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PROCEEDI NGS
(8:03 a.m)
JUDGE HUNT: On the record.
Wher eupon,
M CHAEL REI NKE
havi ng been first duly sworn, was called as a witness herein
and was exam ned and testified as foll ows:

JUDGE HUNT: Would you state and spell your nane,
M. Reinke?

THE WTNESS: MW nane is M chael Reinke,
R-E-1-N-K-E.

MR. VETNE: Your Honor, once again |'m John Vetne
appearing for Kraft Foods, Inc. M. Reinke is a witness for
Kraft.

DI RECT EXAM NATI ON

BY MR VETNE

Q M. Rei nke, before you proceed with your witten
testi mony can you please give a thunbnail sketch of your
experience and enploynment in this industry?

A For approximately the last 19 years |'ve worked
for Kraft Foods in various m |k procurenent capacities. |'m
currently Category Manager for MIk which is | guess a fancy
way of saying |I'mresponsible for buying the mlk for Kraft,
and included in that is any regulatory issues that pertain

to mlk for Kraft.
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Like I say, |'ve done that for 19 years, and prior
to that | worked for the Market Adm nistrator, Order 30, for
10 years in Chicago, primarily in field audit.

MR. VETNE: Your Honor, M. Reinke has a prepared
statement to which are attached three attachnents.

| don't propose to mark his testinony as an
exhibit, but | have placed on your table four copies of the,
bound together of the three pages of attachments which
woul d |ike to have nmarked for identification as the next
consecutive exhibit.

JUDGE HUNT: We'll mark that as proposed Exhibit

No. 30.
(The docunent referred to was
marked for identification as
Exhi bit No. 30.)
BY MR VETNE
Q M. Rei nke, would you proceed with your prepared

statement, please?

A Kraft Foods is a menmber of the National Cheese
Institute and IDFA. This testinony is presented in support
of the | DFA hearing proposal and in opposition to al
proposal s not consistent therewth.

I do not wish to duplicate IDFA s testinony, but
rat her highlight sone issues of policy which we deem

critical to a final decision and illustrate from our own
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experience facts which we believe nmust be considered to
achieve a result consistent with |ongstandi ng administrative
policy and rational econom c anal ysis.

Kraft procures cheese on a regular basis fromits
own plants and other plants located in California, Arizona,
| daho, M nnesota, South Dakota, North Dakota, W sconsin,
I1linois, lowa, and Vernont. Kraft operates its own
manuf acturi ng and processing facilities in nine states.
These include six dairy plants in New York with principa
products as follows: Wlton, cottage cheese and sour cream
North Lawr ence, cottage cheese and yogurt; South Ednopnston
yogurt; Canpell, Italian cheese; Canton, cheddar cheese; and
Lowill e, cream cheese

Qur Farndal e, Ohio plant produces cottage cheese
and sour cream Qur Allentown, Pennsylvania plant nakes
processed cheese, as does our plant in Chanpaign, Illinois
and New U m M nnesota.

Qur plant in Melrose, M nnesota nakes Italian and
cheddar cheese. The Springfield, Mssouri plant nakes cream
cheese and processed cheese. Bentonville, Arkansas produces
cheddar for process. The Rupert, Idaho plant nmakes cream
cheese and | ow fat cheddar

In California our plant at Visalia nakes cottage
cheese, sour cream non-fat dry nmilk, and butter. And the

Tul are plant nmekes Italian cheese.
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Kraft has cl osed nmany manufacturing plants over
the last 20 years and rely increasingly on dairy products we
pur chase from ot hers.

Simlar to national production trends, we have
continued to increase our purchases and production fromthe
Western states. Six year ago we built in Tulare and have
recently expanded its capacity. This replaced cheese we
previ ously produced in the M dwest.

We began sourcing cheese from | daho ei ght years
ago. W significantly increased purchases from California
and Arizona in 1995 and 1999 respectively.

We purchase cream from nunerous states throughout
the US. In total we purchase slightly Iless than 10 percent
of the U S. mlk supply in the formof mlk, cheese, non-fat
or cream

Admi nistrative policy considerations. USDA's
policy for pricing raw m |k used in manufactured Cl ass 3 and
Cl ass 4 products has evol ved over the course of nmore than 60
years and the experience of trial and occasional error

Since the 1960s it has been USDA's policy to price
manuf actured mi | k based on the conpetitive value of that
mlk. This value was nmeasured by unregul ated prices
i ncluded in the MWsurvey and the BFP through 1999.

Because of dwi ndling volume of unregulated mlk

transacti ons, USDA deci ded with consensus support of the
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i ndustry to calculate an inputed conpetitive value for
manufactured m |l k by reference to unregul ated prices paid
for manufactured products.

For the recent 15 nonth period in which both NASS
survey, cheese, whey, and butter prices and unregul ated MV
and BFP data was avail abl e, October 1998 through Decenber
1999, the reformdecision class reproduct forrmula price
actual ly exceeded or woul d have exceeded the conpetitive
mlk price by 20 cents per 100 wei ght at average conponents
as cal cul ated by the Chicago Market Admi nistrator and
reproduced in the first attached table.

To make the conversion from product price to farm
price without a change in policy underlying the MWand the
BFP fornmulas, it is necessary to ascertain and subtract a
manufacturing margin reflecting manufacturers' costs from
the point of raw farm purchases to finished product sale. A
failure to account for any portion of these costs or to
account for themfully would conflict with federal policy
that administered prices should resenble the market rather
than interfere with the market, as the Secretary reiterated
in his final reform decision published |ast April

In further applicational policy, USDA has not
tried to capture a fixed value at the regulated price, but
rather a m ni num val ue all owi ng market preniunms to nake

conpetitive adjustnents fromregion to region, plant to
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pl ant, and product to produce far nore efficiently than
price regulation can acconpli sh.

When administered pricing interferes with the
mar ket, the market responds with results that are sonetines
not intended by the agency and are frequently inconsistent
with econonic efficiency of public interest.

For exanple in the late 1980s the adm ni stered
mlk price for powdered use prevented recovery of
manuf acturer costs and product sales. Producers and
manuf acturers therefore attenpted to avoid use of mlk in
powder. The margin or profitability problemwas fixed by a
new cl ass or 3A Class price which triggered a sharp increase
inthe flowof farmmlk to non-fat dry mlk plants. But
much of the powder was then used as a | ow cost raw product
alternative for producer mlk and cheese in Class 2
products.

Administrated prices inevitably do interfere with
the market. The objective, as consistently expl ai ned by
USDA in the past, is to keep interference to a m nimm

In this proceeding several proposals wll
significantly change the raw m |k and fini shed product
conpetitive rel ationshi ps between cheddar cheese and ot her
cheese, between Class 3 and Class 4 m |k, between
manuf act ured product uses and Class 1 or 2, and between fat

uses in every class.
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Several proposals unabashedly seek to use this
hearing to reverse the past agency policy and to fix an
admi nistered price of m |k above conpetitive values applied
in the past. These proposals we feel go beyond the mandate
of Congress last fall which was to hold a formal,
evidentiary hearing to justify the manufacturing formula
because it differed fromearly proposals and the expedited
noti ce and conment rul emaki ng process. Congress did not
tell USDA to do an about-face inits long termm |k pricing
polici es.

Product price fornula considerations. As noted
above, actual plant nmargi ns between raw m | k purchases and
fini shed product sal es have al ways been inplicitly included
in the MWBFP fornula. They should be captured in a formula
now when product prices are used to derive an inplicit mlk
val ue

For exanple, admi nistrative costs, procurenent
costs and marketing costs are both real and necessary to
convert raw farmmlk to a mlk product and a finished
product sale. It is, after all, the sale price which is
measured by the NASS survey.

The Kraft cheddar cheese plants in Canton and the
whey processing plants in Tulare participated in the NCI
cost survey. Both plants experienced costs greater than the

wei ghted average in that survey for a nunber of reasons.
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As to other fornmula details | offer the follow ng
in further support of the | DFA proposal

Pricing Class 3 fat. Fat pricing issues include
fat recovery in cheese and the value of fat not recovered
but which conmes out in the whey. Qur Canton cheddar plant
recovers in cheese about 88 percent of the fat that goes
into the vat. This is partly because we add creamto
standardi ze the mlk to achieve the desired fat content in
cheese.

Qur Italian cheese nmozzarella plant in Canpel
recovers |less of the fat which goes into the vat than the
average cheddar plant, which the Secretary found in the
April 1999 decision, and Dr. Barbano has confirmed in prior
testimony as typical of npzzarella plants.

Since all cheese plants are subject to the Class 3
price, lower fat recovery of part skim and ot her non-cheddar
cheeses nust al so be taken into account in the pricing
formula. Like all plants, we al so experience |oss of fat
between the farm gate and our cheese vat or fromfarm gate
t hrough soneone el se's separator to our vat in the form of
cream Al this mlk nmust be accounted for at the Class 3
price, not just the mlk that ends up in the vat.

Therefore, any yield or fat recovery expressly or
implicitly included in the formula nmust account fully for

shri nkage between farm and the vat so that the yield or fat
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recovery is not artificially or arbitrarily inflated.

Additionally, the 10 percent or nore of fat that
is not recovered but is sold instead in whey cream or whey
butter does not command a market price equal to fat and
cheese or fat and butter.

Kraft typically is able to recover a market val ue
for fat and whey cream which is about 40 cents per pound
| ess than the market value of fat and fresh cream This is
because it is sold at below the market price for fat and
grade A butter, uses a lower nultiplier, and Kraft pays
transportation to the buying handl er.

Since the Class 3 fat price applies regardl ess of
whey fat market price, the price | osses and marketing costs
as well as plant make costs nust be captured as part of the
cost to make cheese in any Class 3 product price formula.

Whey processing costs. There is consensus in
testinmony at this hearing that it costs nore to dry whey
than to dry non-fat dry mlk. There are not only | ower
solids in whey, nore water to rempve, but also an additiona
manuf act uri ng step.

In California, our whey plant nmake costs at Tul are
are about 2.6 cents per pound greater than our non-fat dry
mlk costs at Visalia. Although the Tulare plant is |arge
and efficient, it also represents a recent capita

i nvestment, thus depreciation costs add to the mx
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However, if an indirect result of regulated price
is to force manufacturers to i nprove efficiencies,

i nvestments costs not now included in cost audits and
surveys nust be anticipated.

USDA nust al so consider that many cheese plants do
not process whey but rather dispose of it for transportation
and sale to another facility. Some plants may still dunp
whey for spreading as fertilizer or waste product. These
are real costs to real plants and nust not be ignored in
fixing a minimmprice which is flexible enough to reflect
rather than interfere with the market.

Products and transactions used to derive Class 3
prices. Kraft supports the NC | DFA proposal to enploy the
NASS survey and include both block and barrel prices
surveyed. Even this would represent prices for only one-
third of all cheese produced.

Rel i ance on the CME prices al one woul d neasure
froma much thinner market and exclude the substantial and
growi ng vol ume of cheese produced in the Western states,
particularly California, as reflected in the third
attachnment. Barrel as well as block cheddar transactions
shoul d be included in the survey, but an apples to apples
adj ust rent per barrel and block price differences should not
be nmore than one cent to account for packaging and testing

di fferences as described in the attached table.
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Further, if participation in the survey is not
mandat ory and not audited, the USDA shoul d i ndependently
survey buyers to verify prices and reconcile any reporting
di fferences.

Kraft supports the inclusion of 640 pound bl ocks
in the NASS survey. Based on our assessnent, 640 pound
bl ocks represents 12 percent of total annual U S. cheese
production of approximately 7.5 billion pounds, and 27
percent of total cheddar production. |In creasing the nunber
of transactions and vol ume of cheese included in the NASS
survey will inprove the reliability of its use as a neasure
of average cheddar cheese value for m |k pricing purposes,
enhance industry confidence in the system and mtigate sone
concerns about the |ack of mandatory reporting of
transacti ons.

Finally, Kraft supports the |IDFA proposal for an
adj ustment on regul ated butterfat prices in all use
classifications.

Prior to the final rule, mlk fat used to produce
butter was priced at Class 3 and the sane fat price applied
to Class 2 products plus a specified differential

The final rule continued that practice although
the applicable Class 2 differential was increased.

Adj usting butterfat prices in Class 4 only wil

i nappropriately create further distortion between the
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conpetitive relationship between fat in Class 2 and fat in

Cl ass 4.
Thank you for this opportunity to present our
Vi ews.
Q That concl udes your prepared testinmny, M.
Rei nke?

A Yes, it does.

MR. VETNE: Your Honor, there was reference in the
testinmony to three attachnments which have previously been
separately marked and | neglected to note the exhibit
numnber .

JUDGE HUNT: Thirty.

BY MR VETNE

Q M. Reinke, could you briefly |look at the
attachments and describe what is contained therein and the
source, please?

A The first one is a conparison of average M dwest
conmponents. This is sonme information that | and others had
requested fromthe Market Adm nistrator in Chicago. Wen
the final rule first came out there was a | ot of confusion
on what that price actually would return to dairy farners.
Peopl e kept referring to a 3-5 milk price and very little
mlk is actually at 3-5.

So they did a cal cul ati on based on average

conmponents for the 15 nonth period when we had t he NASS



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1045
survey results for all the conponents used in the pricing
formul as, and they did a sinple weighted average that said
that price would have averaged 20 cents higher

Q These nunbers and this first page of attachnent

then came directly fromthe Chicago Market Administrator's

Ofice?
A That's correct.
Q The second page of your attachnments, the heading

of which, "These are the main nmilk-producing states."
Describe it and it's source, please.

A This is just the USDA reported data on production
of milk in the major mlk-producing states for a period of
1990 through 1999 showing the gromh in those states.

Q This is production of mlk as opposed to cheese

A I"'msorry, it's cheese, yeah.

Q Thank you. And the third page?

A We do a cal cul ati on because we buy a | ot of
cheese, both in 640 bl ock and barrels, primarily 640 and
barrel s, and we do a cal culation of what the cost difference
is between a 40 pound bl ock plant and a barrel plant, and
traditionally barrels trade about three cents bel ow bl ocks.
This cal culation indicates that that's due primarily for two
reasons. One is a cost difference of about a penny a pound,
and the other a difference of about two cents a pound due to

the noi sture adjustnment that a barrel producer receives on
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his cheese that a bl ock producer does not receive.

Q This third page of the Exhibit No. 30 was prepared

by Kraft?
A Yes.
Q It is the type of information that is anal yzed by

Kraft on a regular basis for business reasons, is that
correct?

A Yes. Like | previously said. Obviously we have
to be able to attract cheese, and we conpete a lot of tines
with plants that make both 40 pound bl ocks and barrels, and
this is our analysis of the differences that would keep a
bl ock or barrel plant whole, on equal terns.

MR. VETNE: Your Honor, with that explanation and
the reference in the prepared testinony | would nove the
recei pt of Exhibit 30.

JUDGE HUNT: Any objections to proposed Exhi bit

307?

(No audi bl e response)

JUDGE HUNT: Hearing no objections, Exhibit 30
will be received into evidence

(The docunent referred to,
havi ng been previously narked
for identification as Exhibit
No. 30, was received in

evi dence.)
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BY MR VETNE

Q M . Rei nke, there has been testinony by severa
prior w tnesses, soft testinony, expressing a conmnon
practice in cheese plants or perhaps just in cheddar cheese
pl ants of recycling whey creaminto a subsequent vat of
cheese.

Wth respect to your cheddar cheese plants, is
that something that Kraft does?

A No, | think | indicated in my testinony that we do
add cream and that is sweet cream and we do sell cream
which is whey cream and | guess one thing | haven't heard a
ot of in this hearing is where the consunmer is in all of
this. But we do a lot of testing of consunmer desires, and
what we have determined, two things. One is we want a
consi stent product going to consunmers and secondly, they
appear to prefer an aged cheddar that has a little higher
fat value in it. So therefore we add sweet cream and we
think that gives us a better quality and flavor profile than
trying to add whey cream

Q Your decision not to add whey creamis a decision
based on the quality of the finished product, is that
correct?

A Yes.

Q And when you di spose of whey cream you experience

real costs and real |osses, is that correct?
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A Correct. The market for whey creamis very

limted and we're having to haul this or pay the
transportation back to Chio, | think is the location

MR. VETNE: Your Honor, before we offer M. Reinke
for Cross-Exam nation, | have one additional request for
official notice.

Yesterday we noticed a joint publication of the
State of California and USDA' s National Agricultura
Statistics Service. | would like to request official notice
of a conparable publication jointly produced by the State of
W sconsin and NASS, and it's called "W sconsin Dairy Facts".
It is published annually. It contains a little bit nore
detail -- actually quite a bit nmore detail -- on state-
specific information on cheese production plans than other
NASS publications. And |I'd like to request notice of those
publications for the avail able years since and including
1995.

JUDGE HUNT: Does anyone object to taking officia
noti ce of those docunents referred to by M. Vetne?

(No audi bl e response)

JUDGE HUNT: All right, no objections, then |l
take official notice of this document.

MR. VETNE: Thank you.

The witness is available for Cross.

JUDGE HUNT: M. Rosenbaunf
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CROSS- EXAM NATI ON
BY MR. ROSENBAUM

Q Good norning, M. Reinke. | wanted to focus ny
guestion on the | ast page of Exhibit 30.

Ri ght now there is a three cent adjustnent in the
barrel price under the order, is that correct?

A There traditionally has been a three cent trading
difference. When USDA, the final rule, added three cents to
the barrel price and | think that was under maybe the
m sunder st andi ng t hat they thought the nmake costs
differences in blocks and barrels were three cents. And
probably 20 years ago or so it might have been. The barre
plants were the first plants that did nodernize and scal ed
up. But since then blocks and barrels have sinilar scale,
and rmuch of that cost difference has gone away to the point
that it's now about a penny.

Q And you're aware that one of the proposals of the
International Dairy Foods Association is that that three
cent adjustnent be reduced to one cent. Correct?

A Correct.

Q And this calculation, the |ast page of Exhibit 30,
goes to that question, correct?

A Correct.

Q And what you're trying to identify here is what is

the actual difference in the cost of nmanufacturing 40 pound
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bl ocks versus barrels, correct?

A Correct. Well, we said two cents of that was the
noi sture adjustnent. The other one penny was the nake cost
di fference.

Q Is it your view that the noisture difference is
al ready accounted for el sewhere in the formula already?

A Yes.

Q By that | mean el sewhere in the formula that's
already in the rule, correct?

A Correct.

Q So that by adjusting for three cents rather than
one cent off the price, the current rule is double counting,
correct?

A It's over-inflating the barrel price by two cents.

Q Coul d you just take us through what you've done
her e?

A There's four exanples. One is the traditiona
bl ock/ barrel spread of three cents which assunmed a bl ock
mar ket of $1.03 and a barrel market of $1.27. Using the
VanSl yke fornmula up above with those paraneters in it it
cal cul ates what a net different return would be to a bl ock
producer versus a barrel producer which cones out to .009
cents per pound.

Then it said if the block cost is a penny a pound

above, right below that, it equates out to what the
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equi val ent revenue to each manufacturer would be, which
woul d be a thousandths of a cent, | guess.

The third one tells you what kind of npisture
you' d have to have in a block market to equate to an equa
cost to a barrel producer.

The | ast one just takes that noisture value and
calculates -- it's a two cent adjustnment on noisture for a
barrel producer.

Q So if | understand correctly, once you adjust for
the difference in noisture, the price difference between

bl ocks and barrels falls to .0092 dollars.

A Correct.

Q In other words, .92 cents. Correct?

A Yes, just under a penny.

Q So that's what represents the actual difference in

the cost of manufacturing barrels versus bl ocks, correct?

A Yes.

Q That's why that adjustnent to the NASS price in
the formula is supposedly adjusting for the difference in
the cost of manufacturing, ought to be one cent rather than
three cents.

A Yes.

MR, ROSENBAUM  Thank you.
JUDGE HUNT: M. Coughlin?

MR, COUGHLI N: Good norning, Ed Coughlin.
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Good norning, M ke.
THE W TNESS: Good nor ni ng.
BY MR, COUGHLI N:
Q You identified earlier in your testinony here
whi ch of your plants make cheddar cheese. Wich of the ones
make bl ocks and whi ch nmake barrel s?
A The Canton plant nmakes 640 bl ocks. The Ruppert
pl ant that nakes the | ow fat cheddar nmakes a 640 bl ock. The
plant in Melrose, Mnnesota that primarily makes Italian
cheese only makes cheddar when our Italian inventories are
too high, makes barrels. And the Tulare, California plant
primarily mekes Italian cheese in barrels.
We make no 40 pound block, if that's your
questi on.
Q You make no 40 pound bl ock. But you are
testifying relative to sone cost differences here?
A The one plant that we had that was a cheddar pl ant
that fit the criteria for the survey was Canton, New York,

t hat made not hing but cheddar, and it nmekes it in 640s.

Q Is it generally nmost efficient to make in |arger
Si zes?
A It used to probably be that way. Now you | ook at

40 pound bl ocks collated into 640, there's not a big
di fference anynore.

Q You made a decision then at Kraft that you
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submi tted manufacturing cost data for one plant but not al
of your plants?

A Correct.

Q Why did you | eave out the plants that you did not
subnmit data for?

A Primarily because they weren't primarily a barre
cheese plant. They were nmeking different styles of cheese
and we were serving cheddar cheese. So my M nnesota pl ant
and ny |daho plant makes cream cheese and | had a rea
dilemma on trying to apportion costs which is something we
don't do to what was cheddar and what was cream cheese or
what was Italian cheese and what was cheddar.

Q How about Bentonville, Arkansas now? You
identified that as produci ng cheddar

A Bentonvill e nmakes a proprietary style of cheddar
cheese that doesn't fit any of the survey prices.

Q So you feel you submitted the data for all of the
pl ants that woul d have been relevant to the determ nation of
cost that's trying to be made?

A That's correct.

Q I noticed in your testinobny on page four, it's
ri ght above that area where you're tal king the product price
formul a considerations. You talk about what was the mandate
of Congress was to hold a formal, evidentiary hearing to

justify. Is that a termthat was taken out of the statute?
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Justify?
A Probably not. | think that's nmy |anguage.
Q If | refreshed your menmory, if the Congress used

the termreconsider?

A Okay.

Q Over on page six of your testinony, under nunber
two the bottom of the first paragraph, you nake the
statement, "However, if an indirect result of a regul ated
price is to force manufacturers to i nprove efficiency,

i nvestment costs" and then you say "not now included in cost
audits and surveys must be anticipated.”
Doesn't the present make all owance that's in the

audit include return on investnent?

A It's a return on investment, but not an investnent
cost.

Q Can you describe for me --

A Well | guess, there's been a | ot of discussion on

what is the appropriate yields, and | think there's a whole
range of actual yields out there. | guess what we're
saying, if plants are going to have to nodernize to neet
some new achi evabl e average yield, there's an investnent
there that's not there now

Q Isn't that captured as part of depreciation?

A Not currently, no. The investnent's not there

now.
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Q But in the surveys that are being nade, there is a
depreciation factor that's included --
A | guess what |'msaying is there's a whole new
| evel of investnent. The depreciation levels will |ook much
different in future surveys than they do now
Q O fsetting that there may be greater plant
efficiencies, too.
A What |' m saying, they nmay have to do that to neet
t he proposed vyi el ds.
MR, COUGHLIN: No further questions, thank you.
JUDGE HUNT: M. Yale, you've been patient. Do
you have a question?
MR. YALE: No. Thank you, Your Honor
JUDGE HUNT: M. Christ?
MR. CHRI ST: Thank you, Your Honor
' m Paul Christ fromLand O Lakes.
BY MR. CHRI ST:
Q M. Reinke, | have a couple of questions on
shri nkage and substitution.
In your cheese operations you have nor mal
shrinkage, is that correct?
A Most of the tinmes, yes.
Q I'"'m not asking you to quantify the amunt of
shri nkage, but the types of shrinkage that occur

Can you tell me sone of the types of shrinkage
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that occur between the formand the solids that you're able
to sell?

A Are you tal king a cheese plant?

Q Yes.

A There's obvi ously when you pick it up fromthe
farml think this has been docunented before, that usually
the industry tries to target sonewhere around a quarter to a
third of a percent between the farm and your intake.

Then you've got the intake to the vats.

I think the conmbination of all of that mnight be
around one.

Then you've al so got the |loss on the whey, and al
of the cheese doesn't necessarily end up in the box also, so

that probably is another half a percent when you add it al

up.
Q Do you know what a desl udgi ng evaporator is?
A Yes.
Q Do you have those types of evaporators in your

facilities?

A Yes. | think that may be what's called a
separator clarifier, maybe what's called a separator in the
steps of the exhibit yesterday.

Q Is there shrinkage associated with that sort of
equi pnent ?

A Yes.
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Q And is it due to a periodic flushing of an
accurul ati on of solids out of the evaporator?
A Yes.
Q In your cheddar operations do you produce a

product called salt whey?

A Yes, we do.
Q Does that have any value that can be recovered?
A No, it ends up beconing a disposal cost.

Q Does that salt whey have a hi gher content of fat
t han woul d separated whey?

A Yes, it woul d.

Q Are you able to recover the value of that fat in
the salt whey?

A No.

Q When you separate whey, is the separated whey 100
percent free of fat or is there sone residual fat in the

separ at ed whey?

A There is some residual fat init.

Q Are you paid for that residual fat in separated
whey?

A No.

Q So that's a financial |oss as well.

I want to explore a couple of other sources of
financial shrink, not necessarily physical shrink. What

we' ve tal ked about so far is physical shrink. By that ny
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definition would be reduced value not reflected in the yield
formulas, in the product formulas, in the order

You nentioned in your testinony you sell whey
cream and you're able to recover less value than if it were
sweet cream

A Correct.

Q And on the input side, the butterfat cost reflects
the value of AA butter, right?

A Correct. W pay for the whol e value of fat going
to the cheese product.

Q Are you famliar with the terns juniors and
under grades i n cheddar cheese operations?

A Sonewhat .

Q Can you describe what that neans?

A It's cheese that doesn't necessarily grade out to
what you hope all the cheese would grade, so you have sone
rejects in the course of making cheese because there is sone
art formto it.

Q Are you able to recover the same value for juniors
and undergrades as you can from cheese that does neet grade?

A No, it's usually significantly discounted.

Q So you have a | oss of revenues to the degree you
have sone juniors and undergrades. So there's a financia
shrink not reflected in the product fornula.

The |l ast question relates to substitution. W
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heard earlier testinony that if we change the pricing
structures we nmay encourage substitution from Class 4
products to other classes.

In cheese manufacturing do you know of any use of
butter as an ingredient to make Anmerican cheese?

A Anerican cheese? No.

JUDGE HUNT: M. Marshall?
MR, MARSHALL: Thank you, Your Honor
BY MR MARSHALL

Q M. Reinke, |I'mgoing to explore sonme issues
surroundi ng the concept of marketing costs or marketing and
selling costs. | noted that you did not address that
directly in your testinony, but your counsel encourages ne
to think that perhaps you can be helpful. If not, we'l
take it as far as we can go and then stop

(Laughter)

Q Wth respect to the bulk conmpdities that are
surveyed by NCI of the type surveyed by, excuse nme, NASS,
and they're made by Kraft, are those nostly used internally
by Kraft or do you actually market sonme of those outside of
the Kraft systemin bul k fornf

A We do sell sonme bul k powder and butter. Most of
our cheese is used internally.

Q Do you think you can identify marketing costs,

selling costs, or other post-vat type costs that m ght
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properly be categorized as marketing and selling for
purposes of the fornulas that we currently have?

A I"'msure there's a lot of Kraft, like |I said, we
use all of our cheese internally so our nmarketing costs are
dramatically different.

Q That's why | asked the question.

A | assune there could be brokerage comn ssions,
there could be sales people enployed to do that for a
busi ness that other people don't, but that's about as far as
I can go down that road.

Q Let me turn it around and ask you to think of
yourself as the buyer and a conpany like nmne as the seller

Do you periodically do visitations to our plants
and have visitations fromus sellers that require, that
woul d not be included within the plant cost, that would be
part of the relationship building and the ironing out of
problems in --

A That's very ongoing. W have procurenent
managers, as we call them that visit our contract plants
monthly. We probably have quarterly nmeetings with those
suppliers. Sonetines we visit them sonetines they visit
us. Those are all kinds of added costs that would show up
that aren't in plant make costs.

Q Paul Christ just asked sone questions about

financial shrink and off-grade product for which sonme val ue
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is recovered. Does it ever happen in your experience that a
supplier mght send you a | oad that has to be rejected?

A We've had suppliers that have probably had to bury
sone cheese

(Laughter)
Q I"'msorry, | couldn't hear you. Did you say bury?
A Bury sone cheese

(Laughter)

Q In that case it would be, because of that
possibility | suppose many of those supplier buy insurance,
woul d they not?

A Yes.

Q Woul d you think that insurance costs would be a
legitimate aspect of the total marketing and selling
operation?

A I think it would be, yes.

Q Liability insurance as well as potential insurance
agai nst | oss.

A Yes.

Q If I were to sell you a block of cheese and there
was to be sonme inherent fault that caused sonebody to becone
ill and they were to sue Kraft, would you be expecting us to
hol d you harm ess in that transaction?

A That's a standard clause in all of our contracts.

Q So liability insurance as well as potentia
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i nsurance for |oss.

So would you be able to identify any other costs
that are incurred with some frequency or infrequency that
are regular and expectable costs that you woul d see as a
buyer, that would be incurred by a seller such as our
conpany?

A There's probably, | would assunme, occasionally
sonme additional testing costs that you'd have on the product
for various reasons. Either a buyer requires it or you're
doing it to reverify conpositions or quality or whatever.

MR, MARSHALL: Great. Thank you very, very nuch.

JUDGE HUNT: Anyone el se?

M. Gal arneau?

MR. GALARNEAU. Clay Gal arneau with M chigan M k.

Good norning, M. Reinke.

THE W TNESS: Good nor ni ng.

BY MR, GALARNEAU

Q Looki ng at your Exhibit 30 on the anal ysis you've
made between the block and barrel cheese price, and you've
i dentified what appears to be about a two cent difference.

A We said normally if you look at the traditiona
spread of three cents on a bl ock barrel and you make the
noi sture adj ustnent back, we said that two cents is in the
noi sture alone, and barrels will trade two cents |ower than

bl ocks just because the recover a noisture prenium
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The other one cent that calculates in here is due
to a cost difference.
Q It looks like that analysis is done entirely on
the raw material cost of the mlk?
A It's the VanSl yke cheese formul a.
Q Woul dn't there also be differences attributed to
packagi ng and | abor?
A Not significantly. That's in the one cent.
Q You think that totally covers it?
A Yes.
MR. GALARNEAU:. That's all
Thanks.
JUDGE HUNT: M. Beshore?
BY MR BESHORE
Q Good norning, M Kke.
A Good norni ng, Marvin.
Q Does Kraft participate in the NASS cheese price
survey?
A As a seller, no, because the rules, cheese sold to
oursel f doesn't count.
Q And all the cheese you nake is sold to yourself,
or is processed internally by Kraft.
A The cheese that we make, yes.
Q Woul d you, if the NASS survey were expanded to

i nclude reporting and review ng informati on by cheese
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buyers, would Kraft participate in that survey?

A If you're saying on the cheese we buy, yes.

Cheese that we produce and transfer, | don't know how we
woul d actually cone up with a -- Because of the way --

Q | neant the cheese you buy.

A The cheese we buy, yes. In fact |I think we said
in our testinony that that woul d be one sol ution.

Q To what ?

A If there are questions about NASS, another option
woul d be to occasionally survey buyers. And | need to stand
corrected, we do participate on sone of the whey data on the
NASS survey.

Q But as far as cheese is concerned you don't
participate as a seller because you don't sell externally.

A Correct.

Q Do you work on a daily basis with your cheese
plants with respect to their manufacturing costs, interna
pl ant manufacturi ng costs?

A On a daily basis, no.

Q Your responsibilities with Kraft are for getting
the raw product into those plants?

A Correct.

Q The m |k ingredients.

A Correct.

Q So you weren't involved in conpiling or review ng
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the information that was subnmitted for the NCI survey then
| assune.

A I was sonewhat of a conduit. The request canme and
| gave it to our finance people with the paraneters, and
then after it was analyzed if there were any outlyers,

t ook those questions and fielded them back to the plants .
In nost cases we had the plants talk directly with the
accounting firms.

Q Did you review the information before it was
submi tted?

A I knew what the data was before it was submitted.
| didn't conpile the data.

Q But did you review it before it was submitted?

A Yes.

Q And you understood what its inpact was and its
i nportance was, what the purpose of it being gathered was?

A Yes.

Q Do you know whet her Kraft's internal --

A Cor por at e overhead?

Q No. Scratch that.

(Laughter)
Q Let's tal k about barrels and bl ocks a m nute.
Exhibit 30, the third page of Exhibit 30. You've
testified in response to M. Rosenbauni s questions and on

Direct that this is intended to denpnstrate why the three
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cent factor presently in the NASS survey or in the formula
for using the NASS barrel and bl ock prices should be reduced
to one cent.

Kraft doesn't nmeke bl ock cheese, | think you've
testified, right? Forty pound bl ocks.

A We do not nmke 40 pound bl ocks.

Q And you don't sell any 640 pound bl ocks you nake
to any external buyers.

A We do on rare occasions, only when our inventories
are burdensome. We have sold some on occasion.

Q But you woul d have no, Kraft has no cost
information to docunent the difference in cost between
produci ng 40 pound bl ock cheese and barrel cheese.

A No, other than | said that we buy cheese from
manuf acturers that produce both bl ock and barrel and we have
to conpete with the blocks to buy that cheese.

Q You know what you pay for blocks, you know what
you pay for barrels, but you don't have any information with
respect to what it costs to nake bl ocks versus barrels.

A I do not have specific 40 pound bl ock data for any
of our plants, no.

Q And therefore, you do not, Kraft does not have its
own information with respect to any cost difference between
produci ng 40 pound bl ocks and barrels, isn't that correct?

A Direct costs, no. |'msaying what it takes for us
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to attract barrel cheese froma plant that produces both,
this is our analysis and this is what we use.

Q You haven't provided any information, maybe you
would Iike to, with respect to what Kraft pays for and has
pai d over any period of time, for 40 pound bl ocks --

A We don't buy 40 pound bl ocks.

Q Oh, you don't buy 40 pound blocks at all. So you
woul dn't have any of your own purchase information with
respect to what any buying price differences are between 40
pound bl ocks and barrels.

A No, what | said Marvin, is we buy from plants that
produce both barrels and 640s and 40 pound bl ocks. They
have dual operations. W have to be able to conpete with
t hat plant when they make 40 pound blocks. This is the data
that we use to justify the revenue neutrality of where they
woul d need to be to be indifferent.

Q This is the kind of thing that -- Do you do the
buying fromthose plants? Are you personally involved in
t hat ?

A | used to be. [I'mnot directly anynore. This is
data that | got from one of our procurenment managers that's
primarily responsible for buyi ng cheddar cheese.

Q So you don't buy those bl ocks or barrels from
those plants now. You personally.

A Me personal ly, no.
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Q And you personally don't prepare and didn't
prepare the analysis on the third page of Exhibit 30,
correct?

A Qur cheddar cheese procurenent manager did.

Q Right. And that's not you.

A Not today it's not, no. Today maybe | wish it
was. | wouldn't have to be here

(Laughter)

Q Did you conpare, by the way, your, the analysis
that your cheese procurenment manager did with the analysis
that Dr. Yonkers provided in his testinmony on barrels versus
bl ocks?

A Did I conmpare? He was aware of the data. This
was data that --

Q Who was aware?

A Bob Yonkers. This is data that | shared with him

Q Prior to his testinony?
A Yes.
Q But have you conpared, you presented your exhibit,

he presented his. Have you conpared thenf?

A | don't know what you mean by --

Q The formulas or the -- They both cone out to the
same, interestingly, they both cone out to the same bottom
line.

A | think the math is, if you plug in the VanSl yke
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formula, it's going to calculate that.
Q It depends on what fat recovery you put in for
i nstance, right?
A | use this at different yield factors and it stil

comes back at pretty close to the sane results, within nils

of a cent.
Q Are you sure about that?
A Yeah. | did it at 92, | did it at 91, anyway.
Q How about the crude protein ratio?
A | don't have that with nme. | can't recall for sure

if I changed both or not.

Q You used a different one that Dr. Yonkers did, did
you not? If they show they're different --

A Yeah, and | think they still probably conme very
close to the same rel ationship

Q The Canton plant. It nmakes 640s. What products
are they used for internally by Kraft?

A It goes into our aged cheddar

Q So that's cheese that is intended and held and
used for aging. Correct?

A Yes.

Q Which is different than the cheese that's
specified in the NASS survey which is not held or used for
aging at the tinme of its sale, right?

A The NASS survey | think is cheese fromfour to 30
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days of age. And so it's not, you're correct.

Q The Canton plant, is that a new facility or an
ol der facility?

A I think | nentioned for a nunmber of reasons why it
is higher cost. There's parts of it that have been updated.
Vats are 20-sone years old. The brick and nortar is
probably 40-50 years old. It's not a |arge cheddar plant on
the scale of cheddar, and it's in New York State, which is
not the cheapest place to do business.

Q When you purchase -- You tal ked about your fat
recovery there and it's only 88 percent. Part of that is
because of the aged cheese, the product you're using, you

choose not to use any whey creamin the cheeseneking

process. |Is that correct?
A From a quality assessnent on our part, yes.
Q You purchase cream and use it in the cheese making

at Canton, | take it?

A Yes.

Q Bulk cream | nmay have m sunderstood your
testimony, but | thought that you were inplying that in
purchasi ng that bulk cream you're sonehow responsible for
the farmto-plant loss if there is any on those
transactions. You're not, are you? | nean you're buying
that on tanker weights and tests and bringing it into that

pl ant, correct?
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A Correct. | think what I'malluding to here is if
the value on Class 3 cream changes because of a formul a,

t hen whoever has to account for that creamis going to want
an increased nultiplier or price to adjust for how that
formul a changes, which | will then end up paying nore for.

Q Are you supporting, by the way, the reduction in
the Class 3 creamprice in this hearing?

A | think ny statement, | supported it in al
cl asses, yeah.

Q And so you think you ought to have a cut in the
price of Class 3 creamyou're bringing into Canton to
process into those aged Cracker Barrel and ot her cheese?

A No. I'mthinking | ought to have the sane
relationship |I've always had on Class 3 creamwi th butter

Q Whi ch woul d be a reduction in the price that you
presently pay for Class 3 cream correct?

A A reduction in price currently, but not to where
it was prior to final rule.

Q Do you buy -- From what sources do you buy cream
at Canton? Fluid mlk plants?

A It could be. It could be a nozzarella plant. W
buy cream from - -

Q Do you nove it fromyour own nozzarella plant at
Campel | --

A We do that al so
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Q -- up to Canton?

A I"'mnot sure that | ogistics wise it nmakes sense to
nove that creamto Canton.

Q Is it noved fromother Kraft plants in New York
from--

A It probably from Canton woul d conme out of our
North Lawr ence cottage cheese plant.

Q So you nmke | ow fat cottage cheese, you nove the
cream down to Canton.

A Yes.

Q Do you purchase any of your cream at Canton
external ly?

A I think logistically the best place to source that
creamis from North Law ence.

Q So when you bring creamfrom North Law ence, a
Class 2 plant, down to Canton, you're actually reducing your
i ngredi ent costs on that cream are you not? Wthin the
Kraft system

A The creamis going to be allocated to whatever
class it's sold to. If it went into sour creamit would be
2, if it went into 3, it's 3.

