey powder in terns of its price is $0.1917. This
is multiplied by the weight of true protein in the whey
powder to give a total value of $0.1352. That is the value
of the true protein in the whey powder which is subtracted
fromthe net value after renmoval of the manufacturing costs
whi ch was the $0.3431.

This provides a residual value in the whey powder
for other solids of $0.2079. This residual value of the
other solids is divided by the original pounds of the other
solids in the milk to give the value per pound of other
solids at $0.0365 per pound.

The val ues per pound of each conponent, fat, true
protein and other solids, calculated in steps 1, 2 and 3
provi de the values used to calculate the Class IIl price for
m |k of any conposition in that nonth. A cal culation of net
return to the cheese-nmaker for milk with 3.5 percent fat,
2.9915 percent protein and 5.6935 percent other solids is
al so shown in ny exanple. And that is shown on page 15 in
the first columm of that copy of a spreadsheet on page 15.

The purpose of showing the cal cul ati on of net
returns to a cheese-nmaker is to ensure that the new system

is working correctly. Wen the calculation of fat, protein
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and other solids prices is working correctly, it produces a
net revenue of zero when the Class IIl price is cal cul ated.

The net revenues on nil ks of other conpositions
other than the m |k conposition used in the calcul ation of
the fat, true protein and other solids prices will not be
zero. This will be explained later.

This cal cul ati on rounded to two deci mal places --
and this is the calculation shown in colum 1 on page 15 in
this docunment -- arrives at a Class IIl price at 3.5 percent
fat, 2.9915 percent true protein and 5.6935 percent other
solids or $11.66 while the current systemarrives at a
uni formprice of $11.51 using the March 1999 data and the
same default assunptions.

The difference between the current Class Il
prices and the systemthat | have proposed in this
presentation will vary fromnonth to nonth when using al
the sane default values. But for the nost part, on average,
they will track about the sane.

Thus the two cal cul ations produce a sinilar Class
Il milk price when the sanme assunptions are used in both
the proposed and the current nethods of calculation. | wll
leave it to others to calculate the conparison of Class Il
prices under the current system and ny proposed cal cul ation
across the period of time using different nonthly prices.

At a fat test of 3.67 percent, the -- that would
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be with a 3.1 percent true protein and a 5.9 percent other
solids in the skimmlk portion -- the current system
produces a Class IIl price of $11.74 per hundred-wei ght
whil e the proposed new cal cul ati on produces a price of
$11. 88 per hundred-wei ght.

The difference between the current system and the
system | have proposed at 3.67 percent fat is smaller than
the difference at the 3.5 percent fat. This is caused by
the fact that the price per pound of fat in the current
systemis $1.4487 per pound. And it is higher than the
price per pound of fat, the $1.3064 in the cal culation that
| have proposed when using the March '99 data.

This relationship will vary fromnonth to nonth.
When the data from other nonths are used for the
calculation, this relationship between the two net hods of
calculation will change because in the current system of
calculation, the variation in butterfat price used in the
Class Il calculation is not determ ned by and does not vary
in direct proportion to variation in the cheese price.

An inportant point is that the systemthat | have
proposed will -- and | underscore -- reduce volatility in
protein and fat prices conpared to the current system The
new system sol ves the probl em descri bed earlier in the
current systemas it will not produce a reduction in protein

price per pound and skimval ue when fat val ue increases.
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The fat and protein prices for Class Ill will nove
together with cheese price. The sensitivity analysis
presented in the next section will provide an eval uati on of
the default values that have been assuned in both nethods of
calculation. And a copy of the spreadsheet used for the
cal cul ations has been provided.

At the top of page 17 -- 15 and 16 contain the
cal cul ation spreadsheet. And we will come back to that and
refer to the other colums and other information that is
contained on that later in the text. Next, | would like to
go through the sensitivity analysis to the factors included
in the Class Ill price calculation that | have presented.

When the uniformprice is calculated for Class |1
mlk at 3.5 percent mlk fat, 2.9915 percent true protein
and 5.6935 solids and other -- other solids, the uniform3.5
percent fat milk price is established in dollars per
hundr ed- wei ght and a val ue of a pound of fat, a pound of
true protein and a pound of other solids are established for
the tinme period based on the NASS cheddar cheese price and
the NASS dry whey price

The Van Slyke theoretical cheese yield equation is
used in these calculations. The Van Slyke formula was
designed for full fat cheddar cheese with a noisture of
about 36 to 37 percent. Oher cheese yield equations are

avail abl e that have been optim zed to work with other cheese
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varieties and under conditions of mlk fortification. And
those are described in nore detail in reference nunber 2.

The factors that influence the cal culated C ass
I1l price and the values of fat, true protein and other
solids, that is values in price per pound, can be separated
into three different categories. Category nunmber 1 is
technical factors in the Van Slyke yield equation that
i nfluence the calculation of the protein value in the
cheese. Category nunber 2 is the nmake all owances and

category 3 is the NASS cheese and whey prices.

Once the Class Il value for a pound of each of
the conponents is determned, then the Class IIl price for
any mlk can be calculated. |In this sensitivity analysis,

| ook at the sensitivity of milk price to changes in various
factors in prices. A conparison of the sensitivity of the
Class Il price to variation for different paraneters may
help direct the attention of the industry to those that are
the nost inportant and avoid too nuch tinme being spent on
factors that have little inpact.

Techni cal factors in the cheese yield equation and
the calculation of protein price. The Van Sl yke cheddar
cheese yield is used for calculations in the current Cl ass
Il milk pricing system And | have used the sane fornul a
in the system described in this presentation. A review of

the cheese yield fornul as have been presented el sewhere in
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the previous part of this presentation.

The Van Slyke theoretical cheddar cheese yield
formula is as follows: The cheese yield equals 0.93 tines
the percent fat plus the casein minus 0.1 tinmes 0.109
divided by 1 mnus the target npisture divided by 100. The
casein content of mlk is not as easily nmeasured as the fat
content of mlk. However, in recent tines, both the crude
protein and nore recently true protein content of mlk have
been routinely neasured with both chemical reference nethods
and electronic mlk testing equiprment.

It has been common industry practice to use a
factor multiplied by crude protein content of mlk to
estimate casein content. The npst commonly used factor
seens to be 0.78 tinmes crude protein. However, the average
value for the U S. mlk supply is probably between 0.77 and
0.78.

In a national m |k conposition study that |
conducted in 1984 for the U S. mlk supply, and it is in
reference 3, the average casein as a percentage of crude
protein was 77.93 percent. The average casein as a
percentage of true protein was 81.95 percent.

At the time of the 1984 study, the current
of ficial AOAC nethods for casein and non-protein nitrogen
were not in place. And the nmethodology was a little

different than that used in a nore recent study. Since
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1992, my | aboratory has nonitored the casein as a percentage
of crude and true protein for mlk fromseveral factories
that participated in the 1984 study.

| have seen no trend for a decrease in casein as a
percentage of true protein in these mlk supplies. |If
anyt hing, there has been a slight tendency for casein as a
percentage of protein to increase. This increase has
probably been due to the attention that has been focused on
improving mlk quality, for exanple, reducing psychotrophic
bacteria counts and somatic cell count for cheese-making.

| mprovenent in these quality paraneters for mlk
supply would tend to increase the casein as a percentage of
protein because of reduced enzynmatic damage to casein. Mre
recently, my |aboratory has nonitored the casein as a
percentage of true protein in bulk mlk supplies in New York
State at three | arge cheese factories. These data were
reported in October of 1999 at the Cornell University Aninal
Nutrition Conference. And the publication of those results
is cited as reference nunber 4.

Test val ues reported for the 1992 to 1998 period
bel ow were determ ned using the official AOAC Kel dal
net hods that are in place today. And those nethods are
described in reference 5, reference 6 and reference 7 at the
end of this paper. Conposite nonthly raw silo m |k sanples

were tested on a nonthly basis for crude protein, true
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protein, non-protein nitrogen and casein for each factory
from 1992 to 1998.

Over that seven-year period, the average non-
protein nitrogen content of the mlk was 0.192 percent on a
protein equivalent basis. The average annual casein as a
percentage of true protein for the mlk supplies in these
three factories was 82.17, 82.17, 82.42, 82.15, 82.12, 82.31
and 82.19 for a seven-year average of 82.22 percent casein
as a percentage of true protein.

The influence of the selection of constants for
use in the Van Slyke cheese yield equation for fat recovery
in the cheese, the nonfat, non-casein solids retention
factor in the cheese, noisture content of the cheese and
casein as a percentage of true protein in the mlk on the
calculated Class Il uniformprice and net returns to a
cheese-naker are shown in Table 2 which is on page 27 of
this document.

Table 2 on page 27 is entitled, "Sensitivity
Anal ysis, Van Sl yke Yield Equation Paranmeters Using March
1999 Data and Current Default Assunptions." First, fat
recovery in the cheese. As expected, fat recovery in
cheddar cheese is used as an input value in the Van Sl yke
cheese yield fornmula. The current pricing systemuses a
val ue of 90 percent fat recovery in the cheese for

cal cul ation of the base price.
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As shown in Table 2, an increase in fat recovery
val ue assunption of 1 percent causes an increase in Class
Il milk price of 0.024 dollars. Fat recovery in the cheese
is a paraneter in cheese-making that the cheese industry
nmonitors cl osely.

In many factories, the fat content of whey as it
is being renoved fromthe cheese vat is determ ned as an
i ndex of fat loss. A value of 93 percent fat recovery in
the cheese is achievable at a comrercial |evel. However,
not all factories achieve this. Recent advances in design
of l|arge-scale, enclosed cheese vats have been able to
achieve fat recoveries in cheese that approach 93 percent.

The val ue of 90 percent fat recovery in the cheese
is probably Iow for |arge-scale, nodern cheese factories.
In my opinion, the nost appropriate value to use as a
default value currently is between 90 and 93 percent. As
t echnol ogy of cheese-nmaki ng continues to advance, these
val ues may change and they nay need to be re-eval uated
periodical ly.

Second, the nonfat, non-casein solids recovery
factor. And that is also shown in Table 2, the sensitivity

analysis. The 1.09 factor in the Van Sl yke equation assunes

that there will be 1.7 percent solid in the cheese and that
some nonfat, non-casein mlk solids, i.e. other m |k solids,
will be retained in the cheese
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The current pricing systemuses a 1.09 factor
And t hat val ue has been used traditionally for cheddar
cheese that contains about 36 to 37 percent mpisture. This
value is used in the current Class Il price calculation.

As can be seen from Table 2 on page 27, the cal cul ated Cl ass
Il mlk price is sensitive to this coefficient in the
equation. A change of 0.01 in this coefficient causes the
mlk price to change by $0.0966 per pound -- excuse ne,
dol | ars per hundred-wei ght.

In my opinion, the value of 1.09 is a good val ue
for cheddar cheese that contains about 36 to 37 percent
noi sture and 1.7 percent solid. G ven a constant solid
content of 1.7 percent, the true value of the 1.09 factor
will increase with increasing noisture content of the
cheese. This happens because there are other milk solids
di ssolved in the free noisture portion of the cheese. And
as noi sture content of the cheese increases, so does the
nonfat, non-casein mlk solids content of the cheese.

The actual noisture content of barrel cheese
reported in the survey is usually between 35 and 36 percent
noi sture. The noisture content of the block cheese reported
in the NASS survey nust be greater than 36.5 percent. Thus,
in my opinion, the 1.09 factor is probably close enough
given the inportance of sone other factors that will be

di scussed.
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Sensitivity analysis for noisture content of the
cheese. A value for the target npisture content of the
cheese is used in the cheese yield calculation. Cheese
yield is very sensitive to noisture content, with cheese
yield increasing with increasing noisture. Therefore, one
woul d expect a change in the assunption for cheese npisture
content in the Class IIl price calculation to have a | arge
i nfluence on the mlk price.

As seen from Table 2, an increase in noisture
content of 1 percent causes a $0.1608 per hundred-wei ght
increase in the mlk price. The cheddar cheese nvisture
assunption in the current Class Ill price systemis 38
percent. And | have used that value as an assunmed value in
nmy proposed default price calcul ation.