Q But the cost of that creamat Class 3 is |less than
it would be if it was used in Class 2 up at North Law ence.

A But it's going into a totally different product,

also. It's going into a Class 3 product.
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MR. BESHORE: That's all | have. Thanks, M ke.
JUDGE HUNT: M. Berde?
MR. BERDE: Sydney Berde.
BY MR. BERDE

Q M ke, do you buy barrel cheese that is destined
for use solely in processed cheese?

A Yes.

Q Is that cheese differentiated from your ordinary
purchase of barrel cheddar?

A Well we buy all kinds of different styles specific
for -- We may buy sone with a different flavor profile, sone
with a different fat profile, depending on what type of
formulation it's going into.

Q But my question is directed really as to whether
the cheese that you buy that you know is destined solely and
only for use in processed cheese, Velveeta, let's say,
that's a different, you buy that cheese on a different
basis, do you not, fromthe cheese that is destined for aged
cheese, for exanpl e?

A We buy it on a barrel price plus or mnus sone
adj ust ment .

Q Is the mnus adjustnent off of the ordinary barre
cheese that is destined for use for aging?

A No.

Q Is there a discount for cheese, barrel cheese,
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that is purchased that you intend to use solely for
processing? This is a different cheese.

A | don't know of a discount for it, no. W do --
The only place we probably woul d use sone barrels is in a
shreddi ng program W don't really cut barrels, per se,
into anything else. W could shred sone barrels.

Q Isn't the cheese that you purchase that is
destined for use solely as process cheese of a different
formul ation than the ordinary cheddar that you're going to
age?

A From aged cheddar yes. There's probably sone

di fferent nuances in howit's nade. Not overly significant,

though. | think it goes back to this penny |I'mtalking
about .

Q Is there a discount fromthe NASS reported cheddar
prices?

A Not for barrel for processing, no.

Q Not for barrels that are going directly for

processed cheese?

A No.

Q Do you know whet her the cheese that you purchase
is reported in the NASS survey? That is that cheese that is
destined solely for processing? |s that reported in the
NASS survey?

A | assune -- It's voluntary, but | assunme that much
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of it is.

MR, BERDE: Thank you.

JUDGE HUNT: M. Yale?

BY MR YALE

Q I want to follow up on what M. Berde was talking
about .

You make in your cheese plants, you're | ooking at
the end consuner and the product that the end consumner
receives and that they're pleased with, right?

A Yes.
Q Wul d you not agree with ne that the product that

you manufacture in your plants is a high quality product?

A Yes.
Q And it's an added val ue product?
A I think the product in our plant as well as the

pl ants that we procure fromwould be that way.

Q But you made a business decision to add sweet
creaminto your cheese to nake a different product than what
is required in the ordinary production of cheddar cheese, is
that right?

A Qur assessnent was that's what the consumer wants,
and ultimately we've all got to sell this stuff sonme place.

Q And you then in turn sell that product at a higher
price than what a sinple, in the end, per pound, it's a

hi gher price than what a sinple cheddar cheese woul d cost
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per pound at the consuner price, right?

A | guess you could probably say our aged cheddar
does conmand a hi gher price, to sone cheeses. Oher cheeses
we're very, it's a very conpetitive market.

Q So you understand that we've got a situation where
we' re tal king about a NASS survey of cheddar cheese bl ock or
barrels that's reported in a price and we're subtracting a
make al |l owance to deterni ne what producers got. You
understand that. That's the sinple forrmula, right?

A Ri ght .

Q None of your plants report to the NASS survey.

A None of our producing plants.

Q Why shoul d your make al |l owance be used then to
adj ust, to determ ne what the costs would be to the
producers?

A I think what we're saying is that should be
representative of all cheese plants. The NASS survey, |

don't have a nunber | can report to the NASS survey, but |

still make cheese and conpete for cheese based on those
prices. It doesn't change ny conpetitive position.
Q But your cheese is a higher value cheese than the

NASS product cheese.
A There's a | ot of cheese also fromour contract
plants that are in the NASS survey that are nmade to the sane

standards and quality that our own plants nmake. So we buy
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t hat cheese, but we al so conpete with those cheeses and
think I also nmentioned that we've closed a nunber of plants
over 20 years, so if we can't conpete with that cheese we
may end up buying nore of it.

Q But you can't speak to the namke all owances of
those cheese plants, can you?

A No. Al | can is nmy Canton plant.

Q Do you instruct those plants to use added sweet
creamin the production of their cheese?

A There woul d be certain plants that we woul d do
that with and others not.

Q Do you pay a premum for that over the regul ar
cheddar cheese?

A No. We do it fornmally on what that's worth on the
added cost and pay them accordingly.

Q In other words, their cost to add that sweet cream
to produce that special cheddar, they get reinbursed from
the market, right?

A And reported in the NASS survey, | assune.

Q You assunme.
A We encourage our supply plants to participate.
Q As | understood your testinony you only handl e

internally and purchase 500 pound barrels, is that right?
A W only --

Q Purchase or deal with. You don't nake 40 pound
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bl ocks.
A Internally?
Q Yes.
A We do not nmke 40 pound bl ocks.
Q Do you purchase 40 pound bl ocks?
A No. Only on rare occasions.
Q Isn'"t it true, M. Reinke, that to package, to

physically wrap, the cost of wapping 12 40 pound bl ocks is
nore than a 500 pound barrel ?

A Yeah, and we think that's about a half a cent.

Q But you don't make 40 pound bl ocks, so how do you
know what the packaging cost is for a 40 pound bl ock?

A We have conversations with our suppliers that do
bot h.

Q It costs nore to nove 12 40-pound bl ocks than one
500 pound barrel, doesn't it? More |abor

A In the plant?

Q In the plant, fromthe plant to sonme place el se.
The physically putting it on the truck, taking it off,
handl i ng, unwr appi ng.

A That's in that one penny.

Q Let's talk a second about the deal with the
nmoi sture, and |'m going to wal k through sone sinple math,
and | hope we can keep this straight. [|'mgoing to nmake a

few sinple assunptions.
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We're going to make 100 pounds of cheese. |'ve
got to keep the math sinple. At 36 percent npoisture, and
the make allowance is $1. |'msaying that's a great neke
al l omance, |I'm not suggesting you agree that that's the neke
al l omance we shoul d have, but | want to just for this math,

it's a dollar make all owance.

A You're at 36 noisture?
Q Thirty-six percent noisture, all right? It's
barrel s.

You woul d agree with me to make that 100 pounds,
that the -- it probably should be per 100. But let's just
say it's $100 to nmeke that 36 percent noisture.
multiplied it high, and | apologize. But it's been a |ong
week and nmy nmind has gone mnush.

A So you nade 100 pounds --

Q A hundred pounds of cheese at 36 percent npisture
and it's a dollar nake allowance. What would it cost to
make that 100 pounds of cheese? That's a sinple
nmul tiplication, right?

A Yeah. A hundred bucks.

Q Under the NASS, this adoption, we adjust this
nmoi sture, to 39 percent, right?

A Yes.

Q To compute the anpunt of weight of cheese that was

produced at 36 percent npoisture, if you adjust it to 39
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percent npoisture, aren't you increasing the weight of that
cheese by five percent?

A Are you saying you have the sanme amount of milk?

Q No. We've got a 36 percent noisture cheese, and
we're going to adjust it to 39 percent, right?

A Ri ght .

Q Doesn't that inply that now you take what is it,
one mnus 36 and divide that by one minus 39 and that gives
you the ratio?

A Yeah. | think that's what we showed here. You do
get nore cheese, you can see that on the cal cul ation.

Q So you' d get 105 pounds under that adjustnent,

right?
A From t hat same anount of mlKk.
Q Does it cost you now, does it still cost you $100

to make that cheese? Right?

A Close to that. | guess ny only point in all this
isif we're going to get that finite on these fornulas then
we need to |l ook at every aspect of them | think that's,
for a regulated price that's getting awful finite.

Q I don't know how finite it is.

If you take the make all owance and apply it and
subtract it off of the value of the 105 pounds, aren't you
inflating the nmeke all owance?

A This was the sanme conment that Dr. Barbano [ ph]
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had yesterday and | think I'd stand by what | just said,
that if the regulated price is to get that finite on that
one aspect, then we need to nake sure we're that finite on
make al | owance, fat recovery | osses, block barrel spread,
everything else. It still is a regulated price.

Q Let me talk a nonment about your npzzarella yield,
your butterfat vyield.

Correct me if I"'mwong, in general in this
process of handling nozzarella, when raw milk comes into the
plant it cones in at test. Sone butterfat test, right?
That's correct, right? | want to get that started.

One of the first steps, and |I'm sure there's other
processes, and | really want to sinplify this, is that you
separate of f what you know is going to be excess cream
that's going to go into that nmoz process, right?

A If we're not making whole mlk npz, yeah

Q But nmost of it's part skim high noisture, |ow
noi sture cheese, isn't that the primary noz that's produced?

A In our plants we produce significant quantities of
both, but if we're going to nake | ow noisture, part skim we
woul d separate if that's your question.

Q So you have a value of fat that you keep and it's
sweet cream and you can sell it, right? O do whatever you
want to with it.

A Ri ght .
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Q Then what's left, you say you get a butterfat

recovery of 86 percent?

A No, we said --
Q What is your nunber? |'msorry.
A I think it was around 87, 88. That's what the

pl ant told ne.

Q So if we take that tinmes the butterfat that's
left, that's the amount of butterfat that you got marketable
in the cheese, and as | understand the rest of it, you can't
use. It's not of any real value out of the npz whey, is
t hat what your testinony was?

A No. | said we do separate out whey cream on a noz
whey al so, and we have the sane dilemma we have with the
Cant on cheddar whey.

Q But let's for a nonent separate that. You can add
the sweet creamthat you received, that you've already
separated, to the recovered fat in the nboz cheese and adds
t hose together and divided that by the total fat that cane
into your plant and that will tell you what your fat
recovery was in that plant, right?

A Total fat recovery, yeah. But it's kind of
getting --

MR. VETNE: Excuse ne, let me interpose an
obj ection here because the question as presented

extraordinarily confuses the record.
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We have talked to fat recovery in cheese nmeking as
the fat that conmes out of the whey.

The question | guess intends to make a new
definition of fat recovery. It includes the sweet cream
that's separated as well as the whey creamthat conmes out of
cheesemaking. If I"'mcorrect. And if so, the witness, at
| east |1'm confused, and the record ought to reflect that we
have a new definition of fat recovery in the question.

JUDGE HUNT: Your objection is noted for the

record.

M. Yal e?

MR. YALE: Do | need to respond to the objection
or just --

JUDGE HUNT: It's up to you.

MR. YALE: The point we're coming at is not so
much in the technical definition -- he's right. [It's not in

the technical definition of fat recovery in the cheese, but
it's a fat recovery in the plant that the producer, we're
trying to find out what the value is that the plant receives
for fat that's going to be used in these fornmulas.

BY MR YALE

Q Let's take another step with this noz, though.

The nozzarella cheese, though, is sold based upon

the cheddar prices, is it not?

A | can't really -- 1'd be speculating. | don't get
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i nvol ved with our sales of npbzzarell a.

Q Your Table 1 | believe it is, with the mlk
conmponents, what area is that frone

A The Upper M dwest.

Q Does that include all the mlk, or is that mlk
only milk pulled on the Upper M dwest order or does that
include all milk that they had results for and producers in
t hat marketing?

A From what | understood it was the sane conponents
that were used in the calculation of the old Class 3 price.

Q But you didn't do a study to see what that inpact
was on producers and other orders.

A No, | guess my assessnent was that's what averaged
mlk |ooked like, that's what this was going to do to
averaged m | k.

Q Did you do any analysis to determ ne what that
woul d have been prior to June of 1998?

A There was no NASS survey data to do that kind of
anal ysi s.

Q Woul d you di sagree with the prenise that the
applied make in late 1998, 1999 significantly exceeded the
i mplied make prior to then?

A I"'mnot sure | would agree. | think when we
| ooked at, after we adjusted for the error and after we

adjust for this 20 cents, it's significantly |ess.
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The Upper M dwest has al ways been a highly
conpetitive mlk region and | think in the last two years
there's been a recognition of pressures fromthe West, and
think that's also reflective in why there's a difference.
Q One final areas. There was talk, naybe it was an
answer to M. Beshore, that possibly -- Let me back up
You' re suggesting that all your plant costs get
covered, right?
A They shoul d be included --
Q They shoul d be incl uded.
One of the conplaints | think on the RCBS study
was there was no plant nanager cost, right?
A That was one of them
Q When you did the survey did you include plant
manager costs?
A Yes.

Q Woul d that include a conpany car?

A Qur plant managers don't have conpany cars.
Q Do they have expense accounts?
A They have expense accounts when they travel for

conmpany busi ness. Yes.
Q Woul d you suggest that the accounts receivabl e
| osses al so be included in these costs?
A They woul d be. They weren't in our plant nunbers.

MR. YALE: | have no other questions.
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JUDGE HUNT: M. Vetne?

REDI RECT EXAM NATI ON

BY MR VETNE

Q There are three questions that were asked that |
think need to be clarified so the record is not confused.

M. Rei nke, when you referred to Exhibit 30, page
three, the barrel versus block calculations. In the first
square of the upper left hand corner of the exhibit you
referred to a price there as $1.03.

A I'"msorry.

Q You didn't intend to change the nunber in the
exhibit. |It's 1.3 dollars, not $1.03, is that correct?

A It's $1.30.

Q You did not nean to say $1.03.

A No.

Q Secondly, in response to a question from M.
Beshore, you agreed with himwhen he said that NASS cheese
is not held for aging. Did you nean by that that the cheese
surveyed by NASS was not aged?

A The NASS criteria says it has to be cheese between
40 and 30 days of age.

Q You did not intend to inply in your answer to that
question that the buyers of cheese that are included in the
survey do not hold the cheese they buy for aging. You did

not intend that.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1087

A No.

Q Thirdly, there were two questions by M. Yale
referring to use of sweet creamto fortify producer mlk to
make cheddar cheese.

In one question M. Yale, and | think you reed or
implicitly agreed with his question by your response, he
gquestioned to the effect, or stated to the effect that you
make sonething other than is required for cheddar cheese.

Are you aware of any requirenment in cheese
standards or from any other regulatory source to recycle
whey cream into whey cheddar cheese?

A Requi red?

Q Requi r ed.

A No.
Q Secondly, | think he used the term specia
cheddar. |s there a recognized special variety of cheddar

which is made from supplenented with sweet creamrather
t han whey creanf
A Not identified as such, no.
MR. VETNE: Thank you.
JUDGE HUNT: Ms. Reed?
MS. REED: Thank you.
RECROSS- EXAM NATI ON
BY MS. REED

Q In response to a question that M. Beshore asked



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1088
you previously, you said that Kraft sonetines sells bulk
cheese when its inventories are excessive. |s any of that
cheese sold on the CME?

A On occasi on.

Q Do any of the contracts that Kraft has with plants
fromwhich it buys cheese refer to CME prices as a factor in
establishing the price?

A | think our pricing is proprietary. | won't
answer that.

MS. REED: Thank you.
JUDGE HUNT: M. Rosenbaunf
BY MR. ROSENBAUM

Q M. Reinke, | want to make sure the record is
perfectly clear on how this noisture adjustment works in the
current rule and what the inplications are, so | want to
just take it through step by step

Let's say that soneone sells 500 pounds of barre
cheese with 36 percent npisture.

A You're using Bob's or mine?

Q ' m not using either one.

A Al right.

Q Just assune with ne that sonmeone has sold 500
pounds of barrel cheese that's at 36 percent noisture. And
let's assunme that person is a participant in the NASS

survey.
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A Correct.

Q And that person sold it for $1.20 a pound.

A Okay.

Q In reporting to NASS, that person will report the
$1.20 per pound price, correct?

A Correct.

Q And they'll also report that it was at 36 percent
noi sture, correct?

A Yes.

Q That's in the NASS reporting form correct?

A Yes. He will report the cheese at 36 percent

noi sture and a price received at 36 percent npisture.

Q Yes. And how nmany pounds he sold, of course.
A Yes.

Q So he will list $1.20, correct?

A Yes.

Q NASS wi |l then take that $1.20 price and adjust it
as if the cheese had been 39 percent noisture, correct?

A Correct.

Q And that will result in this exanple, NASS
treating that price as if it was $1.14, roughly.

A Okay. 1'Il accept your nath.

Q What ever the relationship is between 39 and 36
percent, it will, that will be applied to reduce that price

from$1.20 to a |l ower price, okay?
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A Correct.

Q Accept with me that it's $1.14. Anybody can do
the math on it on a cal cul ator

So that's now the NASS reported price for that
cheese, correct?

A Correct.

Q Under the current rule what AMS does is they take
that $1.14 and they add three cents to it for purposes of
calculating finished product prices that go into the nininum
price formula, correct?

A Correct.

Q The question here is whether or not that three
cent adjustnent is appropriate or not, correct?

A Correct.

Q As we' ve seen, NASS has al ready adjusted for
nmoi sture in changing fromthe $1.20 to the $1.14, correct?

A Correct.

Q The question is whether by adding three cents back
onto the price AMS is adjusting for something that's already
adj usted because in fact nost of that three cents is
noi sture rel ated.

A Yes. What we're saying is that it was assuned it
was meke all owance and two of it was not, it was noisture.

Q I want to nmake clear, and this is sonething

think M. Yale was getting at. Wen you apply the nake
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al l omance to that 100 pounds of cheese in our exanple, you
still only have 100 pounds of cheese, right?

A Correct.

Q Any adjustnments that have been done by NASS
haven't given the cheese manufacturer any nore cheese,
correct?

A That's the point | was trying to allude to is you
still have 100 pounds of cheese. What's reported as the
sal e was the pounds of cheese, not the nmlk you made it from

Q Right. And the nmake all owance then is applied
agai nst that, correct?

A Correct.

MR, ROSENBAUM  Thank you.

JUDGE HUNT: M. Beshore?

BY MR BESHORE

Q On the third page of Exhibit 30, M ke, just
guesti ons about two nunbers.

In the upper right hand -- The | ast page of your
total package. You've got four cal cul ation bl ocks there.
The upper right hand bl ock that says block npisture to nmeke
bl ock return equal barrel

A Uh huh.

Q Is the 37.56 percent nunber the result of your
cal cul ation there?

A Yes, it's to get it back to then a yield that
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gives you the sane return. 1t's just another way of | ooking
at what you'd have to adjust the barrel or the block yield
to at that price to get you equal returns.

Q So that's a nunber that was derived or cal cul at ed.

A Yes.

Q By the way, what's the average mpoi sture of the 640
bl ocks that you nmeke at Canton?

A Ri ght around 38.

Q Do you know exactly what it is?

A No, | don't.

Q In the VanSlyke formula at the top of the page,
you use 91. Is 91 the value for fat recovery -- |Is that the
val ue that Kraft generally uses in its internal calculations

when it uses this?

A I ran it at 92, | ran it at 91. It didn't change
the nunbers dramatically. It varies by plant.
Q Di fferent plants use different nunbers for their

i nternal purposes?

A They do whatever their fat recovery is. You can't
say a plant has 93 fat recovery if they don't have it.

Q Woul dn't you use calculations of this sort to test
the efficiency of the plant, not just reflect it?

A | guess what |'m saying here is you could change
the fat to different levels. You're still going to get

approximately the sane answer. You can apply this formula
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to this specific plant if you're talking to them or you can
apply it to this plant. | used 91

MR. BESHORE: Thank you.
JUDGE HUNT: Ms. Brenner?
BY MS. BRENNER

Q Looki ng at your exhibits first, M. Reinke, on the
first page of Exhibit 30, the far right colum, can you read
t hose nunbers?

A Starting with January?

Q Well the whole colum. The copy | have they're
very obscured by sone apparently copier problem and none of
us here have readable --

A They are obscured on mne also. Part of ny
dilerma is that it's a copy of a fax.

JUDGE HUNT: Can you supply cl eaner copies to
ever ybody?

THE WTNESS: Yes. 1'Il have a hard tine doing
it --

MS. BRENNER: To everybody, but maybe we can --
Maybe you could send it into the Departnment and we'll post
it on the Internet or --

MR. VETNE: Your Honor, we will get an original
copy fromthe Market Administrator's office and provide
copies for the record as a replacenent of the identica

thing, but with nore |egible nunbers.
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JUDGE HUNT: Can you do it today?
MR, VETNE: Again, we're dealing with a fax.
Let's see if the Market Administrator's office can scan it
and e-mail it towus. I'll try that.
JUDGE HUNT: All right. Thank you.
BY MS. BRENNER

Q On page three of Exhibit 30, the only bl ocks
included in this exhibit then are 640 pound bl ocks? |Is that
your -- | think you said that's all that Kraft makes.

A No, | guess what |'msaying is this is a
conpari son when we | ook at a contract plant that we buy
cheese fromthat nmakes both 40s and barrels or 640s and
barrels. W have contract plants that we buy fromthat neke
both, so this is an analysis we use. So it would apply to
40s al so.

Q Wuld that inply that the price of cheese in 40
pound bl ocks and the price of cheese in 640 pound bl ocks is
equi val ent ?

A It should be very cl ose, yeah

Q There's no adjustnment for |arger sizes or
sonmething |ike --

A No. We use 640s for what other people use 40s
for.

Q Okay. And you get the sanme price is involved per

pound of cheese in both sizes.
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A Yeah.

Q I notice that you're assunming a fat recovery of
.91 here and sonebody el se nentioned that. This is an
internal Kraft kind of analysis?

A Yeah, | nentioned that we woul d probably take this
anal ysis, and whatever contract plant it was, they nay have
.9, they may have .93, whatever that was, we would plug that
recovery in here to do the calculation. But | ran it at a
couple of different levels and it didn't change the nunbers
way out in the hundreds or nmils or hundredths of a percent.

Q Then your testinony that your Canton plant's fat
recovery plant of 88 percent, you would apparently consider
that low, is that correct?

A We started adding fat in the |ast couple of years.
Canton's vats are 20-sone years old. They're not the
hori zontal stolting or shirping vats, so our recoveries have
probably not, were sone of the |I guess what | think nore
techni cal, capable recoveries that Dr. Barbano tal ked about.
I think even before we added fat our recoveries were not
reachi ng those type of standards.

Q You al so bring up the question of nobzzarella and
ot her kinds of cheeses and several other people have too.

Are you aware of the basis for the choice of
certain specified cheddars for inclusion in the Class 3

price and limting it to only those cheeses?
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A For the Class 3 price calcul ation?
Q Uh huh.
A Yes.

Q Can you nention what they are and why conparing
fat recovery in nozzarella m ght not exactly pertain to the
calculation of a Class 3 price?

A I'"'mnot sure |'munderstandi ng your question.

JUDGE HUNT: Excuse me, Ms. Brenner.

M. Vetne?

MR. VETNE: |f the question asks the witness to go
t hrough his nenory of the final decision and the rationale
for including cheddar then |I think the question is
unnecessary because the final decision | think was
officially noticed. Including the final decision's
reference to |ower fat recovery in nozzarella as a factor to
be considered in the formula price. |If it's not then it's
not unnecessary, but that's how | understand the question.

I|"msorry, Ms. Brenner, |'m confused and perhaps
the witness is. But it's not my confusion, it's the
wi t ness' confusion that would be inportant.

JUDGE HUNT: Ms. Brenner?

MS. BRENNER: What | was asking for is in terms of
the relative -- W've talked a little about the relative
costs of nmmking nozzarella and cheddar. Are the prices the

sane?
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THE WTNESS: W nmeke a retail nozzarella and
Pollyo, but I"'mreally not aware of how we price -- That's
the only nozzarella we make, so | really can't tal k about
how bul k nmpbzzarella is sold.
BY MS. BRENNER

Q Are you aware of whether there is any really
uni form ki nd of nozzarella made that --

A It was nmy understanding that it would be one of
the reasons why it would be very difficult to include nmoz in
the survey of prices, because what is nozzarella?

Mozzarella to one pizza custonmer may be different nozzarella
to another pizza custonmer. Therefore you couldn't really
categorize it in one category.

Q In many cases is nozzarella produced specifically
for the standards of the custoner?

A Yes. W buy noz for our pizza conpany and it's a

specific fornulation for us.

Q So it's generally not a standard product.
A Ri ght .
Q I notice one of your plants nmekes butter

A The Visalia plant, yes.

Q Do you nmake any Grade A butter there or is it al
AA?

A | think it's AA, but I'"'mnot sure. | don't get

real involved with the sale of butter there.
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Q Does Kraft generally, |'mnot aware of Kraft
butter being a product that you'd buy in the grocery store.
Does Kraft sell much butter?

A We used to have a butter business, Breakstone,
which we sold, I"'mnot sure if it's ten years ago now or
not, but we do not have any packaged butter business.

Q So you nake butter for sale to other conpani es?

A No. What it is is that when we bought the Newsone
facility we al so bought a dryer/evaporator, and it's a
cottage cheese, primarily cottage cheese, sour cream
operation, so we generate excess fat. And it's a way to
manage that excess fat. Kind of balance the operation.

Q But it probably results in a AA butter.

A Yeah. But we basically just sell it in bulk form

Q You were asked a question about sonething called
salt whey. Can you give ne a little nore information about
what that is and how big a percentage of the --

A I don't know the percentage. What it is is after
you salt the cheese that's in the vats, you drain that whey
of f and, or you drain off sone fromthe vats and sonetines
fromeven the 640s or the barrels as they hang and knit
together. That's got some fat in it, some whey in it, sone
salt init, which is because of all those conpositions, is a
very hard product to recover any value from Actually you

| ose noney disposing of it, but |I don't know the percentage
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of it.

Q So the regul ar whey cones off before the salt's
added?

A Yeah. You separate the whey fromthe curd, and
that goes in the stream and you separate the fat off of that
and condense or dry the whey. Then the curd that goes into
the 640 or the barrel, then those usually, there's whey that
comes off of those. O like in our farmplant. That has a
salt content in it and some fat in it. That beconmes a
di sposal probl em

MS. BRENNER: That's all | have.

JUDGE HUNT: Anyone el se?

(No audi bl e response)

JUDGE HUNT: Thank you very much, M. Reinke, for
your testinony.

Before we take a break, | talked to sone of the
people who would |ike to testify today because they have
pl ane reservations to | eave today.

The tentative schedule is, our first witness after
the break is M. Pacheco, and then M. Gulden, and then M.
Christ and M. Schad, and | think M. Rosenbaum indicated
that M. Schiek and M. Lenahan, M. Eastham and then M.
QO sen, you had M. Venkat, WIIliams and Throne? And then
M. Grand also would like to testify today too

Is there anybody el se that has definite
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reservations that would like to | eave today that would |ike

to testify? | can't assure everyone that we'll get to you,
but we'll meke an effort to accommdate you.
Okay, so we'll proceed with that order.

A ten minute break.

(Recess taken)

JUDGE HUNT: Back on the record.
Wher eupon,

FRANCI S PACHECO

havi ng been first duly sworn, was called as a witness herein
and was exam ned and testified as follows:

JUDGE HUNT: M. Pacheco, would you state and
spell your nane, please, for the record?

THE W TNESS: Franci s Pacheco.
F-RA-NGCI-S P-ACHECO

DI RECT EXAM NATI ON

THE WTNESS: | am Francis Pacheco. | amthe
Paci fic Regional Director for National Farmers Organization,
al so known as NFO

Nati onal Farmers Organi zation represents
i ndependent producers nationwi de in negotiating contracts
and other ternms of trade for mlk, grain, and |livestock.

NFO s purpose is to help independent farners
extract the dollars they need to cash flow their operations,

pay their expenses, and earn a living fromwhat they produce
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and sell.

The current dairy policies have brought turmil to
the dairy industry. The Class 3 price received by dairy
producers has decreased from $16. 26 per hundredwei ght in
Septenber '99 to the Cl ass 3 announcenent for April 2000 of
$9. 54 per hundredwei ght. This equates to over a 40 percent
drop in the mlk price that dairy producers receive

However, the Consuner Price Index for cheese and
rel ated products for April 2000 calculated by the U.S.
Department of Commerce was stated at 162.3, which equates to
only a decline of 1.4 percent for the same tine |ine period.

The mlk price today is far below mi |k production
costs of dairy producers in this country.

An increasing anmount, currently over half, of
America's mlk production is being utilized for the
production of dairy products. The nmgjority of dairy product
production is in Class 3 and in Class 4 products. That is
why this mlk price hearing is so crucial to this country's
dai ry producers.

Nati onal Farmers Organi zation would |ike to thank
Congress for mandating this hearing to be held and the U.S.
Department of Agriculture for conducting this hearing to
reconsider the Class 3 and Class 4 mlk pricing fornmul as.

The hearing was called pursuant to the provisions

of the Agricultural Marketing Act of 1937 with the politica
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rul es of practice and procedure governing the formul ati on of
mar ket i ng agreenents and marketing orders.

In the hearing notice it was stated that the
purpose of the hearing was to receive evidence with respect
to the econonm ¢ and nmarketing conditions which relate to the
reconsi deration of the Class 3 and Class 4 mlk pricing
formul as.

The Agricultural Marketing Act of 1937 requires in
Section 608(c)(18) that the establishnent that the
establishnment of milk prices consider the national parity
prices for mlk if it does not adequately reflect the prices
of feeds and avail abl e supplies of feeds and other economc
conditions which affect nmarket supply and demand for mlk in
the marketing area to which the marketing agreenent order
rel ates, he shall fix such a price that will reflect such
factors in ensuring sufficient quantity of pure, whol esone
mlk and be in the public interest.

The current mlk pricing policy being foll owed by
USDA failed to take into account dairy producers' costs of
production as a factor to determine or adjust the val ue of
mlk. The issue of public interest concerning the dairy
i ndustry today has changed. Public interest no |onger only
i nvolves the supply for fluid consunption. Increases in
Ameri can consuners' consunption of dairy products show this

to be true. Anerica's consuners are relying on manufactured
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dairy products as well as fluid nilk to be readily avail able
in stores at reasonable prices.

USDA' s federal order nmilk marketing program has in
the past viewed nmilk used for manufacturing of cheese,
butter, and non-fat dry powder as reserved milk. This mlk
has as nuch value to today's consuners as nmlk utilized in
the fluid market.

A mlk pricing systemthat is balanced requires
that dairy product prices, producers' cost of production
and plants' cost of production all be given consideration
when deternmining the value of mlk. Each of these itens
send sighals to one another in a free market environnent so
t hat proper adjustnents can be forthcom ng

In the current mlk pricing systemone of these
entities has an unfair consideration. The nmake allowance is
set at a certain fixed level. The nake allowance situation
all ows the processing segnment of the industry to be
unconcerned with nmarket signals.

The dairy industry that is bal anced and market
oriented should be a vital goal of an milk pricing hearing.
However, market signals need to be given to both the
produci ng and processing sectors of the industry for this
goal to be realized. Econom c and marketing conditions are
an inportant el enent of the hearing.

Nonet hel ess, the current USDA Class 3 and Class 4
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mlk pricing forrmulas based on dairy product commdity
prices lack the full accountability of econonm c and
mar keti ng factors and the establishnment of producer mlk
prices.

The main factors involved in establishing USDA s
current producer mlk price forrmulas are dairy product
price, the product yield, and plant nake all owance.

The dairy product price responds by increasing or
decreasi ng according to econom ¢ and marketing conditions.

The product yield could be considered as changi ng
in ternms of marketing if marketing was viewed in the terns
of changes according to noisture content and conposition of
m | k.

The remaining factor is the processor neke
al l omance. The make all owance is the plant production cost
for manufacturing the dairy product which is then subtracted
fromthe dairy commodity price to the termand the val ue of
the mlk in the product.

The dilemma with USDA's nmilk pricing concerning
pl ant make al | owance consideration is that the nmake
al | owance is a fixed nunber.

Economic rationale is one of the criteria the USDA
takes into consideration when making mlk pricing formula
policies. USDA nmust renenber that the purpose for this

hearing is to price producers' raw mlK.
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Currently mlk is not being priced as mlk
directly. MIK is being priced indirectly as a dairy
product. The current end product pricing forrmula al one does
not find the true value of raw mlk. Raw nilk has a val ue
before it is processed into a dairy product.

An econonic rational approach to pricing raw
mlk's value would be to include some type of consideration
for mlk production costs such as hay, grain, equipnment,
utilities, labor, insurance and so on.

For proper mlk price adjustnents to be
forthcoming, the current mlk pricing systemrequires a
vari abl e plant nmake allowance to be instituted. USDA' s
current policy on plant nake allowances -- nake all owances
set at a fixed level -- has given processors an unfair
consi deration. The nake allowance situation allows the
processi ng segnment of the industry to be unconcerned with
mar ket signals in terns of dairy product prices caused by
supply and dermand conditi ons.

Mar ket signals need to be given to both the
produci ng and the processing sectors of the industry.

The current mlk pricing policy for Class 3 and
Class 4 allows manufacturing plants of butter, non-fat dry
m |k, and cheese a cheap source of mlk with a fixed
operating profit margin which will continue to negatively

i mpact the dairy product prices nationally.
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This is a vicious cycle in the dairy industry,
that an end product pricing nmechanismwith a fixed nake
al l omance magni fies. Wen dairy product prices are too | ow
due to large supplies, it results in decreases to mlKk
prices for dairy producers. Dairy producers |ook at ways to
i ncrease cash flow. The easiest way for dairies to increase
cash flowis to produce nore mlk fromthe sane dairy
facility.

Processing plants with a fixed nmake al |l owance are
happy to acconmodate the increase in mlk production. The
processi ng plants have several benefits fromthe increased
m |k production in the way of increases in plant profits as
wel | as inmprovenent in plant efficiencies. Processors are
not directly affected by the resulting decline in product
prices fromthe products that they produced fromtheir
pl ants.

The dairy industry is an industry of checks and
bal ances that rely on different segnments of the industry to
work in unison to achieve a viable industry. The current
pricing system however, does not give equal consideration
bet ween the produci ng segnent and the processi ng segnent of
the industry. The processing segnent of the industry has a
built-in cushion into the system known as a nmake al | owance
whi ch the produci ng segnent does not have.

If the make all owance is not subject to adjustnent
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for market signals, then the whole m ssion of having a
mar ket -oriented dairy industry is void.

The California dairy industry history and current
performance i ndicate that the national dairy industry under
the current U S. mlk pricing systemwill be, and | stress
this, production oriented and not supply and denmand
ori ent ed.

California's Class 4A and Class 4B mlk pricing
formul as and now USDA's Class 3 and Class 4 isolate one
segnment of the industry fromreceiving true market
conditions which will eventually devastate the dairy
i ndustry and gover nnent prograns.

National Farmers Organization is subnmitting nake
al |l omance proposals for consideration that is fair and
reasonable in attenpting to have a free narket oriented
pricing systemfor nmlk to manufacture butter, non-fat dry
m |k, and dry whey powder as well as cheese.

Nati onal Farmers Organi zation proposes that the
Cl ass 3 make all owance for cheese and whey be established in
the foll owing market-oriented fashion

The cheese nmeke all owance and dry whey powder are
to have a base make al | owance | evel which are set at the
wei ght ed average manufacturing cost determ ned by USDA Rura
Busi ness Cooperative Service. Currently cheese is at 1.292

dol | ars per pound, and powder is at .1271 dollars per pound



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1108
to be adjusted on an annual basis plus a marketing cost of
. 0015 dollars per pound and a return on investnent of .0103
dol | ars per pound on cheese and .0174 on whey powder.

The base make all owance |evel for cheese will be
1.41 dollars per pound and for dry whey will be .1460
dol | ars per pound.

These base nmeke all owances are to be adjusted
according to the relationship between cheese whey powder
reference price which is based on currently cal cul ated NASS
nmont hl y cheddar price and the NASS nonthly whey price to the
producers' cost of production. The producers' cost of
production amobunt is to be the nost recent California
Department of Food and Agriculture mlk production cost
i ndex. A docunent explaining the California Departnent of
Food and Agriculture m |k production cost index and a recent
i ndex sheet are attached to the back of the testinony as
Exhi bit 1.

The effects of the adjustable make all owance for
cheese and dry whey powder woul d be a market-oriented
approach to determ ning what the make al |l owance shoul d be
for plants.

Chi cago Mercantil e Exchange nonthly average prices
woul d be preferred in calculations instead of the NASS
nmonthly price.

The cheese whey powder reference price is to be
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cal cul ated on a hundredwei ght standard of 3.1815 crude
protein equivalent to 2.9915 percent true protein, and
5.6953 other solids content with the yields based on a
nodi fi ed VanSl yke fornula (See Exhibit 2) in the foll ow ng
manner with fornula adjustnments to recover fat recovery set
at 93 percent and casein to true protein set at 82.954
percent.

The sum of the two following forrmulas -- the price
per hundredwei ght conputed by the fornmula using NASS nonthly
cheddar price multiplied by the yield factor of 9.9095 then
subtract the anount equivalent to 9.9095, multiplied by the
adj ust ed nake all owance of the prior nmonth. The price per
hundr edwei ght conputed by the formula using the NASS nonthly
whey powder price multiplied by the yield factor of 6.1618
then subtract the amount equivalent to 6.1618 nmultiplied by
t he base whey nmke al |l owance.

The cal cul ated cheese whey powder reference price
is then divided by the nost recent CDFA nilk production cost
index to determ ne the nake all owance adjusting factor

The USDA Rural Business Cooperative Service
wei ght ed average manufacturing costs of cheese and whey
powder are then nmultiplied by the nake all owance adjusting
factor to determine the current nonths make all owance to be
used in cal cul ations.

The following is an exanple for March 1999. The
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NASS nont hly cheddar price was $1.364, the NASS nonthly whey
powder price was .1917 dollars per pound. CDFA nmilk
producti on cost index for that time period was $13. 40.

When the formula is applied you will take the
$1.364 tinmes the 9.9095 and you will subtract the nake
al | owance factor of 9.9095 tinmes the base make all owance of
. 1410 plus the whey val ue which would be .1917 dollars tines
the yield of 6.1618 ninus the make al |l owance factor of
6.1618 tines .146 dollars to give you what is called as a
reference price, the cheese whey powder reference price of
$11. 83.

Now t hat $11.83 is going to be used to calcul ate
t he make al |l owance adjusting factor. You would take the
$11.83 divided by the producer's cost of production
establ i shed by CDFA of $13.40 to give you an adjusting
factor of 88.25 percent.

Basically this equates for the March adjusted nake
al l omance equal to .1418 tinmes the 88.25 percent will give
you a nake all owance for the nonth of .1244 dollars per
pound and the March adjusted powder nake all owance woul d be
equal to .146 dollars per pound tinmes the 88.25 percent will
give you a nake allowance for the nonth of .1288 dollars per
pound.

Nati onal Farmers Organi zation proposes that the

Cl ass 4 make all owance for butter and non-fat dry mlk be
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established in a market-oriented fashion as well. The
butter and non-fat dry nmilk make all owance are to have a
base |l evel which is set at the wei ghted average
manuf act uri ng cost determ ned by USDA Rural Business
Cooperative Service

Currently butter is at .0938 dollars per pound,
and powder is at .1271 dollars per pound to be adjusted on
an annual basis, plus the marketing cost of .0015 dollars
per pound, and a return on investment of .0073 dollars per
pound for butter, and .0174 dollars per pound on powder.

The base make al |l owance | evel for butter would be
. 1025 dol l ars per pound and the powder would be .146 dollars
per pound.

These base nmeke all owances are to be adjusted
according to the relationship between the butter, non-fat
powder reference price which is based, currently cal cul ating
NASS nonthly butter and non-fat m |k powder prices to
producers' cost of production. The producers' cost of
production, again, would use CDFA's nil|lk production cost
i ndex.

The effects of the adjustable make all owance for
butter and non-fat dry mlk would again be a market-oriented
approach to determ ning what the make al |l owance shoul d be
for plants. Chicago Mercantil e Exchange nonthly averages

prices would be preferred in the calculations instead of the
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NASS nmont hly price.

The butter, non-fat dry mlk reference price is to
be cal cul ated based on a hundredwei ght standard of 3.5 fat,
3.1815 crude protein and 5.6935 other solids equating to
8.875 percent solids non-fat content in the follow ng
manner .

The yield factors would be 1.219 for butter, and
1.02 for powder.

The sum of the two following formulas will equal
your reference price for butter and non-fat dry milk. The
pri ce per hundredwei ght conputed by the forrmula usi ng NASS
monthly butter price nultiplied by the yield factor of
4,268, then subtract the anpunt equivalent to the 4.268
mul tiplied by the adjusted butter nmake all owance for the
prior nonth.

The price per hundredwei ght conputed by the
formul a using the NASs nmonthly non-fat dry nmilk powder price
multiplied by the yield factor of 9.025, then subtract the
anount equivalent to the 9.025 rmultiplied by the adjusted
non-fat mlk nake allowance for the prior nonth.

The cal cul ated butter, non-fat dry m |k powder
reference price is then divided by the nost recent
California Department of Food and Ag m | k production cost
index to determ ne the nake all owance adjusting factor

The USDA Rural Business Cooperative Service
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wei ght ed average manufacturing costs of butter and non-fat
dry milk are then nultiplied by the make all owance adj usting
factor to determine the current nonth's nmake all owance to be
used in cal cul ations.

MR. ROSENBAUM  Excuse ne, Your Honor. Steve
Rosenbaum |'msorry to interrupt. |'ve been follow ng
al ong the testinony.

I find the testinony to have proposals in them
that sinmply are not reflected in the notice. This
organi zation did provide two or three proposals with respect
to yield factors and sonme of his testinony addresses that
and | have no objection to that portion conmng in, but these
adjusters that he's putting in based upon California cost of
producti on and based upon rel ati onshi ps between a variety of
factors that |I'mhaving difficulty even to follow the
concepts of, are sinply not in the proposals and as a result
are nothing that my client has ever had a chance to analyze
the economics of, and we can't do that on the fly as he
testifies.

So I"'mgoing to object to this testinony at this
tinme and nove to strike.

JUDGE HUNT: M. English?

MR. ENGLISH. Charles English. | join in that
obj ection and note that while National Farmers Organization

menti oned cost of production, they did not provide a
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speci fic proposal with respect to that so | object to the
extent that the notice, based upon their proposal, did not
provi de us adequate opportunity.

Beyond that, these proposals plainly go way beyond
what was anticipated in the hearing notice and | therefore
join the objection and nove to strike or nmove to exclude
even in advanced.

JUDGE HUNT: M. Yale?

MR. YALE: W vehenently di sagree.

We canme to this hearing knowi ng that nake
al l omances was the issue. W canme to this hearing know ng
that cost of production was an issue because it was
menti oned. Cost of production shall be considered. That's
part of the hearing notice. And everybody who's been
i nvolved in federal order hearings knows that as you cone to
this hearing these things m x based on the testinmony and
there's nodifications and adjustments and stuff and the |ike
and we all anticipate that comi ng, but we all knew that we
were facing an i ssue of nmake all owance, we were facing
formul as to devi se make al | owances, and we were faced with
the issue of cost of production being involved in there.

And the fact that he mxes it this way is wel
within that notice, and | think his testinony should
consider. The Secretary is fully capable of taking this

testimony with the rest of it and nmeking a proposal that's
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consistent with the Act and it shouldn't be stricken.

JUDGE HUNT: M. Beshore?

MR, BESHORE: | just want to interject one note.

The hearing and all participants took testinony
fromthe gentleman from Nati onal Farmers Uni on who presented
the sane concept, not in all the particulars, but the sane
issues. It's already in the hearing notice.

To deny M. Pacheco the opportunity now to conment
upon the sane concepts that have al ready been taken here,
which relate to make al |l owances which are in the hearing
noti ce woul d be extrenely unfair and should not be done.

MR, ROSENBAUM  Your Honor, just to focus the
obj ection, on page five there is discussion of base neke
al l omances of various dollar anpunts for cheese and dry whey
to be adjusted based on a rel ationship between a cheese whey
powder reference price which has sonmething to do with a NASS
nmont hly cheddar price and a NASS nont hly whey powder price,
adj usted for producer cost of production based upon the nost
recent California nunmbers. None of this appears in any
hearing notice and none of this is reflected in any of these
proponents or any other proponents' proposals.

Wth respect to other proposals we've had the
opportunity for several weeks now to address the financia
inmplications, the inplications for the industry as a whol e,

make a concl usion as to whether they should be supported,
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and if opposed to present testinony as to why they should be
opposed. But none of those things apply with respect to
this testinony, and that's the basis for our objection.

JUDGE HUNT: M. Berde?

MR. BERDE: Your Honor, as all counsel assenbled
here know, it is perm ssible to accept a proposal that can
be characterized as any appropriate nodification of any
proposal that is articulated already in the notice of
hearing. It cones down to this question which | would |ike
to hear the views of the Secretary's council on, would the
Secretary consider what is now being proposed as an
appropriate nmodification of any of the proposals that are
contained in the notice of hearing?

JUDGE HUNT: Do you wish to address that M.
Cooper or Ms. Brenner?

MR. COOPER | think it was M. Contente from
Nati onal Farmers Union who testified as to sonmething that is
basically the same as M. Pacheco here is discussing, which
was addressed to proposal nunmber 29 which is a rather
vaguely defined -- Incorporate cost of production into Cl ass
3 and Class 4 fornul as.

That was not an NFO proposal, it was an NFU
proposal. The witness, who | believe was M. Contente,
al ready addressed that in a manner simlar to where M.

Pacheco seens to be going.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1117

M. Pacheco goes a little further and is
enbellishing it sone and adding a little nore to the
formulas, but it would strike me this is probably sonething
that could properly be characterized as an appropriate
nodi fication of the NFU proposal

As the hearing notice states and as is typical in
these things, we do accept appropriate nodifications of
exi sting proposal s.

JUDGE HUNT: M. English?

MR. ENGLI SH: Perhaps we ought to be objecting to

proposal nunber 29 as the governnent attorney has just
acknowl edge as a rather vague proposal. The purpose of a
notice of hearing, of course, is to put the participants on
notice as to what the nature of the proposals really are.
To say you're going to incorporate costs of production is a
rat her neaningl ess provision of notice, and that's certainly
not the Secretary's fault. It is the fault of the proponent
who submitted the proposal

But beyond that, we have this wonderful term of
art, an appropriate nodification. WeIlI|l Your Honor, | submt
this is not an appropriate nodification. This goes way
beyond the scope of even what was testified about yesterday
which was nerely an adjuster. Now we have in addition to
the adjuster a nunber of price series for which we have had

no di scussion up until now. W' ve had a nunmber of witnesses
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who have al ready departed who may very well have wanted to
comment on this issue had they known that this issue was
goi ng to be opened.

I think that the objection is very well taken

JUDGE HUNT: It does appear to be beyond the
nodi fication, as M. English says. |'mnot that conversant
and don't claimto be, about the order and all the
intricacies of the proposals.

I"'mgoing to allow M. Pacheco to continue with
his testinony, but it does clearly appear to be a proposa
that's not within the scope of those that were in the
regi ster.

As | did with Dr. Barbano's testinony, I'Il allow
it in and let the Secretary's representative who's going to
make the determination to disregard the testinony to the
extent, M. Pacheco's testinony to the extent that it does
not fall within the scope of the proposals.

JUDGE HUNT: M. Yale?

MR. YALE: Your Honor, | appreciate your ruling.
On the other hand it does create a conundrum

JUDGE HUNT: | understand.

MR. YALE: The conundrumis --

JUDGE HUNT: Do you respond to it.

MR. YALE: -- do you respond to it.

I think we've got to separate our disagreenents
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with what their approach is fromwhat's being done here.
The AMAA is, one of its factors is to be concerned with
producers. And this is one way in which the producers
interests is being presented. One of the few ways in which
it's actually being directly presented in terms of cost of
production which is consistent with the cost of feeds and
other factors that are required under the AMAA

I would respectfully request that to allowit in
and the proposal and then the Secretary is in the position,
wi t hout having to call a new hearing, or recall one if they
find that sone of these proposals nmaybe shoul d have been
consi dered, and then we've got to go through this process
agai n.

JUDGE HUNT: | understand your problem W ran
into that with Dr. Barbano, how nuch was his testinony
rel evant to the proposals and how nuch concern his proposal
whi ch was not being considered, and how nuch did you have to
go into -- There's a lot in the record that's undoubtedly
not going to be relevant or be considered.

Unfortunately, that's howit's going to be. 1|'ve
made ny ruling, so I'll allow M. Pacheco to continue with
his testinony.

M. Pacheco?

THE WTNESS: The following is an exanple of a

March 1999 cal cul ation to establish the butter powder
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reference price for Class 4 which would then be adjusted by
the cost of production.

The NASS butter price was $1.3019. The NASS non-
fat dry mlk price was $1.0169. California again, mlk
production cost index was $13.40 for the npst recent
publi shed ti ne.

The equation is listed there. For the sake of
time and respect of other people that are waiting to
testify, I will go beyond that. It basically calculates in
the sane manner using different factors. For this one,
however, you would have a make al | owance adjusting factor
for the Class 4 being $13.03 divided by -- the $13.03 would
be the butter powder reference price divided by the $13.44
for the cost production index, which would give you a 97.29
percent adjustnment factor.

So basically what it's saying is the March
adj usted butter make all owance woul d be the 1.26 dollars per
pound base nake allowance tinmes the .9721 equalling a .0997
dol | ar per pound meke al |l owance for that prescribed nonth.

The March adj usted powder make al |l owance woul d be
t he base nmeke all owance of .1460 tines the adjusted nake
al l omance for that nmonth of .9721 to equal a .1419 dollars
per pound meke all owance for powder.

NFO s make al | owance proposal is directed by

mar ket conditions -- sonething that the current formula
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| acks. The current formula | acks market price volatility on
the producers' mlk pay price.

This type of approach to establish plant nake
al l omances woul d share, and | stress share, the market price
volatility effects financially on both the producer and the
process.

The processor should receive the sane stability or
instability fromthe market as do the producers.

The adj ustabl e nmeke al |l owance response to factors
that have direct effects on the dairy system

The make al | owance changes proposed by the NFO
woul d bring about a market-oriented systemthat is needed in
today's dairy industry.

Since dairy producers' raw mlk prices are to be
deternmined by dairy product prices, the processors as wel
as the producers need to be responsible for achieving stable
and equitable dairy product prices.

Nati onal Farmers Organi zati on reconmends that USDA
change the form of the dairy product price discovery from
cheese and butter and non-fat dry milk fromthe NASS survey
to the Chicago Mercantile Exchange. The NASS survey is a
survey of manufacturing plant product prices that are not
audi ted and not reported as bei ng nmandatory.

This rai ses serious concerns anmong dairy producers

due to the direct effects of this decision on producers
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mlk price calculation. Plants basically |ook at the
Chi cago Mercantil e Exchange as their reference price since
it is traded on a daily basis.

Nati onal Farmers Organi zati on recomends USDA
adopt - -

MR. YALE: Your Honor, to the extent that he has
proposals to use the CME over the NASS, is your ruling
saying that that proposal is not adnmitted in the record?

JUDGE HUNT: \Which one?

MR. YALE: His proposal includes the use of the
CME versus the NASS. Has that part of the proposal been
stricken and not to be considered by the Secretary? | just
want a clarification.

JUDGE HUNT: WAs the objection to all his
proposal s?

M . Rosenbaum was objecting. Wre you objecting
to all of them M. Rosenbaunf

MR. ROSENBAUM | see no reason why this witness -
- This witness is certainly entitled to testify in favor of
using the CME instead of NASS. That's a noticed proposal
Whether it's his or not |I don't even know, but that's a
noti ced proposal

JUDGE HUNT: You don't object to that then.

MR, ROSENBAUM | view that as testinony in favor

of M. Yale, which | didn't object to M. Yale's witness
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testi nmony.

MS. BRENNER: -- proponent of the --

MR. ROSENBAUM Vet her he is or not, | think he's
obviously entitled to testify in favor of proposal nunber
one.

MR. YALE: | just wanted to make that clarified so
that we didn't find out that everything kind of got thrown
out with the baby and the bat hwat er

JUDGE HUNT: All right, M. Yale.

M. Pacheco?

THE W TNESS: National Farmers Organization
recommends USDA adopt the following Class 3 m |k pricing
formul a changes.

The butter fat price for the Class 3 nilk price
woul d be as follows: You would take the CME nonthly average
butter price mnus the adjusted nake allowance -- the
adj ust ed nake all owance woul d be the factor there that |
guess you're trying to throw out -- divided by the .82
equal s the fact val ue.

The protein price would equal the CME nonthly
average 40 pound cheddar cheese price minus again the
adj usted nake all owance tines the 1.45 plus the CME nonthly
average 40 pound cheddar cheese price minus again the
adj usted nake all owance, multiplied by the factor of 1.635.

This would, mnus the calculated fat price, tinmes the 1.28
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factor. This will give you the protein val ue.

The other solids price would be the NASS whey
powder survey price mnus the adjusted rmake all owance
di vi ded by the .968.

The following is an exanple for March 1999.

The butter price, using the factors of $1.319
m nus the adjusted nake all owance, and that's why these
nunbers are not going to correlate to any nunbers if you
don't accept the adjusted nake all owance, but the adjusted
make al |l owance woul d have been .0997 divided by .82 for a
butter fat price of $1.466 dollars per pound.

The protein price would have equal ed $1. 33 ni nus
the adj usted nmake all owance for the nmonth of 1.244 dollars
per pound tines the 1.405 plus $1.33 minus the .1244 tines
the 1.635, again nminus the butter fat value of $1.466 per
pound, nultiplied by 1.28, would have given you a protein
val ue of $2.34.

Ot her solids price would have been the .1977
dol | ars per pound, whey powder m nus the .1498, 1419, which
woul d have been the adjusted nake all owance of the nonth,

di vi ded by the .968 equals .0514.

The adjusted butter fat yield of 1.635 used above
was cal cul ated as follows. You took the .35 with the
recovery value, multiplied by the recovery val ue of .93,

multiplied by the 1.09 divided by the noisture of .68, .62,
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38 percent npisture being the factor there, equalling the
1. 635.

Nati onal Farmers Organization believes USDA shoul d
adj ust the fat recovery in the VanSlyke formula fromthe 90
percent to the mninum of 93 percent. Today's cheese
manuf acturing plants are efficient in recovering at |east
this amount in butter and the cheese nmaki ng process. Mny
of the cheese making plants are recovering the whey cream
into the vats to increase production and efficiency at the
pl ant .

On Class 4 mlk pricing, concerning the |evel of
non-fat dry milk yield fromthe pound of solids non-fat,
needs to be addressed. The current formula uses a dividing
factor of 1.02 pounds on the NASS non-fat dry mlk price
m nus the meke all owance. This basically inplies that only
.98 pounds of non-fat dry milk is yielded froma pound of
solids non-fat.

To have a dividing factor of .012 is an obvious
m stake in the Class 4 nmilk pricing formula. Nationa
Farmers Organi zation would like to withdraw the origina
proposal of using a dividing factor of .99. NFO would |ike
to submt a proposal to use a multiplying factor of .1.02 on
the CME non-fat dry milk price m nus the nake all owance.

This basically inplies that 1.02 pounds of non-fat

dry milk is yielded fromthe pounds of solids non-fat in
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m | k. CDFA, Departnent of Food and Agriculture, did a
report on butter and powder yields. This report shows the
wei ght ed average. Powder yield was 1.025 fromthe sel ected
California plants in the survey as shown in Exhibit 3.

Nati onal Farmers Organi zati on woul d support any
yield factor adjustnent that yields 1.02 pounds or higher.

The questionable health of America's dairy
i ndustry due to the past dairy policy is very plain to see
| ooki ng at the exodus of dairy operations over the years.
According to the American Farm Bureau in 1992 there were
131,535 comercially operating dairy farns. |In 1999 this
nunber decreased to 87,669 farns. Over this period of tineg,
43,846 dairy operations went out of business.

Sinply put, one-third of Anerica's dairy
operations from 1992 to 1999 went out of business and
st opped being part of this country's dairy infrastructure.

The current milk prices are causi ng many nore
dairy producers to exit the industry. National Farners
Organi zati on urges USDA to adopt the proposals presented in
our testinony today so an equitable and stable dairy
i ndustry can be established in this country.

JUDGE HUNT: Any questions of M. Pacheco?

M . Rosenbaunf

MR, COOPER: Can | get a clarification first?

JUDGE HUNT: Yes, M. Cooper.
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MR, COOPER: First of all we've got sone testinony
here and we've got sone exhibits attached to the end of it
that are referenced in the testinony as his Exhibits 1, 2,
and 3 but have not independently been offered or introduced
or marked. |'mjust trying to see how we shoul d proceed
here. WII we nmark the whole testinony and exhibits as an
exhi bi t nunber?

JUDGE HUNT: He hasn't offered them yet.

MR, COOPER: W're going to be Cross-Exani ning
people on the testinony and exhibits. Let's keep it
straight for the record, | guess.

THE W TNESS: Pl ease subnit it as an exhibit in
its totality.

JUDGE HUNT: Your testinony and exhibits?

THE W TNESS: Pl ease.

JUDGE HUNT: We'll mark that then as proposed
Exhibit 31. That includes his testinony plus the attached
exhi bits.

(The docunent referred to was
marked for identification as
Exhi bit No. 31.)

MR, COOPER: | think you've already rul ed that
part of his testinony should be considered as an offer of
proof rather than as testinony.

JUDGE HUNT: Correct.
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MR. COOPER: Does anyone want to address the three
exhibits attached to it as to what they should be too,
before we get into Cross-Exam nation?

JUDGE HUNT: It's been offered right now

MR. COOPER: Ckay.

CROSS- EXAM NATI ON

BY MR. ROSENBAUM

Q M. Pacheco, | want to have you turn, if you
woul d, to page nine in your testinony. The |ast paragraph
which deals with the question of the yield factor that's
built into the forrmula. Specifically the dividing factor of
1.02 which you think ought to be changed. Correct?

A Yes.

Q You' re saying instead of dividing by 1.02 you
would nultiply by 1.02 but off of a different price
consistent with your view that it should be CME rather than
NASS, correct?

A Correct.

Q You say the dividing factor of 1.02 was a m stake,
but have you read the explanation that was given in the
final rule for why they used that nunber?

A | guess | could say | disagree with it nmaybe.
Everybody can justify their own decisions. | just disagreed
with it and | figured it was a nistake.

Q You say here that the dividing factor of 1.02
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inmplies that only .98 pounds of non-fat dry milk is yielded
froma pound of solids not fat in mlk, do you see that?

A Uh huh.

Q But you will acknow edge that it was not that
assunption that drove USDA to reach the 1.02, correct?

A Again, | don't know what their assunption was.
["mjust putting down the way that | and National Farmers
Organi zation views this factor of yield.

Q You agree that the formula determines the price to
be paid for milk going into non-fat dry mlk -- excuse ne.
Restate that.

Yes, the price to be paid for non-fat dry mlKk,
for mlk going into non-fat dry mlk is the price of non-fat
dry milk on the market m nus the make al |l owance divi ded by
the 1.02. That's how the fornula now works.

A That's how it works.

Q Now it's true, though, isn't it, that sone of that
non-fat solids don't end up in non-fat dry mlk, but end up
in butterm |k powder.

A As was presented yesterday, yes, that is the case.

Q And you would agree with ne as well -- But there's
no survey done of butterm |k powder, that's not part of the
process, correct?

A To the best of nmy know edge.

Q Is it your understanding that USDA felt that the



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1130
best way to account for the fact that not all of the mlk
ended up in non-fat dry mlk, but sone of it ended up in
butterm | k powder, that that reality would be reflected by
using the 1.02 divisor rather than sonme | ower divisor. That
was how they woul d adj ust for that phenonenon.

A The poi nt being?
Q You're aware that that's the theory that went into
the 1.02.

A That's their theory.

Q Yes. You're aware of that.
A Yes, | would assune that.
Q And you certainly agree with the reality that sone

of that mlk ends up in butternm |k powder rather than non-
fat dry mlKk.
A That woul d be the case.
Q And you woul d agree with ne that butterm | k powder
is a substantially | ower val ued product than non-fat dry
m | k.
A Dependi ng on market conditions, that can be true.
JUDGE HUNT: Are you finished, M. Rosenbaunf
MR. ROSENBAUM  No, Your Honor
Your Honor, | have a docunent 1'd |ike to have
marked as an exhibit if | could.
(Pause)

JUDGE HUNT: While they're conversing, M.
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Pacheco, to follow up on the point that M. Cooper made,
which is a very relevant point. These exhibits attached to
your testinony, they need to be identified. Wat are those
exhibits specifically? Can you identify thenr

THE WTNESS: Yes. Exhibit 1 in the testinony is
the m |k production cost index that California Departnent of
Food and Agricul ture Departnent has been doi ng since 1955.
It's an explanation of this survey that they do.

JUDGE HUNT: An official publication by
Cal i fornia?

THE WTNESS: Yes, it is. That's Exhibit 1, and
it contains four pages of explanation.

Exhibit 2 --

JUDGE HUNT: Page 2 of Exhibit 30 [sic] --

THE W TNESS: Oh, page two --

JUDGE HUNT: This is all Exhibit 30 [sic] -- Now
you're referring to these attachnents.

THE WTNESS: MW exhibit referred to in the
testimony of Exhibit 1 containing four pages. The first
page of that is explanation. The second page would be a
four-colum chart which basically has it for 1978, 1988,
1997, 1998, and reflects what their cost index were on
average of the annual costs.

JUDGE HUNT: Who prepared that?

THE W TNESS: California Departnent of Food and
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Agriculture prepared this.

If that is the factor, if | may say this, if that
is the factor of the objection of inputting this type of
testi mony - -

JUDGE HUNT: No, this is just to identify these
docunment s.

THE W TNESS:  Okay.

Then there's a glossary of ternms because on the
chart it has the term nol ogy of what these nunbers
represent.

JUDGE HUNT: |s that page three?

THE W TNESS: Page three as well as page four are
the gl ossary of terms of what those nunbers represent.

And 1'd Iike to say, the proposal does not
necessarily need in terns of an adjusting factor of nake
al |l omance adjustnents, does not need to be done with
California Department of Food and Agriculture. |t can be
done with any producer, mlk production cost survey.

So if part of the objection to the testinony is
that oh, you're using California nunbers, we're not | ooking
at California nunbers. You can use any nunbers. It's the
| ogi ¢ of the philosophy of having a market-oriented nake
al l omance that should be subnitted for the Secretary's
consi derati on.

Where the nunbers canme from what reports it cane
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from | don't think that's the issue. | think it's the
i ssue of having nmake all owance which | thought this hearing
was supposed to be about, and having an approach to
deternmining the proper nmeke all owance. As far as where it
came from the surveys used to determ ne the adjustnent
factor | think is irrelevant.

JUDGE HUNT: All these attachnents now that you've
mar ked as Exhibits 1 and 2, they're all publications of the
California Department of Food and Agriculture.

THE W TNESS: Except for in the testinony Exhibit
No. 2 which is basically a chart, which is a formul ation
chart.

JUDGE HUNT: Who prepared that?

THE WTNESS: | did. Well, actually, | shouldn't
say that. Actually | took it off of Dr. Barbano's
spreadsheet. | changed the numbers that | wanted. |
changed the recovery to 78 percent and | changed the nunber
to 93 percent and his formula is the one who cal cul ated the
nunbers on there. So | shouldn't say that | did the
f or mul a.

JUDGE HUNT: Thank you, M. Pacheco.

M . Rosenbaum pl ease.

MR. ROSENBAUM  Your Honor, if | could have
Exhibit 32, | think it will be.

JUDGE HUNT: Yes, Exhibit 32 marked for
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identification.
(The docunent referred to was
marked for identification as
Exhi bit No. 32.)
BY MR. ROSENBAUM

Q Before you started describing your exhibits you
started testifying that you agree that sone of the solids
not fat in fact do not end up in the non-fat dry mlk but
end up in dry butterm |k, correct?

A That is correct.

Q What |'ve given you is a docunent that conmes off
the AMS web site that tracks for, well reports for 1999 the
price of non-fat dry mlk and dry butterm |k as well as sone
ot her things, but that's what | want to focus on. Do you
see that it reports that the average price for Chicago,
| ow medi um heat non-fat dry mlk, central market, was on
average $1.03477

A | do see that.

Q Do you see that the central states price for dry
butterm | k for that year, which is the npbst recent year we
have figures for, is 0.760 cents?

A | do see that.

Q So that the price that a manufacturer could obtain
in the marketplace for dry butterm |k was 25 percent |ess

than the non-fat dry mlk price on average over that year
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A Yes.

Q So you would agree with ne that if we're pricing
non-fat solids that we have to sonmewhere adjust for the
fact, strike that.

If we're pricing non-fat solids off of the non-fat
dry mlk price, which is how the fornula works, there has to
be sone adjustnment for the fact that sonme of that non-fat
solids ends up in a product that's actually substantially
| ess val uable than non-fat dry milk, don't we?

A That woul d be true. And the amount of adj ustnent
is what's in question here.

Q That is the adjustnent that --

A I"'mnot saying | don't agree with you. |'mjust
sayi ng that ny opinion of the anpunt of adjustnment would be
the figures that | proposed.

Q Your adjustnment is based upon what you say is the
powder yield froma pound of solids not fat, correct?

A Powder yield fromthat portion of what's |eft
after butter is being processed, yes.

Q But the price that's been paid is based upon the
mlk that you' ve picked up at the farm right? Under the
federal system

A Yes.

Q On page nine again, you testify as to what Kkinds

of recoveries are being obtained in cheese manufacturing
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plants. | assune you don't actually run such a plant, am!|
right?

A No, | do not.

Q You're sinply relying upon what you've heard from
ot her peopl e?

A That's correct.

Q Under the current system well | assunme cheese
pri ces have gone up and down over the last three nonths to

sonme extent.

A A very snmall extent.
Q You are not suggesting that a cheese nanufacturer
will turn down a higher price for cheese that soneone wll

offer to him are you?

A Well, the question is this. If | accepted it, |
didn't necessarily have to report it, because if | reported
it my raw product costs woul d have gone up. So | have the
el ection of either reporting it or not reporting it under
the current collection of data.

Q My question was a very different one.

A Oh, |I'msorry.

Q If a cheese manufacturer is offered a higher price
in the market for its cheese, you're not suggesting it's
going to turn that down.

A No, | probably would say he woul dn't.

Q And you're not suggesting, are you, that if denmand
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suggests that there's I ess need for cheese that the people
who buy cheese, well, let nme turn that around.

If the demand for cheese falls, then the buyers of
cheese are going to offer |l ess to cheese manufacturers,
correct?

A I don't know if | would say demand for cheese

drops because we haven't really seen a demand in cheese

dr oppi ng.
Q The rel ati onshi p between what a purchaser of
cheese will pay and what a seller -- Well, let ne rephrase
t hat .
What a purchaser will pay for cheese is determ ned

by the demand for cheese, isn't it?

A It's not only based on demand for cheese. It's
based on market condition of supply and denand.

Q The demand for cheese is not affected by the
adoption of the new system you would agree with that.

A I"'msorry, | don't --

Q The demand for cheese anpbng consuners in Anmerica
is not itself affected by the product price formula.

A | really -- That's a very vague question that in
the product price forrmula could affect the denand.

Q How much consuners want cheese and what price
they're willing to pay for it is not affected by the fornal

in the federal system Do you agree with that ruch?
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A I can see how on the consunption of cheese, and
this goes back to the consuner price index and all the
retail side of things. The consuners are still purchasing
cheese today and the producers haven't seen any response of
where their prices have been established after the |ast
three, four nonths. | don't know if that's the point you're
getting to, but that needs to be tied in there sonewhere.

Q I'"m sinply asking whether you agree with nme that
the demand for cheese is one part of the equation that sets
the cheese price and that is unaffected by the nininum
pricing systemthat the federal governnent adopts.

A I still don't --

Q Well, you' ve made the statenent that the current
system makes the processing segnent unconcerned with market
signals. I'mtrying to see whether the market signal of
consuner demand for cheese renmmins in place.

A In that sentence there, what that means is that if
| got paid --

Q But that's ny question. You may have other points
to make, but --

A The intent of that line --

JUDGE HUNT: Wit until he finishes the question.
BY MR. ROSENBAUM
Q If you can just answer that we'll nove on, which

i s whether you agree that the consunmer demand for cheese is
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A There are so many factors there, it could be one

of the factors.

Q So you' re disagreeing with ne.

A | slightly agree, | slightly disagree. |'m saying

there are many factors.

Q Are you located in California itself?
A Yes, | am
Q And California has |ived under a product price

formul a system for some years now, correct?

A That is true.

Q The adj uster for cost of production is not found

inthe California fornula, is that right?
A At this tinme.
Q And California production of m |k has expl oded
over the last 30 years, correct?
A The nunbers woul d dictate that.
MR. ROSENBAUM That's all | have. Thank you.
JUDGE HUNT: M. Marshall?
MR, MARSHALL: Thank you, Your Honor
Good norning, Francis.
THE W TNESS: Good norni ng, Doug.
BY MR MARSHALL

Q The only reason for ny rising here is in hopes

that | can help with a clarification of your testinmony which
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is nowitself an exhibit, and what you might nean by the
di scussi on of powder yields that M. Rosenbaum was j ust
aski ng about.

If | understand you correctly, you have inserted
the yield study fromthe California Departnment of Food and
Agriculture as your primary source for your suggestions
about vyiel ds.

A That is true.

Q | assune you rely on the Departnent's audits and
are confortable with their nunbers.

A As far as | know they are audited and done in a
busi nessl i ke manner, yes.

Q So woul d you accept then that whatever that report
from CDFA shows is what you would want the Departnment to
consi der?

A Since this report may be updated, whatever woul d
be an updated report.

Q But for purposes of your testinobny you' re saying
that's the best reference source --

A At this tinme.

Q Let me just ask you to turn to the |ast page of
your witten testinmony, it's nunbered ten. | point out here
as a prelimnary to ny question that the term powder is
vague and typically when we tal k about butter powder we're

tal ki ng about butter and non-fat dry nilk powder, but there
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are also whole m |k powders and butterm | k powders.

| refer you to your second and third new sentences
on page ten. "The California Departnent of Food and
Agriculture did a report no butter and powder yields. This
report shows that the weighted average powder yield was
1.0252 for selected California plants."

Do you see that?

A Uh huh.

Q Let's actually | ook at that report over on the
very, very |last page of your exhibit, and |I believe you're
referring to the very bottomthere where you see a powder
yield of 10252 as the upper left npst nunber in that table.

A That is correct.

Q Then as you nobve across that table you see that
that is the sumof the non-fat dry m |k powder yield and the
butterm | k powder yield, is it not?

A | do see that.

Q So woul d you accept then that the, at |east from
the standpoint of this study, the weighted average yield in
the California plants included in the survey was 97 percent
yield on non-fat and five percent yield on butterm |k
powder ?

A On this study that seens to be the case.

Q Al right.

Let me just ask you now to refer back to page
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nine, the very bottom of page nine, the beginning of that
paragraph. You're discussing the 102 factor. You say in
your third sentence, "This inplies that only .98 pounds of
non-fat dry mlk is yielded froma pound of solids non-
fatted milk," and you go on to characterize that as an
obvious mistake. But isn't that in fact what this table
from CDFA shows?

A It does.

Q So woul d you ask then that your testinony be
interpreted in |ight of the nunbers in the California
report --

A This was a study that was available. There may be
other studies. At the tinme | had not investigated to the
full est extent on that part.

Q I"'msinply inviting you to suggest that your
testimony should be nodified to the extent necessary to
conformto the California study.

A I would accept that, yes.

MR, MARSHALL: Thank you very rmuch.
JUDGE HUNT: O her questions?

M. Yal e?

BY MR YALE

Q M. Pacheco | want to take you back a little bit
of time with National Farmers Organization. Wasn't there a

time in which the National Farmers Organi zati on opposed the
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Nat i onal Cheese Exchange?

A Yes.

Q But now you're supporting the Chicago Mercantile
Exchange?

A Yes.

One of the other factors why we oppose NASS being
used, especially for cheese, is because a significant part
of cheese which is on NASS which as testified to earlier
that Kraft purchases conme out of the West, comes out of
Cal i fornia.

Here you have a California pricing systemsetting
the raw value of that nmilk that is then going to be sold and
accounted for in the pricing systemof the federal order

So unl ess NASS does not accept cheese sal es out of
California as part of the forrulation of the value of mlk,
then I would say we definitely need to use the CME.

Q And National Farmers Organization does not have
concerns that the CME is subject to mani pulation |ike the
Nat i onal Cheese Exchange?

A Any type of market can be subject to manipul ation.
| can't say it is or isn't. But the possibilities are
al ways there.

Q There was sone di scussion with several of these
about accounting for the fact that sone of the solid non-fat

is butterm |k, or dry butterm |k powder?
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A Correct.
Q You don't disagree that there is a reduction for

that as | understand your testinony.

A No.

Q But you also don't believe it should be given away
free.

A Definitely not. |If anything is to be done it

shoul d be a wei ghted adjustnment so there is inclusion of
that value. Any tinme you're dealing with end product
pricing, any value that is perceived that conmes out of the
producer's raw nmi |l k supply shoul d be accounted for

Q This may be an unfair question because you
probably need to talk with the powers that be, | understand
you're a nmessenger sonetines, but in light of the fact that
your proposal at this point is not to be considered, do you
know i f National Farmers Organi zation would support the
proposal that was presented by M. Vanden Heuvel yesterday?

A Significant factors of that proposal, and | cannot
speak for the organization as is well known, but | would not
see that proposal being objective in nuch of an extent. |
woul d say the Western States, M. Vanden Heuvel, did a very
good presentation in terns of the faults in the current
pricing system

Q I want to turn to your Exhibit No. 1, page two.

The m |k production cost index.
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A Yes.

Q There's an extensive program by CDFA to look into
the costs of production in California, is there not?

A There is.

Q In fact it's mandated by | aw?

A Yes, it is.

Q Looki ng on the far columm, 1998, and conme down to,
there's just two nunmbers | want to point out, and | just
want to answer your question. The bottom one, the big bold
one obviously everyone | ooks at and that's the 13.39?

A That's correct.

Q So that's saying that as a return of all the costs
as well as return on investnent, return on nanagenent, that
the blend price or the price the producer receives needs to
average out at 13.39?

A For that year, 1998, that was a state-weighted
average of all areas that was being accounted for, it was
$13. 39.

Q But isn't it true that npst people tend to | ook at
t he nunber coupled up above there where it's the total feed
I abor and niscel | aneous costs which is kind of the out of
pocket expenses sonebody night say in a | oose termwhere it
says 11.417?

A Yes, | do see that number. 11.41.

Q Isn'"t 11.41 the one, once it gets below that the
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producers are actually incurring actual out of pocket cash
flow | 0ss?

A That is true.

MR. YALE: | have no other questions. Thank you,
Your Honor.

JUDGE HUNT: Ms. Brenner?

BY MS. BRENNER

Q M. Pacheco, one of the issues that we run into in
tal ki ng about using cost of production as a factor in these
ki nds of prices is who's cost of production? | know you
said it doesn't matter, but for instance you' ve used the
California dairy, the California Departnent of Food and
Agriculture costs, for a period that's somewhat the sane as
the, for which an ERS cost of production for the Pacific
region is under $10 for the total economic cost of
production. Then there's sonme other areas of the country
where it's alnost $10 nore than that.

That woul d nmeke really large differences in this
formul a you have here, a variation of cost fromsay $9.50 to
$19.50. And it's not only between regions. Those kinds of
di fferences al so show up within regions.

Whose cost of production should be used when
you' re looking at that kind of an issue?

A That's a very good question. At this tinme -- One

of the reasons why | inplied [sic] California cost of



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1147
production index is because it is audited. They do this on
15 percent of the dairies in that state. There's close to
300 producers, that five auditors that the departnent pays
to go on a bi-nonthly basis and audit these nunbers. These
nunbers are not just called in. They check receipts. So
I'"mvery secure on this type of process, that these nunbers
can be vali dated.

The nunbers that USDA currently uses is based off
of a census that sets a statistical value. | spoke with,
bel i eve her name was Sarah Short. She told ne that the
census was done back in 1990, the |ast one. The nunbers
haven't been adjusted since then. There's another one
that's supposed to be conming up either the end of this year
or in 2001 that they're going to send out another survey.
However, their amount of participation when she told ne the
nunber, it was very discouraging.

On the whole, | shouldn't even say, but it was
very mnuscule. That's why until USDA actually can put
together a programthat can justify what costs are on a
uni form basis, not just on a statistical basis, based on
corn going up or this going up or going to increase.
really do encourage USDA to put together some type of cost
of production simlar to what California does. |In the gist
of the whole matter, this issue of producers' cost of

production is not going to go away. The reason why we see a
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| ot of producers going out of business is sinply because
they're better off going out of business. They're |osing
equity. Especially right now Even though there were a
coupl e of good years of mlk prices, they're saying do
really want to | ose everything that |'ve gai ned because
t hi ngs are goi ng back so quickly?

That's where the cost of production factoring
comes in, and | hope | answered your question, M. Brenner
I think we need to develop -- USDA needs to develop a better
accountability for cost of production factoring.

Q Several places in your testinony you supported use
of the CME instead of the NASS. | know you were giving M.
Yal e some reasons for that. Wat do you regard as the rea
strong positive about using the CME?

A The CME is on a daily basis. That's where people
are going and viewi ng as the market val ue of cheese on a day
to day basis. This is what | received from when the
gquestion was asked of the gentleman from Kraft, do you base
your purchases off of a CME plus up, and he did not respond.
Well | took that as chances are, | knowit's proprietary
i nformati on, chances are, a |lot of the buyers use that as a
factor to establishing what they're going to be paying for
cheese. They're not going to wait for a NASS survey that's
a couple of weeks late. They're going to | ook at that CME

and base it off of that.
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So that's where | | ook at where should the price
for dairy products that are going to be determined in
cal cul ation be viewed fron? That's the CME.

I think M. Vander Heuvel yesterday pointed out
the responsiveness. The NASS is slowto follow the CME on
the upturns. But because of the timng delay, it's much
qui cker to respond on the down turns.

These all affect, using end product pricing, these
all affect the return to the producer. |'mjust saying
know it's a smaller market, but | think because of its
factoring in the value of the buyers' decisions on buying
cheese, | think that's the market we need to go from

Q In the sense of it being a smaller market, at
times given the idea that a market needs a buyer and a
seller, at tinmes it's a non-existent market, isn't it?

A At tines it can be. And that sonetines is because
there's nobody willing to sell at that particular price or
buy at that particular price.

The market signals do transfer onto that narket
pl ace.

MS. BRENNER: That's all | have.

JUDGE HUNT: Thank you very much, M. Pacheco.

Oh, your proposed Exhibit 31, you'd like to have
that entered into the record?