However, the nobst inportant point is that the
val ue assumed in this calculation and the noisture val ue for
the cheese and the price for the cheese included in the NASS
survey must match. Unfortunately, only the noisture content
of barrel cheese is included -- barrel cheese included in
the NASS survey is known currently.

| think the dairy industry would be better served
if the noisture content of all cheese in the survey was
reported and a cheese price calculated at npisture content
that is the sane for both the NASS noi sture adjustnment and

the Class Ill yield formula cal cul ation.
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The sensitivity analysis in Table 2 uses a
constant cheese price for all npisture contents, therefore,
shows a significant variation in nmlk price. The magnitude
of milk price changes shown in Table 2 actually denonstrate
what happens to mlk price when the noisture content of the
cheese included in the NASS survey does not match the
assunmed val ue used in the cheese yield forml a.

However, as | explained earlier in this report,
the true average of 39 percent noisture-adjusted barre
cheese and the bl ock cheese of unknown npisture content is
probably near 38 percent. And, therefore, under the current
price cal cul ati on, the npisture-adjusted cheese price and
the nmean noi sture-adjusted basis for the cheese in the NASS
survey and the cheese npisture assunption of Class Il seem
to be conparabl e at about 38 percent.

Next, the casein as a percentage of true protein.
The current Class Il pricing systemused 75 percent of
protein as casein to arrive at the protein factor. This is
equivalent to a 79.76 percent of true protein. Second, this
val ue of 75 percent of crude protein is in my opinion too
| ow.

In the past several years, | have been approached
by cheese-mekers that have been concerned that the casein as
a percentage of either crude or true protein is |lower than

normal. In every case that | have been involved with, the
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| ow val ues have been traced to i nproper nethodol ogy for
measuri ng casein or poor handling of mlk sanples during
collection and the tinme i mediately prior to analysis.

A paper on the proper handling of mlk sanples for
casein analysis and the description of the chemical nethods
for casein analysis is given in the reference list and it is
reference nunber 7.

Typically, a value such as 0.78 tinme crude protein

in mlk has been used in the cheese yield equation as a

substitute for casein percentage. In Table 2, | have shown
values for 75 to 79 percent of crude protein -- this is at
the bottom of Table 2 on page 27 -- and the corresponding

val ues for casein as a percentage of true protein.

The value of 0.78 on a crude protein basis is
al nost equivalent to a 0.83 on a true protein basis as shown
in Table 2. As the default value for casein as a percentage
of true protein is increased, the Class IIl mlk price
i ncreases. The mlk value increases by $0.0616 per hundred-
wei ght for every 1 percent increase in casein as a
per cent age of crude protein.

The val ue woul d be slightly larger on a true
protein basis. In ny opinion, a value of 82.2 to 82.4 for
casein as a percentage of true protein is probably a correct
value for this paraneter. This is quite different than the

assunption in the current price calculation that was used to
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derive the protein factor. And | amreferring to the 1.32

protein factor that then was updated to a true protein basis

or 1.405.

Cheese and dry whey nake all owances. The
calculated Class IIl price in the current mlk pricing
system and the Class |Il price calculation proposed in this

document are both sensitive to the nake all owances sel ected
as default values. The sensitivity of the Class Ill price
in the systemthat | have described is shown in Table 3.
And that is on page 28 of this document.

As meke al |l owance for cheese changes by 0.01 or
one cent per pound of cheese, the nmlk price of 3.5 percent
fat will change by $0.0956 per hundred-weight or 9.56 cents
per hundred-wei ght. Wile cheese manufacturing costs is a
very inportant paraneter, it changes wi th changi ng econonic
conditions, scale of production and advances in technol ogy.

Therefore, surveys and collection of actual data
are probably the best approaches to keep this assuned val ue
current and realistic with conditions in industry.

Whey. The make al |l owance for dry whey is also an
i mportant conponent of the Class IIl milk price in the
current Class IIl pricing systemand the one that | have
proposed. As the nmeke all owance for whey increases, the
mlk price paid to a farmer decreases.

As nmeke al |l owance changes by one cent per pound of
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whey powder, the Class Ill nmilk price changes by 6.27 cents
per hundred-weight in the Class Ill price calculation that |
have proposed when all other assunptions are the sane as the
current system

The NASS cheese and whey prices. The Class I
mlk price is extrenely sensitive to change in cheddar
cheese price as it should be. As can be seen from Table 4
on page 29, an increase in cheese price of ten cents per
pound wi Il increase the Class Ill nmilk price by 99.07 cents
per pound -- per hundred-wei ght.

Since the value for fat in Class IIl is detern ned
directly by the cheese price in the approach that | have
presented, it elinm nates the decrease in Class |Il mlk

price that producers with a fat-to-protein ratio |ess than

1.28 when the fat value in Class |IIl decreases. Thus,
changes in the cheese price will clearly drive changes in
Class IIl mlk price.

The accuracy -- and this is in bold -- the

accuracy and representativeness of the NASS cheese price is
critical. Also, the harnonization of the cheese price and
the noisture basis in the yield calculations are extrenely
i mportant.

The pay price to a farner at constant mlk
conmposition will increase when cheese price increases and

decrease when cheese price decreases. The cal cul ated Cl ass
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Il milk price using the calculations that | have proposed
and in the current calculation is the nost sensitive to
change in cheese prices.

Therefore, big changes in cheese prices in the
mar ket pl ace will drive big changes in nilk price both in the
systemthat | have proposed and as it has done in the past.
However, changes in fat value in other mlk utilization
classes will not cause skimvalue to change in the Class Il
price calculation that | have proposed.

Whey prices. Wiile not as inportant as cheese
price, the whey price does influence milk price in this
system |In the calculation that | have proposed, the whey
price directly influences the value of true protein from
mlk that goes into whey. As can be seen in Table 4 on page
29, an increase of one cent per pound in the whey price wll
increase the m |k price by 6.27 pounds per hundred-wei ght.

On page 21, calculation of mlk prices in the
proposed system and the current system questioni ng sone of
the defaults. | amon page 21 of the docunment. As
menti oned earlier, the two nethods of price calculation,
that is the current and the one | have presented, return
simlar total Class Ill mlk prices when they start with the
same assunptions.

However, the two systens arrive at different fat

and protein values. The system | have proposed elininates
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the decrease in mlk protein and skim price when the fat
price goes up and vice versa. |In ny opinion, sone of the
default assunptions need to be evaluated froma technica
basis for their correctness.

Changes in these default values will cause the
same direction of Class Il price change in both the current
systemof mlk pricing and the system | have proposed. To
illustrate these changes in default values that | think need
to be evaluated, | will present five colums of data in the
formof a spreadsheet. And this is shown on pages 15 and 16
and the cal cul ations on the spreadsheet that illustrate the
i mpact of the default values selected for each paraneter.

Looki ng at page 15 and the first colum of data,
the first colum of data on page 15 and following on to page
16 in the first colum, those go together. This data
reflects the current default values as used in the current
Class Ill mlk price calculation, but calculating it using
t he approach that | have descri bed.

Sone of the default values were used as the basis
for the derivation of the protein and fat factors in the
current system So they are part of the assunptions even
t hough they nmay not be visible in the routine cal cul ation
each nonth in the current pricing system

VWhat that means is that the 1.405 and the 1.582

have a nunber of default factor assunptions built into their
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calculation. And this is staying consistent with those
underlying defaults.

The cal culation of mlk price using the March 1999
data using ny price calculation produces a mlk price of
$11. 66 per hundred-weight for a mlk with 3.5 percent fat.
And that is in the first columm going down towards the
bottom total Class IIl price at 3.5 percent fat, dollars
per hundred-weight, and it rounds to the $11.66.

This is 15 cents higher than the price cal cul ated
using the current systemfor the March '99 data. As
mentioned earlier, this difference between the two
calculations will vary fromnonth to nonth. And other
peopl e are cal cul ating those rel ationshi ps.

The second colum on the sheet. The second col um
of assunptions and data represents the outcome of a change
in the assunption for cheese npisture and cheese price that
corresponds to that noisture content. In the same fashion
as NASS does when they calculate a noisture adjustnment of
barrel cheese conposition and price froma level of 34 to 35
percent, that is its actual noisture or the cheese's actua
noi sture at production, mathematically adjusting that to a
39 percent. | have adjusted the yield and the price per
pound of cheese back down to a 36 percent basis.

The 36 is not a nmagic nunber. | have just taken

that as an exanple. |In reality, the cheese was never nmade
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at 39 percent nmoisture and never had as high a cheese yield
as indicated in the first columm. And that would be the
yield where we have the 9.5571 cheese yield at 38 percent
noi sture. The cheese was not made at 38 percent noisture.

By raising the noisture content to 39 percent and
| owering the price per pound of cheese, the fixed cheese
make al |l owance of $0.1702 per pound is subtracted froma
| ower cheese price. In nmy opinion, this results in too much
make al | owance being subtracted off the cheese price.

I have |l owered the assunption for the noisture
content of the cheese from 38 percent to 36 percent npisture
and adjusted the price per pound of cheese upward fromthe
$1.3064 per pound reported by NASS to what it would be if
the cheese was 36 percent noisture, that is, $1.3485 per
pound, to reflect the higher value per pound of cheese at
the lower noisture. And then | have recal cul ated the Cl ass
Il price in that second col unm.

The price per pound of cheese at $1.3485 is closer
to the price that was reported in the NASS survey before the
noi sture adj ustnent than the price that is used in columm 1.
To what may be the surprise of sone individuals, this change
in assunption at the point of calculation of per-pound
val ues for protein and other solids produces a higher C ass
Il mlk price, not a |lower price.

The calculated Class IIl price increases from
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$11. 6591 to $11.7240 or about 6.49 cents per hundred-wei ght.
If one goes back to the current pricing system and nmakes the
same changes to noisture for use in the calculation of fat
and protein factors, this nakes the same noisture adjustnent
to cheese price. The Class IIl milk price also increases.

Since barrel cheese was never made at the 39
percent moisture, | see no basis for adjusting the noisture
up to 39 percent and the price per pound of cheese down.
This inflates the cheese yield to a value that never existed
and then allows for a nake allowance based on a higher yield
of cheese.

At the bottom of the page for all of these
colums, you will notice that it calculates the tota
returns which is the value of the cheese, the whey and whey
cream and subtracts fromthat the make all owance and | ooks
at the net return showing as zero. And this was nentioned
previously, that in all of these calculations, this nets out
to zero.

The third colum which at the top is entitled,
"Change Casein Percentage of True Protein, Adjust Cheese
Moi sture to 36, Adjust Cheese Price to 36", what we are
doing -- or what | amdoing is making increnental changes as
we go fromleft toright. So these are building one on top
of each other in terns of the changes. But you can see the

net difference in the calculated Class IIl price as | |ook



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

568

at each one of these factors.

Colum 3, the third colum denonstrates the inpact
of changing the casein as a percentage of true protein to a
value that is nore representative of the true value in the
mlk supply. The original value of 75 percent of crude
protein, that is 79.76 percent of true protein, is not
consistent with the normal values found in the mlk supply
when fresh mlk is analyzed by the official reference
nmet hods for true protein and casein analysis as described in
reference 7.

The data referenced earlier in this presentation

has denmonstrated that a nore appropriate assunption for this

val ue is about 82.2 percent true protein -- of true protein
as casein. |If this assunption is used in the proposed new
calculation system-- this is the third colum; that is the

only thing that changes in that colum conpared to the
second colum -- it produces a mlk price of $11.8664 when
coupled with the previous change in npoisture basis froma 38
to a 36.

The price increase due to this change in
assunpti on woul d be about 14.24 cents per hundred-wei ght.
If this sane change in assunption for casein as a percentage
of true protein is used to recalculate the protein and fat
factors in the current system the mlk price under the

current systemw |l also increase |like |I have shown here.
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The fourth colum, it is entitled, "Change in Fat
Recovery From 0.90 to 0.915." This is the factor used in
the Van Slyke equation for fat retention in the cheese. The
fourth colum denonstrates that the inpact -- the inpact of
changi ng the assunption for fat recovery in the cheese from
90 to 91.5 percent.

Thi s change produces a higher Class Il calcul ated
price in both the current system of price cal culation and
wi Il produce a price increase in the new system The price
change is about 3.44 cents per hundred-wei ght due to this
change. A value of 91.5 percent fat recovery in the cheese
may be nore representative of fat recovery performance in
nodern, wel | -nmanaged cheese plants. Sone factories will
performbetter than this. Some will perform worse.

The fifth colum, it is entitled, "Change to the
Average U.S. M|k Conposition as the Base for Cal cul ating
the Price Per Pound of Fat, Protein and Other Solids." The
fifth colum deals with the issue of the selection of the
m |k conposition at which to cal cul ate the per pound val ues
of fat, true protein and other solids.

In my opinion, the mlk conposition used for this
cal cul ation should represent the average of the raw mlk
supply as it would be received at cheese factories. An
estimate of this average is 3.67 percent fat, 2.9862 percent

true protein and 5.6835 percent other solids.
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Protein and other solids are based on the 3.1
percent true protein and 5.9 percent other solids in the
skimportion. This estimate is taken only for the purpose
of exanple. A determ nation of the average m |k conposition
shoul d be used as the base.

When the previous changes in assunptions are used
with this mlk conposition, the calculated Class IIl price
is $12.22 per hundred-wei ght versus in the previous col um,
colum 4, $11.90 per hundred-weight. That price was at 3.5
fat. The other one is deternined at 3.67.

The key point is that the cal cul ated price per
pound of fat and other solids are unchanged by this
difference in selection of the default m |k conposition.
However, the price per pound of protein increases by 3.56
cents per pound.

So in this approach, what you choose as the base
mlk conposition is inportant. What is the inportant --
what is inmportant about selection of a mlk conposition for
calculation of this price? The nmilk conposition selected
beconmes the "pivot point" for net revenues for the cheese-
maker .

And by pivot point and net revenues, | direct you
to the bottom of that columm 5 where there is the total
returns of $14.72 is the value of cheese, whey and whey

creamfromthat mlk. Belowit is the make all owance, the
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yield tinmes the make all owance for the cheese, for the whey.
And when those are subtracted out, the mlk price and that
total return becone the same val ue

Amlk -- so this is what | would refer to as the
pi vot point for net returns for the cheese-maker. That
nmeans that we are at a net or zero. A mlk conposition
| oner than average will produce a negative net return for
the cheese-nmeker relative to the pivot point conposition
And a milk conposition with a higher-than-average
conposition will produce a positive net return.

If the processor's cheese-neking performance neets
the assunptions in the calculation of the price, all those
assunptions that we have tal ked about previously, placing
the pivot point of net return at the average nmilk
conposition for the mlk supply still gives the cheese-naker
the incentive to buy higher solids mlks to inprove
profitability as is the case in the current system

Wth respect to the ratio of fat-to-true protein,
the cheese-nmeker will have a positive net revenue with the
fat-to-true protein ratio is higher than the average of the
mlk supply. |If the fat is too |ow for the amunt of
protein in the mlk, then the cheese-nmaker will have an
incentive to add creamto maintain the level of fat on a dry
basis in the cheese that is as high as is realistic with

respect to the quality of full fat cheddar cheese.
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This is not different than the signal in the
current system This denonstrates changes in net revenue
behaviors resulting fromm |k pricing that happen both in
the current Federal Order System and in the new system of
calculation | have proposed.

If the conposition of a producer's nmilk is higher

than those assunmed for the milk in the Class Ill protein
val ue cal cul ation, then a cheese-naker will get a higher net
return on that mlk. On the other hand, if a mlk -- if the

mlk froma producer has a milk conposition | ower than the
assunptions in Class IIl calculation, then this producer's
mlk will cause a lower net return for the cheese-maker than
predicted in the cal cul ation.

Again, this is not different than what is
happening in the current system The slope of these
rel ati onships are fairly steep. And the slope will be
i nfluenced by the absolute | evel of the cheese price. Also,
if a cheese factory happens to have a m |k supply that is
| ower in conposition than their conpetitor, then they have a
built-in di sadvantage of net return even though their mlk
price was | ower.

This woul d indicate that these pricing approaches
over-pay producers with nmlk conposition below the Class 11
m | k conposition assunptions used to calculate protein and

ot her solids val ues and under-pay producers that have mlk



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

573
conpositions that are higher than the Class Il mlk
conposition assunptions.

Both the current Class Ill system and the new
Class |Il1l price calculation | have proposed that cal cul ates
a fixed price per pound of protein do not address this
issue. That is both systens do not address this issue.

Thus, end product pricing would correct this problem and
woul d deliver paynents to each producer that would be |inked
and respond directly to the value of cheese and whey that
coul d be produced fromthat producer's mlKk.

At the bottom of page 23, | amstarting on the
section that says, "MIk Price Calculator." This is
referring to the five colums to the right of the table --
at the right side of the table on page 15. And this is in
t he spreadsheet and can be used as a calculator. | have
included a mlk price calculator in the spreadsheet. It
uses fat, true protein and other solid prices per pound that
were deternmined in the calcul ation done in colum 5.

I have shown the calculated mlk price for five

different mlk conpositions. And those conpositions are

listed in the lines at the top of those columms. In
addition, | have shown the total returns from cheese plus
dry whey plus whey cream | have not deducted nake

al  owance fromthese returns.

The -- at the bottom it shows a net return across
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the five colums before you subtract out nmke all owance.
The nmake al |l owances are used in the calculation of nmlk
price and should represent the nmake costs and some return to
the cheese-nmeker at the mlk conposition used to cal cul ate
the values of a pound of fat, true protein and other solids.

As di scussed earlier, since nost of the costs in
the make all owance are in reality fixed with respect to
vol une of mlk processed and do not vary with yield of
cheese and yield of whey product, it is not nmeaningful to
calculate a different cheese and whey powder nake cost for
each of the different m |k conpositions.

The total revenues per hundred-wei ght of the milk
processed for the cheese-nmaker increase or decrease
respectively as the m |k conmponent concentrations increase
and decrease. To maxim ze the total return on the mlk to
make cheese, the cheddar cheese-maker nmust control casein-
to-fat ratio in the vat. This is no different than under
the current pricing system

Ideas for the future as the dairy industry
continues to adapt new technologies. It is possible
mat hematically to keep net returns to the cheese-maker
constant across all m |k conpositions w thout producing
decreasi ng ski mval ue when fat values increase as it occurs
now in the current milk pricing system

However, the approach that woul d be used to
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achieve this would calculate a protein value for each mlk
i nstead of calculating a fixed protein price per pound that
is applied uniformy to mlk fromall producers. The
di sadvantage of this approach is that it would be harder for
producers to understand unless the price cal cul ati on was
converted to a cheese yield and whey powder yield basis to
conmuni cate to the farmer.

If this was done, it would be very easy for a
farmer and the cheese industry to understand the m |k price.
An approach that woul d keep net returns to the processor
constant given a constant nake allowance in dollars per
pound of product, that is, cheese and whey on each
producer's mlk, would increase the difference in mlk price
between mi |l ks that have | ow versus high protein and fat
contents.

Thi s approach would al so nore correctly return to
each farmer the true value of that milk in Class Ill. An
approach to pricing that holds net revenues for the cheese-
maker constant on all mlk conpositions would al so put
cheese conpani es that happen to have different average
conposition in their mlk supplies on a nore equal playing
field.

The cheese factories receiving a mlk with a
hi gher concentration of fat would still have sone

conpetitive advantages with respect to manufacturing
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efficiency. But the conpetitive advantages for that cheese
manuf acturer that are created by the pricing system would be
elimnated. Cheese factories that have | ower manufacturing
costs per pound of product would still have conpetitive
advant ages over those havi ng hi gher manufacturing costs.

The interface of this approach for Class I
pricing with other classes would be problematic unless the
val ue of conponents are nore conpletely reflected in other
products. A discussion of this topic is outside the scope
of this hearing. And dairy product manufacturing industry
is not at this |level yet, but may be sonme day. At this
time, many of the linmtations in the current pricing --
current systemof mlk pricing calculations will be nore
easily resol ved.

Conclusions: 1) The current mlk pricing system
produces a decrease in protein and skimvalue as mlk fat
val ue used in the current Class Ill calculation increases.
This results in abnormally high protein prices and skimmlk
price to cheese-nmakers when fat value is |ow and the
reverse, when mlk fat prices are high.

Thi s produces decreasing mlk price to producers
with a fat-to-true protein ratio of |less than 1.28 when fat
val ue goes up. This causes higher volatility in the mlk
protein price than there should be. And it sends a

confusing price signal to nopst producers.
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In my opinion, the automati c decrease in protein
value with increasing fat value for a processor with a --
for a producer with a fat-to-protein ratio of less than 1.28
that happens in the current Class |IIl price calculation
needs to be elinmnated. And one way to do this is by
changi ng the nethod of the Class IIl price calcul ation.

Concl usi on nunber 2) The nethod that | have
proposed to calculate Class Ill relies on the sane
foundati on of the Van Slyke cheese yield fornmula as the
current system when using the sanme assunptions as the
current system The proposed nethod returns a mlk price
that is 15 cents per hundred-wei ght higher at 3.5 percent

fat for the March 1999 data than the current system

This difference will vary fromnonth to nonth. In
nmy opinion, the systemof Class Ill price calculation that |
have proposed woul d reduce volatility of protein prices. It
woul d establish a fat value in Class Ill that is tied

directly to the NASS cheese price. And it would elimnate
the Class Ill milk price behavior of decreasing protein
val ues caused by increased fat val ues that sends a confusing
price signal to producers in the current system

Nunber 3) the paranmeters used as default val ues
for the NASS cheese price and npoi sture adjustnment should be
re-evaluated. The values for the NASS cheese price and

noi sture that are used in cheese yield calculation to
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deternmine true protein price should reflect the average

conposition of the cheese as it

noi sture.

adj ust ment .

Class |11

This will

price should be a price per

In my opinion,

moi sture test that

noi sture at which the cheese was produced.

allow a nore correct

i's made,

not a 39 percent

make al | owance
the cheese price used in the

pound of cheese at a

nore cl osely represents the actua

And t hat sane

noi sture assunption should be used in the cheese yield

formula for the price cal cul ation.

current price formula for

Nunber 4) The default assunption used in the

casein as a percentage of crude

protein of 75 percent which equates to a value of 79.76 on a

true protein basis is too | ow

anal ytica

In my opinion,

t he

best

data at the present tine would indicate that a

nore correct value for the assunption of casein as a

percentage of true protein is approximtely 82.2 percent.

in cheese of 90 percent

Nunber

5) The default assunption for fat

recovery

is lowin relation to average cheese

i ndustry performance using average nodern cheese-maki ng

t echnol ogy.

val ue for
percent.

than this.

In my opinion,

a nore representative aver age

| arge nmodern cheese factories would be 91.5

Sonme factories have higher fat

O hers have | ower.

Nunber

6)

In my opinion,

t he defaul t

mlk

recovery in cheese
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conposition which the protein and other solids prices per
pound are calculated in the Class Ill price calculation
met hod that | propose should represent a mlk conposition
that is the average nmilk conposition with respect to fat,
true protein and other solids content present in the mlk
supply used by cheese- makers.

JUDGE HUNT: Does that conclude your testinony,
Doct or ?

THE WTNESS: No, it does not.

JUDGE HUNT: We will take a break now.

Incidently, we will be going until 6:00 tonight. And there

is a possibility we will be going even |ater tonorrow
evening. And we will start again tonmorrow at 8:00 in the
nmorning. And we will take a break now. Be back in ten

m nut es.

(Whereupon, a brief recess was taken.)

JUDGE HUNT: All right. Back on the record. Dr.
Christ -- or, | mean, excuse nme, Dr. Barbano.

THE W TNESS: Thank you. Next, the -- on the
website, this Excel spreadsheet, the one | am show ng you on
the screen, is exactly the sane spreadsheet that is
currently on the website and can be downl caded. |[If anyone
woul d I'ike a disk copy of this spreadsheet, it is avail able.
And | would give it to anyone.

There is a couple of things -- this is all -- this
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is merely what is on page 15 and 16. But there is a couple
of key things that | would like to bring to your attention
in ternms of things that show the problemthat | see.

And one of the issues when you go down the first
colum and you cone up with the price at 3.5 of the $11.6591
or $11.66, that in the current mlk pricing system using
the March data -- and this is using the March data -- the
other key thing in this is it is using what | take is the
same assunptions as the March data -- that this calcul ates
the $11.66. The current pricing systemwould cal cul ate
$11.51 as the milk price

G ven an $11.51 mlk price, there is a 15 cents --
if we put $11.51 here, this would change to 15 cents a
hundr ed- wei ght net revenue. So, in other words, if | take
the total returns, this is the cheese -- the yield of cheese
times the price per pound of cheese, the yield of whey
powder tines the price per pound of whey powder, the
expected yield of whey creamtinmes the value of fat in whey
cream you conme up with a total value of the products and
byproducts that woul d be made from a hundred-wei ght of this
m | k.