THE W TNESS: Yes, | woul d.
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JUDGE HUNT: Any objections to Exhibit 31 being
part of the record?
(No audi bl e response)
JUDGE HUNT: No objection, Exhibit 31 will be
received in evidence.
(The docunent referred to,
havi ng been previously narked
for identification as Exhibit
No. 31 was received in

evi dence.)

MR. ROSENBAUM |'d nove Exhibit 32 into the
record.

JUDGE HUNT: Any objections to M. Rosenbaun s
Exhi bit 32?

(No audi bl e response)

JUDGE HUNT: All right, 32 will be adnitted as
wel | .

(The docunent referred to,
havi ng been previously narked
for identification as Exhibit
No. 32 was received in
evi dence.)

JUDGE HUNT: M. Gulden?

MR. ROSENBAUM  Your Honor, M. Gulden has

deferred to Dr. Schi ek because he has the soonest plane, so
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if that's all right.

JUDGE HUNT: Thank you M. Gul den
Wher eupon,

W LLI AM SCHI EK

havi ng been first duly sworn, was called as a witness herein
and was exam ned and testified as follows:

JUDGE HUNT: State and spell your nanme please, to
make sure we get it correct for the record.

THE WTNESS: MW nane is WIliam Schiek. That's
S-C-H-1-E-K

DI RECT EXAM NATI ON

BY MR. ROSENBAUM

Q Dr. Schi ek, do you have a prepared statenent?

A Yes, | do.

Q I"ve distributed copies of that statement for the
participants, so if you could please read it into the
record.

A Okay.

My name is WIlliam Schiek and | am the econoni st
for Dairy Institute of California. Dairy Institute is a
trade associ ation representing about 40 m |k processors and
dai ry product manufacturers which operate plants in the
State of California. Dairy Institute's offices are |ocated
at 1127 11th Street, Suite 718 in Sacranento, California.

| have served as the economist for Dairy Institute
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since June 1997. M responsibilities include nmenber
education with respect to dairy marketi ng and econonic
i ssues, providing nmenber conpanies with current narket
conditions and trends, and assisting the Institute's Board
menbers with regard to the fornulation of policy positions
pertaining to mlk pricing and pooling issues.

| amthe person primarily responsible for
formul ating testinmony in support of the Institute's
positions for California m |k pricing and pooling hearings,
supporting such testinmny with econom ¢ anal ysis and
presenting testinony at California hearings.

Prior to joining the staff of Dairy Institute |
was Assistant Professor of Agricultural Econom cs at Purdue
University in West Lafayette, Indiana from 1991 to 1997. At
Purdue ny responsibilities included teaching courses in
agricultural marketing and marketing policy, internationa
food and agri busi ness marketing, and food distribution
managenent .

My research focused on various aspects of dairy
mar keti ng, food marketing, and pronotion and internationa
mar ket i ng of val ue-added food products. Before joining the
Purdue faculty | was a graduate research assistant in the
Department of Food and Resource Economics at the University
of Florida in Gainesville.

At the University of Florida ny graduate thesis
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research projects dealt with marketing inpacts of
concentration technologies for fluid m |k and the changi ng
regi onal structure of the U S. dairy industry.

Bef ore undertaki ng graduate study at Florida | was
cooperative relations specialist and economi st with the New
Yor k/ New Jersey M Ik Market Administrator's Ofice, that's
pre-reform Federal Order No. 2, from 1982 to 1985. MWy
primary responsibilities with the market adm nistrator
i ncluded adm nistration of the order's cooperative paynent
provi sions including coop qualifications and assisting with
various research projects conducted by the market
administrator's staff.

| received a BS degree in applied econonics and
busi ness managenent from Cornell University in 1982, and MsS
and PhD degrees in food and resource economcs at the
University of Florida in 1988 and 1991 respectively.

The purpose of ny testinony is to describe the
dai ry product manufacturing cost studies that are conducted
annual ly by the California Departnment of Food and
Agriculture. Cost data generated by these studies were
cited by USDA in its final decision on federal order reform
as one of the pieces of information that was considered in
establishing the manufacturing allowances in the Class 3 and
Class 4 pricing formulas which becane effective January 1,

2000.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1154

My purpose in testifying is not to advocate one
position over another with respect to these fornmulas.
I ndeed, Dairy Institute has no formal position with respect
to the proposal s being addressed at this hearing. Rather
I'"'mhere sinply to descri be why the cost studies are
undertaken in California, how the studies are constructed,
and how the information resulting fromthe studies is used
within the context of the California pricing system

Such information is useful for evaluating the
appropri ateness of including CDFA cost study data in the set
of factors that are considered in establishing nmanufacturing
al l omances used in the Class 3 and Class 4 pricing formul as
in the federal nmilk marketing orders.

My presentation today is based on ny professiona
expertise as a dairy econom st, ny personal experience as a
participant in the California state nmilk price hearing
process, as well as information contained in three docunents
put out by the manufacturing cost unit of the Dairy
Mar keti ng Branch, California Departnment of Food and
Agricul ture.

The first of these is Manufacturing Cost Annua
2000; The Non-fat Butter, Bulk Butter and Cheddar Cheese
Cost for Sel ected Periods January 1997 to April 1999; and
the Manual of Auditing Cost Procedures for Dairy

Manufacturing Plants. O ficial notice of each of these
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docunents was taken earlier in this hearing.

Informati on was al so drawn from the many contacts
I'"ve had with CDFA's staff during the course of ny duties at
Dairy Institute including nunerous conversations with M. Ed
Hunt er, Supervising Auditor of the Dairy Manufacturing Cost,
Dai ry Marketing Branch at CDFA.

Background on CDFA cost studies. The California
Department of Food and Agriculture has enpl oyed end product
pricing formulas to establish prices for mlk used in
manuf acturing butter and non-fat dry m |k powder since 1955.
A separate end product pricing formula for milk used to nake
cheese has been used since 1989.

Key components of these pricing formulas are the
manuf acturi ng all owances that reflect the cost of converting
mlk into butter, non-fat dry m |k powder and cheese
respectively.

The California Food and Agricultural Code, Section
61441(d) and 62076(c) specifies that CDFA must consider
manuf acturing costs in determ ning appropriate m ni num
prices for products categorized as Class 4A, that's butter
and dry mlk products, and Class 4B, which is cheese mlKk.
And it requires manufacturers to keep records of such
manuf act uri ng costs.

After the advent of milk pooling in California,

audi ted cost studies were initiated by CDFA in 1974 for
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butter and non-fat dry m |k powder. Studies have been
conducted since 1984 for cheese.

These cost studies provide information that is
used to establish reasonabl e manufacturing cost all owances
t hrough the public hearing process. Manufacturing cost data
whi ch are accurate, conplete, and allocated in a consistent
manner across all mlk plants studied enable end product
pricing fornmulas to reveal the appropriate value for raw
mlk used in dairy product manufacturing.

CDFA cost studies are perforned by professiona
auditors specializing in dairy cost accounting practices.
The auditors work closely with plant nmanagenent to determ ne
preci se and consistent allocation of plant expenditures to
each product produced at the processing plant. CDFA's
manuf acturi ng cost audits comrence only after the plant's
books have been audited by an outside accounting firm and
the results of the outside audit are nade avail able to CDFA
audit staff.

Audi tors review manufacturing plant records on
site at each plant in the study. Each auditor's work is
revi ewed by another auditor as well as the audit supervisor
to ensure conplete and consistent allocation of all rel evant
costs.

CDFA has opted for an audited survey over

voluntary cost reporting to ensure both the inclusion of al
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direct costs and a consistent allocation of all relevant
indirect costs. All audit staff currently enployed in the
CDFA cost studies have a mnimum of ten years experience.
CDFA currently has on staff five dairy manufacturing cost
auditors covering the 20 plants currently in the survey.

Cost audits are perforned annually on a 12 nonth
basis. Most plants are audited based on cal endar year data.
However, sone plants' costs are based on 12 nonth periods
that represent sone basis other than a cal endar year

The nopst current survey includes eight butter
pl ants representing 99.5 percent of the butter produced in
the state; 10 powder plants accounting for 98.9 percent of
the non-fat dry nmilk produced; and nine cheese plants
representing 97.6 percent of the nmonterey jack and cheddar
cheese produced in California.

The state's |argest nmanufacturing plants are
included in the studies every year. The various snall est
pl ants participate in the study on a rotating basis.

Cost categories anal yzed. The mmjor cost
categories analyzed and reported in CDFA cost summaries
include the follow ng: processing |abor; processing other
than | abor, or non-labor; packagi ng; purchased ingredients;
return on investnent; and general and administrative
expenses.

CDFA auditors allocate costs directly to the
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various products manufactured whenever possible. Indirect
costs are calculated on a per pound of fat and solids not
fat basis, and allocated to finished products based on the
pounds of fat and sold non-fat in those products. Each of
the maj or cost categories will be discussed in nmore detail.

First, processing |labor. Processing |abor
i ncludes the total wages, payroll taxes and fringe benefits
of all plant enployees. This category includes direct plant
| abor such as powder baggi ng and butter |abor, and indirect
pl ant | abor such as working forenen, fieldnen, |ab
techni ci ans, and plant superintendents. Labor data are
obtai ned from payroll and froma job anal ysis of enployees
performed by plant personnel and CDFA auditors.

Processi ng non-|abor. Processing costs other than
| abor include all direct and indirect plant expenses except
those pertaining to payroll costs. Exanples of these
expenses are utilities, depreciation, repairs and
mai nt enance, |aundry, supplies, and plant insurance. Every
attenpt is made by the CDFA auditors through carefu
analysis to allocate expenses directly to the appropriate
fini shed products.

Expenses that are too general to allocate directly
are collected in a general plant category and allocated to
products based on their fat and solid non-fat usage.

Exanpl es of these general expenses include
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chemi cal supplies, building nmaintenance, and | ab expenses.
Expenses rel ated to non-processing functions such as sal es
and marketing expenses or delivery costs are excluded from
t he non-1| abor processing cost functions.

One non-1 abor processing cost that nerits
addi tional discussion is depreciation. A depreciation
schedule for all long termassets is constructed based on
their original cost and date of acquisition. Depreciation
schedul es are conputed on a straight |ine basis based on the
useful life of the asset in question. Like other costs,
depreciation is allocated to products directly where
possi bl e, and on a fat and solid non-fat basis when direct
al l ocati ons cannot be nade.

General and adm nistrative expense. Ceneral and
admi ni strative expense includes the expense incurred in the
direction, control, and adninistration of the conpany. It
does not include expenses related to the selling or
mar keti ng of the finished product or with respect to
servi ci ng producers.

Wth respect to those processors that have a
headquarters expense, CDFA manufacturing cost audit manual s
suggest that auditors determ ne through interviews with
headquarters personnel the allocation of each individua
headquarters expense between processing plant functions and

ot her functions.
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Packagi ng costs. Packaging costs include carton
costs and ot her packaging naterial costs based on the | atest
avail able invoice price plus freight, if any. Costs include
all non-returnable itens used to package the product such as
cartons, boxes, bags, liners, tape, glue, tie string, shrink
wrap and non-returnable pallets. Packaging associated | abor
is included in the processing | abor category rather than in
t he packagi ng category.

Purchased i ngredi ents. Purchased ingredient costs
are based on the | atest available prices for non-dairy
i ngredi ents added in the manufacturing processes. Purchased
dairy ingredient costs are included in this category only to
the extent that the ingredient cost contains an up-charge
relative to its raw m |k equival ent value. Ingredient costs
are broken out and reported separately for cheese and butter
pl ants only, and include products such as renate, color
salt and starter culture.

Return on investnment. The return on investnent
al l omance represents interest at the prinme rate that the
conpany could earn if its capital was not tied up in |and,
bui | di ngs and equi pnent. |In other words, it is a nininum
opportunity cost or alternative source of inconme if the
conpany invested that capital elsewhere. Al long term
interest is adjusted out of the conpany's books and excl uded

fromthe cost categories reported in the CDFA cost studies.
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Long terminterest is the interest paid on |oans
for the purchase of |and or depreciable assets. The return
on investnent allowance thus replaces the long terminterest
expense.

Short terminterest is the interest paid on |oans
to finance inventories or to provide cash flow. Therefore,
short terminterest cost is included in the cost studies
under general and adm nistrative costs.

The return on investment allowance is cal cul ated
by subtracting a cunul ated depreciation fromthe origina
cost of the asset. The renmining book value is multiplied
by the yearly weighted average prine interest rate of nmjor
banks. The return on investnment allowance is allocated to
products in the same nanner as depreciation.

Costs that are not included. Several cost
categories are not included in the CDFA cost studies. These
include all costs associated with the selling or marketing
of manufactured dairy products, the delivery of finished
product, the raw nilk val ue associ ated with shrinkage, and
the long terminterest expense associated with processing
operations.

Use of manufacturing cost data information in
policy decisions. Data fromthe CDFA nmanufacturing cost
studi es provide a basis for making informed decisions about

the appropriate | evel of manufacturing all owances in the
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Class 4A and 4B pricing formulas. However, CDFA is under no
statutory obligation to tie the | evel of nmanufacturing
al l omances to the wei ghted manufacturing cost or to any
ot her specific cost |evel reported in those studies.
Basically the manufacturing all owance has been vi ewed by
CDFA as one of several policy tools that can be used in
establishing reasonabl e manufacturing mlk price |evels
pursuant to a public pricing hearing.

O her factors that CDFA considers in establishing
prices include producer inconme needs, the supply and demand
of mlk and dairy products, the conpetitiveness of
California processors in the national marketplace, and the
reasonabl eness of prices to consumers. |In considering al
of these factors, CDFA policymakers may choose to set the
manuf acturi ng allowance at a | evel that covers a higher
percentage of all plants' manufacturing costs at some point
intime, and a relatively |ower percentage at other tines
when marketing conditions are different.

One argunent that has been advanced by vari ous
i ndustry representatives is that manufacturing all owances
shoul d be set high enough to ensure adequate nanufacturing
capacity within the state relative to m |k production.

CDFA has the latitude to consider all of these
factors and select a manufacturing allowance that it deens

nost appropri ate.
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The periodic reports of dairy product
manuf acturi ng costs rel eased by CDFA detail costs for each
product -- cheese, butter, and non-fat dry mlk -- in two
ways. |In the first conparison plants are grouped according
to their total processing cost, and the groups are ranked
from| owest cost to highest cost.

The second view presents a theoretical range in
manuf acturi ng costs by ranking the plants from|least cost to
hi ghest cost for each category of expense.

A theoretical |owest cost plant is constructed by
taking the | owest cost for each expense category and putting
them together as if they were achieved within the sane
plant. The sanme procedure is used for the second | owest
cost in all categories, the third | owest cost, and so on.
Based on this ranking, the theoretical |owest cost plant is
nore efficient than the actual | owest cost plant, while the
t heoretical highest cost plant is less efficient than the
actual highest cost plant.

The data are grouped this way to provide industry
representatives with benchmark cost ranges without
i nadvertently divul ging individual plant costs.

In sutmuary, Dairy Institute and its staff have a
hi gh degree of confidence with the cost nunbers reported by
CDFA, that they are representative of plant costs in

California.
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While Dairy Institute has not always agreed with
CDFA regarding the costs that are included, or nore
specifically, excluded such as selling and marketing costs
whi ch we have al ways advocated shoul d be included, we
believe that the procedures used in the cost studies result
in a consistent and relatively conplete allocation of
pertinent costs across all plants in the study.

That concl udes ny testinmony.

JUDGE HUNT: Thank you.

Any questions of Dr. Schiek?

M. Coughlin?

CROSS- EXAM NATI ON

BY MR, COUGHLI N:

Q Good norning, Dr. Schiek.

A Good nor ni ng.

Q Based on your testinony, you nade it obvious at
the end that you have a very high degree of confidence in
the cost nunbers that CDFA reports.

The previous witness reported on sone cost nunbers
that CDFA reported on the producers side. Do you have a
simlar inpression with respect to those nunbers?

A At various neetings that |'ve attended where CDFA
staff have addressed these cost numbers, they do [...break
in tape...] collecting these nunbers, but CDFA maintains

that these nunbers are nmerely an index that's used to track
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changes in production costs. That they are not purported to
be a wei ghted average or cost of production for an average
producer in California. They're an index that's used to
track costs.

Q I'"mjust working off the nunbers which M. Pacheco
presented which seened to show an absol ute nunmber which they
calculated. It wasn't an index in relationship back to sone
ot her year.

A That's true. What they do is they'll put the
nunbers together based on their audits, but due to either
the sanpling procedures or the sanple size, the CDFA staff
have never been confortabl e characterizing that as being
representative of the actual cost. They've characterized it
as an index.

Q | take it then you're not confortable with that --
Is it done by the same peopl e?

A No, it's a different staff. The manufacturing
cost audit staff is a different group of people that the
production cost audit staff.

Q Is it a group that has sinmilar experience?

A Yes, that's ny understandi ng.

Q | notice that in your testinony here one of the
things you' ve tal ked about is that CDFA has the latitude to
consider all of the factors and sel ect the manufacturing

al l omance that it deens nobst appropriate. You having worked



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1166
inamlk audit program at one time, do you feel the
departnment has latitude? O are they going to have to take
the evidence that's presented at this hearing and nake a
deci si on based upon what is heard here?

A I'"'mnot an expert on the administrative procedures
of USDA. | only know specifically that the food and
agricultural code in California does not tie California to
setting, California Department of Food and Agriculture to
setting manufacturing cost based on solely one factor. But
it does require that they consider them

Q Thank you.

JUDGE HUNT: Anyone el se?
M. Beshore?
BY MR BESHORE

Q Dr. Schiek, in considering, in setting nmake
al l omances in California, the CDFA Has not noved them on any
regul ar basis in response to the surveyed cost information
isn't that correct?

A Well it would depend on your definition of
regul ar.

Q The current nmake allowance for manufacturing nake
al | owances were established in what, 1997?

A 1997.

Q Since that tinme the plant cost survey informtion

for the various products has noved both up and down.
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A They woul d not, they don't automatically go in and
call a hearing every time a new manufacturing report cones
out, that's correct.

Q They don't have a hearing schedul ed now, do they?

A They do not.

Q Have you observed that the cost of meking
di fferent products has sonetinmes gone up in one category
while it's gone down in the other? The cost of naking
butter powder, for instance, has gone up in sone of the
survey observations in the sane timefrane when the cost of
produci ng cheese has gone down.

A There's been | guess nore up and down fluctuation
in the nunbers, and if you | ook at those docunents that were
noticed you'll see that the butter and powder costs do tend
to go up and down a bit whereas the cheese costs have been
trending nore steadily dowward. That is basically a
function of the fact that the butter powder industry is much
nore of a mature industry in the state whereas the cheese
i ndustry has been a young industry, an input industry,
really in the m d-80s and starting out with much higher
costs. As plants have gained in size and scale and
ef ficiency, that has conme down.

Q You've referred in your testinony to cost
al l ocati on procedures being done where necessary on a solids

or fat basis, or a solids and fat basis.
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A Ri ght .
Q Can you explain how that would be acconplished?
A Sur e.

Q Let's take a butter powder plant. The costs of
receiving mlk, how are they allocated?

A Let's say you've got a receiving bay cost in a
butter powder plant, you're going to allocate it to butter
and powder products, and you've got to decide howto
allocate it. You would basically take that cost category,
what ever that total cost is over the period that you're
| ooki ng at, and you woul d determ ne the pounds of solid and
fat received, and then that solids non-fat, and fat woul d be
foll owed through to the product content, final product
content, and allocated based on the final content, the
pounds of solids in the final content. Final product.

Q So that in a butter powder plant if you take a
hundr edwei ght of nmilk, you get how many pounds of butter?
Let's just say you get four pounds of butter. |'msure
that's not right, but if you got four pounds of butter and

ni ne pounds of powder, how would the costs be allocated?

A Four pounds of butter -- You're saying --
Q If you had $100 of cost.
A If the milk comes into the plant and it's got four

pounds of butter fat in it and nine pounds of solids not

fat, essentially you' d add those together. They don't
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assign the cost category on a different val ue based on
solids non-fat and fat. So it would be 13 pounds of total
solids. |If the expense was $10, 000 you woul d divide that by
the 13 pounds. That would be a |l ot for 13 pounds.

If the cost of that hundredwei ght was $10, you'd

di vide that by the 13 pounds and that would give you the
cost per pound of solid. Then you would determn ne how t hose
pounds noved through the plant to the finished product, and
you would, let's say all the, just for this exanple, all the
butter fat ended up in the butter and all the solids ended
up in the powder, then it would be 9/13 would be all ocated
to the powder and 4/13 would be allocated to the butter for

that receiving cost.

Q How do they allocate cheese and whey?
A The whey allocation | believe, and I can | ook this
up. | believe there's sonme discussion in their

manuf acturi ng cost manual on this, but there is a
determination first if the whey is converted into a viable
product. |If the whey ends up being a disposal cost, then
that cost ends up back in the cheese because it's a cost of
doi ng business. |If a viable product can be made, then the
cost of the whey, excuse nme. There is a cost allocation to
the whey if it's a viable, saleable product, based on the
whey solids, is my understanding.

Q Thank you.
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JUDGE HUNT: M. Marshall?
BY MR, MARSHALL
Q I think just one quick question, M. Schiek
relying on your background as an economist. |'d like to
pi ck up on the point you nade towards the end of your
testinmony that there are certain categories and costs that
are not excluded that you have perhaps criticized at tines,
and |1'd just like to have your comrent on the return of
i nvestment cal cul ati on descri bed on page four
As | interpret it, the termreturn on investnent
is used here to refer to the capital cost of undepreciated
book value, is that correct?
A Uh huh.
Q And that book value then would be based on
hi storical costs, not necessarily current costs.
A Right. It would be the original cost depreciated.
Q And t he depreciation, of course, would have been
expensed and woul d be accounted for somewhere else in the
cost survey, but the undepreciated part would be the capita
that is still on the books at least in the operation, is
that correct?
A Ri ght .
Q Then by applying nmerely an interest rate cost to
that factor, you are equating that to nmerely the interest

expense on the undepreci ated book val ue, are you not?
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A Ri ght .
Q Those are real costs, aren't they?
A Yes. In a sense, as | tried to say in ny

testimony, this is really a mniml cost regarding return on
i nvestment or the alternative opportunity costs that a
processor mi ght have.

Q Let me just take you back to your academc
training as an econonist. Wuld the termreturn on
i nvestment be considered nmerely to be the cost of capital?

A No. Typically in a financial standpoint it's the
financial return, profits nmade on the invested capital

Q And that would be the profits after considering
such expenses as the cost of capital, would it not?

A Typi cal ly, yeah.

Q So woul d you characterize the termreturn on
i nvestment as a mischaracterization then of --

A This is, right. [It's not equivalent to the |ong
terminterest expense. | guess in the testinony when | said
it replaces it, it was nore to explain why the long term
i nterest expense was adjusted out. It was a swap that was
done when return on investnent was put in as a category in
t he study.

This is not a financial measure of return on
investment. It is in no way representative of what plants

could or would earn if they invested their capital in
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alternative enterprises. At the very best thing you could
say is it's noney in the bank. It's the cost of capital

Q Then setting aside for a nonent the categories and
nanmes that the State of California places on these costs.
Assunmi ng hypothetically that a plant were able to operate
Wit hout equity capital, and were operating solely with
borrowed capital, would it not be true that what is show ng
on the California books as a return on investnment would in
fact show on the books of a hypothetical fully Ieveraged
conpany as interest expense?

A I"'mnot sure if | understand your question, but
for example if a firmwas, if you had a new firmthat was
hi ghly | everaged, had borrowed a | ot of noney for its plant,
equi pnent - -

Q Let's say 100 percent of the noney.

A Say 100 percent. In this particular case those
ki nds of plants would be, their costs would be nmuch | ower
under this scenario than they woul d be, yeah, | think so.
They'd be | ower under this scenario than they would be --

The reported cost fromthe survey, as | understand
it, since you're adjusting out long terminterest expense --

Q ' m not asking about the survey. Let's go back to
my question and let nme restate it. | was asking you to set
asi de the categories and the nonmenclature of the California

audit and report and to speak as an econom st. And to
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consider the fact then that a fully | everaged conpany that
had to expense its interest costs that were associated with
the loan to cover the undepreciated net book value, would --

A A fully I everaged conpany, state that again.

Q A fully | everaged conmpany woul d have to borrow,
would it not, all of its cost of capital to finance the
undepreci ated net book val ue?

A Yeah, that sounds right.

Q And the point I'msinply driving towards is that
the net book value reflects capital tied up in the operation
that has not yet been expensed, but for which there is a
capital cost.

A Ri ght .

Q That capital cost would in an econoni c sense be
correlated to the interest rate being paid on that capital
would it not?

A Yeah.

Q And that's in fact what the California study calls
a return on investnent, isn't it?

A Yes.

Q So as a result of that in a highly |Ieveraged plant
that would nmerely be an expense with absolutely no return on
i nvest ment .

A That sounds right. Mathematically that would be

how it would work out.
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Q And again, that |eads nme to the conclusion, and
ask if you agree, that this is not in fact a return on
i nvestment, but nerely a recategorization of the cost of
capital that has been invested in the property and plant and

equi pnent of a plant being surveyed under the California

survey.
A I would say that it would be fair to characterize
it that way.
Q Thank you very much, sir.

JUDGE HUNT: M. Gal arneau?
BY MR, GALARNEAU
Q Clay Galarneau with M chigan MIKk.
Good norning, Bill.
A Good norning, Cay.
Q Bill, are you also fanmliar with the nmake
al | owance cal cul ations for the Class 4A and 4B fornmul as and
how those are different fromthe Class 2 and 3 California

formul as?

A How t he make al | owances are different?
Q Yes.
A My under standi ng of those formulas is there's a

make allowance in 4A and 2 and 3 is sinply a differentia
added to an average 4A cost. So it would essentially be the
same meke al |l owance plus a differential

Q And that differential is what, 3.7 cents and 3. 93
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cents?

A On fat, that sounds right.

Q Then we end up in a situation where the Class 2
and 3 products butter fat value is priced higher than the 3
and 4 butter fat val ues.

A That's been the historical relationship of the way
those formul as are constructed, yes.

Q Are you aware of this having caused any marketing
difficulties in the distribution of milKk?

A I would have to defer frankly to some of ny
menbers on that issue.

Q Earlier testinony was that having a difference in
price woul d cause disorderly marketing. Have you any
know edge of disorderly marketing in California as a result
of this difference in butter fat prices?

A I guess | have no specific know edge that there is
or none that there isn't. |In particular, part of the issue
mght relate to how the firnms source their fat, whether it's
sourced in producer nmilk or whether it's sourced froma
cooperative and what they pay in the way of prem unms on
cream they buy from cooperatives of charges.

As you probably know, the cooperative mlk supply
in California is a significant share, and I'mnot really
sure how those pricing arrangenents worKk.

Q So | could summari ze and say you're not aware of
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any disorderly marketi ng consequences?

A No, |'m not.

Q Thank you.

JUDGE HUNT: M. Rosenbaunf
REDI RECT EXAM NATI ON
BY MR. ROSENBAUM

Q Dr. Schi ek, you have been here for the bulk of the
heari ngs, correct?

A Yes.

Q And you recall there's been sone discussion of the
di fference between a wei ghted average and a sinpl e average
manuf act uri ng costs?

A Yes.

Q And you agree with the basic premise that if the
wei ght ed average is higher than the sinple average, that
means the plants with the | argest production have the
hi ghest costs, correct?

A Ri ght .

Q That has not been the situation recently, in any
recent years, for the California studies, is that correct?

A That woul d be correct.

Q Are you aware that at one point in the late '80s |
think maybe the first cost study that was ever done for
cheese did reflect such a situation where the wei ghted

average actually exceeded the sinple average?
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A Yes.

Q And are you famliar with the reasons why that was
the case?

A Yeah. There was one new plant that had come on

line that had significantly higher expenses, ran into
significant startup problens in regard to being able to run
the plant at capacity, being able to di spose of waste
products fromthe plant which basically greatly inflated the
cost of that plant. It was unforeseen, had a | ot of bad
t hi ngs that happened to themthat resulted in those costs
bei ng quite high.
Q Thank you.
JUDGE HUNT: M. Jd sen?
RECROSS- EXAM NATI ON
BY MR. OLSEN
Q One quick, question, M. Schiek
On the return on investnment series of questions
that M. Marshall was asking you, | think we got to the
poi nt where the return on investnent that's characterized
under the CDFA study is essentially the return on capita
cost .
A Ri ght .
Q And under the CDFA cost study, that's at a prine
rate?

A Ri ght .
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Q If you're a highly | everaged conpany you're
unlikely to be able to borrow at the prine rate.
A That would, | would assume you'd be a greater

credit risk, and the banks m ght charge you nore.

Q Does that |ead then to an unrecovered cost, if you
will?
A Yeah, sure. |f they couldn't borrow at the prine
rate.
Q I have no further questions.
JUDGE HUNT: M. Berde?
BY MR. BERDE
Q How do you adj ust or conpensate for the |evel of

pl ant capacity utilized by your responding clients?

A To my understanding, as |'ve | ooked through the
studi es and how t hose costs have changed over the years, the
costs will vary on a per pound basis based on utilization.
If you have a year when usage is down significantly in the
plant, that will cause the per pound cost to go up.

Q I guess ny question is directed to whether you
i nqui re of your responding clients when they respond as to
their make all owances, as to their cost of processing, what
| evel of plant capacity were they utilizing at the tine that
t hey responded to your survey.

A The -- | would say internally CDFA probably has

those nunbers. Internally they probably have the
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utilization of the plant. But they do report the pounds on
the studies, the nunbers that come out, the pounds in each
pl ant category are listed on their pounds processed or
vol une processed. By tracking that, we don't have precise
nunbers, public nunmbers on utilization, but one can nake
some assunptions that |ess plant capacity is being utilized
one year versus another based on know edge of the industry.

Q You woul d agree it makes a difference, wouldn't
you, what the level of plant capacity utilized was at the
time of the responding plant?

A It will affect the bottomline cost nunbers, yeah.

JUDGE HUNT: M. Beshore?

BY MR BESHORE

Q Dr. Schiek, in response to M. Rosenbaum you
described or purported to explain a statistical result of a
1988 or 1989 California CDFA cost study on plants.

Now as | understand your Direct testinmony in terns
of your background, you were in graduate school at the tine
that study was prepared, correct?

A That's correct.

Q And in fact you didn't nove to your present
position in California until 1997.

A That's correct.

Q You weren't involved in generating any of the data

or presenting any of the data in that '88 or '89 study,
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correct?
A Ri ght .
Q So whatever information you have you obtained for

pur poses of that question from M. Rosenbaum from sources
sonewhere in California, | assume.
A Yes.
Q Thank you.
JUDGE HUNT: Anyone el se?
(No audi bl e response)
JUDGE HUNT: Thank you very much, M. Schi ek.
At this time we'll take an hour for lunch. Be
back here at 1:00 o'clock
MR. YALE: Your Honor?
JUDGE HUNT: Yes, we're still on the record.

MR. YALE: W do have the copies of those two

tabl es on which we had the error. W will give six to the
Court Reporter and I'Il put sone, I'Il give a couple to the
government and we'll put the rest back here on the table.

JUDGE HUNT: Thank you, M. Yale.

Anyt hi ng el se?

(No audi bl e response)

JUDGE HUNT: All right, we'll break for lunch

(Luncheon recess taken at 12:00 p.m, to reconvene
at 1:00 p.m this sane day, Thursday, May 11, 2000.)

11
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AFTERNOON SESSI ON
1:03 p.m
JUDGE HUNT: We're going to resune.
Wher eupon,
NEI L GULDEN
havi ng been first duly sworn, was called as a witness herein
and was exam ned and testified as foll ows:
JUDGE HUNT: M. Gulden, would you state and spel
your nane pl ease?
THE WTNESS: MW nane is Neil Gulden. It's
N-E-1-L, GUL-DEN
DI RECT EXAM NATI ON
THE W TNESS: Let ne preface ny statenent that |
wor k for Associated M|k Producers, |Incorporated. AMI is
not an RBCS survey participant so ny purpose here is to
i nput some of AMPI's cost data into the record on non-fat
dry mlK.
You can see | have a long statenent, I'll try to
read fast and not bog the hearing down.
(Laughter)
My address, Associated MIk Producers,
I ncorporated, the office is 315 North Broadway, New U m
M nnesota 56073.
I have worked for AMPI for 30 years in varying

capacities. The past 26 years part of ny responsibility has
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been to oversee AMPI's interest in the federal mlKk
mar keti ng order program and represent our dairy farners at
federal order hearings.

AMPl represents approxi mately 5,000 dairy farmers
in seven Mdwest states. Currently our mlk is pooled on
Federal Orders 1030, Upper M dwest, and 1032, the Centra
order. I'Il discuss the nmerit of Proposal 25

Thi s proposal represents the conpilation of
processing costs fromthree AMPI non-fat dry mlk plants
from 1995 through 1999. These plants have an average
capacity of one mllion pounds of milk per day. In 1999
they produced 82 mllion pounds of non-fat dry mlKk.

The wei ghted average processi ng and packagi ng
costs for this five year period was .1254 dollars per pound.

In addition to processi ng and packagi ng costs we
believe the nmeke all owance for non-fat dry mlk must include
the cost of marketing and a return on investnment. The 1999
costs in pounds of non-fat dry m |k produced were used for
t hese cal cul ati ons.

Qur marketing costs cane to .0024 dollars per
pound of non-fat dry milk. These costs include salaries for
sal es, order, billing personnel, conputers, other office
expenses, brokerage costs, just to name a few

Return on investnment cane to .026 dollars per

pound of non-fat dry mlk. These were calculated using a 12
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percent targeted return on investnment on the current val ue
of our three non-fat dry milk plants. W feel return on
investment is a necessary part of the nake allowance in
order to continue to invest in plants and equi pnent.

Let me summarize the pieces used to arrive at our
make all owance for non-fat dry milk. .1254 processing and
packagi ng costs; .0024 marketing costs; .0260 return on
i nvestment for a total of .1538 per pound non-fat dry mlK.

If you read the notice of hearing, this is
actually .0025 | ess than our proposed proposal, and that was
due to sone corrections on our original marketing costs and
return on investnment.

Thi s concludes ny statenent.

JUDGE HUNT: Any questions of M. Gulden?

M. Beshore?

CROSS- EXAM NATI ON
BY MR BESHORE
Q Neil, do your AMPI plants serve as bal anci ng

plants for the fluid markets that you service?

A I guess you could characterize it that way,
Mar vi n.
Q The amounts of butter -- Are they butter powder

plants? O are they just --
A These are strictly powder plants. W have a

central churning operation at New U m M nnesot a.
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Q What is the location of the three plants?

A There's two in lowa. One's in Northeast |owa at
Arlington, lowa; and there's one in Northwest |owa at
Si bl ey, lowa; and one in Sout heast South Dakota at Freeman,
Sout h Dakot a.

Q Do the volunes of mlk received and processed at
the drying plants vary seasonally and relating to
di spositions of mlk to the fluid market place?

A We have a pretty steady flow, Marvin. The only
seasonality to it would be the seasonality involved in the
m |k production itself. |In the producer mlk production.
Oherwise it's a pretty steady flow of mlk.

Q O skimmlk to the dryers?

A Yes.

Q Do you know at what |evel of capacity the plants
wer e operating?

A Approxi mately 80 percent over this entire period.

Q The 12 percent return on investnent, what was that
cal cul ated on? What investnent?

A That was basically, Marvin, is a return that we
have used for years in our annual and | ong range budgeting
process, and it's the market value that we have -- And the
12 percent, | admit, is arbitrary. But we think that a 12
percent return on investnment which is nore than debt service

is reasonable for these plants, and it's baaed on the narket
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val ue of these plants.

Q That's what | was really trying to understand,
what value the 12 percent was applied to, and it's applied
to the current market val ue as opposed to depreciated book
val ue or any other --

A That's correct.

Q Do your processing and packagi ng costs, | would
assune, include costs of anortizing and depreciating the
equi pnent used in your plants?

A Yes, there would be sone in there.

Q Are you, do you process any specialty products at
these plants? Any special blends or any whole nilk powders,
anyt hing of that sort?

A No, strictly non-fat dry mlK.

Q Is any of that instantized?

A We have a separate instantizing plant at Mason
City, lowa. Some of the powder is shipped there for
i nstanti zi ng purposes.

Q Thank you.

JUDGE HUNT: M. Marshall?
BY MR MARSHALL

Q Briefly, M. Gulden, what are the ages of the
three plants that you included in your survey?

A Probably ol der than ne.

(Laughter)
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A That's getting pretty old.

Let nme say they've been there since | have been
there, which is alittle over 30 years now. You don't see
new powder plants popping up in the Mdwest, but we do keep
t hem nodern, we do keep them efficient, and our investnent
in themis continual

Q Wth respect to butterm |k powder, do you dry

butterm | k powder in any of those three plants?

A No.

Q The creamthat goes to New U m | assune is churned
t here?

A Yes.

Q And out of that churn | assume you have sone

butterm | k. How do you dispose of the butterm|k?
A The butterm Ik is condensed at New Um W use it
internally in ice cream m Xx.
Q Thank you very much
JUDGE HUNT: M. Coughlin?
BY MR, COUGHLI N:
Q Are you proposing that this manufacturing
al l omance that's incorporated in the audit be based on your
pl ants al one?
A No, not necessarily, Ed. M purpose here was to
gi ve the departnment, who has an onerous job of deciding,

anot her viewpoint. And since there's only, | believe, seven
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plants in the RBCS survey, this would add three nore, al nost
40- some- percent nore plants avail able for nunbers, for the
anal ysi s.

Q | take it, you nmentioned before you operate a

butter plant. You didn't submt any data for the butter

pl ant ?

A No.

Q Can you give us a reason why?

A We just chose not to. There's no bul ki ng going on
at that plant. |It's strictly a print operation and other

operations. Further processing of butter other than bul k.

Q Do you operate any cheddar cheese plants?

A Oh, yes.

Q You didn't subnit any data for those. Can you
give us a reason why?

A I chose not to. No particular reason, Ed. W've
got seven cheese plants. Roughly 80 to 85 percent of that
is 640 pound bl ocks. Fifteen percent or so is barrels. W
just didn't think we wanted to get into that at this
heari ng.

Q Do you have any know edge of the cost structure of
t hose plants?

A Li m ted.

Q Thank you.

JUDGE HUNT: Anyone el se?
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M. Rosenbaum
BY MR. ROSENBAUM

Q Are 640 pound bl ocks a significant part of the
cheddar cheese market, in your estimation?

A Not very significant. | have limted know edge of
that, but ny limted knowl edge is that they are not very
significant.

Q Thank you.

JUDGE HUNT: Any ot her questions?

M. Yal e?

Do we have to give Harvard equal tinme?
(Laughter)

MR. YALE: If you wish. Although you'd have to

bring a I ot of Harvard grads to equal one of us Yalies, so -

JUDGE HUNT: Point well taken.

(Laughter)

MR, YALE: | don't think we've got tinme for all of
t hem
BY MR YALE
Q M. Gul den, do you report sales to NASS?
A No, we don't.

Q Why don't you?
A If it was up to me, we'd do it. But ny boss

doesn't want to do it. So -- No, |I'mjust Kkidding.
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No, that is the reality of it, but --

(Laughter)

Q Have you advised himthat the Internet is on and
his boss is probably listening to him speak?

(Laughter)

A That's all right. He'd understand.

No we don't report, seriously, but seeing as,
we're seeing the informati on now, and seeing all these
esteened col | eagues and conpetitors of m ne here, and seeing
how the information is used, we would probably think about

reconsi dering that.