And fromthat, taking the yield tinmes the nmake
al | owance for the cheese, | calculate a dollar value in
terms of meke all owance and the sanme thing for whey powder.

In my calculation systemthen at $11.65, if we take that
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val ue and conpare it to this total returns mnus the allowed
make al | owances, the net is zero. |In other words, if the
value didn't go to the cheese-maker in the allowances, it
goes to the producer

The current system would calculate at $11.51. MW
conclusion is there is 15 cents they are missing that didn't
go to the producer. This is using the 0.75 for casein.

If -- and this is the nice thing about the spreadsheet -- |
have been told that the assunption is 0.78, not 0.75. Ckay.

Then | et me change the assunption and in ny
calculation come up with a price if we are using 78 percent
of casein as a percent of crude protein. Wen | do that,
the price -- that $11.51 in the current systemwon't change.
That is the price. That supposedly was using 78. Also, the
yields of the products and the prices of those products
aren't going to change -- actually, the yield of the product
is going to go up, the yield of cheese because the 78
percent casein, the yield is going to go up

So the net returns to the cheese-maker will go up
al so because there is going to be nore cheese yiel ded out of
that. And that will calculate in this. So when you change
that value to 0.78 and we come down the colum, the pay
price now to the producer has increased to $11.84 fromthe
$11. 66.

The return to the cheese-maker has increased to --
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the total returns to $14.34. W have backed out the meke
al l omance to net this to zero. The current mlKk pricing
systemwould price this nmilk at $11.51, not $11.84.

So, again, when | |look at these net returns, at
the base milk conposition, to nme the net return -- if the
make all owance is doing what it is supposed to, the net
return should be zero at that point. And then it will be
positive at milk conpositions in one direction and negative
at m |k conpositions in another direction. There will be a
pi vot point.

But all | amsaying is that at the price where we
are calculating the base price, that that is where
everyt hing ought to be neutral. As a result, we can argue
back and forth about the 75 or the 78. M conclusion here
is that there is about 33 cents, 34 cents that disappeared.

And that is one of the things | feel strongly
about as a principle when you are cal cul ati ng these things
is to look at the returns and bal ance things out to nake
sure that everything is accounted for at the end no matter
how you do the calculation, with what | propose or in the
current system And everything at the base point | would
say seems -- needs to conme out or should cone out to zero.

Now, there may be ot her phil osophies on that. But
that is ny personal opinion. So | just wanted to point that

out. And | think that tells nme that there is a nunber of
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things and as | have gone through that | feel are incorrect
in the factors in the current system And this is a synptom
of the fact that those are incorrect.

Those are ny comments on the spreadsheet and what
is on page 15 and 16 in that testinony. What | will do next
is switch to the final handout that had the graphs. And
this -- is it Nunber 17, the one with the figures? Ckay.

The -- | worked with Craig Al exander and Mark
St ephenson at Cornell who | worked with them quite closely.
And they have all of the prices and data put together
al ready in spreadsheets. And | asked themto go through
with this and at | east nake sonme sunmmari es of how the system
behaves and what happens in the different pricing systens.

In this first graph -- and this would be the first
one. And | amgoing to go through themin sequence on the -
- the first one, this top lineis the Class IIl price at
four percent fat. This one is the -- okay, this is mlk
costs holding cheese and whey prices constant. And this is
the -- this is -- he is assumng $1.30 and 19 cents with
historic butter prices at alternative fat contents under
current reformpricing system

So this is under the current system for four
percent fat milk, two percent fat mlk -- or, excuse ne,
four percent --the second line down is the 3.5 and the

bottomone is the two percent. And this behavior
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illustrates the problemor the issue in terns of the effect
of fat price. This is nonths. And the issues that are
created in terms of the value of the skimportion versus the
fat portion across tinme by using the fat price conmng from
outside the cheese price.

The second figure -- let nme make sure that | --
this is a conparison of actual basic forrmula prices in
reformClass Ill forrmula prices at 3.5 fat and at skim And
this is just showing how they track across tinme in the
current system

This is the protein price per pound is the top
line. And the key point here is to note the volatility in
this. The butter price per pound is the blue one, the
bottomline here coming up with tine. And this blip in the
butter price is causing sone of the wild swing in the
protein price per pound. And this line that is relatively
stable on this graph is the cheese price.

So it is showing that this volatility in protein
price per pound is not being created by things that are
happening in the price of cheese or the price of whey. This
is aresult of the issues of using that fat value that is
comng fromoutside Class III.

This takes the approach -- and Craig titled this,
"Barbano Formula." | don't know. That is a bad idea |

think. But the -- what | have listed in ny calculation, the



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

585
-- versus the reformcurrent price, cheese and whey prices
constant. And what this is really saying is that across
time fromJanuary '94 to Cctober '99, given the whey -- the
general approach that | have taken in calculating prices, if
the cheese price and the whey price were constant, the price
per hundred-wei ght of m |k would not change.

The pink line is showing what the price per
hundred-wei ght Class Ill mlk actually does at constant
cheese price and whey price as a result of the current
nmet hod of calculation of the Class IIl price. And you get
these tines where the price can be higher or |ower as a
result of those fat value issues.

This is the reformClass Ill versus the Class 11
that | have calculated in ternms of the basic default value
assunptions. And what you see -- and it may be hard to see
on the graph -- but these -- there are two |ines here. They

are alnost right on top of each other. What this is show ng

is that the Class IIl price that | have calculated wll
track in net with the reformCl ass Ill price.
The difference -- if we take the skim price under

the reform you see it higher than what | have cal cul at ed.
These woul d be based on ny formula. And you see it with
much nore volatility than the approach that | have used in
terms of keeping things nore stable across tinme in terns of

t he ski m val ue.
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The net return to the producer is -- cones out
about the same in this in terms of the Class Ill price given
the sane assunptions that are being used now. | talked

about in ny presentation specific things in the assunptions
that | think that should be | ooked at very carefully and re-
evaluated. That is a separate issue

Class IIl fat prices under reform and Barbano's
fat prices and butter prices, this line here that | am
showi ng that is stable across tinme is noving exactly with
cheese prices. And that is the way | would price the fat in
Class Il1l. And this other is showing that under the reform
it is going to track with butter prices as it should in the
current pricing system

This is looking at the protein. And the first
line starting here on the left that is the highest one, this
is the calculated price of protein per pound under the
current pricing system And you see it coming down. And
then in this period around July, Cctober, January -- July,
October '88, January '99, this wild swing in protein price.
That woul d not happen. There would be an increase in the
price that | calculate. But it would follow what the cheese
is doing. |If the cheese price goes way up, the val ue of
protein, the value of fat are going to go up in | ocked step
with it.

This is the reformprice, the Class |IIl price that
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I have calculated and the California IVB prices at two
percent fat. This is dollars per hundred-weight. And this
is just showi ng how the rel ati onship across tinme goes in
those three prices. And you can see that sonetinmes the
price for reformis the highest. M price is low. And at
other tinmes, they reverse. So they follow the sane pattern.
And the swings here are going to be driven by the cheese
price as they are in all of the systens, the big sw ngs.

This is the Class Il -- the -- for nonfat solids,
this is Class Ill calculated with my cal culation mnus the
Class | VB conponent prices. This is the nonfat solids and
fat solids.

And this is a calculation that Craig did saying
that the Barbano nonfat solids conbines the protein and
other solids values. He derived a nonfat solids value from
what | woul d have. And this is the difference between the
two. Let's look at the title here. "Barbano Class IIl Less
the California | VB Conponent Prices."

Actually, this graph, if you | ook on your handout,
the file | have got open is -- differs than the one on your
handout. The one on the handout is the one that you should
have. And | have opened up the previous version of the
file. This is the only difference between the two.

What this is showing is the baseline with ny

calculation at 3.5 percent fat. And then colum 5, that is
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the colum 5 on the spreadsheet where it is taking all those
changes and assunptions that | accurul ated across the five
colums and plotted that as a |ine across tinme. And you
will see that that will track as the highest line. It wll
give a higher mlk price.

And t he di anond- shape point on the graph is the
reformprice. So you will see that ny baseline, trying to
use the same assunption as the reform and the reformprice
track practically on top of each other across tinme. There
is little differences, plus and m nuses as | said in the
testi nony.

And the other one, the colum 5, is the
accurrul ati on of the nunber of things that | think should be
re-evaluated. And that |line comes out higher than the
other. But | think the inportant thing is to look carefully
at each one of those default assunptions that | list in
t hose colums and | ook at the technical nerit of each in
terms of trying to get a systemthat is correct.

And that is really the focus of what | am
presenting, is trying to bring i deas and data that provide
technically correct information. And that is the end of ny
testi nmony.

JUDGE HUNT: Can you hit the |ights over there,
turn them back on. Well, are you ready for sone

questioning? Al right. Questions for -- okay, M.
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Rosenbaum

MR. ROSENBAUM  Your Honor, | want to begin by
renewi ng ny objection and noving to strike the testinony.

JUDGE HUNT: | will reserve on that for the
moment .

MR, ENGLI SH: Just for the record, | joint that.

JUDGE HUNT: All right, M. English.

EXAM NATI ON BY PARTI Cl PANTS

BY MR. ROSENBAUM

Q Do | understand the inpact of your proposal to be
on that raises the Class IIl price by something in excess of
30 cents per hundred-wei ght assunming that you are incorrect
and that, in fact, the casein value used was 0.78 in the
formul ation of the fornula? |Is that the bottomline that
you showed us?

A The bottomline is that the current pricing
formula at 78 percent in ny opinion msses 30 percent -- 30
cents per hundred-weight --

Q Maybe you didn't understand ny question. MW
question is, is the inmpact of your proposal one that raises
the Class Il price by 30 cents, assunming that you are
incorrect as to the question of how casein is treated? |Is
that right or wong? | am not asking you why.

A Okay.

Q | am aski ng you whether or not | amright about
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t he net inpact.

A The proposal all the way to colum 5, the answer
is yes.
Q Okay. Now, right now fat in Class Ill products is

pri ced based on the butter price, correct?
A Yes.
Q And you want to price fat in Class Il based upon

the cheese price, correct?

A Yes.

Q Class |1l contains products other than cheese,
right?

A Yes.

Q Is one of them anhydrous mlk fat?

A As to what | have been told, yes --

Q Yes.

A -- anhydrous mlk fat.

Q And does that -- is that sonething that conpetes

with butter in the marketplace?

A I guess that is not my area of expertise because
don't buy and sell butter. But it is a substitutable
product in formulation | would say.

Q And as of today, the pricing of the fat in
anhydrous mlk fat is the sane as the pricing of the fat in
butter, right, because they are both based on the butter

price?
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A From what | understand of the way the current
Class IV and Class IIl systemwoirks and with the assunption
that anhydrous milk fat is in Class |IIl, the answer is yes.

Q | thought you just told me a mnute ago that fat
in Class Ill is priced based on the butter price. Isn't
that what you said a mnute ago?

A Yes.

Q Okay. And so if anhydrous mlk fat is a Class Il
product, then by definition it is currently being prices
based upon the butter price.

A Correct.

Q And based upon your proposal, that will no |onger
be the case.

A That is correct.

Q Based upon your proposal, anhydrous nmilk fat is
going to be based on the cheese price, correct?

A Yes, if it is left in Class III.

Q Okay. And, indeed, 98 percent of what makes up
anhydrous mlk fat is fat, right?

A Yes.

Q So virtually the entire price of that product will
now be based upon the price of cheese, correct?

A In the current -- in the systemthat | have
proposed with that product in Class Ill, yes.

Q You have probably just destroyed the nmarket,



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

592
haven't you?

A | just found out this norning that anhydrous mlk
fat was in Class II1.

Q And so you have now concl uded that you have just
destroyed the market for anhydrous mlk fat?

A I think I would conclude that | discovered that
anhydrous mlk fat was in Class Ill that it is in the wong
place. That it should have been in Class |IV.

Q And woul d you concl ude that because it is -- |
hope everyone agrees beyond the scope of these hearings to
address classification questions that if your proposal is
adopted and there are no changes in classification as there
cannot be, that you have just destroyed the anhydrous mlk
fat market?

A That if there is no changes in classification,

yes, it is a problemfor anhydrous mlk fat.

Q Okay. And butter oil, Class IIl product?
A That | don't know. It is -- okay, it is a Class
I1l product.

Q Take my word for that one.

A Okay.

Q Same probl enf?

A Yes, if it isin Class III.

Q Okay. And there are sonme other products, plastic

cream evaporated or sweetened condensed mlk in a consuner-
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type package, those are both products that are Class II
products.
A Okay.

Q Correct?

A | -- if -- | amnot an expert on that. |[If they
are classified as that, | would accept that as correct.
Q And for those, as well, you will now be pricing

the butterfat in those products based upon the cheese
product price even though they are not cheese products.

A That woul d be correct the way the system stands
now.

Q And can one use butter instead of the -- well, let
me rephrase that. Are there practical alternatives to using

raw mlk to obtain the butterfat necessary to nake cheese

product s?

A Yes.

Q And, for exanple, one can use butter to nmake cream
cheese?

A You can -- on that | don't know on cream cheese.
On ice cream | know you can use butter

Q Okay.

A | have never used butter to make cream cheese

Q Okay. Cream cheese is also a Class Il product?

A Again, | amnot -- | don't know.

Q Okay.
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A | think it is a Class Il

Q Al right. But you would agree these are
potentially quite substantial problens fromthe adoption of
your proposal, correct?

A What | am proposing and what | said is that these
are technical issues to look at in terns of the way of
calculating the Class Il cheese price. And particularly, |
think I said in ny testinony, that the inpact on other
classes is sonmething that has to be considered. And clearly
the current system does not anticipate this type of change.

Q Now, | want to focus on this question about the
fat recovery in cheese.

A Yes.

Q Now, you understand that the current fornula uses
a 0.90 for that, correct?

A Yes.

Q And you are advocating that go up to 0.915,

correct?
A Yes.
Q Now, and that is based upon your view that the

average cheese plant, in fact, does recover something nore
like 0.915 of the fat in the cheese, correct?

A In my experience working with nmultiple plants
across nultiple conpanies, | would say that that would

refl ect what | have seen.
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Q Okay. Now, this is ny key question. Were do you
start your neasurenent when you reach that concl usion?
A At the vat.
Q Okay. Where do ny clients have to pay for their
mlk?

A At the farm

Q Is mlk | ost between the two?

A Yes.

Q Do ny clients have to pay for that?

A Yes.

Q Do we have to pay for the fat in that m|k?
A Yes.

Q Okay. Does your fornula adjust for that?

A As | said in ny description, that in the nmake
al l omance, the things that are part of the cost of doing
busi ness which is shrinkage and everything el se should
probably be reflected correctly in terns of a technically
correct make al | owance

Q But the reality is shrinkage isn't in the nake
al l omance today, is it?

A That is where | said in ny testinmony that it is
not very clearly defined what is and what isn't in the nmake
al l omance. And | don't know specifically.

Q Assune with me that shrinkage is not reflected in

the surveys that have been used to formul ate the nake



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

596
al l omance, either the surveys that are in the current system
or the surveys that people have tal ked about at these
hearings so far. That has got to be accounted for
somewhere, doesn't it?

A Yes.

Q O herwi se, you are deriving a systemthat is
basically giving ny clients no noney to pay for that two
percent or so shrinkage, correct?

A Correct.

Q And one way you can do that is through this yield
factor, right?

A From ny point of view, it would not be the
technically correct way to do it. The technically correct
way to do it is let the yield factor reflect what happens in
the maki ng of the cheese in the plant. And if there are
ot her losses or costs of doing business in the business, get
themin the nake all owance.

Q Al right. It has got to be either in the neke
al l omance or in the yield factor, correct? There is nowhere
else for it to be.

A Ri ght .

Q And for better or worse, the California Departnent
of Food and Agriculture, the Rural Business Cooperative
survey and the National Cheese Institute have all spent huge

anounts of tinme devel opi ng make al |l owance data that sinply
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does not capture shrinkage. As of these hearings today, it
is going to have to be in the yield factor, right?

A That is one place where it can be put, yes.

Q Okay. And -- all right. Wich would nmean you
woul d reduce the yield factor. | nmean, that is how you do
it. You don't increase the yield factor. You reduce the
yield factor, correct?

A You would -- by yield factor --

Q Well, you reduce the amount of fat that you are
assumng is being retained in the cheese.

A You woul d keep -- you would either use a 90 or a
91.5 in terns of the fat retention.

Q You woul d use a | ower nunber than you ot herw se
woul d.

A If you were going to try to conpensate for that
loss fromthe farm

MR, ROSENBAUM Okay. That's all | have. Thank
you.

JUDGE HUNT: Yes, sir.

MR, OLSEN:  Your Honor, mnmy name is Brad O sen. |
am the General Counsel for Leprino Foods Conpany.

JUDGE HUNT: Your | ast nane again?

MR. OLSEN: dsen, OL-S-E-N

JUDGE HUNT: ©Oh, Osen. GOCkay, M. d sen.

BY MR OLSEN:
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Q Dr. Barbano, | have a few questions. You are
going to have to bear with nme because | have been trying to
keep up with your testinony. Earlier we were talking about
the fat recovery, just a few m nutes ago.

A Yes.

Q M. Rosenbaum was tal ki ng about fat recovery. You
consider the fat recovery within a closed system isn't that
correct -- cheese fat?

A Wthin the cheese factory, once the mlk arrives
at the vat, that is correct.

Q And there are | osses, are there not, through the
manuf acturi ng process after the cheese vat that are not
accounted for in that 90 to 93 percent?

A Those are accounted for in that 93 percent in
terms of fat that is not retained in the cheese.

Q Okay. And throughout the process, it is true,
isn't it, that through the cleaning process, you have fat
solids and such that will collect on the pipes nmuch |ike
they do between the farmand the plant. That will happen
t hrough the plant, too.

A Right. There will be sonme | osses or disappearance
of fat in the plant that will be inplicit in that anount of
fat that isn't recovered in the cheese.

Q So there are those plant |osses or |osses of fat

t hrough the plant process, as well
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A Ri ght .

Q Okay. A couple of questions on nilk conposition.
And | certainly understand, Dr. Barbano, your expertise in
the area of m |k conposition. And it seens to be sonething
we all agree upon. Looking at milk conposition, if | |ook
at the appropriate -- and | amtrying to hear what you said
about being technically correct. So just bear with nme here.
If I look at your findings as to an appropriate fat-to-true
protein ratio, your conclusion is that is sonething |ike
1.17.

A I guess ny conclusion is that when -- by using
that ratio, it creates a situation where sonme producers wll
have a decreasi ng paynent per hundred-weight if they are
bel ow whatever the ratio is set or they will have an
i ncreasi ng paynment per hundred-wei ght when the butter price
goes up.

So noving the factor just changes how many peopl e
go up and how many people go down. |If you want to nove it
to somepl ace where half the producers go down and hal f the
producers go up in their dollar per hundred-weight as in
terms of that ration, then you would select a ratio that is
representative of the average of the mlk supply if that is
what you were trying to acconplish

Q What | amtrying to track along here is that you

would find that that 1.17 is nore reflective of the average
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m | k conposition.

A That was an exanple for that one popul ati on of
farms. | do not have data on what woul d be representative
either of the mlk going into a cheese -- all cheese

factories in the Federal Orders or the national mlk supply.
It woul d have to be a nunber that should be cal culated. |
don't have that nunber.

Q So the data in the proposal that you have
presented today is based upon the one farmmlk in the
sout hwest in '99?

A That is right. Just as an exanple, to show the
situation for that group of producers.

Q Okay. And then that was where you came up with

the average of 1.17 for that group of producers.

A For that group of producers, it just shows the
aver age.
Q And you haven't considered what that average woul d

be on a nationw de basis and what the inpact would be with
respect to your proposal
A My proposal would be to get away from using that

type of factor all together and cal culate the price of the

Class Il mlk differently based on the technical yields.
Q No, | understand. But you haven't considered any
of that other data. |n conparing your -- in devel opi ng your

study, you are conparing the results of your proposal with
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the current system

A Right. | have not taken another group of farms
and conpared it to the 1.28. And there will be variation in
what you get for a popul ati on nmean dependi ng on which group
of farms you sel ect.

Q Okay. And pursuing a simlar theme, on the
casein-to-true protein ratio, as | read your testinony on
several pages, but page 22 woul d probably be as good as any,
you have a 0.822 casein-to-true protein ratio for mlk
conposition. And that is sonething that you believe based
upon your expertise is an appropriate ratio.

A Well, it is reasonably close | think to what the
mlk supply if you did a big survey would cone out to be.
said between 82.2 and 82.4. And | think if you | ooked, you
woul d find the average of the mlk supply is somewhere in
t hat range today.

Q Okay. Now let's talk a little bit about the 75
percent, 78 percent crude protein in mlk, you know, with
casein level as a topic heading. Okay? |If | understand
your testinony, the -- you find that the generally accepted
average -- and, again, | am-- this relates to national mlk
-- or national mlk conposition. That the generally
accepted average woul d be 78 percent of crude protein in the
mlk is casein. |s that accurate?

A Has been a long-tinme accepted val ue since the



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

602
early part of the 1900s.

Q So you are confortable with that.

>

No.

Q The 78 percent?

A | have data to show that it probably is not a
correct reflection today.

Q And where is that data?

A Where is that data. The -- it is shown in --

Q Let me hel p you out here.

A Sur e.

Q If I look at page 17 --

A Okay.

Q -- towards the bottom third to the last line --
A Yes, okay.

Q -- does that help you?

A That's -- | amsaying that. And when | conme over

and give data on the follow ng pages, if we went back to the
publications that | have done on this, you could | ook at the
exact nunbers for casein as a percentage of crude protein.
And it runs a little bit less than 78.

Q Okay. So 77, 78, a little bit less than 78,
sonewhere in there.

A Yes, correct.

Q Okay. Okay. Nowis where | get a little confused

here. So | amgoing to walk through this sort of step by



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

603
st ep.
A Okay.
Q Al right. Now, your proposal uses as a default

value a 75 percent --

A That is correct.

Q -- default value for that nunmber instead of 78
percent.

A That is correct.

Q Okay. And as we have just tal ked about, that
value is not really reflective of the actual percentage of
crude protein that is casein based upon what we just talked
about .

A Ri ght .

Q Okay. And this would be one of the technica
factors you think should be corrected.

A | think should be corrected. And | think in ny
opinion, 0.75 is what has really been used in the current
system As | have shown on page 1 of the two-page testinony
docunent that | presented to denonstrate that when you
calcul ate the change in yield per change in protein using
the Van Slyke forrmula, that the 1.32 can only be arrived at
when you are using a 0.75 as the casein follow ng the
procedure that is given in the final rule on page 183.

And in my opinion, that is the technically correct

way to calculate the change in yield per unit change in
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protein or casein.

Q Okay. So let's talk about your -- this is Exhibit
16, right, that two-page cal cul ation?

A Yes.

Q And if you look at the top of that page, it refers
to page 183 of the final rule. And there is a quote there.

A Yes.

Q And in the second line, it says, "Calculating the

change in cheese yield if an additional tenth of a pound of

protein" --
A Ri ght .
Q -- and then it goes on, correct?
A Yes.
Q And so that would seemto be based on an

i ncremental value or yield of protein, not the average that
is contained in the mlK.

A That is correct.

Q Okay. And do you know what the basis of -- or
what led to this particular wording in the final rule? Do
you happen to know?

A I don't know. But | know fromthe point of view
of what will happen in a cheese factory. |If | nmake cheese
cheddar cheese froma mlk that has a tenth of a percent
hi gher protein, that | can calculate with this fornula what

the difference in yield will be. And | knowthat if | use



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

605
the 0.75, that it is going to give ne a 1.32. That is going
to be the change in yield for a change of 0.1 pounds of
crude protein. And if | use a 0.78, the change woul d be the
1.371.

And from nmy point of view, the current systemif
it was using the 1.371 adjusted then to a true protein basis
which would nove it to a 1.456, would then put it in ny
opi nion on the 78-percent basis.

Q And that is the basis of that exhibit we were just
tal ki ng about.

A That is right.