Q But you do | ook at the information?
A Yes.
Q Do you use that in any way in factoring your sales

or determ ning your sales price or anything?

A No, not at all.

Q Run any kind of conparisons between what you sel
your product for and what the NASS is?

A No, just the obvious of looking at it -- Sure, we
ook at it, and we can see the obvious differences.

Q | take it that you don't report it for any of the
butter or the cheese as wel |l

A That's right. The butter we wouldn't report
anyway, M. Yale, because it's print.

Q Print, continentals, or whatever.
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A Chi ps. Yeah

Q Are you involved in any way in the selling of the
cheese?
A No, sir.

Q At this powder plant, butter powder plant, and
tried to catch the question and answer with M. Beshore and
I"'mnot sure if | fully understood it, do you nake any

speci al m xes or anything at that plant?

A No, sir.
Q Make any ice cream m x?
A Not at those plants.

Q It's just strictly powder and butter?

A Strictly powder at the powder plants, and we have
a central churning operation that the cream gets shipped to.

Q Do you sell any of the cream separately? Any
fluid creanf

A Very little. Spot. Just on a spot basis.

Q Not hi ng further, thank you.

JUDGE HUNT: M. Christ.
BY MR. CHRI ST:

Q Neil, you mentioned that you're not reporting for
NASS, and you al so said that your cheese production is 85
percent 640s. Are you aware that 640s are not part of the
NASS survey?

A Yes.
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Q So you would not report that in any event.
And also, is a significant share of the renaining
15 percent used in your own operation, such as in cheese
processi ng?
A Yes.
Q Are you aware that the NASS survey does not report
i nternal transactions?
A Yes.
Q So it's likely that the amobunt of cheese that you
could report would be trivial
A It would be very small.
Q Okay. Sinmlarly, you've stated that the butter is
all print so you would not report that.
Wth respect to powder, is a significant share of

your powder production used internally for consuner

packagi ng?
A I'd say about half of it.
Q And in fact very little in your production is

eligible for reporting?
A Correct.

JUDGE HUNT: M. Yale?

BY MR YALE
Q Now the 640s in terns of -- are they on a contract
basi s?
A No, sir
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Q And you actually make up certain reporting bl ocks

for inventory for sales?

A Yes, sir. We use theminternally.
Q You use theminternally?
A Yes.

Q What about the conposition of this 640 is very
significant that you try to -- within the block itself
bet ween the core and the outside.
A I don't have any know edge of that, M. Yale.
Q Thank you.
JUDGE HUNT: M. Beshore?
BY MR BESHORE
Q One ot her question, Neil
You nentioned | think in response to Paul Christ's
guestion that about half the powder is packaged for consuner
sal es.
A Yes.
Q Are those packaging costs included in the tota
processi ng and packagi ng --
A No, sir. These are strictly costs fromthe powder
pl ants thensel ves for conversion of skimto non-fat dry
m | k.
Q But it includes processing and packagi ng costs.
A Putting it in a tote.

Q That's the end of the packagi ng cost.
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A We do sone baggi ng.

JUDGE HUNT: Ms. Brenner?
BY MS. BRENNER

Q | was | ooking at your nunbers here, and it seens
to me that two of the biggest differences between those and
what we've seen in other exanples of make all owances or
manuf acturi ng costs involve the marketing cost and the
return on investnment. They both seemto be significantly
hi gher in your exanple here than they are in for instance
the California study. O course the RBCS doesn't have those
costs.

When you add those costs to their study you end up
pretty close to the California nunber, and you're stil
al nrost two cents bel ow yours.

Do you have sone reason, or do you know what to
attribute the discrepancies there?

A | don't know why the discrepancies. 1've seen the
California nunbers, |I know what you're tal king about. But
those are the only nunbers that | think anybody's seen
This is just our conpilation of marketing costs based on our
expenses for marketing that product, and based on the pounds
of powder attributable to it. So it's just a straight
calculation on ny part.

Q I think the |IDFA nunbers on marketing costs were

somewhat | ower than that, too
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A I wasn't sure |IDFA, | thought they used
Cal i fornia.
Q I don't know, | was just |ooking through there and

found their cheese

But | think they used the sane for

That's al

and whey, but | didn't find their powder.

| | have.

bot h of those.

JUDGE HUNT: All right, thank you very nuch, M.

Gul den.

M. Christ, or M. Schad?

MR. CHRI ST: Your Honor, |'m Paul Christ. Dennis

Schad and | from Land O Lakes have three sets of testinony

on three proposals.

We'd like to present themin order

I'"d like M. Schad to present testinony on proposal nunber

ei ght and proposa

nunber three, and then | would like to

present testinony on proposal nunber 14.

JUDGE HUNT: Al'l right.

Wher eupon,

DENNI S SCHAD

havi ng been first duly sworn, was called

as a witness herein

and was exam ned and testified as foll ows:

JUDGE HUNT: State and spell your name please, M.

Schad.

THE W TNESS: Good afternoon

Schad, S-C-H A-D.

Dennis is D-E-N-N-I-S.

DI RECT EXAM NATI ON

My nane is Dennis
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BY MR. CHRI ST:

Q M. Schad, woul d you describe quickly your
responsibilities for Land O Lakes?

A | am Manager of Regulatory Affairs. | work in the
Carlisle office. M duties are on national policy issues.

I work with Arden Hill's office, but I do nobst of ny
regulatory work in the state orders and federal orders in
the Northeast.

Q Is it correct to say that you have extensive
experience in evaluating the federal m |k nmarketing orders
in the Northeast?

A Yes.

Q Can you describe the nature of the Land O Lakes
operations in the Northeast?

A Land O Lakes is a -- The Northeast Division of
Land O Lakes is a 3,000 nenber dairy cooperative marketing
in excess of three billion pounds a year. W own and
operate a butter powder plant. W sell a mgjority of our
mlk to third party sales.

Q The butter powder plant operated by Land O Lakes
in the Northeast, is this a large plant or a new plant? Can
you describe that briefly?

A The original plant was built around 1970, has been
added onto since that time. | would characterize it as a

| arge butter powder plant.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1196

Q You have a position on proposal number eight?
A Yes, | do, sir.

Q Wul d you care to read that, please?

A Testimony of Land O Lakes, Inc. in support of

proposal nunber eight.

Land O Lakes, Inc. supports the National MIKk
Producer Federation's position on proposal nunber eight.
USDA shoul d establish a price for Class 4 butter fat as the
butter fat as the butter fat prices |ess six cents per
pound.

For 16 nonths, between Septenber 1998 and Decenber
1999, USDA provided information through which a compari son
of producer butter fat prices devel oped under the federa
order fornmula could be conpared with butter fat prices
devel oped by a fornmula contained in the final rule.

During those 16 nonths the average NASS butter
price was nearly identical to the average CME butter price.

The 16 nonth NASS butter price was $1.4510 while
the CME average was $.4499 [sic] per pound. However, while
there was equality in the price surveys there was a
di fference of nearly six cents per pound between the basic
butter fat prices generated by the final rule and the
formul a used during the tinme period.

MR. CHRI ST:  Your Honor, | would like to have

mar ked the attachnment to M. Schad's statenment. I think



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1197
it's nine pages of information. 1'lIl quickly identify it.

The first page says Class Butter Fat Prices
Utilizing Announced NASS Product Prices.

The second and third page are the deci sion,

Det erm nati on of Equivalent MIk Price Series, a USDA
docunent. The followi ng three pages, |'msorry.

The fourth page is |Inportance of Cream From
Standardizing Fluid M|l k Products as a Source of Butter Fat
for Producing Butter

The fifth page, sixth I think, Calculation of the
Percentage of U. S. Butter Production Oiginating from Cream
St andardi zed from Fluid M|k Products.

The final page is Butter Fat Test of Major Uses of
Producer M|k Under Federal M|k Marketing Orders.

JUDGE HUNT: We'll mark that as proposed Exhibit
33.

(The docunent referred to was
marked for identification as
Exhi bit No. 33.)
MR. CHRI ST: Thank you.
BY MR. CHRI ST:
Q M. Schad, continue please.
A Any ot her conparison of fat prices would be
irrelevant because the former federal order fat differentia

formula requires the BFP at test and after Decenber 1999.
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That statistic is no longer reported. And there was no NASS
survey for butter prices prior to Septenber 1998.

During the period of time in which the departnment
was forrmulating the final rule, the CME suspended the
trading of Grade A and Grade B, and butter. Since the
federal orders at the tinme required a Grade A price to
determine the butter fat differential, USDA determ ned an
equi val ent butter price nechanism (Docket DA 98-06).

Ef fective June 26, 1998 USDA determnined that the CME G ade
AA butter price |l ess nine cents per pound was equivalent to
the Grade A butter price.

The departnent rejected a suggestion offered by
M chigan M|k Producers that an equivalent Grade A price was
Grade A minus 13.2 cents divided by .82. The Secretary
concl uded, "The CME Grade AA butter price for the nonth |ess
nine cents should be used as an equivalent price for the
pur poses of establishing mnimmprices under all federa
orders. The new butter price series is expected to yield a
price generally equal to the suspended butter price series.”

There is no discussion in the proposed or fina
rule which articulated any rationale for changing the
rel ati onship between the butter fat price and the butter
price. Discussion in the decisions was |linited to the
proper yield and nake all owances. The yield was determn ned

in the proposed rule as .82 because that is "the percent or
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quantity of butter fat in a pound of butter", Proposed Rule
page 248.

The make al |l owance was determined in the fina
rule as to wei ghted average of the RBCS and California plant
cost surveys, Final Rule page 180.

The increase in butter fat price also represents
an increased cost to fluid mlk processors. Cream buyers
continue to buy surplus creamat the sane terns as in the
past. They pay a nmultiple, such as 1.20 or 1.30 tines a
reference butter price, usually the Chicago Mercantile
Exchange cash price for AA butter.

If the butter price is the sane during the past,
then the price offered for surplus cream has not changed.
The economnics of buying surplus cream and selling butter are
the sane as in the past.

Fluid m |k processors are affected, however. They
pay roughly six cents per pound nore for butter fat and
surplus creamsold to butter manufacturers.

Thus revenues fromthese sal es have not changed.
The result is increased cost that either nust be passed on
in the formof higher prices for fluid mlk products, or
reduced profits.

Thus harm has been done to the fluid mlk
processors. This harm can be renedi ed by reducing the C ass

4 butter fat price by six cents.
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Butter manufacturers who account to the federa
order pools for producer mlk used to produce butter are
al so affected. The six cent increase in butter fat costs as
a result of the new orders effective January 1, 2000 creates
a conpetitive disadvantage for these plants relative to
pl ants purchasi ng surplus cream

Cream buyers avoid the increased regul ated butter
fat prices by continuing to pay a multiple over the
referenced butter price that reflects the price of butter
and the cost of procuring cream and processing butter

A purchase of producer mil|k cannot avoid the
i ncreased butter fat price. Such a handler incurs a higher
butter fat cost than his cream buying conpetitor, but incurs
the sanme manufacturing costs and receives the sane
conpetitive price for butter.

As a result, a producer mlk buying butter
manuf acturer incurs a conpetitive di sadvantage relative to
the cream buyi ng butter manufacturer

The facts support a |ower butter fat price for
Class 4 mlk than the other classes of mlk. Nearly al
Class 1, Class 23 mlk, and Class 3 nmilk is processed into
finished products on the same prem se as was received as
producer mlk direct from producer dairy farns.

In the case of Class 4 butter fat, nmpost of it is

processed into finished product at a different |ocation than
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the plant of first receipt as producer mlKk.

Qur calculations illustrated in the exhibit |ead
us to conclude that 65.8 percent of U S. butter production
is made fromsurplus creamfromfluid mlk processors, so
nearly two-thirds of the butter fat used to produce butter
incurs significant extra costs in handling, transportation
transacti on managenent and recordkeepi ng.

We have collected data fromthree Land O Lakes
butter plants on handling and transportation costs for
purchased cream They are Kent, Ohio; Carlisle,

Pennsyl vani a; and Madi son, W sconsin. Creamis purchased
froma wi de range of origins, some of which are nore than
1,000 mles away. The wei ghted average transportati on cost
of the three plants was $0.0457 per pound of butter fat for
the nonth March 2000. The three plants also estimated the
costs associated with receiving, storing, and repasteurizing
cream These averaged $0.0040.

If we add the transportation costs on the cream
purchases to the extra handling costs we get $0.0497 per
pound of butter fat.

There are additional costs associated with cream
purchases that are not included in the above total. They
are transacti on managenent and recordkeeping. Both parties
to a creamtransaction incur the cost, tine and managenent

talent in negotiating cream sales. These costs would not be
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incurred if butter was produced on the sanme prem ses by the
same handl er who purchased the producer mlk from which the
cream was separ at ed.

Al so, both parties to a cream sale nust keep
records of transactions. There are costs associated with
recor dkeepi ng. The costs incurred by the cream buyer woul d
not exist if the butter was produced on the sane premn ses as
where the cream was purchased.

G ven the costs enunerated above, we believe the
six cent reduction in butter fat price for Class 4 mlk is
war r ant ed.

Q M. Schad, in the second paragraph on the first
page, about in the niddle, the sentence reads, "A 16 nonth
NASS butter price $1.4510 while the CME average was" and you
had read $.4499. Did you nean $1.4499?

A Yes, sir.

Q Thank you.

Let's review the documents in the exhibit.

Can you describe the first docunment, Current
Butter Fat Prices Utilized in NASS Product Prices.

What was this designed to show?

A This is designed to show a conparison of the
butter price and the butter fat price per pound for the 16
nmont hs where NASS reported butter prices, and the

predecessor federal orders were in operation at the tine.
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They showed that on a 16 nonth average the NASS butter price
was $1.45, and during the sane period the CME butter price
was $1.4499, virtually identical

On the next two colums it shows conparing the
butter fat price per pound that woul d have been generated by
the final rule had the final rule been in operation during
those 16 nont hs, against what the order, | believe it was
the order 30, producer butter fat price was, during the sane
nmont hs. They show t hat the average producer price for
butter fat was $1.6304 while the current, this was witten
not during the tinme, but the predecessor federal order
butter fat price per pound was $1.5707.

Q The third, fourth and fifth pages of the exhibit
are the Determination of Equivalent Price Series.

What is that designed to show?

A This is to show that during the period that was
covered by the proposed rule and the promnul gati on of the
final rule, the departnent |ooked at the issue of butter fat
pricing and deterni ned an equivalent price for butter fat.

Q The fifth page is Inportance of Cream from
Standardizing Fluid M|l k Products as a Source of Butter Fat
for Producing Butter

Coul d you read what this part of the exhibit
illustrates?

A Yes. This illustrates that 65 percent of, it's
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our estimate. There are no statistics on this. It is our
estimate that 65 percent of the butter produced in the
country is produced from cream sources rather than producer
butter fat prices.

Q Can you go to the docunentation supporting that?

A Yes, sir.

Q The first nunber on the next page, Calculation of
Percentage of U. S. Butter Production Oiginating from Cream
Standardi zed fromFluid MIk Products. Can you tell ne
where that first nunber, 500,872,000 pounds cane fronf?

A Yes, that conmes from Table 46 in the FMOS 98.

Q And that is the Annual Summary of Federal Mk
Order Statistics for 1998, is that correct?

A That's correct.

Q The second nunber is 81.51 percent. Can you tel
me how t hat nunber was derived?

A Yes. That cones from producer deliveries used in
Class 1, again fromthe annual survey, Table 16, divided by
commerci al di sappearance of fluid mlk products.

Q That number woul d have been divided by the tota
fluid mlk sales in the United States. |s that correct?

A Yes.

Q That woul d give us the 81.51 percent?

A Yes.

Q And then the third nunber, 614,491,000. That is
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the amount of butter fat used in butter if all Class 1 sales
were federal order sales, correct?

A That's correct.

Q And this is an estimate rather than an actual
measur ement .

A Yes.

Q And then can you follow the foll ow ng nunbers.

The fourth nunber, pounds of butter produced at the 81.11
percent butter fat.

A That woul d be the resulting pounds of butter
produced at the yield of 81.1.

Q The fifth nunber, total U.S. butter production.
Where did that nunber conme fron®

A Dai ry products annual survey, 1998.

Q And the sixth nunmber is percent of U S. butter
production originating from cream standardi zed fromfluid
products. How did you derive that nunber?

A That's a division of line four and line five, the
pounds of butter produced fromthose sources that we
estimate. And against the total production.

Q What was the resulting quotient fromthat
di vi si on?

A 65.81 percent. It shows that our proof of our
assunption, that 65.81 percent of the butter produced in the

United States conmes from cream sources rather than --
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Q And you believe this is a reasonable estimte?

Q And t he next page, Butter Fat Test of Mjor Uses
of Producer M1k Under Federal M Ik Marketing Orders.

The first nunber on that docunent says Producer
Deliveries. What is that nunber, and where does that cone
fron®?

A Agai n, the annual statistics for 1998. All these
nunbers come fromthere. |t shows that the average producer
deliveries were 3.65 percent.

Q The second nunber on that page is fluid mlk
items. VWhat is that nunber?

A That's the average butter fat producer nmilk going
to that use.

Q Producer m |k going to that use. Does that inply
that cream woul d have been separated from that producer mlk
in fluid uses? 1Is that correct?

A Yes.

Q The third nunber is fluid creamitens. What is
t hat nunber?

A That's the percent butter fat and producer nilk
going to that class use. It would inply, in this case, that
it would be a net taker of fat. You would not --

Q So fluid creamitens would be used, producer mlk

as it conmes to the farmplus a source of fact such as
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surplus cream

A Uh huh.

Q Is that correct?

A Yes.

Q The fourth item manufactured uses other than
butter.

A Again, 3.85, it shows that's a higher butter fat
than producer nmilk, so the expectation is it would be a draw
of butter fat rather than a provider of butter fat from
butter.

Q Sonme butter fat froma source other than direct
producer m |k woul d have been used in that.

Finally, the |ast nunmber on this page relates to
butter. What does that represent?

A Butter fat content of mlk that goes to butter

Q So the butter fat nunber on the first page of this
expl anation, could that butter fat have originated from any

source of these nmjor use categories other than fluid mlk

product s?
A No.
MR. CHRIST: That's the end of the exhibit, Your
Honor. | guess | would offer it in evidence.

JUDGE HUNT: Any objections to Exhibit 33 being
made part of the record?

(No audi bl e response)
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JUDGE HUNT: No objections, then Exhibit 33 will
be received into evidence.
(The docunent referred to,
havi ng been previously narked
for identification as Exhibit
No. 33 was received in
evi dence.)
BY MR. CHRI ST:

Q One of the issues that arose yesterday was the
question of whether Class 4 products would be substituted
for Class 1, 2 or 3 products if there's an adjustnent to the
Class 4 butter fat price but not to other batter fact
prices. Do you recall that discussion?

A | believe so, yes.

Q Has the Class 2 butter fat price, would your
proposal change the Class 2 butter fat price?

A No.

Q Woul d your proposal have any effect on the butter
price which is a Class 4 product?

A No.

Q Woul d you expect there to be any change in the
rel ati onship of the price of Class 4 products to the price
of Class 2 butter fat to encourage substitution?

A No. Well, --

Q Okay. |If the Class 4 butter fat price is reduced,
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woul d you expect a supply response, a greater quantity of
butter fat being available for C ass 4 products?

A No. Butter is the residual use for butter fact,
so | woul d expect because of a change you woul d not expect a
change of supply.

Q Woul d the uses of butter fat in Class 1, Class 2
or Class 3 be affected by this?

A Margi nally. Not nuch at all. W' d expect the
same demand for butter fat woul d appear as they do now.

Q Your proposal reduces a portion of the Class 4
price that goes into the federal pools. Wuld this affect

producer prices?

A Yes.
Q Can you give us sone estimate of how rmuch?
A Yes. For the nonth of February, if you took al

the Class 4 butter fact, you nultiplied those pounds towards
the six cents of our proposal, you would cone up with a

val ue, divided that value by the nunmber of pounds in the
federal orders, you conme up with four cents per

hundr edwei ght .

Q Is that four cents per hundredwei ght
characteristics of the year round situation or is it specia
to a certain season?

A I woul d expect that that would not represent the

annual average. During the first part of the year, butter
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bei ng the residual product and | ow class to demand, that
there is nmore butter fat going to Class 4 uses than other
uses, and we'd expect that that four cents on an annua
statistic would be |ess.

Q Is there a particular inportance to getting the
Cl ass 4 conponent prices right, given the roll of Class 4 as
a clearing price?
A Most definitely. The final rule says in a couple
of different places that Class 4 is designed to be the
mar ket clearing price. |IN order to have a market clearing
price you have to have a price that's conpetitive
MR. CHRI ST:  Your Honor, that covers the review on
proposal eight. Wuld you like to hear the testinobny on
proposal 23 and then open it for questions? O would you
want to deal with this proposal first?
JUDGE HUNT: | think let's go with 23 and then
t hey can question on both.
BY MR. CHRI ST:
Q M. Schad, you have a position on proposal nunber
23 as wel | ?
A Yes, | do.
Q Woul d you read that, please?
A Yes. Land O Lakes supports the anended Nationa
M Ik Producers' position that the non-fat solids nmake

al l omance for Class 4 equals the weighted average of the



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1211
RBCS survey and the California survey, with a $0.0174 per
pound i ncluded for return to investnent and $0.0015 i ncl uded
for marketing cost allowance for non-fat dry mlKk.

Additionally, Land O Lakes supports the Nationa
M Ik position that the return on investnent for butter be
$0.0073 and the marketing allowance for butter also be
$0. 0015 per pound.

Further, Land O Lakes supports the current yield
factor of dividing by 1.02.

Providing a factor within the nmake all owance for
return on investnment is essential for processors to continue
to provide facilities to process mlk into nmarketable
commodities. Since butter and powder are normally tied
together within the sane plant, we will rationalize the
return on investnment and marketing allowance within the sane
cal cul ati on.

An estimate by a Land O Lakes engi neering
departnment places the cost of a two mllion pound per day
butter powder plant at $43.2 million w thout the cost of
l and. Exhibit, page 3 of ny testinony.

This estimate would include m |k receiving,
separation and evaporation facilities. Additionally it
woul d include a dryer for mlk powders and a churn to neke
butter. Adequate storage and waste water facility

treatnents are also included in the cost.
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The RCBS survey of seven butter powder plans
pl aces the average utilization of those plants at 47.9.
Thus a two million pound per day plant could expect to
receive 350 million pounds of mlk per year at average
utilization.

If the incoming mlk averaged 3.67 butter fat and
8.73 solids not fat, we would expect a total estimate non-
fat solids for the plant to equal 30.555 nillion pounds and
12. 845 pounds of butter fat. Divided by the current federa
order yield of 1.02, we would expect to produce 29.9556
mllion pounds of non-fat dry mlKk.

Additionally dividing by the current yield of .82,
we woul d expect to produce 15.665 pounds of butter in this
plant. Miltiplying the non-fat dry m |k volunme tines
$0. 0174 equal s $521,923; and nultiplying the butter vol une
by $0.0073 equal s $114,314. The sum of these val ues equals
$521,923 [sic]. Relating that value to the investnent
required to build the plant returns only a 1.2 percent
return on investnment.

Simlarly, Land O Lakes supports the inclusion of
a $0. 0015 per pound as a marketing cost allowance for both
butter and non-fat dry mlKk.

In the above exanpl e the all owance woul d generate
$68, 430 annually. Such an anmount does not approach the

actual cost of a small sales and custoner service staff that
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woul d sell alnmpst 30 million pounds of non-fat dry mlk and
over 15 mllion pounds of butter per year

Land O Lakes supports the National M|k Producers
federal and final rules yield factor of dividing by 1.02 for
non-fat dry mlK.

Following is the yield calculation for Land
O Lakes' Carlisle butter powder plant for January, 2000.

1. During the nonth 70.02 percent of the plant's
ticket volunme of 86,984, 797 pound of m |k was manufactured
into butter powder.

2. Fromthis volune 5,499,547 pounds of cream was
separated, |eaving a residual of 55,407,207 pounds of skim
ml k. The cream devel oped 2,822,438 pounds of butter and
234, 461 pounds of butterm |k solid. Contained within the
55, 407, 207 pounds of skim were 5,208,381 pounds of solids
not fat which generated 5,233,382 pounds of non-fat dry mlk
at an average noi sture of 3.47.

The resulting yield of non-fat dry mlk solids in
the skimmlk, to the actual non-fat dry nmilk produced is
100. 3 percent. However, the yield analysis does not account
for the butterm |k solids paid by the Carlisle plant to
dairy farners at the federal order solids not fat price.
These 234, 461 pounds of solids not fat generated, only the
butterm | k powder price for the manufactured product.

During 1999 the average nostly [sic] price of non-
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fat dry mlk in the Northeast was $1.0389 while the average
butterm | k powder price was $0. 7686 per pound. On average
the sales return in the Northeast on butterm |k powder was
74 percent of the sales returned on the non-fat dry mlk
during 1999, during Market Statistics annual survey, 1999,
page 81.

Additionally it is logical to assune that the cost
of manufacturing butternmi| k powder exceeds the nake
al l omance for non-fat dry nmilk because of the short
production runs of butterm |k powder as conpared to non-fat
dry milk in an efficient butter powder plant.

Land O Lakes agrees with the Secretary's
conclusion in the final rule, page 182, that it is
appropriate to adjust a non-fat dry mlk yield to account
for the differing costs of butterm |k powder nanufacture and
the | ower product prices of butterm |k powder as conpared to
non-fat dry mlK.

Absent a nethodol ogy to price non-fat dry mlk
solids used to produce butterm |k powder which would utilize
a non-exi stent NASS butternm |k price series and an
uncal cul ated butterni | k powder nmeke all owance, Land O Lakes
supports the adjustnment of the non-fat dry milk yield to
reflect the manufacture of butternm |k powder.

In the final rule the Secretary concluded, "Use of the

1.02 factor allows the non-fat solids contained in the non-
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fat dry mlk and the butterm |k powder to be accounted for
and the value of all non-fat solids to be accurately
reflected in the non-fat solids price." Page 182.

MR. CHRI ST: Your Honor, the third page of M.
Schad's statenent is a letter with a lot of nunbers. Rather
than have that read in can we just identify it as a
potential exhibit?
JUDGE HUNT: Yes. That will be 34.
(The docunent referred to was
marked for identification as
Exhi bit No. 34.)
BY MR. CHRI ST:
Q M. Schad, can you just describe the docunent, the
| etter addressed to you?
A Yes. In preparation for this testinony | went to
Land O Lakes Engi neering and asked John Vorchec, the
engi neering manager in Carlisle to give me an estimate from
hi s experience of what a blue, a greenfields butter powder
pl ant, capable of a two mllion pound per day capacity, what
that plant would cost. This letter is the result of that
questi on.
Q The nunbers in this letter represent a
hypot heti cal plant rather than a real plant.
A Yes, but | will say he does nmention that they're

derived fromreal projects over tinme at the Carlisle plant.
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Q Are you acquainted with M. John Vorchec?
A Yes, sir.

Q Has he in fact designed butter powder plants in

t he past?

A Yes.

Q So he's well acquainted, in your opinion, with the
probl em

A Yes.

Q A couple of quick clarification questions.

You nentioned in your testinobny on the second page
ticket volunme. Can you explain what ticket volunme is?

A Yes. That would be the volume of milk that is
accounted for at the federal order. It is the volune of
m |k picked up at the farm

Q And it represents farm weights and tests for that
mlk, is that correct?

A Yes.

Q You al so used the term average nostly price of
non-fat dry milk. Can you tell us what that neans?

A Yes, it's a termthat comes from| guess NASS
surveys that gives you, while the NASS survey will give you
a range of prices for different commodities, and they wll
also tell you where nobst of the trades are within that
range, and that other range is called a nostly. The first

gi ves you the extreme range. The other gives you a nore
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narrow range.

Q

In your yield cal cul ati on, what was the nunerator

in that cal culati on where you arrived at 100.3 percent

yield. Wat was the nunerator?

A

Q

A
Q
m | k that

A

Q

The pounds of non-fat dry mlk, 5,223, 382.

What was the denominator in that --

5, 208, 381.

That was the pounds of non-fat solids in the skim
went to the dryer, is that correct?

That's correct.

You al so report that the average noisture test was

3.47 percent, is that correct?

A

Q

That's correct.

If 100 percent of the solids would have been used,

what woul d have been the yield? It would have been 100 plus

3.477?

A

Q

> O >

> O

Q

I don't understand the question.

If 100 percent of the solids had been used --
Oh, yes.

Then what woul d your yield have been?

103. 47.

And in practice you found a yield of 100. 3.
Yes.

Wi ch inplies a shrinkage of the difference

between .3 and 3. 47.
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A Yes.

Q Now - -

A Just so you're clear, the nunmbers are taken only
at the plant level. |'mderiving the solids not fat from

the skim not the producer mlKk.

Q It's the skimthat has left the separator, is that
correct?
A Yes.

Q After it's passed through the separator. So
anyt hing that occurred between the farmand the plant and
within the plant until the skim had passed through the

separator, any skimloss or shrinkage in those processes are

not accounted for here. 1Is that correct?
A Uh huh.
Q You reported as well a large difference in the

price of non-fat dry mlk and dry butterm k. Wuld you
characterize that as val ue shrinkage?

A Yes, | would. There is a shrinkage on the return
of products. And this, as you characterize it, values
shrinkage is a good term

A Does a | ower value for butterm | k powder show up
anywhere in the federal order price, mninmmprice for non-
fat milk solids?

A No.

Q Thank you.
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MR. CHRI ST: Your Honor, that's all | have.
JUDGE HUNT: All right.
M. Schad is open for questioning now.
M . Rosenbaunf
BY MR. ROSENBAUM
Q M. Schad, | want to start with proposal number 8
which is the proposal to drop the price for Class 4 butter
fat by six cents per pound, but not to reduce the butter fat
price for other classes. That is the proposal you're

supporting, correct?

Q You start by tal king about the history of how the
Grade A price was replaced by the Grade AA price a few years
ago, correct?

A I did.

Q That was done by subtracting nine cents fromthe
Grade AA price, right?

A That's correct.

Q The effect of that deduction -- strike that.

At that time butter was in Class 3, correct?

A Yes.

Q And Class 1 was Class 3 plus whatever the Class 1
differential was in that particular order, correct?

A Basic fornmula price plus, second previ ous ones.

Q And with that adjustment of the second previous
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month. And similar to the Class 2 price was an adj ustnment

off the Class 3 price, correct?

A That's correct.

Q So when the departnent determ ned that

it would

subtract nine cents fromthe AA price, that not only brought

the Class 3 price down by that nine cents, but also brought

the Class 2 and 1 price down as wel |

A The butter fat

Q But it affected al

A Yes, butter fat

Q And when the departnent,

testimony, inadvertently

price, yes.

cl asses of mlKk,

correct?

used in all classes.

A That wasn't ny testinony.

Q When the depart

rationale, did not include a deductor

in the newrule, that inpacted all the classes, correct?
A Yes.
Q But you're only proposing to fix that, if you
will, with respect to one class, Class 4, correct?

A Correct.

Q Which is, | take it,

O Lakes has its |largest sales. Wuld that be accurate?

correct?

t o paraphrase your

ment, w thout discussing the

A I think the reason woul d be better

as that Class 4 use, as |

there's a circularity for

said, is a residua

Cl ass 4.

the class in which Land

off the Grade AA price

characteri zed

use,

and
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Q I was just asking the factual question, whether
Land O Lakes has nost of its sales in Class 4.

A G ven our cheese operations in the Mdwest, |I'm
not sure that's exactly true, but I'll give you that we have
significant sales in 3 and 4, and Class 1

Q You're famous for your Class 4 products,
obviously. Mst famous for your Class 4 products.

A For our butter, yes.

Q You tal k about how the increase in the butter fat
price represents an increased cost of fluid mlk processors
who have to sell their surplus cream correct?

A To Class 4. Yes. The answer to your question is
yes.

Q But the increased cost that they incur is exactly
the sane whether they're selling that surplus to a Class 4
handl er or to a Class 2 handler, correct?

A Yes.

Q And you woul d agree with ne that excess cream from
Class 1 operations is a substantial source of the cream
needed to make ice cream a Class 2 product.

A | think, yes.

Q And of course | think your own statistics show
that Cl ass 2 products obviously need butter fat triple or
nore what, how nuch butter fat there is in the mlk itself.

A I think -- | won't characterize the anmpunt, but
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your previous question tal ked about the issue and |I agree
with you, yes.

Q Ice cream for example, | think by Iaw has to be
at |l east 10 percent fat, so obviously you're tal king about,
maybe triple is a slight exaggeration, but in that range,
correct?

A G ven that, yes.

Q You're asking for a six cent reduction in the
butter fat price based upon what | understand to be these
various cal cul ati ons of the costs you incur to purchase
cream and transport it, et cetera, is that right?

A Yes.

Q I'"m | ooking at the second page of your testinony
in support of proposal 8.

A Yes.

Q But if | understand the cal cul ati ons you've done,
in fact only two-thirds of the butter you produce incurs
these costs because the remaining one-third is nade from
producer mlk, not from cream

A That's correct.

Q Let me switch now to proposal 23. |'m not asking
guestions here that are really going directly to your
calculation, I'mjust going to your statenent, your
cal cul ation being based on a 1.2 percent return on

i nvest nent which sort of --
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A That's what the nunbers canme out to be. M point
is that's a -- If the departnent chose the nunbers in the
RCBS survey, then that is a very low return on investnment.

Q That's i nadequate really, isn't it?

A Yes, sir.

Q You woul d not be able to attract investnment if
that's the only kind of return you could offer, isn't that
right?

A I'"m not sure about that, but I'd say that's a very
low return and the calculation is to show that that which is
included in the RCBS survey is |ow, reasonable, inadequate.

Q Thank you.

JUDGE HUNT: M. Yale?
BY MR YALE

Q Good afternoon, M. Schad.

A Good afternoon, M. Yale.

Q In your testinmony you indicated you thought in the
guestion and answer with M. Christ that there was about a
four cent per hundredwei ght inpact on the producer pool. |Is
it my understanding that's nationwide or just in the
Nor t heast ?

A That woul d be nationw de.

Q And that was just for the nonth of February?

A Yes, sir.

Q Coul d you tell us what nunmbers you used to conpute
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that? What was the total gross dollars that you divided by
t he pounds?

A I"mafraid | don't have those numbers with nme, but
you could do the sane thing by going to the 11 federa
orders and finding the volunme of Class 4 butter fat.

Mul tiplying that volune tines six cents to get a val ue.
Di vide that value by the total pooled pounds of the 11
federal orders.

Q There are about, when you say in February there's
about eight billion pounds of nilk pooled nationw de in the
federal order?

A | don't remenber.

Q There's about 100 billion pounds roughly pool ed

nati onwi de annual | y?

A Again, | can't confirmthat nunber for you.
Q If it was eight billion, you' re |ooking at
somewhere in the neighborhood of a suggestion of 48 mllion

dollars to producers nationwide if this proposal is adopted
for one nonth?
Do you know what the math is, how nuch it cones
out to?
A No, sir. | only did the per hundredwei ght
cal culation, and that's --
Q | may be off. It may be per year. Per year, $48

mllion.
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A Okay.
Q You woul d agree, would you not, that in solids not
fat, there is dry butterm |k powder. | don't think there's

any question about that, right?

A In the incomng solids not fat that cones into a
butter powder plant --

Q Ri ght .

A -- sone of that goes to non-fat dry milk and sone
goes to butterm |k solids. Yes.

Q In the current rule, and basically it's as you're
proposi ng, because you're proposing no change, am | right?

A Yes.

Q How much noney is attributable in the price per
pound of solids not fat to dry m |k powder?

A | don't know the answer to that.

Q The answer's zero, isn't it?

A Ask the question again.

Q How much, out of the -- in the solids, non-fat
price, how nmuch noney is attributable to the buttermlk
powder ?

A | don't know. | don't know the cal cul ations
behi nd the Secretary's decision on yield.

Q You' ve adopted a 1.02 as a devisor, right?

A I did.

Q Using your formula, if you take the value of non-
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fat dry mlk and divided it by 1.02 after you've adjusted
for the make all owance, you got a price for solids not fat,
right? Total solids not fat.

A When you used the 1.02, now that's my yield? Is
that the nunmber that --

Q Are you proposing a different --

A No, I'mtrying to foll ow your question.

Q Are you using a different yield than the fina

rul e?
A I"msorry. You're dividing by 1.02.
Q I"mdividing by 1.02.
A I'"ve got you. Yes.
Q And you agree to that, right?
A Yes.
Q If you take, | want to wal k this through, nmake

sure |'m saying everything correctly. Non-fat dry mlk
m nus the nmeke all owance and you divide that by 1.02 and

that gives you a price for solids not fat, right?

A Yes.

Q In that value for solids not fat there --
A In the val ue?

Q Per pound.

A In the val ue per pound.

Q O solids not fat, also in that solids not fat

there is butterm | k powder, right?
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A Yes. Conceptually it's easier for ne -- You're
paying for incoming mlk as solids not fat, that's what
you're paying for. And those solids not fat in the inconing
mlk is multiplied tines a factor of powder price | ess nake
al l omance divided by 1.02. Conceptually, that's what | see.
Can you fit your question to --

A Al right, let's go with that.

The resulting value is a price per pound of solids
not fat, right?

A Yes.

Q But that value is to include value for butterm |k
powder, right?

A That's correct.

Q If you were to give all of the value, separate out
fromthe solids not fat the butterm | k powder, and val ue
that, how nuch is left over -- and subtract that fromthe
nunber you just gave ne, how much is left over for
butterm | k powder?

A | don't know the answer. | don't know what the
Secretary used for the 1.02. He only speaks to the fact

t hat because of the difference in butterm |k powder prices

he had to adjust the yield. | don't know what wei ghting he
gave to either one. | can't answer that question.
Q ' m not asking what -- You've agreed with that

same yi el d.
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A | agree.

Q And using your formula, how nmuch is the val ue of
butterm | k powder?

A My testinmny would say that | get, for every pound
of , again, not accounting for farmloss. |In the plant for
every pound of solid non-fat that I am sending to the dryer
for non-fat dry milk, | have a one-to-one relationship
That's what ny yield shows. And that's fine. But | also
have 300, 000-sonme-odd of buttermi |k solids that are
generated by this process.

If | plug those pounds into the fornula for non-
fat dry m |k and account for that at the non-fat dry mlk
price, and a nake allowance which |I believe is higher than
the non-fat dry m |k rmake all owance then | am | osing.

It is ny believe that the Secretary saw those that
and adjusted the yield to account for that. | don't know
how he did it or what weights he gave.

Q Let's | ook at your nunbers.

You indi cate on page, your second page here, that
you produced, it's nunber four, it says contained in the
pounds of skimwere 5,208,381 pounds of non-fat solids.

A That's correct.

Q Qut of your plant?

A In nmy plant.

Q I"'msorry, as a result of the work in your plant,
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yes. Wich generated 5,223,382 pounds of non-fat dry mlk

at the average noisture of 3.47 percent. |Is that right?
A That's correct.
Q If you divide by the 5,208,381 -- Wait a minute.

I want to namke sure |'ve got this right.
(Pause)

Q Okay, but on the other hand you started with --
That woul d generate by the departnent's program that you'd
only generate 5, 106, 269 pounds and that's what you paid for
of solids not fat, but yet you yourself indicated you
generated 5,223, 382.

A I'"mnot follow ng your nunbers.