Q That Exhibit 16. Okay. And, again, and | know
|'"ve said this several tines, but if you could just answer

my questions and sort of walk nme through this baby steps if

you will before we get too far into the other formulas and
factors and the like, it will help. It will help ne.
A I will try.

Q Okay. Now, if I want to get a 75 percent protein
into the cheese, if | want that to occur, all right, if |
want to have 75 percent protein recovery in the cheese, |

need to start with sonething higher in the mlk.

A That nunber is not protein recovery in the cheese.
If you go back to -- and we are tal king about two different
t hi ngs.

Q | agree.
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Q Okay.
A Then

cheese, if you want to achieve that.

okay.

et

me -- 75 percent

Q Because if you have that,

situation, correct?

606

protein recovery in the

Yes.

you have a different

And you woul d have to start at a higher

percentage of protein in the mlk in order to get that type

of a recovery |l ogically speaking.

A Changi ng the protein |eve

change your percentage of that

recovered in the cheese.

inthe mlk will n

protein --

of protein

Q If | have 38 percent noisture cheddar cheese
A Correct.
Q -- obtained fromone pound of protein with 75

percent of the protein going into the cheese as

usi ng the Van Sl yke fornul a,

hi gher, a hi gher

have got to have soneth

percentage in the mlk.

A | guess |

protein recovery,

say you had a 3.2 protein --

Q Sure.

am not follow ng you.

In terns of

if you were recovering 75 percent --

ot

cal cul at ed

ng

let's

And we have got a percentage of casein in

the mlk, 78 percent.

A Okay.
MR. OLSEN
actually help. Let

me j ust

if

You know what,

I think this m ght

my,

have got an
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exhibit that | have prepared, Your Honor.

JUDGE HUNT: All right. W wll mrk this as
Proposed Exhibit 18.

(The docunent referred to was
marked for identification as
Exhi bit No. 18.)

MR, OLSEN. Here are a few nore copies if anybody
wants one.

JUDGE HUNT: Can you have Dr. Barbano identify
what that is, M. Osen?

MR. OLSEN: Yes, | will, Your Honor.

JUDGE HUNT: Okay.

MR. OLSEN: And | would also |ike Your Honor to
take judicial notice of the order or the ruling here in the
Sout hern M chi gan Marketing Area that was published as a
result of public hearings held in Mchigan in '93 and ' 94.
These are two pages fromthat entire docunent.

JUDGE HUNT: This is Exhibit 18?

MR. OLSEN: That is correct, Your Honor.

JUDGE HUNT: You are asking official notice of
t hat .

MR. OLSEN: Yes, sir.

JUDGE HUNT: All right.

MR, OLSEN. W thout the annotations on the page

that | amgoing to ask Dr. Barbano to speak to for just a
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nmonment. And | would |like to have Exhibit 18 offered into
evi dence.

JUDGE HUNT: Offered into evidence or take
official notice?

MR, OLSEN. Well, let's start off with taking
official notice.

JUDGE HUNT: Okay.

MR, OLSEN. Okay? And then --

JUDGE HUNT: Does anyone have any objection to
taking official notice of the Federal Register on the rule
that M. O sen referred to?

UNI DENTI FI ED MALE SPEAKER: Can you identify it a
little nore specifically?

JUDGE HUNT: M. O sen, can you identify that --

MR, OLSEN. Sure. It is the proposed rule. It is
at Federal Register August 18, 1995, Vol une 60 Nunber 160,
pages 43066 to 43089, 7 CFR Part 1040. And specifically, |
have got pages 1 of 46 and 16 of 46 that | have handed to
Dr. Barbano as potential exhibits.

UNI DENTI FI ED MALE SPEAKER: Are these exhibits

MR, OLSEN. Well, right nowit is official notice.
Okay. And | want to ask Dr. Barbano to read --
JUDGE HUNT: Any objections to take official

notice of the Federal Register? No objections. Then | will
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take official notice of the Federal Register you referred

to.
MR, OLSEN:. Thank you, Your Honor
BY MR. OLSEN
Q Dr. Barbano, now | have marked a paragraph,
paragraph 3. |If you could read that to yourself because

am goi ng to ask you sone questions about it.
MR, COOPER: W don't have enough copies. So
t hi nk sonebody should read that out |oud --

JUDGE HUNT: Do you want to read it, M. O sen?

MR. OLSEN: Sure, that's fine, Your Honor. | will
read it. It is on page 16 of 46 of the docunent | have
previously referred to, paragraph -- it is the third

paragraph at the top of that page. That is at the very end
of page 43073 of the Federal Register

"Undi sputed by hearing participants was the
1.32" -- excuse nme -- "1.32 factor which represents the
pounds of 38 percent npisture cheddar cheese obtained from
one pound of protein with 75 percent of the protein going
into the cheese as cal cul ated by the nodified Van Sl yke
cheese yield formula. The hearing record indicates that
nodi fi ed Van Slyke formula accurately neasures increnmenta
changes in protein. This accuracy supports the concept."”
And then it trails off the page. But that is the key part.

BY MR. COLSEN
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Q And then over in the right-hand colum, Dr.

Bar bano, | have a reconciliation where with -- of how you
get to 74.88 percent protein in the cheese. Could you take
a |l ook at that calculation and see if that is accurate?

A Up to the point, the calculation takes the 3.2
percent protein, nultiplies by 0.78 to get a 2.496 pounds of
casein in the mlk, then subtracts fromit 0.1 for a casein
loss to give a 2.396 casein in the cheese. Up to that
poi nt, | am okay.

At the next step, it divides that nunmber by 3.2.
At that point -- let ne read the paragraph again -- in ny
opinion, that is not the increnental change or the change in
-- when you divide by 3.2, that is going to give you the
anount of protein in the cheese.

Q So up to there, we are okay. W' ve got the
protein.

A Up to there, we are okay. But the value that you
achieve that way will not be the increnmental change in
cheese yield by dividing that by 3.2.

Q But that will give ne the -- and | agree with you.

A Ri ght .

Q But it will give ne the 74.88 percent protein in
the cheese given this formula.

A That is -- okay. The value conmes out to 74.88.

Q And - -
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A The question of the neaning of that value --

Q Well, right now, sir, | just want to --

A Okay.

Q -- | just want to -- take us again one step at a
tine.

A Okay.

Q Al right. So | have got 74.88 percent protein in
the cheese --

A Correct.

Q -- which is what we are tal king about in this
paragraph that | have highlighted with 75 percent of the
protein going into the cheese.

A Yes. The 74.88 percent of the protein that was in
the mlk has gone into the cheese.

Q Okay.

A Correct.

Q And you are famliar with the M chigan heari ngs.

A Yes, in general. | think -- actually, | think
was there for part of it.

Q Okay. Probably several of the folks in this room
were there. And this Mchigan hearing was the first tinme in
this rule that derived fromthe M chigan hearing was the
first tinme the nmultiple conmponent pricing was adopted into a
Federal Order. And that is correct to your know edge?

A To my know edge.
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MR. OLSEN: | would like this offered into
evi dence, Your Honor

JUDGE HUNT: Pardon? All right. M. O sen has
noved that Exhibit 18 that includes the -- your notation or
figures on the side, that is what you are offering as an
exhi bit?

MR. OLSEN: Correct, Your Honor

JUDGE HUNT: All right. Exhibit 18 into evidence.
Anybody object to it? That includes his conmputations on the
side in the margin.

MR. COOPER: What was the representation about the
conmponent pricing?

MR. OLSEN: Pardon?

MR, COOPER: You nmde sone representation about
conponent pricing. Mybe we msheard it.

MR, OLSEN. Oh, no. Well, | don't know what you
heard, of course. But what | neant to say was that the
concept of nultiple conponent pricing as such and being
adopted into the Federal Order System that this occurred --
maybe this is a better way of phrasing it -- that it
occurred prior to the final rule that we are di scussing
t oday.

MR, COOPER: Prior to your exhibit?

MR. OLSEN: No. Prior to the final rule --

MR, COOPER: I'mjust trying to figure out --
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MR. OLSEN:  No, no. | understand.

MR. COOPER: Are you trying to say that this
Sout hern M chigan was the first time that multiple conponent
pricing was adopted in the Federal Order?

MR, OLSEN. What | amclarifying --

MR, COOPER: Ch, okay.

MR, OLSEN:. Okay -- is the final rule that is the
subj ect of the hearing today, what we are tal king about
anmendi ng portions of it, okay?

MR, COOPER: Ch, okay.

MR. OLSEN: That final rule was not the first tine
that multiple conponent pricing was adopted in a Federa
Order. |Is that a better way of phrasing? You fol ks are
certainly better than I. But --

MR, COOPER: Yes. It sounded |like you were saying
Sout hern M chigan was the first place to have it.

MR, OLSEN. Well, that is what | said initially.
And then | realized that that probably isn't accurate,
particularly given your reaction.

(Laughter.)

JUDGE HUNT: All right. The question is still are
there any objections to Exhibit 18?

MR. YALE: Your Honor.

JUDGE HUNT: M. Yale?

MR. YALE: VYes, Ben Yale on behalf of select mlk
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producers of western states and other conponents of proposa
1 and others. W do object because the nunbers that are on
the side are not Dr. Barbano's nunbers. And if they want to
put on a conponent to explain what those nunbers are, what
they mean so we can cross exam ne them fine.

But that is not his exhibit. He didn't generate
those nunbers. He doesn't fully agree with them or the
nmet hodol ogy. And if they want to put it in sone other way,

that is fine. But | think at this point, we would object to

t hat .
JUDGE HUNT: Do you al so object, M. Beshore?
MR. BESHORE: Yes.
JUDGE HUNT: For the same reason?
MR, BESHORE: Well, it is hearsay, declarant
unknown.
(Laughter.)
MR. OLSEN. The declarant, Your Honor, may | --
JUDGE HUNT: Dr. Barbano did verify the
mat hematics, that it was correct. So | will accept Exhi bit

18 and enter it into evidence.
(The docunent marked for
identification as Exhibit No.
18 was received in evidence.)
MR, OLSEN. Thank you, Your Honor

BY MR. COLSEN
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Q A few nore questions in ny trek through this, Dr.
Bar bano. Dr. Barbano, | am | ooking now at the first page of
your testinony.

A Okay.

Q And in particular, | amlooking at the first
sentence or --

A Yes.

Q -- the first sentence or two. And then that is a

recitation of your areas of expertise?

A Yes.

Q Is it conplete with respect to the dairy industry?
A I would say so

Q Okay. And a little bit -- | amused to a |lectern.

So | am struggling here trying to keep everything together

Page 3, top of the page, second line. | heard you to say
when you reading fromthis ranging from1.145 to -- it reads
1.18. | heard you to say 1.8.

A It says 1.18.

Q Okay. Would you agree that your new nethod or
proposal is significant?

A Significant.

Q Well, let's put it this way, is it new, a new
concept that you have unveil ed?

A Actually, it is -- tonme it is not newto ne in

that it is the Van Slyke formula used in a conplete mass
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bal ance technically correct way.

Q To those of us in the rest of the industry, would
you object -- would you find it a fair characterization that
it appears new?

A Yes. And that is why it was put on the website
ahead of tine to let people take a look at it.

Q And | do appreciate that. Have you read the

hearing notice --

A Yes.

Q -- for this hearing?

A Yes.

Q I's your proposal in the hearing notice as a
proposal ?

A No, it is not.

Q Okay. In your testinony, you discuss the
i nconsi stency between the 39 percent npoisture content and
the barrel price, correct? And -- | should give you the
rest of that sentence, that would be fair. Between the 39
percent mpoisture content and the barrel price and the 38
percent npoisture content in the yield assunption used in the
current Class IIl price formula. That is one of those
techni cal areas that we should | ook at?

A Okay. | think -- let ne state the barrel yield
and price is adjusted to 39 percent. The npoisture content

used in the calculation for the Class Ill price is 38. |
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said that the price -- the noisture content of the bl ock
cheese is probably sonmething less than 38. And it has got
to be at |east 36.5.

There was 62 percent of the cheese in the survey
roughly is barrel cheese. And | know that that price for
barrel cheese is what it would be at 39 percent npisture.
And | said that if we nmake sone assunptions about the bl ock
cheese, it has to be at |least 36.5, that probably the rea

average noisture in the survey with the adjustnment is

somewhere near 38. | think the nunber was 38.05 --
Q Okay.
A -- in terns of an estinmate because we've got the

38 percent of the cheese, we don't really know what the

noi sture content is. And that 62 is nore of a long-term
average of the proportion of the total cheese in the survey
that is barrel cheese.

Q And is it accurate that your forrmula in ternms of
adj usting for consistency, you still contain in your formula
the three-cent add-on to the barrel price? |Is that
accurate?

A In my forrmula, | amusing the NASS price just the
way it is or just doing the noisture adjustment that changed
when | went fromthe 38 to 36, just ran in reverse the
cal cul ation NASS would use to go from 36 or |ower which

woul d be the barrel cheese conposition when it is really
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made, up to 39. | just reversed that because their price

that they have stated is supposedly a price at 38.

Q And that -- and the NASS survey contains as a
piece, if you will, the three-cent add-on --

A Yes.

Q -- for the barrel price.

A It is already --

Q Okay.

A -- whatever they have in there is what it has.

Q So it is still there. That three-cent add-on
price is still in there because you are taking the NASS

dat a.

A That is right.

Q Okay.

A | just use the NASS dat a.

Q And were you here for Dr. Yonkers' testinony
earlier?

A For part of it today. | was not here yesterday.

Q Yes, just today. Were you here today when he
di scussed --
A Thi s norni ng.
MR, OLSEN. -- the -- well, now | say he discussed
it today. You know what, | will |eave that for now and
check because | wasn't here yesterday either. So let ne

just check before | ask you about testinmony you may not have
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heard. Okay? And that is it for now Thank you.

JUDGE HUNT: M. Marshall?

BY MR MARSHALL

Q M. Barbano, we have never worked together before.
I amfroma co-op based in Seattle known as Nort hwest
Dai rynmen's Association. And my nane is Doug Marshall. | am
responsi bl e for the producer side of our operation. And
want to focus in that direction for a nonment.

The first part of your prepared testinobny that is
in Exhibit 4, | want to talk a little bit about sending
price signals to producers. And as | recall, the -- as |
i nterpreted your nunbers, the kinds of price volatility we
have seen in butterfat have led to some inconsistent results
in the fat value of -- in the value of fat used in cheese.
And you saw this as sending inappropriate signals to
producers.

My question for you is, in sum but | will do it
step by step is how inportant that is in the greater schene
of things. Do you have a sense that producers can respond
qui ckly to the kinds of changes in fat value that have been
represented in your graphs that show that volatility we have
had over the | ast couple of years?

A Producers can nmeke sone responses in terns of
feedi ng techni ques to change fat |evels several tenths in a

relatively short period of tine.
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Q In the situation we had in 1998, the fall of '98
when, as you recall, butterfat reached record prices, the
probl em you are conplaining of, if | interpret it correctly,
is that the fat value in cheese wasn't as high as the even
hi gher fat value in butter clearly was. |s that correct?

A Can you repeat that agai n?

Q Sure. | understand the problemthat you are
indicating is that the fat value in cheese was not as high
as the fat value in butterfat. Therefore, it was sending --

excuse nme, as the fat value in butter.

A Butter.

Q Therefore, sending a wong signal to the
producers.

A Vel l, what that did was it creates a | ow value for
the skimportion on the fat -- in Class IlIl. And as a
result, when the -- for some segnent of the popul ation of

producers being paid, that if their nmlk conposition was the
same as it was a nonth ago in terns of fat and protein
content, their price per hundred-weight went down if they

had a ratio of fat to protein below the 1.28.

Q In other words, if they had relatively low fat in
their mlKk.

A Yes.

Q Arelatively low fat test would di sproportionately

give them a | ower value than their neighbor with a higher
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fat val ue.

A Well, a neighbor with a higher fat val ue would
al ways have a hi gher price.

Q Well, we are not comrunicating here and it is
probably ny fault. So | apologize. But it seems to ne that
the price signal that you are conplai ning of which you are
quite correct in your math shows a | ower skim value, the
price signal that should be sent in that kind of market that
we saw in the fall of '98 is produce nore butterfat.

A | guess, yes, there was a need for nore butterfat.
But at the same tinme, since the skimvalue went down and the
pri ce per hundred-wei ght went down, the signal was, you
know, | don't need nore milk. That at the milk conposition
that | had |last nonth, that since the price that | am being
offered this nonth bei ng one of those producers on the | ow
end is |ower than what | had last time, it is hard to get
notivated to delivery nore mlk or nore fat.

Q We clearly have some things to explore here.
think we are both assunming for purposes of this discussion
that in market conditions like '98, we had had in effect the
proposed Barbano proposal and/or the final rule that didn't
go into effect until January.

A Okay.

Q And -- well, let's just take it a step at a tine.

First of all, you would agree, wouldn't you, that the price
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signal sent to producers would depend a whole | ot on how the
Federal Order chose to express the conmponent val ues of

butterfat and protein and other solids?

A Yes.
Q And are you proposing the change in conputations
that you have described would also be the -- would al so be

transferred over to the producer side where the butterfat
val ue paid to producers out of the pool would equal the
butterfat value in Class Ill, the protein value paid to
producers paid to producers would equal the protein val ue
pai d by processors and the other solids value paid to
producers would be the sanme as that paid by Class Il
processors?

A As | heard you, you are going into the pool. And

I amlooking at the Class |IIl price calcul ation.
Q You are | ooking at the Class Il processors, right?
A I am |l ooking at the mininmm price.
Q To a processor buying mlk at Class I11. Ckay.
Are you --
A The Federal Order nminimumprice. They can pay

nore than that, but this is the Federal Order mininmum price.
Q Are you aware that those sane conponent prices are

used to pay producers per hundred-wei ght and -- excuse ne.

They are not either. They are used to pay producers their

conponent val ues that make up the Class IIl portion of their
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m |k check?

A Yes.

Q Okay. Are you assuming then that producers would
be paid butterfat prices, protein prices and other solids
prices that would be the same as cheese-nmkers woul d pay
into the pool?

A The cheese-nmekers woul d be paying into the pool or
inthe Class Il -- what happens in the current systemin
that scenario is the fat value went up and the price per
pound of protein went way down. At the sane tinme in the
systemthat | am proposing, that price per pound of protein
won't go down because it is not using that calculation with
the fat. And the fat value would track with the cheese
val ue.

Q | think | understand that. And that is what you
descri bed as what a processor of cheese should pay into the
pool --

A Correct.

Q -- for his conponent tests -- based on his
conmponent tests. And | am asking you, would you use the
same conponent val ues to pay producers?

A Yes.

Q So that the conponent values paid to producers
woul d reflect the value of butterfat as cheese, not the

val ue of butterfat as butter.
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A In terns of paying -- if | am paying producers
that are going to cheese factories and | am establishing a
price for conponents to use for everybody, we are using the
same price per pound for those conponents for everyone.
Right? Is that --
Q Well, no. | think that we have maybe a
di sagreenent here or a mi sunderstandi ng about where | am
going with the testinony. And you are not hel ping ne get
there. And | amafraid that -- if you and | could sit down
over a beer, we would have pretty good conmunication. But
today, we are doing this through a formal process and we
don't even know each other. So this is tough
But | amtrying to focus on the price signals to
producers. And today the price signals to producers are
t hat component values, at least in the -- those orders, the

majority of the orders that have conponent pricing, we have

a Class |IIl value that is broken down into conponents --
A Okay.
Q -- that are used as the basis for Federal Order
paynments -- excuse ne, the Federal Order calcul ation of

paynments due to producers. The protein value is as
calculated in the Class Ill price fornmula for processors
which is to say that the butterfat portion of the conponent
val ue received by a producer reflects the butter price and

not the cheese price.
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A Currently.

Q Currently.

A Yes.

Q Are you proposing to change that?

A The --

Q That is where | have been headi ng.

A And what mny proposal has done has arrived at the

protein value and the fat value and trying to get that
technically correct.

Q Wthin the context of a cheese plant, right?

A Wthin the context of a cheese plant and within
the context of the Class IIl mninmumprice. | have not gone
any step further than that in ternms of how you will dea

with producers or things in other classes.

| have just focused on getting to the technically
correct protein value per pound and fat val ue per pound and
try to make that so that we don't create situations of
changi ng protein value when you | ook at the fat val ue going
up and the protein val ue going down.

And | as a cheese-maker -- and it does the sane
thing in reverse. You can make the opposite argunent just
as well that when the fat value is really low, that protein
costs per pound | ooks high relative to what the powder is
over here. It can go either direction. And what this -- in

terms of what | was trying to acconplish is taking out those
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bi g swi ngs.

Q Okay. Well, let's focus then on what you want to
tal k about which is a cheese plant. But before | nobve on
then, | amgoing to take that answer to ny |ast question as
a no, that in effect you are not proposing a change in the
producer conponent val ue cal cul ati ons.

A | am not proposing -- | amnot going that far.

And | haven't really gone through to cal cul ate anything on
t hat .

Q And just so you know what the problemis there,
there are nore classes in the Federal Order than Class III.

A That's right.

Q And one of the virtues of the present systemis
that producers historically and | think in the future relate
the butterfat value to the butter market. And if we didn't
do that, if we in fact sinply used your fornula for the
butterfat price as the pay-out price to producers, you would
no | onger have that happen.

A And that is where --

Q And that is the problem| amtrying to address
here. | amhearing you say it is not what you are --

A So | am assuming that there is still a separate
price in Class IV for butterfat.

Q Ri ght .

A The choi ce of what fat value you use for paying
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for fat in other classes is a different question.

Q Ri ght .

A And | have no opinion on that. | aml ooking at
the technically correct way to get the fat and protein
val ues worked out on the cheese.

Q | understand that you are telling me that you are
not proposing that there be a change in the butterfat val ue
on the producer side. | also assune then that you have no
opinion as to what the protein value paid to producers

shoul d be or how it should be cal cul ated either

A The protein value paid to --
Q Pr oducers.
A -- producers --

Q That goes beyond your study, does it not?

A It goes beyond what | am doing there other than
the fact that it arrives at a price that could be used to
pay producers based on that Class Ill value. |If there are
ot her rational es and other reasons for blending or doing
things across classes, that is a separate issue that |
haven't gone that far to address. | amjust trying to
establish a technically correct protein value in the cheese
mlk side.

Q | understand that. And I think we are al
understandi ng that that is not where you have gone with this

nodel . It does propose sonme technical problens in ternms of
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the hearing notice.

A Yes.

Q But | amnot going in that direction. | am not
objecting to your testinony in terns of it being introduced
here. | amjust sinply stating that | understand your
testinmony to be that you are not proposing anything with
respect to how producers should be paid in the conponent
pricing systemto producers.

A | am proposing only how to arrive at the val ue per
pound of protein and pound of fat. And --

Q To a cheese plant.

A -- to -- for the Class IIl price -- for the Class

[1l mninmumprice which would be to | guess since they would

pay Class IIl in an order plant --

Q Ri ght .

A Yes.

Q In fact -- and believe ne, | amnot trying to
browbeat you here at all. But | think we described earlier

the fact and you discussed with M. Rosenbaum the fact that
you really weren't aimng it to a butter oil plant or to
producer prices or to anything.

A Right. That's right.

Q Just to cheese plants.

A That's right.

Q Okay. So now | think I can nove off of the
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producer side and sinply note that unless |I am m ssing
sonmething here, | would invite you to anplify that the
producer signals are sent in producer conponent pricing.
And producer signals are not sent on the Class IIl price as
conput ed or as cheese plants have to account for it. The
formula, in other words, by which the cheese plant pays into
the pool does not send a price signal to a producer by
itself, does it? Only the Federal Order price to producers
sends the signals to producers.

A Utimately, the blend price sends the signal

Q Okay. And | will drop that line of inquiry.
Quite related to it though is the fact that we as a co-op
are selling cream sonetines to cheese plants. And you
tal ked about fortification and ideal fat-to-casein ratios
and you understand | think about the fact that sonetines
cheese plants buy creamto achieve the right bal ance of a
fat to casein ratio.

Have you gi ven any thought to what disconnecting
the creamvalue of Class IV fromthe cream value of C ass
1l would do to the econonics of the nodel that you have
proposed when cheese plants have to buy milk from outside
sources in a formof creamwhere there isn't available a
churn to put it into Class IV at tinmes |like 1998 when you
had a very high butterfat val ue?