Q "Il just put it very sinple. It appears by your
nunbers that your own yields are generating nore solids non-
fat than what the department's yield would produce. More
powder that what the departnment's formula would provide.

In other words, you got powder that you got out of
your plant that you're selling that you didn't have to
account to in the pool based on these yields.

A Agai n, remenmber what |I'mdoing with the mlk is

I"'mtaking it in the plant. |I'mnot accounting for farm
|l osses. |I'mnot sure what that is. |'mseparating the
streans.

You're getting that val ue of powder, that vol une

of powder fromthe streamthat went to skim
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To get that, you also have the butternilk solids
on the other side.

My point is if this was only about skim and
didn't have to pay for the butterm |k powder, then I'm
whole. |'mpaying as much as |'mreceiving out the other
side. But | have to pay for the butterm |k solids at the
non-fat -- assum ng the non-fat nake all owance and the non-
fat dry mlk price.

Q And you're saying that that exceeds the val ue of

the butterm | k powder so that in fact it's really not an

addition to the total value that cones out of your plant.

Q You were tal king about this Grade A, Gade AA
price. Do you produce any Grade A butter?
A Very little.

Q Do you buy any Grade A butter?

A | don't know the answer to that. W do not in
Carlisle.
Q Isn't it true, M. Schad, that between the notice

of changing the pricing series that you have here in this
one exhibit, which | think is part of Exhibit 33, and the
final rule, that the Secretary has recogni zed that Grade AA
is the value of butter nowin the federal order, because
that's really what the market is buying? And that there's

no justification for pricing butter at Grade A prices
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anynore. |t recognizes a shift in the value of the finished
product in the nmarketplace fromthe Gade B and Grade A to
nostly Grade AA

A | think it also, as my nunbers point out, the
mar gi ns narrowed and since we're in a product price fornula
there's no place to get that narrowed margin.

Q But the only product that's producing this extra

butter fat primarily is com ng out of your bottling plants,

right?
A I would say it's com ng out of bottling plants.
Q So you want a make al |l owance for bottling plants?
A I want that -- |'mpointing out that a bottler

for himto get that six cents back on product that goes to
Class 4, will have to raise his fluid prices to do that.

The butter meker, because he is constrained by the
butter price, can't give the six cents back. And if it goes
to another class, there's an opportunity, because the other
cl asses are based on market prices.

In the butter fat we're constrai ned by butter
price | ess nake all owance divided by vyield.

Q So maybe the problem s in the nake all owance and
the yield on the butter fat price and not so nuch on the
price that, the cost to the fluid handler

A To get to the six cents you could do it a couple

of different ways. W chose this direction because it



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1232
l[imited on Class 4, because as | said, Class 4 there's no
opportunity within the butter fat formula to regain that six
cents.

Q Do you sell any butter yourself? Are you involved

in the selling of butter?

A Per sonal | y?

Q Yes.

A No.

Q Are you aware of how it's priced in your plants?

Priced fromyour plants.

A In broad terns.

Q Is it indexed off the CME butter price, AA butter
price?

A Now we're going to consunmer. | don't know the

answer to that one, no.

Q Do you buy cream or butter?

A | buy butter. That would be basically, ny
i ndi vi dual transactions probably have been fromthe MERC so
| guess it would be future prices, | guess --

Q But you use the CME as the closing price on that?

A On the butter? No. | don't think | can give you
the answer you're asking for on butter

Q You don't know how it's indexed or howit's
priced?

A Not the butter.
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Q What about the creanf
A I think | can probably give you the answer you're
| ooking for there. Mre likely than not it's on the MERC.
Q That's the Chicago Mercantil e Exchange?
A Yes, sir.
Q No ot her questi ons.

JUDGE HUNT: M. Christ?

MR. CHRI ST: Your Honor, | don't believe we
received Exhibit 34. 1'd like to nove that we receive it in
evi dence.

JUDGE HUNT: |s there an objection to Exhibit 34,
the letter from M. Vorchec being entered into the record?

(No audi bl e response)

JUDGE HUNT: Hearing no objection, Exhibit 34 will
be received into evidence.

(The docunent referred to,
havi ng been previously narked
for identification as Exhibit
No. 34 was received in
evi dence.)

REDI RECT EXAM NATI ON

BY MR. CHRI ST:

Q M. Schad, you nentioned the circularity of butter
fat prices for Class 4. Does that nean that in Class 4 the

out put price determ nes the input price of butter fat?
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A Yes.

Q Does that circularity occur for Class 1, 2, or 3?
A No.

Q Does the output price of Class 1 milk determ ne

the butter fat input cost?

A No.

Q Does the output price of Class 2 products such as
i ce cream and cottage cheese, determne the butter fat input
cost?

A No.

Q Wth respect to Class 3, does the output price of

Class 3 outputs determne the butter fat input price?

A No.
Q So circularity in your opinion applies only to
Cl ass 47
A Yes.
Q In conparing your yield to the Secretary's vyield,

| believe in the earlier exam nation you described the
nuner at or and the denom nator in cal cul ating your vyield.

A Yes.

Q The nunerator was the pounds of powder produced
during that nmonth, right?

A Correct.

Q And t he denoni nator was the pounds of skim solids

that went to the dryer during that sane nonth.
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A Yes.
Q Do you know what the nunerator and denom nator
were in the Secretary's calculation of yield?
A No.
MR, CHRIST: | think I'Il leave it go at that,
sir. Thank you.
JUDGE HUNT: Any ot her questions?
M. Beshore?
MR, BESHORE: Just one clarifying question.
RECROSS- EXAM NATI ON
BY MR BESHORE
Q Denni s, when you referred to nostly prices | think
you may have referred to them as NASS prices and | don't
think you neant that. You neant nostly are reported by
Dai ry Market News?
A Yes, I'mvery sorry. Dairy Market News.
JUDGE HUNT: Ms. Brenner?
BY MS. BRENNER
Q M. Schad, | just had sonme questions about nostly
some of your cal cul ations.

But first, you did state that butter is the

residual use for butter fat. |Is that always the case?
A Al ways the case? | think it is the majority of
the tine it is the case. As we point out, -- Okay, yes.

Q We've certainly seen sone nonths in the | ast year
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or two where the butter price per pound was higher than the
cheese price, haven't we?

A Yes.
Q And it probably wouldn't be the residual use at
those tinmes, would it?
A No. | think the increase in butter price is
probably a function of the scarcity of butter at the tine.
Q Looking at the Table 2 in your testinobny on
proposal nunber eight, the itemthere that you have
described as fluid creamitens with 11.25 percent butter
fat, that wouldn't include ice cream would it?

A No, | believe not.

Q That woul d only include things |ike whipping

cream sour cream --

A I think so.
Q -- half and hal f.
A That can be clarified by the report itself.

Q By what ?

A That can be clarified by the report itself, I'm
sure, with a footnote.

Q Then when you nove down to manufactured uses other
than butter with this 3.85 percent, that would include ice
cream | suppose. But it would probably also include sone
things that involve the renoval of butter fat frommnlk such

as yogurt, cottage cheese curd, part skim nozzarella which
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apparently is alnost half the production of cheese. So that
3.85 percent there is conposed of a | ot of things sonme of
whi ch do have nore than 3.65 percent in the producer mlKk,
but some of which have quite a bit |ess, and probably do

generate cream for butter nmanufacture, would that be

correct?

A I would concede that. That nmay add to our 65
percent, actually. |If the fat has becone available not in
t he manufactured use for for another use, given -- if you

agree with me that butter is the residual in this whole
thing, then it would nmean nore butter fat would come from
sources other than producer mlK.

Q But the 65 percent is originating from cream
standardi zed fromfluid product. So it would probably
subtract fromthe 65 percent, wouldn't it?

A Okay.

Q Goi ng on to your testinony on proposal nunber 23,
I was having a hard tinme followi ng sonme of the conputations
in the paragraph beginning with the RBCS survey and
following into the next paragraph.

A My intent here was to give a rationalization for
the return on investnent and the marketing all owances that
are included in the make al | owance cal cul ation for butter
and powder. Wth that said, do you have a specific

question?
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Q vell --

A I"'mtrying to determ ne how nmuch is accrued in
this theoretical plant with the utilization of 47 percent of
capacity which is an RCBS nunber.

Q Okay.

A I"'mtrying to relate those theoretical dollars for
the cost of investnent, against a cost of investnment which
show on page three.

Q Did you multiply the 29.9556 million pounds of

non-fat dry milk by 1.74 cents? |Is that how you got the

521, 9237
(Pause)

A Yes.

Q Then you multiplied the butter volune --

A By the --

Q And | was trying to find that here.

A .0073, and that is the return on investnment in the
RCBS.

Q I was trying to find the butter volunme to multiply
that by. | guess it's that 15.665.

A Yes.

Q Then you get the 114, 000.
You add that to the 521, 9237
A Yes. Well, I"'msorry, there is either a

typographical -- |I'mnot sure whether it's typographical or
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comput at i onal

Q You nean that second 521, 923?

A | added the 114 to the 521 or the 521 was the sum
So either the first 521 is wong or the second is wong.

But you described the nmethod of conputation.

Q So we would follow that through, and then divide
what ever the total is --

A Ri ght, by the $43 mllion

Q And then to come up with either 1.2 or maybe nore
like 1.5 or sonething.

Q | understood you to tell M. Beshore that npst of
your, nearly all of your butter production is AA as opposed
to A

A Yes, nmm'am

Q Do you have any idea about what the relative ratio
of Ato AAin the market woul d be?

A Very little Grade A.  Very little.

Q Woul d that be a sonewhat different situation that
existed at the tinme that the Grade A butter price was
established as the basis for conmputing the butter fat
differential ?

A When was that?

Q Probably 10, 15, 20 years ago.

A I wouldn't be in a position to answer that

gquestion. | wasn't an enployee of Land O Lakes.
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Q But that m ght be one basis for changi ng the base
price for the value of butter fat, wouldn't it?

A That could be one reason, for the reason. But the
effect was a six cent, a significant change in the
rel ati onship between butter and the cost of butter fat.

Q And it may have been a change, but if we're using
the price of the product that exists in the market, and if
the make al l owance is at |east sem -adequate and the yield
factor is correct, I"'mstill kind of confused as to why
there needs to be a reduction.

A Again, we point out that a |arge volunme cones from
sources other than producer mlk. Sixty-five percent may
not be correct, but if we assunme that two-thirds. It could
al so be, you could al so nake the assunption that the
different, the fact that cream was sold on the A market and
butter was sold on the AA accounted for the costs of in
between. Those costs which we articul ate here, the
transportation as well as the increased handling costs.

Q You had nunbers that total ed about five centers
there, and then you indicated there woul d be somet hi ng nore
for transacti ons managenent and --

A | our operation we were able to bring up 4.97
cents fromour operation. W are one operation. It could
be high, low, we don't know. W also said there are other

transactional costs that are not reflected in the 4.97
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Things |like transportation --

No, transportation is in the 4.9.

But things |like that aren't included in the price
when it's sold in the whol esal e market ?

No, it's sold on a nultiple. And that's our, the
s a function of supply and demand for butter fat.
MS. BRENNER: Thank you.

JUDGE HUNT: Anyone el se?

(No audi bl e response)

JUDGE HUNT: Thank you very much, M. Schad.

We'l|l take a break now --

MR. CHRI ST: | have to leave at 3:00, if |

JUDGE HUNT: Sure we, can do it.

For the record, state and spell your nanme, M.

THE WTNESS: MW nane is Paul Christ. First nane,

Last nane, GCHRI-S-T.

PAUL CHRI ST

havi ng been first duly sworn, was called as a witness herein

and was exam ned and testified as foll ows:

DI RECT EXAM NATI ON

THE WTNESS: |'m Vice President, Ri sk Managenent
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and Econonic Analysis at Land O Lakes. 1've worked at Land
O Lakes for 26 years and have been involved in policy
devel opnent, federal milk order activity, Grade A marketing
and risk managenent.

I have a statenment in support of proposal nunber
14 dealing specifically with the point of return to
i nvestment included in the nake all owance.

Land O Lakes supports the amended National Mk
Producers Federation position of including a $0.0103 per
pound to investnent in the make all owance for cheese.

Land O Lakes recently announced plans to build a
| argescal e cheese plant in Tulare, California. The tota
capital cost of this operation is estimted to be $146
mllion. This includes capital investnent, working capital
and capitalized interest.

At full capacity the plant is expected to process
5.4 mllion pounds of m |k per day and produce 195 nillion
pounds of npzzarella and cheddar cheese per year. A variety
of whey products will also be produced.

The capital cost of the project is divided al npst
equal |y between the cheese operation and the whey operation
Therefore, close to $73 million is assigned to the cheese
operation.

Over tine this capital cost will be depreciated.

Such depreciation is included in the RBCS cost study,
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however the cost of servicing the capital not yet
depreciated is not.

If the average non-depreciated capital over the
life of the project is half of the initial capital, then it
woul d amount to $36.5 million for the cheese portion of the
Land O Lakes project. At a ten percent cost of capital this
anounts to $0. 0187 per pound of cheese ($36.5 million tines
.10 divided by 195 mllion pounds of cheese which will equal
$0. 0187) .

Thi s nunmber exceeds the $0.0103 requested by
National M|k Producers Federation, so if anything, the
National M|k proposal is too low to attract adequate
capital to provide manufacturing capacity to produce cheese
under federal mlk nmarketing orders.

Thank you, Your Honor. That conpletes ny
st at ement .

JUDGE HUNT: M. Yale?

CROSS- EXAM NATI ON
BY MR YALE
Q M. Christ, on the proposal dealing with the
selling of, the proposal of Land O Lakes, you're also in
support of that six cent reduction on Class 4, right?
A Yes, that is the Land O Lakes position in support
of National M k.

Q If the product goes to -- If you reduce the
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whol esal e cost of the butter by reducing that cost by six
cents, aren't there going to be sone plants and sone
producers of butter who don't need that six cents and don't
benefit, don't -- | nmean they get the full benefit of it,
that they can in turn sell their butter for a cheaper price
and still maintain their existing margins of profit.

A Do you have in mind the butter manufacturers who
buy producer milk relative to butter manufacturers who buy
fluid creanf

Q Ri ght .

A Butter manufacturers who buy surplus cream or
fluid cream from others can avoid the six cents, whether
it's in the federal order or not, by sinply paying a price
that reflects the price of butter that they can get for
their product plus the cost of transporting and processing
the creamin the butter. Whereas a butter nmanufacturer who
buys producer mlk cannot avoid that six cents, and
therefore incurs a conpetitive di sadvant age.

The cream buyer is inmune either way, but the

butter manufacturer who buys producer nmilk is not imrmne,

and he will suffer conpetitively and do dammge.

Q If he gets the six cents or does not get the six
cents?

A If he gets the six cents he will be made whol e

wWith respect to his cream buying conpetitors; if he does not



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1245
get the six cents he suffers a conpetitive di sadvant age.
Q I want to ask you a question about the CME. Are
you familiar with the Chicago Mercantil e Exchange?
A In general terns. | personally don't transact any

busi ness on the Chicago Mercantil e Exchange.

Q You' ve been involved in the dairy industry nany
years?
A Yes, | have.

Q Are you satisfied that the CME prices reflect what
the market value is out there?

A I"mconfortable with the operation of the Chicago
Mercantil e Exchange as well as the NASS survey. They both
basically represent the sane market in about the sane
val ues.

Q Is it possible for a person to go onto the CME and
truly mani pulate it on a long term basis?

A My opinion is no. That if someone were to somehow
bid up the price or drive down the price in the short run it
woul d create arbitrage opportunities for people to buy or
sell butter off the exchange, and then bring it to the
exchange and make a profit.

Q And t hose peopl e who can participate in such an
arbitrage, it's virtually an unlimted nunber of individuals
-- specul ators, producers, processors.

A I have no idea how many, but it could be any
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nunber of people.
Q Anybody who coul d see a chance to make a buck
A Yes. And of course you need to have sone
acquai ntance with the business --
Q | under st and.
A -- to do that. But anyone who is swift enough
could do it.
MR. YALE: | have no other questions.
JUDGE HUNT: M. Beshore?

BY MR. BESHORE:

Q M. Christ, does Land O Lakes manufacture barre
cheese?

A Yes, Land O Lakes does manufacture barrel cheese.

Q And has it for a nunber of years?

A Yes, we have. As long as |'ve been with Land

O Lakes which is 26 years, we've manufactured barrel cheese.
Q Are you familiar with traditional price
di fferences between barrel cheese and bl ock cheese and what
they represent in the cheese markets and in the mlk
pur chasi ng markets?
A We're very sensitive to the price differences
bet ween 40 pound bl ock cheese and barrel cheese.
As nost of our conpetitors are selling 40 pound
bl ocks, and we believe that drives the conpetitive cost of

mlk. And npbst of our cheese is barrel cheese. So if the
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two get out of line we either incur a conpetitive advantage,
which is rare, or a conpetitive disadvantage, which is
frequent.

Q About what has been the historical difference in
price between barrels --

A The historical difference has ranged between three
to four cents. WelIl, averaged between three and four cents.
It's gone negative at tinmes, just the recent past. At other
times it's been as high as 20 cents, both of which are
extrene. But between three and four cents. W're generally
confortable with that difference. W believe we can conpete
effectively with our block cheese produci ng conpetitors at
that difference

Q So if you can conpete effectively with the price
being three or four cents a pound, |ess for barrel cheese,
how does that relate to your cost of production of barre
cheese versus bl ock cheese?

A I can't speak directly because | don't have the
nunbers on the two styles of cheese, but we believe that the
bottomline results are equivalent with a difference of
three to four cents.

Q So you can get paid three cents less for barrels
and be at the sane place as getting three cents nore for
bl ocks.

A Yes. W've survived with that.
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Q Are there specific costs relating to packagi ng and

things of that nature that are different between barrels and

bl ocks?
A Of course a 40 pound bl ock, every 40 pounds has a
package -- a cardboard box, very firmand wapped. In

barrel cheese it's 500 pounds in a unit. Sonetines a
di sposabl e fiber board barrel and sonmetines it's a stee
barrel that can be reused. In both cases | believe that the
costs are less, but | can't document the anount.

MR. BESHORE: Thank you.

JUDGE HUNT: Any ot her questions?

Ms. Brenner? No?

I guess you can catch your plane then. Thank you,
M. Christ.

We'll take a ten minute break until 3:00 o'clock

I"msorry -- WAit a mnute.

M . Rosenbaunf

MR. ROSENBAUM  Your Honor, in our efforts to nove
things along | wanted to once again i nvoke the opportunity
to have one witness introduce his testinony in witten form
and not have to read the whol e docunent. It's the testinony
of M. Lenahan. Therefore, 1'll put it on the back table
and people can pick up a copy and be in a position to Cross-
Exami ne hi m when he takes the stand.

Let me just say the docunent does not have his
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name on it. It's entitled, "Dairy Plant Product Loss
Anal ysis Utilizing Effluent BOD"

JUDGE HUNT: All right. Of the record.

(Recess taken from2:48 p.m until 3:03 p.m)

JUDGE HUNT: Back on the record.

M. Vetne has a clean copy of the exhibit that he
was going to present. That's Exhibit 30 that he was going
to get a clean copy of.

M. Vetne?

MR. VETNE: Your Honor, | amextraordinarily
grateful to the Dairy Division and Market Administrator's
staff for hel ping provide copies of the third page of
Exhi bit 30 which | have. And in addition, it has an
attachnment which is a bar graph version of the nunbers in
the third columm of nunbers at the bottom of the page.

There is no different information on here. The
informati on that was on the exhibit is nowlegible and it's
represented in bar graph form | have already distributed
copi es around the room There's nore avail abl e.

I would Iike to ask that the | egible copy with the
bar graph be marked and received as Exhi bit 30-A

JUDGE HUNT: Does anyone have any objection to
mar ki ng the cl ean copy as Exhibit 30-A?

(No audi bl e response)

JUDGE HUNT: There being no objections, then we'l
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accept it as 30-A
(The docunent referred to was
marked for identification as
Exhi bit No. 30-A and was
received in evidence.)

MR. VETNE: Thank you, Your Honor.

JUDGE HUNT: Before we take the next wi tness and
deternmine who the next witness will be, | want to go over
again who definitely has plane reservations that they have
to | eave today, that they have to testify today? | do want
to accommpdate them

(Di scussion off the record of w tnesses)

JUDGE HUNT: Let's take those who definitely have
flights out today, and we'll start with M. Lenahan who
woul d have been the next witness anyway.

M. Rosenbaum | think he's your w tness?

MR. ROSENBAUM  Yes, Your Honor.

Wher eupon,

ROBERT LENAHAN
havi ng been first duly sworn, was called as a witness herein
and was exam ned and testified as foll ows:

JUDGE HUNT: Would you state and spell your nane
for the record, M. Lenahan?

THE WTNESS: M nane is Robert Lenahan.

L-E-N-A-H-A-N.
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DI RECT EXAM NATI ON

BY MR. ROSENBAUM

Q M. Lenahan, did you prepare the docunent entitled
"Dairy Plant Product Loss Analysis Utilizing Effluent BOD"?

A Yes, | did.

MR. ROSENBAUM  Your Honor, | would ask that that
be marked as Exhibit 35. Copies are at the back of the room
and copi es have been given to the Reporter as well.

JUDGE HUNT: All right, it will be marked as 35.

(The docunent referred to was
marked for identification as
Exhi bit No. 35.)

MR. ROSENBAUM As | indicated, Your Honor, this
was made avail abl e before the break, and therefore M.
Lenahan is not intending to read the entire docunent. |
will instead just ask a few questions to sort of sumarize
and then he'll be avail able for Cross-Exan nation.

BY MR. ROSENBAUM

Q M. Lenahan, can you tell us what your current
enpl oynment is?

A | currently work for EcoLab, Incorporated, the
Food and Beverage Division. W are a vendor to the food and
dairy industry as far as sanitation chem cals are concerned.

Q What's your title at that conpany?

A | ama senior, QMC is the actual title, Quality
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Managenment Consultant.

Q And how long -- What's your degree in?

A I have a degree fromlowa State University in
agricul tural business.

Q How | ong have you had experience in the
sani tation, food processing, and dairy industries?

A Twenty-one and a hal f years.

Q And how many of those have been with EcolLab?

A Ten years with EcolLab.

Q Have you actually had enpl oyment with a conpany in
the dairy industry?

A | actually worked for Land O Lakes Dairy
Cooperatives.

Q I would sinply like to ask you what | think are a
few highlights of your witten testinmony which | think is
very conpl ete.

Am | correct that one of the things that conmes out
of, that's in the sewage of a plant |ike a cheese plant is
cal |l ed biol ogi cal oxygen demand, al so known as BOD?

A That is correct.

Q Just using your testinmony, BOD is a neasure of
effluent strength in terns of the ampunt of dissolved oxygen
utilized by mcroorgani sms during the oxidation of organic
conmponents in the effluent, correct?

A That's correct.
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Q Your analysis is that with respect to a cheese
pl ant or a powder plant, that the effluent BOD is virtually
all the result of raw ingredient |oss and finished product
loss, is that correct?

A That is correct.

Q So one can conpare the quantity of product going
into the plant and neasure the BOD coming out of that plant
and t hereby know how much raw i ngredi ent |oss and fini shed
product | oss is being encountered, is that correct?

A That is correct.

Q I ndeed your conpany, as part of the services it
provi des, has collected data with respect to BOD for 51
cheese plants, correct?

A That's correct.

Q And you' ve done that for other dairy product

plants as well, fluid plants for exanple?
A That's correct.
Q But with respect to cheese plants, you're quite

confortabl e that whatever percentage BOD you get, that | oss
is really all coming fromeither the | osses of the cheese
itself, which would be the finished product, or |osses of
the raw i ngredients going in, correct?

A That's correct.

Q Meani ng essentially the mlk or other m | k-derived

products, correct?
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A Correct.
Q What you conclude on the |ast page is that these

51 cheese plants have an average BOD | oss of 2.35 percent,

correct?
A That is correct.
Q So your bottomline conclusion is, and | quote, "I

t herefore conclude that the average cheese plant | oses, as
measured by pounds of BOD in its wastewater discharge, 2.35

percent of the mi |k conponents that enter the plant as fluid

mlk," correct?

A That is correct.

Q And you feel quite confortable in that concl usion,
correct?

A Yes, | do.

Q And i ndeed, part of what you do on a day to day
basis is help work with plants on questions surroundi ng
t hose | osses, correct?

A That is correct.

Q Your chart on the |ast page shows that while 2.35
percent is the average, there are sone plants that have
achieved a | ower |oss, correct?

A That is correct.

Q Am | right that sonme of those plants achieve a
| ower | oss because instead of discharging the BOD into the

wastewater, they attenpt to recover it for aninmal feed.
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A Some plants do in fact divert their high strength
BOD streans to other non-POTW outlets, POTW neaning publicly
owned treatnent works facilities or sewage plants. They
i nstead divert sone of those high strength streanms to
perhaps animal feed in an effort to renopve those poundage
from BOD | oadi ng down at the treatment facility.

Q But does a plant nake any real noney off of doing
that generally?

A Generally a plant does not nmake any noney of f of
this. In fact it probably costs them sonme anmount of noney
in order to do this.

Pl ants often do this because they are a |arge
contributor to a small nmunicipality and they can no | onger
the municipality can no |l onger afford to take all of the
potential BOD that cones their way froma particul ar plant.
They | ook for other outlets for their waste, rather than
going down to the city for treatnent.

Q So those plants that are doing that, diverting the
BOD as ani nal feed, would show a bel ow average | oss but in
fact there's really no economic gain that they're obtaining
from doi ng that.

A That woul d be correct.

Q In your experience, if a plant is working hard,
doi ng a good job, follow ng your advice, realistically, can

they get that BOD bel ow two percent?
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A | think if they arrive at two percent they would
be doing a very good job

Q And that two percent is based upon the mlk
conponents that are arriving at the plant, correct?

A That is correct, in a cheese operation.

Q So you are not in that two percent figure
accounting at all for whatever |osses may have occurred from
the farmgetting that mlk to the plant, correct?

A No, that's correct.

MR, ROSENBAUM  Your Honor, at this point | would
nove Exhibit 35 into evidence.

JUDGE HUNT: Does anyone object to 35 being
received into evidence?

M. Beshore?

MR. BESHORE: Can | Cross-Exani ne?

JUDGE HUNT: All right, we'll wait until after
Cr oss- Exani nati on.

MR. ROSENBAUM At this point M. Lenahan is
avail abl e for Cross-Exam nati on.

JUDGE HUNT: All right.

M. Beshore, do you want to |ead off?

CROSS- EXAM NATI ON
BY MR BESHORE
Q M. Lenahan, may | assune you've never been at a

federal m |k order hearing prior to this?
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A That's correct.
Q What occasi oned your attendance today?
A I was asked -- W have a relationship with a

nunber of the people in this room with the dairy industry.
Approxi mately 70 percent of our business is associated with
dairy, and we are the |argest supplier of dairy sanitation
conmpounds and equi pnment in the United States. So we have a
very good relationship with the dairy industry and we are
interested in anything that happens in the dairy industry.

The reason that | was called in today was kind of
serendi pitous. W have this database that |'ve been putting
together for the last seven years -- not for this particular
nmeeting, but as it turns out the information that | had
gathered has a fairly decent effect on how this neeting is
going as far as product loss is concerned, so | was asked to
come today and testify based on ny experiences for the | ast
seven years doing this.

Q The chart at the end of Exhibit 35, graph, |

guess, this is a depiction of the BOD | oss percentages of 51

cheese plants? Am | correct?

A That is correct.

Q And each dot represents one of the plants.

A Yes.

Q Is the 2.35 percent a sinple average or a wei ghted

aver age?
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A It is a sinple, arithnetic average.
Q Wuld it be fair to hypothesize that the | arger
pl ants in your survey are sone of your nore efficient

customers?

A Actually the tendency is reversed sonetines.

Q Large plants | ose nore?

A It depends on what they're doing inside their
facility. |If they're doing nore processing of whey, if

they're doing denmineralized whey. M opinion is the nore
they handl e a product, the nore chance there is for |osing
product .

Q O these cheese plants, how nany are al so whey
processing plant?

A As a percentage basis, probably about 80 percent
handl e their own whey there.

Q The plants that you show to the far right that are
ei ght, seven, five percent |oss, they' ve got sone problens
in their operations there, would you agree?

A They have sone problenms. But also keep in nind
that this nethodology is based on pounds of BOD. |If you do
not have good data, if you have infrequent sanpling or
things |ike that which give you an arbitrarily | ow nunber of
pounds of BOD or an arbitrarily high nunber because of
i mproper sanpling, that would al so sku that nunber, so it

woul d require some investigation at a plant level to
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deternine what's really going on.
If you read the entire docunent, it explains why
this mght occur.
Q Are you telling us that all of your observations

are not equally reliable?

A I n what way?

Q The eight percent is not as reliable a nunber as
some of the other nunbers on the graph. |Is that what you're
sayi ng?

A No, I'msaying if you treat all the plants, if you

take their word or the nunbers that are available fromthe
| ocal POTWas this is the amobunt of pounds of BOD that cane
out of the plant, this is the amunt of pounds of mlk that
they received, you do the mathematics, that is the nunber

t hat comes up.

The question is is the nunmber of pounds of BOD
correct. That could be based on infrequent or inaccurate
sanpl i ng of the whey stream

Q A hi gh nunmber could only be wong on the, could
only be too high if the denoninator's not good enough,
they're not giving you their correct volunes of mlk solids
comng into the plant, correct?

A I'"m confident that they give ne the correct anpunt
of mlk solids conming into the plant. That is easy to

verify. As opposed to a sanpling stream nmechani sm where
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you're pulling sanples out of the whey stream and anal yzi ng
it for potential BOD or for BOD.

Q Do you work with your customers for target
percentages after you sell themthe right equi pment and get
t hem wor ki ng the right way?

A We indicate to them what other plants have
achi eved. Renenber, the initiative for this originally was
to help plants reduce their expense for sewer, because it
has become a very nmjor expense, in many cases over a
mllion dollars a year, and it's going to continue to
i ncrease that way, so we were | ooking at ways to help them
reduce that expense for a selfish reason. [|f they have
noney that they're not spending on sewer, they can spend it
with us.

Q Your equi pnent and your -- you sell equipnent
primrily?

A That's one of the things that we do. W sell CIP
equi pnent, clean in place equi pnment. Process controls.

Q Your equi pnent will reduce | osses and help them
cut their sewer bill

A It will help them yes. Help themdo that.

Q In a plant that's equipped with state of the art
equi pnment from your conpany and that is well managed and
efficiently operated, what |oss level is achievable?

A | still believe the two percent nunber is a valid
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nunber for that.
Q In excess of 50 percent of 51 plants, | haven't
counted the nunbers exactly, but the evidence shows that is
under two percent, a lot of them are under the 2.35, a |ot

of them are under two, and a bunch of them are under one.

A Again, it goes back to how do you treat your waste
stream coming out of the plant. |If you divert a lot of it
to a non POTWoutfall, which is animal feed, it doesn't go

into the waste stream So you can have | ess pounds comi ng
out of the plant and you still have the same ampunt of raw
ingredients coming in, it's going to give you a | ower
numnber .

MR. BESHORE: Thank you.

JUDGE HUNT: M. Gal arneau?

BY MR, GALARNEAU

Q Cl ay Gal arneau, M chigan MIKk.

M. Lenahan, referring back to the graph in your
exhibit and the 2.3 percent |oss, and then | heard you
earlier testify that the nore you handl e the product the
greater the |oss?

A That woul d be ny personal observation. As plants
add additional equi pnent such as nmenbrane systens and things
like that for concentrating whey or for handling whey in a
di fferent manner, you have nore equi pment to clean, nore

menbrane systens and things like that. It seens to ne that
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the nore that you handle a product, whether it's raw mlk or
cheese or whey, the nore potential that you have for | ost
product .

Q So this extra handling is coning to handle the
whey side of the stream Then do you have any shrinkage
results on the protein or the butter fat versus the whey
solid? There is a significant difference in the val ue of
those three solids. Say you have 2.3 percent loss, it
woul dn't necessarily be across all three products.

A No, you could not differentiate where that |oss
nm ght be com ng fromexcept to say it's conming out of the
pl ant as a whole. You would have to go inside the plant,
observe what's going on inside the operation, and typically
if you went back in the evaporator area you might find
sonmet hi ng back there which would explain a ngjority of where
the product mght be going. It may not. Every plant is
uni que because of how their operation is set up and how
they' re operated.

Q But it does seem |'mdraw ng from your
concl usi ons, though, that a greater portion of this shrink
may be actually coming fromthe whey solid?

A That could be construed that way, yes.

Q Thank you.

JUDGE HUNT: M. Yale?

BY MR, YALE
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Q Good afternoon. | represent dairy farnmers in the
West and the M deast. Mny of them npst of themare |arge
dairy farners. Does EcoLab do anything, provide any
servi ces, any equi prment to dairy production operations where
cows are milked, for clean in place in silos and the |ike?
A Yes, we do have a division within our division

t hat handl es what we call farm business.

Q Are you involved in that in any way?
A No, I'm not.
Q Wul d you agree that dairy farns have a mgjor

challenge in the area of environnmental control as well?

A As far as pollution runoff?

Q Yes.

A Yes, | believe they do.

Q Is that a cost-free operation?

A | don't know how to answer that. Based on

specifics within a state or a region --
Q | nean just to manage the ani nal waste and the
like at a dairy farm is that cost-free?

A Ch, no. I'"'msure there's a cost associated with

Q In fact you're in business to provide cleaning
servi ces and ot her environnmental control services to those
type of operations, are you not?

A Yes.
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Q Wbul d you agree that those individuals who produce
that mlk need an incone sufficient to cover the cost of
their environnmental cleanup?

A I think they need sufficient incone to cover their
expenses, Yyes.

Q Isn'"t it appropriate as federal policy and pricing
to ensure that there's sufficient return to producers that
they can afford the cost of those environnental controls?

A I have no argunent with that.

Q I don't have any other questions. Thank you.

JUDGE HUNT: M. Vetne?

BY MR VETNE

Q M. Lenahan, ny nanme is John Vetne. |'m counse
for Kraft Foods.

As | understand it in working with plants you
measured i ncom ng solids against solids in the stream |
want to ask you some questions to find out if, and if so
what solids m ght be unaccounted for that don't cone out in
the waste treatnment stream

First of all, some of these plants take whey and
dry the whey to powdered form am| correct?

A Correct.

Q When whey is dried, liquid whey renoves a | ot of
wat er, sonme of the solids go up the snokestack into the air

and serve as a weak fertilizer for the nearby fields.
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That's not neasured in the discharge stream correct?

A That is correct.

Q I don't know if this happens, but if, well let ne
ask you. Comonly when either cheese or anything else is
spilled on the floor, is the floor washed and the wash goes
into the waste treatnment system al so?

A In theory they should dry pick that up and keep it
out of the system but in practice, nost of the tinme they
take a water hose and flush it down the drain.

Q And that woul d be part of the systemthat you're
measuri ng?

A Correct.

Q If the ideal happens and they pick it up, it goes
into the dunpster and also is not accounted for in the
measur enent that you nake.

A That's correct.

Q Those are the two things that i mmediately canme to
my mnd. Are there other types of |osses that don't go down
into the drain and are therefore not nmeasured in the waste

di scharge, other than primarily the two that we nmentioned?

A No.
Q It's either on the floor or up in the air, right?
A That's correct.

Q Thank you.

JUDGE HUNT: Any ot her questions of M. Lenahan?
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(No audi bl e response)
JUDGE HUNT: Ms. Brenner?
BY MS. BRENNER
Q M. Lenahan, in dealing with these 51 cheese
pl ants do you have any which of them correspond to which of

t hese dots on your graph?

A | do.
Q And woul d you describe the ones that are, for
instance, | think M. Beshore was correct that about half of

themdo fall below two percent. Are those ones that have
i nfrequent sanpling or sone of the other things with the
randomess you mi ght have nmenti oned?

A Ri ght .

Q This line | ooks pretty, it looks |ike sonething
that's definitely related to -- It's very steady, and al npst
straight.

A And you' re asking me exactly which --

Q I f you know which these plants are that are bel ow
this two percent line, are they the ones that you would
descri be as not having been sanpled regularly or --

A I would say that is not the sole reason they're
below that line. There is also sonething called managenent
practices, equipnment, how a plant is operated, the attitude
of the enployees. There's a nunber of things that can

contribute to the way | | ook at product |oss including
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equi pnment designs. There's a nunber of reasons why they
m ght be above or below that average line, but to say what
an individual plant does, what fromthat graph, | can't say.
We al so have, when | do this analysis for a plant,
we agree that we're going to keep information close to the
vest because --

Q I wasn't asking which plants these are. | was
asking if you were familiar with the characteristics of the
plants in that section of the graph.

A I have visited all of those plants, in fact |'ve
been to 257 plants over the last ten years. So |'ve seen a
nunber of them Not all of themare in the dairy industry.
We also do this outside of the dairy industry like the
brewery and soft drink industry, but the principles are the
same. |f you know the potential amunt of BOD coming into
the plant versus pounds going out you can still make this
type of cal cul ation.

Q Either in your testinony or in answer to a
qguestion you indicate there's no economic gain fromreducing
the BOD effluent, but isn't that one of the reasons that
they're there?

A It's a cost avoidance, for lack of a better word.
When |' m saying there's no econom ¢ gain, when they send us
material out to aninal feed typically it's for very small

remuner ati on, perhaps maybe five cents a pound or |ess, or
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maybe a gallon. And sonetinmes they actually pay people to
come and pick this material up

The point is if you're a large plant in a snall
city, you may not, the city nay not have the capacity to
handl e any nore production fromyour plant so you have to
| ook for other ways to get it out of the system

Q Are the sewer charges based on the BOD --

A Definitely. The range is from1.5 cents to 71
cents across the country for a pound of BOD. There's no
real rhyme or reason as to why they're priced that way.
Every county, every town seenms to have their own nmechani sm
for determning that.

Q Don't most plants with dryers these days have sone
kind of filter to try to keep the product out of the air?

A To keep particulate out of the air? Yes, nost of
t hem do.

MS. BRENNER: That's all | have. Thank you.

JUDGE HUNT: M. Rosenbaunf

REDI RECT EXAM NATI ON

BY MR. ROSENBAUM

Q | just want to make sure the record's clear

Wth respect to plants that are bel ow two percent
on this chart, did | understand you to say that was because
many of these plants divert the BOD before it gets to the

wastewater plant in terns of turning it into animl feed or
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sonmething |ike that, correct?

A Many of the plants that are bel ow the average do
things like divert high strength BOD streans to other
outl ets besides the sewer treatnment plant.

Q But in your estimation, when | asked you a
question of the economics, | want to make clear | was
focusing on the econom cs of diverting BOD to ani mal feed as
opposed to putting it in the wastewater plant. Your point
was there's really no econonic benefit in that diversion to
the ani mal feed as opposed to putting it in the wastewater
pl ant, correct?

A No. |It's at best a neutral proposition.

Q But the reason you would divert to aninal feed as
opposed to putting it in the wastewater plant is, in nmany
cases, is because you're in a small town and that wastewater
pl ant just can't take any nore BOD, right?

A That is correct.

Q Thank you.

JUDGE HUNT: M. Beshore?
RECROSS- EXAM NATI ON
BY MR BESHORE

Q Maybe |'m conpl eti ng m sunderstandi ng sonet hi ng
here. But if | understood your comrents in response | think
to Ms. Brenner, there is frequently an amount paid for

animal feed, five cents a pound or whatever it m ght be.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1270

A Occasionally, yes, there is.