A When you had a very high butterfat value. So if
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the value of fat and cream was higher in other classes, as a
cheese-nmaker, | would have to nake a decision in terms of
eval uating the econom cs of ny business of can | afford to
buy that cream WIIl it free up and be available in the
mar ket pl ace when sonebody has got an alternative to go to a
hi gher price. Probably it won't.

And | should be thinking the other way. If | am
maki ng ny cheese at 53, 54 or 55 FDB, if | am making barre
cheese, does it make sense for nme to actually renmove fat
frommy mlk and nove it out. M total net incone on the
mlk | purchased night be nore by changing the conposition
of ny cheese.

Q Right. And then ny question -- and | think that
is exactly right. That is exactly what would and shoul d
happen. And so but my question was what is the inpact of
that on the nodel that you have proposed? In other words,
your technically-correct ratios would no | onger apply, would
they, without that additional fat necessary to achieve the
bal ance that you have assuned?

A The ratios -- everything still applies. It just
at that point becones an econonic decision doing the nath
that as a cheese-neker, the inpact of that fat on nmy yield
to give ne the higher FTB, does it give me nore return if |
keep it there or does it give ne nore return if | take sone

of the fat out of the m |k and get a hi gher cream val ue for
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it selling it out of the plant, does ny net total return
fromthe sale of cream plus cheese cone out higher than
|l eaving the fat in the mlKk.

Q Al right. So the baseline would be your study
techni cal assunptions. And perhaps you could do better by
| eaving the fat out of the mlk. | think that is right now
that | think about it. Yes.

A That perhaps you can do better. But the other
alternative, if that plant let's say has been runni ng 53
FDB, they want to keep that FDB. But they have been
fortifying with nonfat solids to bring the composition up
whci h is beyond what is in the base Class IIl. But, again,
they get to the point of saying what is the price of powder
and what is the price of cream and should | still be buying
t hat outside cream and using that powder or should | get out
of that.

And, you know, again, the value of the cream
outside will be factored in in terns of what is the right
econoni ¢ deci sion for the cheese-maker to do. They are
doi ng that now every day.

Q Does it work that way because your nodel assunes
no fortification?

A The nodel | have assunes no fortification. When
you start assuming fortification, it changes everything.

Q Right. And that is what | was really getting at
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when | say if you take cream wouldn't it change your nodel,

al so?

A It wouldn't change the nodel. What happens is
that it is totally dependent. It just an econoni c deci sion
based on the value of the fat outside that cheese plant. |If

it is valuable enough, then if you just do the cal cul ati ons,
it will tell you at this point it nakes nore noney by
putting that creamout. Now, it will take quite a
difference to trigger the hassle of doing that if you have
got the equipnment to do it.

Q Well, let's get beyond that because | am not a
techni cal guy cheese plant-wise. But let nme just tell you
what | will argue in brief here and | will et you coment
on it in advance.

A Okay.

Q | amgoing to argue that if you have a disparity
between the price of butter in the Chicago Exchange and then
the NASS surveys and the price of cheese, that there will be
a tendency to nmove mlk towards butter powder plants and
that the cheese plants would have to pay nore for the mlKk.
And there is no way for themto recover that cost either for
the milk or for the cream

And that as a result of that, the lack of synmetry
between the butterfat price and the cheese butterfat price

wi |l cause an extra cost factor that is not anticipated
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either in the proposed yield fornmulas that you offer or in
t he proposed nmeke all owances that we have been thinking
about here at this hearing.

A | guess | would ook at it differently. And
woul d say if | was an aggressive cheddar plant doing
busi ness to nmeke noney, | would be there fortifying and
using extra cream This becones a decision. |If you are
telling ne that the value of creamis getting higher, that's
-- in the other use, in Class IV, what is really needed in
the market is sone cream needs to be freed up

Here | am as a cheese plant using extra creamto
work with powder. And you are -- what the system does when
that price goes up is it dangles a carrot if there is a
difference in fat value in the cheese versus the Class IV to
get that creamto cone fromthe cheese plant over into the
butter plant.

And that will -- in my opinion, not only the
effect of getting rid of that volatility in the protein and
fat type of changes, the pounds -- the value per pound of
fat, value per pound of protein. That, in addition, when
the value of fat in Class Ill calculated this way gets very
different than the value in Class IV, it is either going to
nove fat -- when the value of fat is |ower than cheese, the
cheese-naker is going to have an incentive to double

st andardi ze and push and use creamthat is available. And
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the reverse will happen when the difference goes the other
way.

Q | fully agree. And | guess the concern that | am
addressing really is as follows. | have cheese pl ant
custoners who occasionally will buy mlIk from our
cooperative. Right? | also have a subsidiary conpany that
has butter powder plants and cheese plants. Right now,
today we have very high butter fat value relative to the
val ue of a pound of cheese and relative to the value of a
pound of powder.

So we are nmoving all of our milk into a nonfat dry
m |k and butter operation whenever possible rather than
putting it into a cheese plant. Do you understand the
prem se here for the question | am about to pose?

A Yes.

Q Now, when one of cheese plants might conme to ne
and say | would like additional mlk, my preference is to
put it in our butter powder plant because that is where
get the highest return. And they are not going to get that
mlk fromme unless they pay a premiumfor it. And that is
not accounted for in any way either in the NASS survey and
its relationship to the costs of processing or in any other
way in the nodel you propose. They sinply can't buy it.

A Well, why wouldn't that -- to nme the cheese plant

woul d still buy that mlk. And if you need that cream |
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will buy it, pull out what extra fat | don't need to keep ny
mlk supply and get the creamto that butter plant.

Q Well, hypothetically -- and you used a good
term nol ogy. You tal ked about harnoni zing the whol e system
from beginning to end --

A Ri ght .

Q -- fromthe NASS price right on through. And
support that as one who has been working through these kinds
of issues for ten years. And what | amgetting at is if a
cheese plant then has to pay a premumto nme, how is that
going to -- to obtain the nmlk away froma butter plant, how
is that going to be reflected back to the cheese plant in
some way that that cheese plant can pass it on to the
mar ket pl ace?

A In other words, the problemis the cheese plant
wants to bid up the price of nilk to equate to the higher
butter val ue.

Q | guess the question is what is the cheese price
doi ng at that point.

A Vell, let's use --

Q If the cheese price is relatively low and the
butter price is high, it tells me that there is not a big
signal fromthe marketplace that the market wants cheese.
That is the situation we are in today, isn't it?

Now, if a cheese plant wants to buy milk though,
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how do they recover that additional cost that | need to
charge to give up the value of the butterfat that | can get
out of our butter powder plant? Do you see my concern? Do
you have a comrent as to how that can happen?

A | guess --
Q The cheese plant is only going to pay into the

pool the |ower butterfat value that your formula would

provi de.
A Correct.
Q Any over-order prem uns are not going to be

accounted for either in your yield formulas, certainly not,
or in your nake all owance.

A Ri ght .

Q Where does that | eave the cheese plant who wants
to buy mlk away froma butter powder plant?

A | guess the thing is that the cheese plant would
buy that m |k, take out the creamand sell it to that -- the
cream price is high. They need creamis what you are
telling nme. They night even pay a premiumfor it. And as
cheese-nmaker if | get that mlk and I keep what | need to
make ny product, take out the creamthat has a higher val ue
in that plant down the road and send themthe cream --

Q Okay. | think that is a good answer.

A -- | take it.

Q Then what you are saying is you don't see a price
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available -- you don't see a problemwi th the fact that the
butterfat prices would be different for the two potentia
mar ket s.

A I don't see a problem | actually think it will
make fat nove to and away from a cheese-nmaker when the
mar ket needs fat and there is a higher price outside. The
cheese-naker will have an incentive to give up fat and the
reverse is true, also

Q Okay. | will have to think about that before |
write ny brief. Let's talk about the yields in broad scope
here. One of the points that you nade in your formulas --
in the derivation of your formulas is the need to consider
what a nmodern efficient plant has denonstrated in your
experience as the ability to obtain higher yields
essentially. Wuld you agree that the ability to recover
fat in the formof cheese or the ability to elimnate plant
| osses, shrinkage, depends a little bit on the age of the
equi pnent and the cost of that equipnent?

A The -- because there is things correlated with age
in ternms of design, that newer equi pnent that is wel
designed is likely to give better recovery of fat than ol der
equi pnent that hadn't advanced in technol ogy to the sane
| evel that the new equi prent has.

Q Roughly -- in your experience, what would be the

time franme in which the nore nodern generation of equi pnment
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evol ved and where those higher yields if | can just broadly
use that term-- when those higher yields becanme possibl e?

A Okay. | guess if |I go back to a paper that |
publ i shed that was based on a study that was done in the
late '70s, '78, '79, at that point in four factories in New
York State, the factory that had the best recovery in
cheddar cheese-maki ng was getting around 89, 89.5 percent
fat recovery. And the factory that was getting the worst, |
t hi nk, was about 82. So substantially |ower than the
nunbers that we tal k about today.

Q That was what year again, '79?

A That was back about '78, '79. Over a period of
time and really, | would say in the late 1980s, early 1990s
is where we really saw the introduction of conpletely new
desi gns of cheese vats in terns of the horizontal vats that
had a different nmethod of cutting and agitation. And one of
the things that you see clearly in factories, that when they
switch to that type of design, the fat |oss and the whey
goes down.

And the fat recovery in the cheese goes up in
cheddar cheese-making. So | would say that as we have
gotten into the "90s, it is dramatically different than what
the situation was in the late '70s and the first half of the
1980s in terns of fat recovery in cheese.

Q Do you have any information that would allow you
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to conmpare the overall efficiency of a plant, let's say,
built before 1990 with those that have been built since 1990
with respect to other factors than just yield?

A | guess with respect to other factors other than
yield, the key thing in terns of efficiency would be the
econoni es of scale and the big increase in plant size. Adn
that is not so nmuch the efficiency of cheese-nmaking and
recovery of solids, but the efficiency with respect to the
pounds of cheese per man-hour, per unit of fixed cost and so
on.

Q Hi gher degree of capital cost.

A Yes.

Q And | agree with your point. And | will tell you
what | amgoing to argue fromthat. And then you can
comment if you wish. | amgoing to argue fromthat that a
pl ant study -- a plant cost study that uses the older plants
woul d have to assume a different yield that a plant cost
study that uses only newer plants and that we have a
difficulty here if we are to survey plants without drawing a
di stinction between the newer, nore efficient, undepreciated
pl ants versus the ol der depreciated plants. And at the sane
time, we have to consider then what yield factors woul d be
used in the fornula to harnoni ze the generations of
equi pnent .

A | think when you tal k about conparing old and new
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pl ants and then you nmention -- you say efficiency, an old
plant in ternms of efficiency of yield, recovery of what was
in the mlk as cheese could be doing very well. But where
their disadvantage will probably lie is that if they are an
old plant that hasn't expanded, that now they maybe used to
be a reasonably sized plant and the scale curve has changed.
It has gone out to nuch higher capacities.

And now t hey have | ost ground in ternms of
efficiency with respect to cost per pound of cheese
primarily because of the scale difference, not that they are
wor se cheese-makers in ternms of recovering fat and protein
as cheese. That is probably a relatively minor difference.

It is the scale issues that | think would be the npst

i mportant.

MR, MARSHALL: That's hel pful. That's hel pful
You know what, | think that covers what | wanted to cover.
| thank you very nmuch. | look forward to --

JUDGE HUNT: Well, it was very tinely, M.
Marshall. | was just ready to recess for the evening. So
Dr. -- yes, M. Cooper?

MR, COOPER: Just sone people asked ne for a |ist
of the docunents that were officially noticed, the USDA
docunents yesterday. And there is a list in the back of the
roomon the table there. And there is plenty of copies.

JUDGE HUNT: | will also remind you if you --
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there is a sign-in sheet for anyone who wants to sign up
that hasn't signed in before as being present at the
hearing. They can do that at the back of the room M.
Rosenbaunf

MR. ROSENBAUM Do | understand that Dr. Barbano
will re-take the stand tonorrow nmorning?

JUDGE HUNT: You are going to be back, aren't you,
Doct or ?

THE W TNESS: Yes.

JUDGE HUNT: Yes. So we will resune the
questioning at 8:00 tonorrow of Dr. Barbano. Have a very
ni ce evening. Thank you.

(Whereupon, at 6:00 p.m, the hearing in the
above-entitled matter was adjourned until Wednesday, My 10,
2000 at 8:00 a.m)
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