Q And as | understand it, there's always a charge
when you put the stuff in the sewer, correct?

A Yes.

Q Woul dn't that be a plus?

A Let me say that it is very infrequently that
peopl e get nonies for diversion to aninal feed. Mst of the
time plants actually have to pay to have this haul ed off,
and the person who receives it then processes it into ani nmal
feed or whatever they're going to do with it. But for the
nost part, there is very little economc benefit as far as
cash in hand to the plant for sending this material to a
feed source.

Q Whet her they get paid or not, they' re avoiding the
sewer charge, correct?

A There's two things to look at. One is a
regul atory issue. Perhaps the plant can't handl e any nore.
O it's an operational issue where there's nonies involved,
yes.

Q So either way they're saving on that end. They
may be getting paid sonmething or they may not on the other
end, correct?

A As | indicated before, each plant is unique as to
their circunstance based on their |ocation and what they

manuf acture, and the current rate structure that's in place
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as far as what they're paying for it for treatnent.
JUDGE HUNT: M. Rosenbaunf
FURTHER REDI RECT EXAM NATI ON
BY MR. ROSENBAUM
Q Just to clarify that, | think you said that the
pl ant actually has to pay to have it hauled away to then be
made into ani mal feed.
A In many cases they do have to pay sonmeone to pick
up a trailer load and haul it off for them
Q So they are incurring a cost, correct?
A That is correct.
JUDGE HUNT: Ms. Brenner?
FURTHER RECROSS- EXAM NATI ON

BY M5. BRENNER

Q I'"m | ooking at these tables, and |I'm not sure what
page. Page three. |I'mtrying to figure out just what they
mean.

" mwondering -- You're going to explain, right?

A The net hodol ogy that's used to arrive at potentia

BOD is based off the USDA nutrient database. It states in
per hundred gramunits what this material is made up of. In
this case | chose to look at m |k, producer, fluid, 3.7
percent butter fat. That indicates that that 100 grans of
that particular material or ingredient contains 3.28 percent

protein, or 3.28 grams, and 3.66 fat, and 4.65 carbohydrate.
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There are coefficients that you can apply towards protein,

fat and carbohydrate to arrive at a cal cul ated BOD

potenti al .

to di gest.

requires actually nore oxygen than the weight.

it has a factor

Protein is the nost difficult

itemfor a mcrobe

It requires the nmost oxygen of the three. It

of 1.03.

That' s why

If you put a pound of protein into the system it

woul d require 1.03 pounds of oxygen to oxidize that

mat eri al .

carbohydrate is .7 pounds of oxygen per

Fat requires .89 pounds per

car bohydrate.

pound of fat; and

pound of

When you do the math for this particul ar exanple,

it shows that this particular 3.7 percent butter fat mlk is

9.9 percent

such as Jersey,
car bohydrate nunber than the previous exanple,

percent BOD by wei ght just

BOD by wei ght.

| also indicate that if you |l ook at

whi ch have a hi gher

protein and carbohydrates.

Q

ot her breeds,

protein fat and

you have 12.1

because of the additional fat,

In terns of actual |osses, these nunbers don't

really represent any actual |osses. They represent the

pot enti al
A

this way.

That's correct. To nmke it sinple,

We say that

if you put a gallon of

| ook at it

raw m | k down
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As you go

t hrough the process and rempve that water and concentrate

the fat to protein and the carbohydrate, and when you put a

gal l on of 40 percent solids down the drain you'
di fferent nunmber than if you just put raw mlk
dr ai n.

Q But if you're meking cheese and nost

are incurred, then what goes down the drain is

be --

A Mostly | actose and protein. Lactose
show up as a solid. It's soluble in water, so
up as BOD

Q Woul d that be the carbohydrate here?
A Yes.

MS. BRENNER: Thank you.

JUDGE HUNT: M. Yale?

BY MR, YALE

ve got a much

down the

of the solids

likely to

woul d not

it would show

Q In a situation, though, with an ultrafiltration

process, you could have a situation where it's just water

and a little bit of lactose that's part of your

dr ai nage,

right? Does your system assunme that all of the loss is 100

percent milk with all the full conmponents in a
way it conmes in the door, and --

A We cannot differentiate between -- |[f

conposite the

you're

| ooki ng just at pounds of BOD, you can't say that okay, this
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100 pounds of BOD is all the result of lactose or all the
result of protein loss or all the result of fat. It is
based on the inconing ingredients, and you say that based on
the incom ng ingredients we have 1,000 pounds of avail able
BOD, and we have 10 pounds of actual BOD com ng out of the
pl ant, you do the math, you've got one percent |oss based on
t hat met hodol ogy.

Q But you haven't done a nethodol ogy to determ ne
that the | oss as you nmentioned in your statenment, you | ose
it in gaskets and you lose it in handling and all these
di fferent phases, but at all those different phases there's
di fferent product that's actually going through the pipes or
the punps or the filters, right?

A Correct.

Q You haven't done a distribution to see how that
product mixes in ternms of its concentration, gone through
those vessels in terns of potential contribution to a BOD
right?

A No.

Q Thank you.

JUDGE HUNT: Thank you very much, M. Lenahan.

MR, ROSENBAUM  Your Honor, | renew ny notion to
have Exhi bit 35 accepted into evidence.

JUDGE HUNT: Any objections to 35?

(No audi bl e response)
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JUDGE HUNT: Exhibit 35 will be received in
evi dence.
(The docunent referred to,
havi ng been previously narked
for identification as Exhibit
No. 35 was received in
evi dence.)
JUDGE HUNT: M. Easthan®
Wher eupon,
THOVAS EASTHAM
havi ng been first duly sworn, was called as a witness herein
and was exam ned and testified as follows:
DI RECT EXAM NATI ON

BY MR. ROSENBAUM

Q M. Eastham have you prepared a witten statenent
t oday?

A | have.

Q I think that we have copi es here, and anyone who
wants one, |'ve got one available. | think we'll just have

you read it, if you woul d.
A Thank you.
My nanme is Tom Eastham |'m enpl oyed by Great
Lakes Cheese Conpany, Inc. M current position is the plant
manager for the Enpire Cheese Plant in Cuba, New York. |'ve

hel d this position since 1993.
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| amresponsible for all the day to day operations
and participate in all short and long term planni ng at our
manufacturing facilities.

I hold an Associate's Degree in Business from
Jefferson Community College; |'ve been involved in the dairy
i ndustry since 1979.

During that time | had held positions in quality
assurance, production, and nmanagenent at cheese
manufacturing facilities in Adans and Cuba, New YorKk.

Great Lakes Cheese Conpany is a famly and
enpl oyee- owned comnpany that nmanufacturers cheese in the
Nort heast United States. CQur manufacturing facilities are
| ocated in Adans and Cuba, New York. These plants are
regul ated by a federal order and enpl oy over 250 people.

Great Lakes Cheese manufactures |ong hold and
reduced fat cheddar at the Adans plant, and nozzarella and
provol one at the Cuba plant.

My conpany is a nmenber of the National Cheese
Institute and the International Dairy Foods Association

I'"ve read the testinony of their econom sts, Dr. Bob Yonkers

and for those of which | amfamliar, |I endorse them
I will not attenpt to be as specific or cover al
the areas of his testinony. | will, instead, focus ny

testinmony on the areas that | believe are of particular

i mportance.
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First on the nake allowances. To plants |ocated
in the Northeast U. S. the nake all owance under the new
product price fornula systemis critical froma conpetitive
position. Like all simlar manufacturers, we are required
to pay dairy farners as a mininmum price everything ny
conpany receives for its cheese ninus the nmake all owance
Al'l novenents in the price of cheese will result in a
nmovenent of the mninmumprice, an amount fully offset by the
nmovenent in the price of cheese. This |leaves only the nake
al |l omance all owance for ny conpany to recover all its costs.

Since this is the case, it is inperative that the
U.S. Departnent of Agriculture include all costs in the nmeke
al  owance. These costs should reflect the cost to receive
raw m |k, convert the mlk to finished products, and sel
these products in the market place.

My conpany woul d be opposed to any proposals that
attenpt to limt or delete costs used to calculate the nake
al l omance. Al costs including mlk procurement, marketing,
and capital costs need to be a part of this calculation.

The rationale for this is basic. All these costs are part
of the costs to operate a cheese manufacturing facility.

If these costs are not included in a nake
al l omance we have no ability to recover them It would soon
become difficult or even inpossible to generate returns that

would allow a facility to remain profitable and in business.
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Qur options at that tinme would be to | ook to produce cheese
outside the order systemor to reduce our investnent in the
cheese manufacturing business.

On the yield factor, |I'maware of the proposals to
increase the nilk fat retention factor of .9 used to
calculate the yield factor in the making of cheese. It is
my understanding that the current yield factor results in
approximately a ten percent yield per hundredwei ght of milk
on typical mlIk. |'mopposed to any proposal to change the
yield factor.

First, we pay for mlk based on the neasurenent
taken on the farm As we know, every tinme nmlk is punped,
| osses do occur. These | osses need to continue to be taken
into account.

Second, it's our experience that ten percent per
hundr edwei ght of nmilk yield is not obtainable in the
Nort heast except for alinmted time of the year when the
solids inthe nmilk are at their peak. The factor as it
exists is nmore than sufficient. Any effort to raise this
woul d put our conpany at a conpetitive di sadvant age.

Finally, on product prices, | believe that it's
i mportant for USDA to accurately deternine what the price of
cheese is. | understand that the survey used by USDA to
deternmine the price of cheese includes 40 pound bl ocks and

500 pound barrels.
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Based on the market, the use of 640 pound bl ocks
is playing an ever-increasing role. Technol ogi cal advances
in the manufacture of 640 pound bl ocks and market
conpetition have resulted in an increase in demand for 640
pound bl ocks. Many end users prefer the on-weight ratio of
cheese chunk from a 640 pound block. | believe that price
di scovery is a good thing, and that the maxi mum possible
anmount of cheddar cheese shoul d be represented when
establishing average prices for the purposes of deterni ning
the mnimum Class 3 prices. | would therefore endorse a
proposal to add the 640 pound bl ocks to the USDA' s survey.

MR. ROSENBAUM  Your Honor, at this tinme the
witness is available for Cross-Examni nation

JUDGE HUNT: M. Beshore?

CROSS- EXAM NATI ON
BY MR BESHORE
Q Good afternoon, M. Eastham

| represent, anmpong others, the Association of
Dai ry Cooperatives in the Northeast which includes Dairy Lee
and is probably the suppliers to your plants up there in New
Yor k.

When you are relating yield to the mlIk supply in
the Northeast, in the comments in your statenment relating to
yield factor, | take it you're tal king about how many pounds

of cheddar cheese you get from an average hundredwei ght of
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m |k that you purchase at Cuba, New York.

A Right. Typical mlk. Actually, when you say at
Cuba, |I'mprobably trying to talk about cheddar cheese which
is manufactured at the Adans plant. | think that's what the
survey i s based on, the nmake all owance is based on

Q What type of cheese do you nmanufacture at Cuba?

A Mozzarel | a and provol one.

Q At Adans, what kinds of cheddar do you nmake there?
Is it blocks or barrels or --

A We meke 40 pound bl ocks and 640 pound bl ocks.

Q So it's all block cheese?
A Yes.
Q So you were tal king about the yield at Adans for

bl ock cheese.

A Ri ght .

Q | take it when you speak of a 10 percent yield you
mean getting 10 pounds of cheese per hundredwei ght of mlKk.

A Yes.

Q If the .90 factor in these rather conplex formulas
relates to sonething different, you --

A When |'mtal king about the typical mlk, | guess
what |'mtal king about, and | think there's been sone
testi mony about those nunmbers, an average is |like 367 fat
with a 3.2 true, or actually not true, but total protein

And our experience is we wouldn't yield what the fornula has



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1281
for a yield factor, which | believe is sonewhat a little bit
over ten percent. Qur experience at our facility, we would

not yield that amount of cheese her hundredwei ght of mlk.

Q Because your, the protein in the mlk that you're
acquiring --
A | guess what |'mtrying to do is take it to a

typical mlk. Even with that typical mlk we would not
yield the ten percent that the formula is achieving using
the 367 with a 3.2 protein.

Q Okay. The .90 figure, what | was getting at, do
you know how much of the butter fat you take in is retained
in your block cheddars?

A Retai ned in the bl ock cheddars?

Q Yes.

>

Not exactly, but | have an idea.

Q What woul d that be?

A Roughly around the .9 to maybe a little bit
hi gher. W have pretty efficient equi pment. Even with that
little bit higher retention, again | would tell you that we
don't achieve that ten percent yield of the fornula, what
the typical mlk is based on.

Q Okay.

When you tal k about 640 pound bl ocks, you use a

phrase that | haven't heard before, end users prefer the on

wei ght ratio of cheese. Wat does that nean?
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A | think if you look at the chunking business, nore
and nore of that business is going away from random wei ght
chunks to exact weight chunks. It's nore efficient for a
640 that generally speaking you can hit the on weight ratios
for an exact weight. 1In other words it doesn't becone
rejected as you're sending it down the line for being out of
sped for weight.

Q So --

A So if you're trying to chunk an ei ght ounce chunk
with a 640, you're going to be nore accurate, nore on wei ght
per cent ages.

Q Than if you're chunki ng what?

A Than if you're chunking say a 40 pounder.

Q So you' re supplying your cheese to cut and w ap
operations.

A Some of it, yes.

Q Thank you very much

JUDGE HUNT: M. Yale?
BY MR YALE

Q Good afternoon.

A Hi .

Q I'"'mBen Yale and | represent dairy producers in
the West and the M deast, and |'ve got sone questions.

First of all, did your firmparticipate in the

NCI ?
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A We did not.

Q Do you report your prices to the NASS survey?

A We nmeke | ong hold cheddar and therefore we do not.

Q I's longhorn cheddar, isn't that a higher val ue
product than just the straight block cheddar that's
referenced in the NASS survey?

A I guess | don't know what everybody's pricing is.
I don't knowif | could testify that -- | nean it is a val ue
added product, if that answers the question.

Q And it consistently sells at a price higher than
just straight cheddar 40 pound bl ocks.

A It's a val ue added product.

Q And it costs noney to inprove it above just a
strai ght cheddar, right?

A Absol utel y.

Q Is it your understanding at this hearing that the
make al |l owances are intended to conpensate you for those
costs?

A On the | ong hol d?

Q Yes.

I don't know. | believe ny understanding of this
hearing is the nake allowance on the cheeses currently used
in the survey.

Q Do you see the NASS survey numnbers?

A Yes.
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Q Do you use those in any way? Do you use those
nunbers in any kind of accounting or anything? Any price
conpari sons or anything?

A | don'"t. It may be done at sonme other |ocation o
in accounting. | personally don't.

Q Do you do the pricing of your product?

A No.

Q Do you know i f those peopl e use those nunbers?
A | do not.

Q Based on your experience with the cheese

operation, are your products priced off of the CME? Do you
use like the CME plus or anything in setting your prices?
O mnus? I'mnot trying to set you in a trap and in a
range, but do you use the CME as the benchmark?

A | guess from nmy conpany's standpoint any of our
pricing would be proprietary.

Q You indicate in here that there's loss fromfarm

to the plant, right?

A Yes.
Q Do you neasure that |oss?
A We do actually a couple or three different tines a

year weight trucks as they arrive at the plant. And agai nst

the tickets.
Q By based on the question that M. Beshore asked,

get the inpression you receive some mlk fromsone

r
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cooperatives?

A That woul d be correct.

Q And is that price based upon the farm wei ghts and
tests?

A It is.

Q Are those on the cooperative's trucks or on your
trucks?

A the cooperative's trucks.

Q Do you have any trucks of your own?

A We do not.

Q Does your pricing for that mlk on those
cooperatives reflect the fact that it's farm wei ghts and
tests as opposed to scale weights and tests?

A Qur contract is farmweights and tests. | don't
think there's any difference. | think that's generally the
way the contracts are done in our part of the world.

Q Have you ever sought assistance fromthe Federa
M|k Market Administrator's office to measure farmtanks to
ensure, and their dip sticks, that they were accurate?

A Again, | think if we have an issue, we have no
control over the farm W might bring that to the attention
of the cooperative and whet her they seek the hel p of,
whet her the market adm nistrator or whether they do that
t hensel ves, | guess that would be up to them

Q Do you do that very often?
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A No, | wouldn't say we do it as a general practice.
Again, in order to -- We'd have to nonitor that on an
everyday basis. And that's not the case.

Q So isn't that a reflection that the anmobunt of | oss
is not that significant?

A | think any loss is significant. Those costs cone
from somewhere.

Q Can you quantify thenf

A | cannot.

Q | get the inpression by | think it's a second page
of your statement in the m ddl e paragraph, the nilk that you
receive is pooled on the federal order?

A That's my under st andi ng.

Q Under that system the producers that deliver mlk
to your plant -- and by the way, do you have any independent

producers or is it all cooperative?

A Al l cooperative

Q So the milk that comes fromthose cooperative
pl ants --

A Cooperative farns.

Q Cooperative farms. |'msorry, thank you. That

mlk you pay a Class 3 price to the federal order or to the
cooperative, is that correct? Plus maybe a prem um but |
don't want to get into that. |'mjust saying you pay a

Class 3 price.
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A You' re accurate.
Q The cooperative for that mlk that's delivered to

you pays its producers nore than that Class 3 price, doesn't

it?

A I would suspect -- | guess it would just be
specul ation. | really don't know what they pay their
farmers.

Q They receive additional noney fromthe federa

order pool for the Class 1 sales, don't they?

A If that's how that system works, then | would say
t hey must.
Q In other words, the reality is that your plant

does not really pay for the full value for the mlk that the
producers receive under the federal order program isn't
that correct?

A No, | guess | would disagree with that. Again, |
don't know what the end price is or the farmprice is, but |
believe every tinme that it's not in |line the cooperative
certainly comes back to seek to put it back into |ine.

Q If you left the federal order system would you be
able to obtain the extra blend nmoney fromthe Class 1
syst enf?

A Again, I'mnot famliar. | just listed kind of
what | saw are our options.

Q What woul d be the inpact if you left the federa
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order systenf?

A | think it's more likely we would probably
reassess whether we want to be in the cheese manufacturing
business. | really don't know all the inplications of --
I'"m not an econonist, | don't spend a lot of my tine on the
federal order system Those are the two options | think
we' d have available to us as | understand it.

Q You indicate you've held the position of current
pl ant manager since 19937

A That's correct.

Q And I'm not | ooking for exact anmpunts, but at
least in the |ast seven years can you generally say that
your operations have been profitable?

A I think in the |ast seven years certainly we've
managed to maintain sufficient profits to continue in
busi ness.

Q And was it profitable prior to 19987

A Prior to 1998?

Q Yes.

A We just tal ked 1993 until now.

Q | understand, so 1993 to 1998, that about five
year period. Sanme situation? Sane answer?

A I would say sane answer, sure

Q Thank you.

JUDGE HUNT: M. Vet ne?
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BY MR VETNE
Q M. Eastham |'m John Vetne, | represent Kraft
Foods.
A Hi, John.
Q | just have a few questions. | won't quantify the
nunber any better than that.
Does Great Lakes Cheese operate any plants outside

of New York?

A We do.
Q I n what states?
A Chi o and W sconsi n.

Q Do you have any familiarity with those plants?
A They aren't manufacturing plants so, | nean |'m

famliar with what the operations are, but | don't have any

specific --
Q Do those plants receive cheese and cut and w ap?
A Yes.
Q Do they receive cheese manufactured in New York?
A Yes.

Q Do you know whet her Great Lakes Cheese purchases
for cutting and wrapping or resale cheese from other cheese
manuf act urers?

A W do.

Q And do you know whet her that includes cheese that

is manufactured on the West Coast?
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It does.

And this conmes into the cut and wap operations in

Chi o and W sconsi n?

A

Q

Yes.

And it is distributed fromthose cut and wap

operations through the consuner chain to consunmers in the

East Coats?
A Yes.
Q Thank you.

JUDGE HUNT: Anyone el se?
Ms. Warlick?

BY MS. WARLI CK:

H, M. Eastham

Wul d you agree with the previous witness that

there is no price difference per pound between the 40 and

640 pound bl ocks?

A
t hat, but
little or

a 640.

Q

I guess | didn't hear the previous w tness on
| certainly, it's our experience that there is

no difference in the manufacturing cost of a 40 or

JUDGE HUNT: Ms. Brenner?
BY MS. BRENNER:

M. Eastham what do you do with the whey that

results fromyour cheese processing?

A

The salt whey? O the whey from --
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Q The whey --
A We dry whol e whey.
Q You dry whol e whey. What do you do with the salt
whey?
A The creamis renoved fromthe salt whey and the
bal ance, and the fat not recovered fromthat process is

taken out to farns and fed to ani mals.

Q How much salt whey as a percentage of the
i ncom ng - -

A | guess | really couldn't quantify that.

Q Not even --

A It's certainly a small amount, conparatively
speaki ng.

Q Under one percent of your --

A I would say it's probably nore than one percent.
Again, | don't have those nunbers, and |I'm just kind of
guessi ng.

Q How much of the butter fat that's received in your

pl ant do you generally account for in either cheese or whey

or the whey creamfromthe salt whey that you recover?

A From all portions?

Q Uh huh.

A Wi ch plant, | guess --

Q The cheddar pl ant.

A I"'mnot really famliar with theirs. But | nean
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woul d, based on being there many years ago, this is seven
years ago, | would say probably total fat four or five

percent at the end of the day.

Q That you don't account for?
A Ri ght .
Q That woul d include fromwhen it cones into the

plant? O when it cones fromthe farnr
A That's all the way through the system
Q Fromthe farm
A I only know what -- | guess |I'mtalking fromthe
vat in. W take those nmeasurements at the vat as our
begi nni ng point.
Q Okay. Thank you.
JUDGE HUNT: M. Beshore?
BY MR BESHORE
Q M. Eastham I'ma little puzzled by the coments
regardi ng costs or price of 40s versus 640s. Sonething
tells nme if you have 16 separately wrapped 40 pound bl ocks
versus one 640 pound bl ock of the same cheddar cheese that
nore goes into nmaking 16 separate units of 40 pounds each
wr appi ng them and whatever you do with them than the one
640 pound unit.
A It's our experience at our plant, we have a fairly
technol ogi cal |l y advanced system on the 40 pound side, and we

find we can do that very conpetitively and at the sane tine
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there's a |lot of capital expense involved in the equi pnment
and the boxes in the 640s.

Q So your efficient packaging of the 40s costs about
as nmuch as the newer, nobre expensive capital equiprment for
packagi ng the 640 --

A Equi pmrent as well as the boxes for the 640s.
Yeah.

MR. BESHORE: Thank you.

JUDGE HUNT: Anyone el se?

(No audi bl e response)

JUDGE HUNT: Thank you very much, M. Eastham

THE W TNESS: Thank you.

| think M. Gallaway, is it, that's got a flight
out today?

(Pause)

MR, ROSENBAUM W still have to nmake copies of
his testinony.

JUDGE HUNT: Ms. Ledman, is she here?

(Pause)

JUDGE HUNT: M. WIlians?

MR, ROSENBAUM M. WIllianms is ready.

JUDGE HUNT: Cood afternoon, sir
Wher eupon,

JEFFRY W LLI AMS

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

JUDGE HUNT: Pl ease state and spell your nanme for
the record.

THE WTNESS: MW nane is Jeffry O WIIlians.
J-E-F-F-RY, nmiddle initial O WI-L-L-1-A-MS.

DI RECT EXAM NATI ON
BY MR. ROSENBAUM
Q M. WIlianms, do you have a prepared, witten

statement for today?

A Yes, | do.

Q Coul d you please read that into the record?
A Yes.
Again, nmy nane is Jeffry O Wlliams. | am

currently enployed by d anmbia Foods, Inc. fornerly known as
Avernore West, Inc. M position there is Executive Vice
Presi dent.

My responsibilities in that position include
Director of Procurenent, Logistics, and Business
Devel opnent .

As Director of Procurement | am responsible for
the purchase of nearly $300 mllion worth of m |k per annum
Aside fromny duties at G anbia Foods, | have served as
President of lIdaho M|k Processors Association for two
years, and have been a board nenber of that organization

since 1995.
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The following testinony is submtted on behal f of
d anbia Foods, Inc., a dairy food conmpany headquartered in
Twin Falls, |daho.

d anbi a Foods operates two cheese plants in the
western federal milk marketing order. W are the |argest
m | k buyer in |Idaho, processing 6.6 mllion pounds, which is
over one-third of the state's daily production of mlk per
day into 500 pound barrels of Anmerican style cheese and 40
pound bl ocks of Anerican style cheese.

Approxi mately 70 percent of the mlk we process
goes through our barrel cheese operation, and the other 30
percent of the milk we process goes through our block cheese
operation.

We purchase 4.6 mllion pounds of mlk per day
from 180 i ndependent dairy farmers, and the renmaining two
mllion pounds of mlk per day from cooperatives that market
their nenbers' milk in Idaho.

We enpl oy 425 people in our |daho operation

My conpany is a nmenber of National Cheese
Institute and the International Dairy Foods Association. |
have read the testinony of those organizations subnitted by
their economi st, Dr. Robert Yonkers, and | agree with the
anal ysis that Dr. Yonkers presented, and |'ll not attenpt to
cover all the points he has nade. Instead |'ll focus ny

testinmony on a few points that | believe are particularly
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i mportant for our business and generically inportant for al
cheesenmakers operating within the federal order system

Poi nt number one concerni ng nmake al |l owances. Over
90 percent of the m |k produced in Idaho goes into the
manuf acture of cheese products. Therefore the price of
Class 3 milk is an extrenely inportant issue for the Idaho
dairy industry.

The Idaho m |k market is extremely conpetitive
with half a dozen mejor mlk buyers operating in our mlk
procurement area.

As a result, we have been forced to pay over order
prem unms well above the federal order class three price to
remai n conpetitive

More specifically, through April of this year, our
mlk price has been 34 cents per hundredwei ght nore
expensive relative to the Class 3 price as conpared to the
price we paid relative to the BFP in 1998 and 1999.

Si nce over 85 percent of our cheese sal es revenue
goes to the dairy farmer to pay for his mlk, it's
i nperative that the federal order Class 3 nmilk price
parallels California's 4B m |k price.

| thought this argunment was the thrust of the
USDA' s present Class 3 nake all owance of 17.02 cents per
pound coupled with the use of the NASS survey for 40 pound

bl ocks of cheddar cheese, and 500 pound barrels of cheddar
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cheese. These are the products we nmake, and these are the
products that we conpete head on with California cheddar
plants in the market place.

From the period of January 1995 through August
1998 the federal order Class 3 price averaged 64 cents per
hundr edwei ght hi gher than the California 4B price.

Assuni ng a cheddar cheese yield factor of 9.5
percent for base nmilk constituents, this price difference
effectively gave California cheddar cheese manufacturers
nearly a seven cents per pound of cheese advantage.

Thi s huge advantage coupled with the | oom ng
threat of supports going away for butter and non-fat dry
m |k caused California mlk processors to gravitate toward
maki ng nore cheese. Mdtivated by this distinct conpetitive
advant age, how much nore cheese did California nake?

In 1995 California and | daho each manufactured
approximately 345 m|lion pounds of American style cheese.
Last year California cheese plants manufactured 597 nillion
pounds of Anerican style cheese -- 92 nillion pounds nore
than 1 daho cheese plants. That is a 69 percent increase
during the period stretching from 1995 to 1999.

What was the increase in cheese production over a
simlar period of tine by other historically strong American
styl e cheese manufacturing plants, i.e. Wsconsin and

M nnesota operating within the federal order systenf?
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W sconsin was down one percent and M nnesota was up five
percent.

It's my opinion that California's growh in
American style cheese production is due in large part to
this huge gap between the federal order mnimmprice and
its own 4B price

California' s huge advantage has slowy dim nished
in recent years. During the 20 nonth period beginning in
Sept enber 1998 when the NASS survey was introduced into the
pricing mechanismfor Class 3 m |k, the gap between the
federal order Class 3 price and California 4B price has
narrowed to an average of just eight cents per
hundr edwei ght. However, that gap has wi dened again to 27
cents per hundredwei ght over the past four nonths of year
2000 under USDA's final rule utilizing the full 17.02 cents
per pound nmeke al |l owance.

Wil e a negative gap between Class 3 price and
California's 4B price of 27 cents per hundredweight is
certainly better than a negative gap of 64 cents per
hundr edwei ght, in the commdity cheese business that we
operate in, that 27 cents per hundredwei ght is huge noney.

Agai n, using a cheddar cheese yield factor of 9.5
percent, that 27 cents per hundredwei ght equates to 2.8
cents per pound of cheese which anpbunts to $6.7 mllion per

annum for our |daho-based busi ness.
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As a result of a trend toward a nore | evel playing
field vis-a-vis California mlk pricing, we invested over
$33 million into our barrel cheese factory in an effort to
upgrade our technol ogy and our throughput to gain additiona
cost efficiencies. Had the disparate prices between Class 3
and 4B continued in the 60 to 70 cent per hundredwei ght
range, it is doubtful my conpany woul d have nade that
i nvestment in lIdaho. And should the disparity between Cl ass
3 and 4B rear its ugly head again, as many of the proposals
advocate it should, there will be no incentive to build
| ar gescal e cheese operati ons anywhere within the bounds of
the federal order pricing system

It is disheartening to see the nunber of proposals
included in the notice of hearing that suggest decreases in
the federal order nake all owances.

As the largest m |k producing state and soon to be
the | argest cheese producing state, the makeup of
California's 4B mlk price to include the nmake all owance and
the yield cal cul ati ons cannot be ignored.

We operate in a single national market for mlk
used for manufactured dairy products and it defies logic for
the federal order programto operate as if that were not the
case.

I cannot enphasi ze enough how i nportant the nake

al l omance is under the new product pricing formula system
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that went into effect on January 1 of this year. This
systemis designed to require a manufacturer |ike d anbia
Foods to pay to dairy farnmers as the mnimummlk price
everything ny conpany receives for its cheese mnus the neke
al lowmance. |f the price of the cheese goes up, then so does
the minimumprice in an amount that fully offsets the
increase in the cheese price.

My conpany is therefore very dependent on the nake
al l omance to cover all of its costs. | therefore strongly
urge that the Departnment of Agriculture include in the make
al  owance all the costs that a manufacturer nust incur in
taking raw mlk and converting it into a finished product
sold in the marketplace.

| understand there are sone proposals that would
exclude fromthe nmake all owance several specific costs
i ncl udi ng procurenent costs, marketing costs, and the cost
of capital. | am conpletely opposed to those proposals.

The reason is sinple. These are costs ny conpany nust i ncur

as part of its cheese manufacturing operations. These are

not optional costs. |If they are not included in the nmake
al l omance, ny conpany will have no way to get paid for these
costs.

How can my conpany continue to be conpetitive and
continue to invest in manufacturing assets if these costs

are not covered?
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The truth is we could not, and we would have to
either shift production outside the federal order system
i.e. California, or discontinue our investnent in the cheese
busi ness.

Poi nt number two, the NCI make al |l owance survey.
As described in Dr. Yonkers' testinmony, NCI has recently
conpleted a survey to determ ned wei ghted average neke
al l omances for cheese and whey. M conpany participated in
the cheese survey by subnitting data for the 12 nonth period
covering all of 1999 for both our 40 pound cheddar bl ock
cheese plant as well as our 500 pound cheddar barrel cheese
pl ant .

Qbviously for conpetitive reasons |I'm not at
liberty to divul ge what our specific manufacturing costs
were, however, | can confirmthat fromthe perspective of ny
conpany the survey was taken with great seriousness and
attention, and I am confident we succeeded in providing
accurate figures.

Poi nt number 3, the NASS survey. In addition to
the introduction of the make all owance and yield factors in
the final rule, the utilization of the NASS survey for both
40 pound bl ock cheddar cheese and 500 pound barrel cheddar
cheese has helped to level the playing field between cheese
manuf acturing plants operating within the federal order

system and cheese nmanufacturing plants operating in
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California. The reason the NASS survey works is due to the

anount of other states -- neaning Western cheese
manuf acturers -- reporting their cheese sales volunes and
prices.

Wth the other states nmeking up nearly 80 percent
of the reported bl ocks and nearly 60 percent of the reported
barrels, it is evident what an inportant role this survey
plays in creating a surface pricing nechanismto clear the
mar ket of excess product.

Al t hough we do not have nmuch history yet, it's
interesting to see that since introducing the NASS data

for 500 pound barrels into the Class 3 pricing formula, we
have not seen the huge narket distortions which in the past
created spreads up to 20 cents per pound on the Chicago

Mer cantil e Exchange between the price of blocks and the
price of barrels.

Year to date the wi dest spread between bl ocks and
barrels on the CME has been only five cents per pound and
that |asted only one day. That is just one of the reasons
we woul d strongly urge the rejection of any proposal to drop
the price of 500 pound barrel cheese fromthe Class 3
f or mul a.

The other conpelling reason to keep barrel cheese
in the formula is the fact that barrel cheese represents

over 60 percent of the NASS survey vol une.
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To i nprove upon the NASS survey we support |DFA's
proposal to introduce 640 pound bl ock cheese into the Cl ass
3 pricing formula. Although we do not currently nake 640
pound bl ocks, our custoners' demand for this product is
increasing to the point where we have had sonme very serious
di scussi ons about adding this product to our portfolio.
Qbviously we would be nore inclined to do so if the
whol esal e price of 640 pound bl ocks were figured into the
cost of mlk we would be purchasing to manufacture that
product .

Along with I DFA, ny conmpany strongly opposes any
proposal to utilize the CME instead of the NASS survey. As
Dr. Yonkers testified, the CME data represents an extrenely
smal | percentage of all U.S. cheddar cheese production, and
furthermore, the CME is not national in scope.

In conclusion, danbia Foods urges the Departnment
of Agriculture to allow the current systema chance to prove
that all the years of hard work and analysis that created it
was beneficial to all participants in the dairy industry. |
hardly think the four nmonths the final rule has been in
pl ace has given anyone the proper amount of data to pass
judgment on its effectiveness in setting mnimmclass
prices.

It is ny contention that if mlk prices today were

where they were eight to 12 nonths ago, this hearing would
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not be taking place.

Thank you for the opportunity to record ny

testimony. | will now stand for questions.
Q M. WIlianms, just so we make the record clear
here, | think, in case there's any anbiguity, to point out

the NASS survey data first becane avail able in Septenber of
1998, but it was first included in studying the actua
prices January 1st of this year.

A Yes, that's correct.

MR. ROSENBAUM He's avail able for Cross-
Exami nati on.

JUDGE HUNT: M. Beshore?

CROSS- EXAM NATI ON
BY MR BESHORE
Q Thank you. M. danbia --
A M. WIiliams. | wish | was M. d anbia.

(Laughter)

Q Sorry, | can't provide that opportunity for you.
M. WIlliams, |'msorry.

Page two of your testinony, there's a 34 cent per
hundr edwei ght figure and I'mnot quite sure that |
understand it. In the first full paragraph you say through
April this year our milk price has been 34 cents per
hundr edwei ght nore expensive relative to the Class 3 price

as conpared to the price we paid relative to the BFP. Are
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you paying 34 cents a hundredwei ght prem uns now?

A

Q

A

Yes, we are.
And you were paying class price |last year?

We were paying, actually we're paying 34 cents

nore of a premiumthis year than we were |last year. W paid

over Class 3 prices in '98 and '99.

Q

A

Q

A

Q
A

of whet her

Are those protein prem uns?

No, those aren't protein prem uns.

Si mply vol unme premi uns?

They're just per hundredwei ght prem uns.
Regar dl ess of m |k conponents?

The conponents are val ued equally, so regardl ess

a producer, what his butter fat is or what his

protein is, he gets paid the same amount per pound of those

conmponents. So this is just a per hundredwei ght prem um

Q

A

Q

A

Are you paying quality prem uns?
Yes, we are.
Vol umre prem uns?

No vol une prem uns. That's sonewhat reflected in

the producer's haul rate.

Q

The 9.5 percent cheese yield factor that's

menti oned at the top of page three of your statenment, are

you sayi ng you produced 9.5 pounds of cheese per

hundr edwei ght of m | k?

A

We use, for -- Qur cheese yield formula that we
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use is 90 percent fat recovery, 78 percent recovery. It's a
nodi fi ed VanSl yke fornula. So roughly, when you plug in 3-
35, 3-2 milk conmponents you're going to roughly get 9.5
pounds of cheese per hundred pounds of nmilKk.

Q Is that barrel cheese?

A That's typically barrel cheese, yes, because of
the nmoisture is different than bl ock.

Q So that's 9.5 pounds of what, 35 percent noisture?

A We use 36 percent npoisture. The exact calculation
is 9.446 pounds, but | use 9.5 for roundi ng purposes.

Q What yield are you getting when you're meking
cheddar bl ocks?

A We use the sane cal culation, or the same fornula
when we price our mlk, but our noistures would be a little

bit hi gher on bl ocks.

Q So you' d have nore pounds of cheese.
A Yes, you woul d have a percentage nore, yes.
Q Are you paying for mlk on a cheese yield forml a,

did | understand you to say?
A Yes, we are. Not all of our mlk, but a good
portion of it we do pay off a cheese yield pricing formula.
Q So if you're paying on a cheese yield formula are
you paying on top of that a flat volume premium or a flat
34 cents? O is that on different volunes of mlk perhaps?

A That's on our producer pay price, would be, is
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reflected in that 34 cents over the Class 3 price relative
to |l ast year's overage of the BFP

Q So your cheese yield fornula generates a price
this year that's higher than the price |ast year relative to
the m ni mum federal order price.

A That's correct.

Q Are you a participant in the NASS survey?

A Yes, we are.

Q Thank you.

JUDGE HUNT: M. Coughlin?

BY MR COUGHLI N

Q M. WIllianms, | want to be sure | don't call you
by a nane of a person | don't think exists. |Is there a M.
G anbi a?

A Not that |'m aware of.

Q Ed Coughlin. | represent the National MIKk

Producers Federati on.

I'"d like to turn to page seven of your testinony
where you're tal king about the inclusion of 640 pound
blocks. It's in that second paragraph on that page. About
in the mddle of the testinony you talk about if USDA was to
i nclude a NASS survey of 640 pound bl ocks, you make a
statement there, obviously we would be nore inclined to
produce 60 [sic] pound blocks, and |I'm paraphrasing there,

if the wholesale price of 640 pound bl ocks were figured into
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the cost of the milk we would be purchasing to manufacture
t hat product.

What's your basis for meking that statement?

A | guess the basis for meking that statenment is the
sanme basis that we're happy to see 500 pound barrels
i ncluded in the NASS survey because that's a product that we
make. Therefore the value of that product is directly tied
to the value of the mlk that we woul d be purchasing.

So anal ogous to that would be if 640 pound bl ocks,
if the value in the marketplace of 640 pound bl ocks was tied
to the mlk that we'd be buying to manufacture those 640
pound bl ocks, then |I'm assuning that the spread woul d be
there summarily to a 500 pound barrel of cheese versus the
m |k you woul d purchase to manufacture that 500 pound
barr el

Q It seens to ne that the decision as to whether or
not you meke 640s or not woul d be one based on economics
and the econonics would -- in other words, to make that
decision, this seens to indicate to nme that in relationship
to the mlk price you would be receiving a greater return if
you nmade 640 pound bl ocks, if the 640s were included in the
survey.

A No, that's not what -- It is an econonic deci sion,
certainly, and | think econonics are involved here when

you' re tal king about the price of the mlk that you're going
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to purchase to nmake those 640 pound bl ocks, needs to be tied
to the value of those 640 pound bl ocks in the marketpl ace,
just as it is with 40 pound bl ocks and 500 pound barrels.

Q What does the nmake all owance need to be tied to?
What you make when you nake cheese is the nake allowance. |
think you've testified to that.

A Yes.

Q So by meking the statenent here, inclusion of the
640 pound bl ocks in the survey, you'd be nore inclined to
make 640 pound bl ocks, you'd have to -- doing that nmeans to
me that you feel that you could nmake a greater profit, so if
you do that it nmeans that the nmake all owance then for 640
pound bl ocks you would anticipate would be nore favorable.

A | don't have the economics in front of me, |'ve
not | ooked at the econonics of making 640 pound bl ocks. Al
I"'msaying is that if 640 pound bl ocks were included in the
survey, and there was a make al |l owance attached to that
simlar to what we have with bl ocks, 40 pound bl ocks now and
500 pound barrels now, there m ght be an incentive there to
make 640 pound bl ocks.

We were nmaking 500 pound barrels of cheese for a
long tine, simlarly to say the Land O Lakes testinony
earlier, and we were meking that cheese and subject to the
whi ns of the 40 pound bl ock market, and that was a very

difficult position to be in, particularly when bl ocks were
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trading at 20 cents ahead of barrels. W were stuck with
procuring milk at a block price but selling barrels at a
price that had no relation to the price of mlk that we were
buyi ng.

I"mjust saying if that sanme situation could occur
now concei vably with 640 pound bl ocks, there would be no
incentive to manufacture 640 pound bl ocks in that scenario.

Q Are you anticipating that USDA woul d have a
separate nmeke all owance for 640 pound bl ocks?

A No, I wouldn't. 1'd anticipate that if there was
a cost difference to nmake a 640 pound bl ock versus a 40
pound bl ock, then there would probably be an adjustnent to
that 640 pound bl ock and then the nmake all owance woul d be
the sane for all the cheese.

Q What kind of cost difference do you experience
bet ween your 500 pound barrels and your 40 pound bl ocks?

A In our operation it's difficult to conpare because
our barrel cheese operation is running nore than double the
amount of milk and therefore it's nmuch nore efficient than
say our bl ock operation. So it's difficult to conpare
apples to apples in that case, and | don't have any specific
nunmbers on that.

Q Thank you.

JUDGE HUNT: M. Yale?

BY MR, YALE
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Q Good afternoon, M. WIIians.

A Good afternoon.

Q | represent producers in the West including Idaho
Dai rynen's Associ ati on.

M. WIIlianms, you indicated that you participated
in the NCI nake study. Do you also report your sales to
NASS?

A Yes, we do.

Q One of the things that kind of nmakes |daho | ook
nore |ike the Upper M dwest than the West or the rest of the
country is it has a very lowutilization. Class 1
utilization. And does your conpany continue to have its
m |k pooled on the federal order or are you now outside of
the federal order pool?

A We still participate in the federal order pool

Q On all your mlk?

A Not on all our mlk, no.

Q You understand the price that you pay, that this

make al |l owance has no bearing on the mlk that you don't put

in the pool. Do you understand that?
A Well, | wouldn't agree with that because the mlk
that we don't put in the pool still has to be conpetitively

priced in the marketplace otherwise it won't be going
through our plant, it will go through sonebody el se's.

Q | understand, but you get to set that price
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however | ow, how high you want to in order to attract the
m |k, but you don't have to concern yourself about a federa
order mninmumprice, right?

A That's correct.

Q You indicate -- I'"'mtrying to state this as
clearly as possible. After about a week you start to get a
nmush brain here, so |'mhaving -- not you, me -- trying to
get this thing through

I think you indicated there's a conpetitive
difficulty, and that is if you don't pool all your mlk on
the federal order pool and you've got a conpetitor that
does, they can take that blend, which includes sone Class 1
proceeds, and potentially pay nore than what you do, and
you're going to have match that federal order blend price at
least, if not nore, in order to attract mlk. |Is that
correct?

A We woul d have to pay a conpetitive price, yes.
Whet her that's above the federal order, below the federa

order, or the federal order price.

Q What ever you can negotiate with your producers and
they're willing to deliver the mlKk.

A Yes, that's correct.

Q I want to walk this through, but if you have a

situation in sonme of the other federal orders, there's a

much higher Class 1 utilization which neans that there's
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nore of the Class 1 blend noney goes into the noney
avail able to producers. |'msure you're aware, like the
Sout hwest and the Central states, areas to the east and
south of you.

That has a situation where your conpetitors are
attracting mlk with Iess of their own noney. |Isn't that
true?

A What do you nean by | ess of their own noney?

Q They're only paying the Class 3 price and the
federal order blend is paying an additional anmount of nobney
to those producers which attracts themto the market. Does
t hat make sense to you?

A Yes.

Q If you have a situation where you increase the
make al |l owance you effectively reduce the Class 3 price in

the federal order, right?

A Yes.
Q That woul d nmean that those plants and those orders
woul d pay | ess noney, but they still have the benefit of

that Class 1 blend to make up sonme of the difference, and
also the potential to get Class 1 premiuns to nmake up the
rest of the difference. Wn't that put you at a conpetitive
di sadvant age since you don't really get to participate as
fully in the federal order blend in procuring your mlk?

A In that particular scenario that you just painted,
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yes, that would be true.

Q You nention California, which |I've always found
i ncongruous when we conme to a federal order hearing and talk
about California. W can't do anything about it, it seens
i ke, but --

A We're trying to.

Q -- except to respond to it. But one of the
questions | have is, don't we take the risk that if we try
to reach California by the federal order programthat
California has full opportunity to do what they want to in
their systemto retain or regain or even naxinze

conpetitive advantage agai nst you and ot her plants east of

t here?
A I n what way?
Q They coul d change their regulations, their pricing

formul as. Like you suggested that they did, they shifted
fromthe powder to the cheese.

A Sure, | suppose they could do that.

Q I want to turn over on page six of your testinony,
you suggest that since there have been reporting the NASS
data for 500 pound barrels for Class 3 that there's been
| ess spread between the barrels and the blocks. And do
understand you to suggest that the plants who sell 500 pound
barrel s and/or blocks are using the NASS data in setting

their prices?
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A Setting what prices? Their selling price?

Q Their selling price.

A No.

Q Are they using that information to cone up with a
selling price?

A I can't speak for other conpanies, only for our
own. Qur cheese is sold off of the CME price.

Q That's not uncommon, is it?

A | don't believe so, no.

Q One of the criticisns that's heard over the CME
versus the NASS is that to a degree the NASS is a | ower
price and is nore reflective of the price in the West. Is
that a fair statenent?

A Yes.

Q So the problemisn't so nuch with the CME as what
| ocation we use to price the CME and at what | ocation
adjustnment, isn't that really the issue?

A I think that's part of the issue. The other part
is the potential to manipulate the CME price.

Q You may not have been here, but earlier in the
week NASS indicated there's only 29 firnms that report the
prices to the NASS cheddar cheese and they can, there's no
of fset bal ance there where in the CVME everything is open.
Woul dn't that be | ess manipul ati on?

A I don't think so. On the NASS survey you actually
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have to have the cheese sales to influence the price on the
NASS survey, whereas with the CME -- potentially anyone with
deep enough pockets can influence the price on the CME
whet her they have cheese sal es or not.

Q But there would be sonebody out there that would
have to respond to them and if there's product that could
nmove in that direction they'll start to buy product and
mat ch the CME, won't they?

A You' d assune so, but there's been newspaper
articles of people tal king about influencing the price of
mlk on the CME.

MR. YALE: | have no other questions. Thank you,
Your Honor.

JUDGE HUNT: M. Gal arneau?

BY MR, GALARNEAU

Q Good afternoon, M. Wllians. M nanme is Cay
Gal arneau with M chigan M|k Producers.

On page two of your testinony at the bottom of the
page you nmake reference to a period from January 1995 to
August of 1998, the federal order Class 3 price averaged 64
cents per hundredwei ght higher than California 4B?

A Yes.

Q Then as we go on to page three, toward the bottom
you recogni ze that this gap is now only 27 cents?

A Yes, for the first four nonths of this year
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Q Can we assune that the farners are now receiving

37 cents less for their Class 3 mlk?

A Which farnmers are you tal ki ng about?
Q The ones receiving Class 3 val ue.
A So you're tal king about the farmers in California

or the farmers in the federal order systenf

Q The farmers in the federal order system

A I hadn't thought of it that way, but | suppose you
coul d make that assunption.

MR. GALARNEAU. Thank you.
JUDGE HUNT: Ms. Brenner?
BY MS. BRENNER

Q M. WIllianms, |'minterested in, you said that the
only source of revenue for a cheese plant is the nake
al l omance, and anything that you get for your cheese
otherwise is paid out to producers.

| was wondering about, the prem um you' re paying
now is 34 cents nore than the prem um you were paying a year
ago?

A That's correct.

Q Which is the amobunt that's over the order Class 3
price. So we're not sure exactly how nuch it is, except
it's more than 34 cents.

A Yes.

Q At the same tinme your price is, the order price is
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27 cents nore than the California price for the last four

nont hs.
A Yes.
Q | realize according to your testinony that

California cheese production has increased significantly,
and you do indicate it was a |lot nore than Wsconsin and

M nnesota, but according to the nunbers you' ve got here,

| daho' s cheese production also increased by, not as nuch as
California' s but about 46 percent over that same tine

peri od.

A That's correct.

Q Ot her things you've said indicate that the other
cheese manufacturers in Idaho are al so paying a conpetitive
rate with you, or a rate conpetitive with yours to their
producers. | was just wondering how you can afford to do
this if the nake allowance is just barely enough to --

A In our particular situation we have manufacturing
ot her than cheese. W do have extensive whey processing
manuf acturi ng, so --

Q Your whey processing allows you to be nore
conpetitive?

A Yes.

Q What do you do with the whey?

A We fractionate it into whey protein concentrate,

whey protein isolate, and | actose.
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Q Is the whey cream used in those products, too?

A No, the whey creamis not used in the whey
products. The whey creamis either, well in our case we
work it back into the cheese for certain customners.

Q How much of your total mlk receipts ends up in
this itemcalled salt whey?

A I couldn't tell you. I'mfamliar with the term
salt whey, but | couldn't tell you how many pounds we
generate of that.

MS. BRENNER: | think that's all | have. Thanks.
JUDGE HUNT: Anyone el se?
(No audi bl e response)
JUDGE HUNT: Thank you very much, M. WIIlians.
We'll take a 15 minute break now.
(Recess taken at 4:40 p.m)
/1
/1
/1
/1
/1
/1
/1
/1
/1
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EVENI NG SESSI ON
(5:00 p.m)
JUDGE HUNT: Let's get started.
M. Rosenbaum | understand there's a change in
the order of --
MR, ROSENBAUM  Yes, Your Honor. M. Geg Dryer |
think would be the next witness.
JUDGE HUNT: All right. Is M. Dryer here?
Good afternoon, sir.
Wher eupon,
GREG DRYER
havi ng been first duly sworn, was called as a witness herein
and was exam ned and testified as follows:
JUDGE HUNT: Pl ease state and spell your nanme for
the record, sir.
THE WTNESS: W nane is Geg Dryer, DR Y-E-R
DI RECT EXAM NATI ON
BY MR. ROSENBAUM
Q M. Dryer, you have a witten statenent here
t oday?
A Yes, | do.
Q Coul d you pl ease proceed to read that into the
record?
A I will.

My name is Greg Dryer. | amcurrently Executive
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Vi ce President of Operations for Saputo Cheese USA. M
responsibilities in that position include nanagenent of and
m |k procurenment for all of the conpany's U.S. manufacturing
facilities.

| serve on the Board of Directors of the Nationa
Cheese Institute, the American Dairy Products Institute, and
the Wsconsin Cheesemakers Association. [|'ma nmenber of the
W sconsin Dairy 20/20 Council, the Wsconsin Dairy Products
Associ ation, the Institute of Food Technol ogi sts, and the
Anerican and Wsconsin Institutes of CPAs.

The University of Wsconsin, MIwaukee awarded ny
under graduat e degree in 1974,

My invol vement in the dairy industry began as an
auditor and a consultant for dairy and dairy-rel ated
conpanies. |'ve been directly enployed in the industry for
the past 20 years. For a mpjority of that tine |'ve had
bottomline responsibility for entities of various sizes and
structures fromlocal and famly owned to international and
publicly traded.

Prior to joining Saputo | was President of Avenore
Cheese of Monroe, Wsconsin. The purchase of mlKk,

i ncludi ng the managenent of the relationship with farmers
and farner organi zations is one of the critical success
factors for any dairy manufacturing conpany in the United

St at es.
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My conpany, Saputo, has 17 manufacturing
facilities across the United States enploying approxi mately
2,000 people. Wth sales here in excess of $1 billion we're
anong the three | argest manufacturers of U S. Italian
cheese. Besides traditional Italian varieties --
nozzarel |l a, provolone, ricotta, parmesan and romano -- we
al so nake a wi de range of other cheeses. They include, for
exanpl e, string, stick, swiss, lorraine, bleu, gorgonzola,
azi ago, fontanella, and fetta.

Qur product line is not exclusive to cheese and
conprises such itens as sweetened condensed mi |k, egg nog,
powder ed and condensed whole and skimm |k and a variety of
whey products as well as other specialty itens.

We buy fromthree to four billion pounds of mlk
annual ly, primarily from farner-owned cooperative
organi zations. Wth the exception of plants we operate in
California, the vast mgjority of mlk we buy is enconpassed
within the federal order system and extends, at least to
sonme degree, to all classes of mlKk.

I've read a nunber of papers in advance of the
hearings including the testinony of Dr. Robert Yonkers
representing the International Dairy Foods Association and
the National Cheese Institute, one of the many organizations
we are nmenbers of. | agree with the analysis that Dr.

Yonkers has presented, and |'l|l not attenpt to cover all the
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points he's nmade. |'ve attached a sumuary of his nmain
points to mnmy testinony.

Instead, |'Il focus my testinmony on a few topics
that | believe are particularly inportant.

Before | begin, I'd like to comend USDA for their
efforts on confronting such a difficult and contentious
i ssue. The policies established here will undoubtedly
i mpact an extraordi nary nunber of people's lives. Needl ess
to say, you've undertaken an enornous responsibility.

In my opinion, the final rule, while far from
perfect, denonstrated that USDA was |istening and
represented a quantum |l eap forward fromthe previous system

That being said, I'd like to address two broad
areas of concern which may well be inpacted by these
heari ngs.

First, allowthe market to work. |It's hard to
i magi ne, given the intricacy of the provisions of the fina
rule, that they in fact pale in conparison to the conmplexity
of considerations faced each day by the industry
st akehol ders. Because circunmstances are so vol atile,
proposal s directed at refining such things as nake
al l omances and yield factors to the Nth degree are
poi ntl ess. Even had the expertise existed to identify the
nost appropriate set of factors for today, they would no

doubt becone obsolete in a matter of nonths.
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The nost salient thing to consider is that the
price threshol d established should be one that allows the
mar ket to work. The market will correct for a regul ated
price that's too low. Excess profits |ead to over-order
prem uns from conpani es or individuals seeking to share in
the opportunity.

Prices are established by the ebbs and flows in
the marketplace. At Saputo in no case do we pay |ess than
the regul ated price for mlk. |In fact we pay above that
price in all regions that we operate, and in sonme cases
consi derably above.

Pay prices are inevitably determ ned by |oca
conpetitive conditions. When prices are set too high they
preenpt the market and | ead to anonalies or aberrations in
the flow of conmerce. Until now they have contributed to
the shift of investnment in facilities fromone region of the
country to another.

We firmy believe the proposal that gives the
mar ket the best chance to work is the one submitted by the
International Dairy Foods Association

Second, consider fairness. As | nentioned
previ ously, we purchase the bulk of our milk from
cooperative associations. Many of these associations
operate their own manufacturing facilities and conpete with

us head to head in the marketplace while at the same tine
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controlling the bulk of the mlk supply. Unlike proprietary
pl ants, they're exenpt from conplying with many requirenents
conpel l ed by the federal order system For exanple, they
al one have the right to reblend or pay |ess than the
regul ated price for mlk.

Increasing this advantage by nandating prices
significantly higher than the market could otherw se sustain
mght lead to the ultimate extinction of proprietary dairy
busi nesses. Enabling cooperatives to control the mlk
supply with this kind of advantage could | ead to abuse.
Proprietary plants could be conpelled to pay higher than
conpetitive prem uns, and rather than passing these preniunms
on to producers they may in fact be used to subsidize bel ow
mar ket fini shed product prices in order to captured market
share from proprietary conpani es.

These points as well as many others are taken into
consideration in the detail ed proposal submitted by the
| DFA.  We whol eheartedly endorse their subm ssion

MR, ROSENBAUM  Your Honor, at this tine M. Dryer
is avail able for Cross-Exani nation.

JUDGE HUNT: M. Marshall?

MR, MARSHALL: Thank you, Your Honor

CROSS- EXAM NATI ON

BY MR MARSHALL

Q M. Dryer, just one question. Seriously.
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A conment on the bottom of your third page with
respect to, I'Il just read it, "Wen prices are set too high
they preenpt the market, lead to anonmlies, aberrations.
Until now they have contributed to the shift of investnent
in facilities fromone region of the country to another."

Coul d you just expand on that a bit and let us
know what you neant by that?

A I"'mreferring there to the fact that in the past
where prices within the federal order system regul ated
prices, were significantly higher than they were in
unregul ated areas such as California, that | think that
contributed to the anpbunt of expansion that took place in
t hat region.

MR, MARSHALL: Thank you very rmuch.

JUDGE HUNT: Anyone el se?

(No audi bl e response)

JUDGE HUNT: All right. Thank you very nuch, M.
Dryer.

Ms. Ledman? We'll take you now.
Wher eupon,

MARY KEOUGH LEDMAN

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

JUDGE HUNT: State and spell your name, Ms.

Ledman.
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THE WTNESS: M nane is Mary Keough Ledman.
MARY KEOUGH L-EEDMAN

MS. YOVI ENE:  Your Honor, ny name is Wendy
Yovi ene, |I'm here on behal f of Suiza Foods Corporation. |
will be tendering Ms. Lednan as an expert witness in the
areas of dairy price forecasting and dairy policy analysis,
so I'mgoing to ask her a few questions about her background
to qualify her.

JUDGE HUNT: Certainly.

DI RECT EXAM NATI ON

BY MS. YOVI ENE:

Q Ms. Ledman, could you please tell Hi's Honor about
your background includi ng when you first were introduced to
the dairy industry, your education, and your professiona
background si nce your coll ege education?

A | was raised on a dairy farmin Southern
W sconsin, a 50 cow, typical Wsconsin dairy. | helped on
the famly farm and through the participation in Future
Farmers of Anmerica | worked on dairy farns in Germany, Japan
and New Zeal and.

| then received a Master's Degree in Agricultura
Econom cs from Texas A&GM | wote ny Master's thesis on
alternatives to the M nnesota/ W sconsin price series.

| also received a Ful bright Fell owship and

attended a graduate programin CGermany and studied the
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Eur opean community's agricultural policy, their mlk quota
system

| further gained additional work experience, ny
prof essi onal career includes working for the Order 30,
federal milk market order office in Genellen, Illinois as a
payroll auditor. | also worked at the Foreign Agricultura
Service in their dairy division. And |I worked for the
National Agricultural Statistical Service.

My private sector experience includes being
Manager of Dairy Economics for Kraft Foods and Director of
Mat erials Planning for Stella Foods.

I began ny own consulting business in 1995, and

specialize in dairy product price forecasting and policy

anal ysi s.
JUDGE HUNT: Thank you, Ms. Lednman.
MS. YOVI ENE: Thank you, Ms. Lednan.
BY MS. YOVI ENE:
Q I have here before ne a docunent that appears to
be your curriculumvitae. I1'mgoing to walk it up to you,

ask you to reviewit, and please let us know if this is an
accurate depiction of your educational background and your
wor k experience, and then Your Honor, | will be ask that it
be marked as an exhibit and received into the record after
she confirms it's accurate.

(Pause)
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A Yes, that's ny vitae.

JUDGE HUNT: We'll mark that as the proposed
Exhi bit 36 then.

(The docunent referred to was
marked for identification as
Exhi bit No. 36.)

JUDGE HUNT: Are copies avail abl e?

MS. YOVI ENE: Yes, copies are being passed out.

JUDGE HUNT: Are you going to ask her questions
about that?

MS. YOVIENE: No, sir. | believe she has just
tal ked about her background and it's all reflected in the
curriculumvitae

JUDGE HUNT: Okay. That's marked as Exhibit 36
t hen.

MS. YOVIENE: At this tinme | would al so request
that Ms. Ledman be qualified as an expert, and that her
testimony be treated as that of an expert in dairy price
forecasting and policy analysis.

JUDGE HUNT: Does anyone question her credential s?

M. Beshore?

MR, BESHORE: | certainly do not question her
credentials. The only question |I would have is whether that
is intended to place upon her testinony sone greater weight

than that of persons of qualification and expertise who have
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testified previously but have not been favored with a fornmal
tender of the nature that Ms. Ledman's counsel is making.

JUDGE HUNT: | think all the witnesses who have
testified have great stature, or at |east appear to ne have
stature either through education or through their
experience. So | don't think it's necessary that the
testi mony of one person outwei ghs another just in and of
itself. It depends on what they have to offer

MS. YOVIENE: |s the notion granted, Your Honor?

JUDGE HUNT: Yes.

MS. YOVI ENE: Thank you, Your Honor.

One last bit of housekeeping before Ms. Lednman is
ready to testify.

During her Direct testinony she's going to be
referring to a couple of docunents, and | wanted to have
t hem pre- mar ked.

JUDGE HUNT: The first one is what?

MS. YOVIENE: The first one will be --

JUDGE HUNT: O do you want to have them all
grouped together as just this one exhibit?

MS. YOVI ENE: Probably --

JUDGE HUNT: |If you prefer them as separate, we
can do that.

MS. YOVIENE: -- the way she's going to be doing

her testinony, it's probably better to separate them
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JUDGE HUNT: Which one do you want pre-nmarked?

MS. YOVIENE: The first one will be the conparison
of Monthly Average NASS Grade AA Butter Prices and CME G ade
AA Butter Prices.

JUDGE HUNT: We'll mark that as proposed Exhibit
37. That's the Conparison of Monthly Average NASS, okay.

(The docunent referred to was
marked for identification as
Exhi bit No. 37.)

MS. YOVI ENE: Thank you.

The next one will be a letter by Paul Christ on
behal f of Land O Lakes, it's on Land O Lakes |etterhead
dated February 25th.

JUDGE HUNT: We'll mark the Christ letter as
proposed Exhi bit 38.

(The docunent referred to was
marked for identification as
Exhi bit No. 38.)

MS. YOVIENE: The next docunment is on |DFA
letterhead. It's a letter by Constance Tipton dated
February 29

JUDGE HUNT: That letter will be marked as 39

(The docunent referred to was
marked for identification as

Exhi bit No. 39.)
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MS. YOVI ENE: The next docunment is entitled | npact
Anal ysis of Proposals 3 and 8 at Test.
JUDGE HUNT: I'Il mark that as 40.
(The docunent referred to was
marked for identification as
Exhi bit No. 40.)
MS. YOVI ENE: Thank you, Your Honor.

BY MS. YOVI ENE:

Q Ms. Ledman, if you'd please proceed with your
testi nony.

A Thank you. | amtestifying on behalf of Suiza in
support of testinony provided yesterday by Ernest Yates. In

particular, my testinony is intended to support proposa
nunber three and oppose the limted scope of proposal nunber
ei ght .

The final rule inplenmented on January 1, 2000
resulted in higher butter fat values in Class 2, 3, and 4
products due to the use of Grade AA butter prices instead of
Grade A butter prices in the end product formulas.
Hi storically the Grade A butter price has served as a
cornerstone for pricing mlk fat or cream It has |ong been
an industry practice to buy raw material creamat the G ade
A butter price tines a nultiplier, and then to sell the
fini shed product based upon the Grade AA butter price.

USDA recogni zed the role of Gade A butter price
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in 1998 when the Chicago Mercantil e Exchange disconti nued
trading Grade A butter. USDA then announced an equi val ent
price series and stated that establishing an equival ent
Grade A price was essential to continuing operation of the
federal order program

To obtain an equivalent Grade A price series in
1998 USDA tracked the historical price difference between
Grade AA and Grade A butter trading on the Chicago
Mercantil e Exchange. The historical average was
approximately nine cents. USDA then incorporated the CMVE
Grade AA butter price mnus nine cents into the butter fat
formul a.

As part of the final rule, USDA replaced the CME
Grade AA butter price mnus nine cents with the Grade AA
butter price surveyed by USDA's National Agricultura
Statistical Service. |In light of the federal orders
program s |long history of attenpting to set nininmumprices
t hat make econom c sense, | believe the failure to adjust
the NASS Grade AA butter price to reflect a Grade A butter
price equival ent was an oversi ght.

Unfortunately, as a result of this oversight the
present system establishes mininmum prices for butter fat
that may not be at market clearing | evels because bulk fluid
creamis sold into an unregul ated market.

Presently Class 1 processors purchasing raw nmilk
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for fluid needs nust account to the pool on the butter fat
portion of their mlk at a butter fat value that is based
off of a Grade AA butter price instead of a Grade A butter
price or its equivalent.

Periodically during the year there are supply and
demand situations when Class 2, 3, and 4 processors that
purchase bul k creamare sinply unwilling to pay nore than
the manufacturing value for that cream Thus the Class 1
processors pool obligation on the butter fat portion of raw
mlk during this period can exceed the revenue that can be
extracted fromthe marketpl ace.

Fol | owi ng the approach enpl oyed by USDA in 1998
have conpared the nonthly average NASS Grade AA butter
prices and the CME grade AA butter prices from Cctober 1998
t hrough April 2000. During this 19 nonth period the two
price series were virtually the sane. This is illustrated
on Exhibit 37 noted as Conparison of Monthly Average NASS
G ade AA Butter Prices and CME AA Butter Prices.

However, when the last quarter of 1998 data is
renmoved, because USDA reports a nonthly average NASS butter
price for that period that was not available at the tinme the
class price woul d have been announced. Therefore, | believe
that the January 1999 to April 2000 price difference between
the CME Grade AA butter price and the NASS Grade AA butter

price which is 1.63 cents, would be nore representative of
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what the difference between those two price series is likely
to be.

Therefore, it is my opinion that a Grade A butter
price equival ent would be the NASS Grade AA price ninus
approximately two cents.

In the interest of industry consensus, however,

Sui za's proposal adopted the three cent recommendation. It
is my understandi ng that other industry experts, including
those representing both producers and processors such as
Paul Christ for Land O Lakes, Chris Newburn for the American
Butter Institute, and the MIk Industry Foundation and the
International |Ice Cream Associ ation, have al so cone to
simlar conclusions. See Exhibit 23, Exhibit 38 and Exhibit
39.

The question that seenms to remain is to which of
the m nimum price forrmulas should the butter fat price
adj ust rent be applied? As an econom st, | cannot justify
proposal eight. Proposal eight |linmts the proposed
adjustnment to the Class 4 butter fat price. Doing so would
create disorderly marketing. |In particular, proposal eight
woul d set up signals that interfere with normal narket
forces. In ny opinion, at least in the short term Class 1
processors with bulk creamto sell will buy for the Cass 4
customers to the exclusion of Class 2 and 3 custoners. This

may work well for those that are fortunate enough to secure
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Class 4 custoners, but in the short termit will place other
Class 1 processors selling creamto Class 2 and 3 processors
at an econoni c di sadvant age.

In addition, it is ny opinion proposal eight wll
create problenms over the long termas well. To the extent
that Class 1 processors will prefer Class 4 custoners to
Class 2 and 3 custoners, the Class 2 and 3 processors will
be forced to pay even higher prices to draw bul k cream away
fromClass 4 facilities.

Thi s coul d have uni ntended busi ness consequences
for Class 2 and 3 processors. Mreover, during a tight
butter market as experienced in 1998 and 199, cream costs
could reach high enough | evels for these processors to
enpl oy butter substitutes. None of these results will be
good for the industry.

Mor eover, proposal eight would disrupt the
essential price relationship between Class 2 and Cl ass 4.
USDA determined in the final rule that a 70 cent per
hundr edwei ght differential between Class 2 and Class 4 was
appropriate before product substitution began. During the
first two nonths of this year proposal eight would have
i ncreased the 70 cent per hundredwei ght differential between
Class 2 and Class 4 prices to 93 cents per hundredwei ght,
thus providing Class 2 processors with the incentive to seek

other alternatives.
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The request to correct Class 2, 3 and 4 butter fat
formulas to reflect the Grade A butter price instead of the
Grade AA butter price is sinply a request to correct an
error or oversight made during the rul emaki ng process.

There is no indication that basing the butter fat price off
of the Grade AA butter price was based on a reasoned

deci si onmaki ng supported by evidence, and certainly there is
no evidence in the record that this result was ever
intended. In fact there was no di scussion on the issue
during the informal rul emaking.

Accordingly, correcting this oversight will do no
nore than return the butter fat values to the |evel they
shoul d have been all al ong.

In conclusion, the failure to adjust the NASS
Grade AA butter price to reflect the Gade A butter price
was an oversight and is inconsistent with the core
principles of the federal m |k market order system
Mor eover, basing the butter fat value off of Grade A product
values in lieu of Grade AA for Class 2, 3, and 4 as opposed
to just Class 4 would be disruptive to the mlk market order
system and woul d facilitate disorderly marketing.

Further, the price enhancenent associated with the
i mpl enentation of Option 1A Class 1 differentials in tandem
with the use of the higher of the Class 3 or 4 price to act

as the Class 1 nover, provides USDA with the flexibility to
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make this essential adjustnment to the butter fat price
calculation in Classes 2, 3, and 4.

Accordingly, | urge you to adopt the proposal
nurber three.

Thank you.

Q Thank you, Ms. Lednman. Before | nake you
avail abl e for Cross-Examination | would like to ask you just
a few questions.

Can you tell me if Grade A butter is obsol ete?

A No. | do not think that G ade A butter is
obsolete. There is Gade A butter and Grade B butter
produced in the United States.

I've talked with butter nmanufacturers who have
given me anywhere, estinmates fromthree to seven percent of
butter production is that or Grade B or Grade A

U.S. butter production in 1999 totaled
approximately 1.2 billion pounds of butter. Roughly
speaki ng then, approxinmately five percent of that or about
55 million pounds could be Grade A or Grade B. Keeping in
mnd that Grade A and Grade B butter is nade from whey
cream

The industry |long accepted the M nnesota/ W sconsin
mlk price based upon Grade B m | k produced in M nnesota and
W sconsin that did not reflect any nore than two to three

percent of total U S. mlk production.
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So there is Gade A and Grade B butter. It's
approximately five percent of U S. production. And we have
set minimum prices within the federal order systens based
upon mlk that represented | ess than that of total U S
producti on.

Q Have you perforned an inpact analysis in regard to
conparing proposal three to proposal eight?

A Yes, | did prepare an inpact analysis of proposals
three and ei ght.

Q That is marked as proposed Exhibit 40?

A That is correct.

Q What was the purpose of your analysis and what did
you conclude, and how does it conpare to the analysis that
USDA undert ook?

A | took a different approach than USDA. USDA did a
fine job in analyzing the proposals using a supply/denmand
nodel , a dynami c nodel. Their indication was that the
i rpact of |owering the butter price by six cents per pound
in the calculations for Class 1, 2, 3, and 4 butter fat
woul d just reduce the blend price by .006 cents per pound.

| approached this froma worst case scenario.
That is what woul d have happened to Class 2, 3 and 4 prices
had the NASS m nus six cents be in the fornulas for January
and February?

If you take a | ook at Exhibit 40, just to be clear
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here what | did is i used the average NASS nonthly prices
for January and February for all of the class prices. And
just to be clear, what | nmean is | did not calculate a
separate two week average for the advance price for Class 1
And the skim advance for Class 2.

What | was trying to do was try to isolate the
i mpact of proposal nunber three of lowering the fat price
six cents, the NASS price six cents per pound.

That compared to proposal eight which | owers the
fat value six cents per pound for just Class 4. | did this
at test. That is, | received the data fromthe, as the
pounds of skim the second page of Exhibit 40 is the pounds
of skimand fat that were actually in the federal order
system January and February. That would show you that Cl ass
1 mlk, the sutmary table accounted for 1.98 percent fat;
Class 2, 7.38 percent fat; Class 3, 3.82 percent fat; Class
4, 6.67; and the average fat content in federal order mlk
during January and February, the average of those two nonths
was 3. 76.

In summary, proposal eight would have had the
i mpact of lowering the blend by 4.3 cents, whereas proposa
three that |Iowers the fat on Class 2, 3, and 4 would have
resulted in 10.6 cent reduction of the regulated m |k price.

Q When you say it would have had an inpact of

| owering the blend, you nean that it would have had an
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i mpact on the regulated price as opposed to the all mlk

price?
A Correct.
Q That's your neasure.

If you had to characterize the difference between
proposal nunber three and proposal nunber eight, how woul d
you do that?

A There are two key differences between proposa
three and eight, the first of which is that proposal three
attenpts to replicate a Grade A butter fat val ue by m nusing
six cents off of the NASS AA butter price. It's a market-
ori ented approach. Rather than proposal eight seens to be
nore of a results-oriented approach of just subtracting six
cents arbitrarily froma butter fat val ue

Further, proposal eight applies the |ower butter
fat value just on Class 4, whereas proposal three recognizes
that bul k surplus creamis used in Class 2, 3 and 4 as wel |

Q Al right. Wuld you say that, | guess the | ast
question | have right now before | nmake you avail able for
Cross-Exanination, will the adoption of proposal nunber
ei ght, as opposed to proposal nunber three, help your
clients, your fluid mlk clients?

A No. Proposal eight will just cause disruptive
mar ket conditions.

Q G eat.
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MS. YOVIENE: One nore thing before | nmke her
avail able for Cross-Exam nation. At this tinme | would
respectfully request that the pre-marked exhibits be
received into the record as exhibits.

JUDGE HUNT: Does anyone object to Exhibits 36
t hrough 40 bei ng made part of the record in this proceedi ng?

M. Beshore?

MR, BESHORE: | object to Exhibit 39 being used
to, as it was referred to in the testinony, for the truth of
the matters asserted init. | don't ever recall a proposa
letter being offered in support of the proposal in substance
in these things, and | don't think this is a good tinme to
start.

JUDGE HUNT: Does anyone el se have any objection
to any of the exhibits?

MR. YALE: Ben Yale, the proponents for one and
others, we would join in that objection.

JUDGE HUNT: To 39?

MR. YALE: Yes.

MS. YOVIENE: |f | nmay nake a comrent?

JUDGE HUNT: Yes.

MS. YOVIENE: The letter by Constance Tipton can
be used as an admission of a party. Suiza is in support of
proposal nunber three and IDFA is in support of proposa

nunber four.
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JUDGE HUNT: On 39, | will sustain the objection.
As | earlier ruled, offering a letter is a nmeans of in
effect offering testinony and the ground rule is here to
have testinmony to be considered, they have to be subject to
Cross-Exanination. This is a statement by a person who's
not present, so for that reason |I'm going to deny the
admi ssion of Exhibit 39.

M. Vetne?

MR. VETNE: | think the objection to the receipt
of Exhibit 39 was taken, and hopefully tentatively ruled
upon, as an objection to use of 39 for any purpose
what soever. Let ne suggest first of all that even as to the
truth of its content, if the witness on exam nation, and
maybe we ought to hear the Cross first, as an expert can
verify the accuracy of the analytical assunptions in the
letter in her own testinony, the objection of not being able
to Cross sonebody --

JUDGE HUNT: She's got to give it as her own
testi nmony then.

MR. VETNE: The assunptions and cal cul ati ons and
analysis therein. She didn't wite the letter, obviously.

Secondly, for a nore limted purpose, it is a
letter that she included as part of her analytical package.
She has been qualified as an anal ytical expert, and one of

the things that she said she did was to anal yze the proposa



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1344
advocated by a party other than the one she represents on
the stand and comment on it. It would be useless to make an
anal ysis unl ess you have sonething on the record from which
to make the anal ysis.

Thirdly, it is still, | believe, adm ssible, even
if for no other purpose, not necessarily for the truth of
the factual assertions made therein with which counsel may
object. But for the truth of the fact that this was the
anal ysis and presentation actually made to the Secretary.

Regar dl ess of whether --

JUDGE HUNT: Just that there's a letter witten
fromthis person to the Secretary, if you want to admt it
for that reason, I'll allowit. But not for the truth of
what it allegedly contains.

MR, BESHORE: For that purpose it has absolutely

no pertinence to the proceeding.

JUDGE HUNT: |I'msaying I'Il allowit for that
limted purpose, as a letter to the Secretary. 1'Il allow
it.

MR, BESHORE: | object to it on that purpose

because it's conpletely irrelevant. Who cares? O what
rel evance to this record is it if sonebody --

JUDGE HUNT: |'msaying I'll allowit on that
condition. Oherwise it will acconpany the record as a

letter, as a rejected exhibit.
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MR. VETNE: Frequently evidence is received for
one purpose and not another. |In this case there was a
proposal submitted. The letter is a docunent that's part of
this rul emaki ng that people had notice of. And in preparing
for this hearing one of the things that people would do was
to | ook at the analysis of a proponent and prepare an
anal ysis responsive to, whether in support of or against or
in between, responsive to that analysis. You don't get the
responsi ve analysis as effectively if you just ignore what
it's responding to.

MS. YOVI ENE:  Your Honor, on the point of, | would
respectfully request that it at |least be admitted for the
poi nt of other people thinking along the sanme |ines as M.
Ledman, as M. Vetne explained. |f you decide not to admt
it as support for the truth of the matter of the statenents
therein, that's another story. But | would |like to quote
from Federal Rule of Evidence --

JUDGE HUNT: | have ruled that | will allowit as
a letter that was submitted to the Secretary. Just for that
purpose. |If you object to that it will --

MS. YOVIENE: That's fine, thank you.

JUDGE HUNT: It will be admtted for that purpose.

And no objections to the other proposed exhibits?

(No audi bl e response)

JUDGE HUNT: All right, then 36 through 40 will be
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received in evidence.
(The docunents referred to,
havi ng been previously narked
for identification as Exhibit
Nos. 36 through 40 were
received in evidence.)
MS. YOVI ENE: Thank you, Your Honor.
"1l now make Ms. Ledman avail able for Cross-
Exami nati on.
JUDGE HUNT: M. Beshore?
CROSS- EXAM NATI ON
BY MR BESHORE
Q Hel l o, Mary.

I'd first like to ask, you make what | think is an
absol utely correct observation at the top of page two that
it's long been an industry practice to buy raw materia
creamat a Grade A butter price tinmes a multiplier and sel
the finished product based upon the Grade AA price.

That applies in particular to butter, does it not?

A It applies to butter as well as other itens such
as ice cream and cream cheese. 1've seen pricing fornul as
to custoners that also use the AA mlk pricing formula

Q Are you testifying that it has historically been
an industry practice to buy cream and sell creaners, for

i nstance, Class 2 products, creaners at a finished product
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based on the double, the Grade A butter price?

A I have no direct know edge of creaners.

Q Cottage cheese? |Is that sold on the Grade A
butter price? Lowfat cottage cheese?

A | am here to testify about ny role as a consultant
to some conpanies, pricing formulas to custonmers that |'ve
seen, have been primarily on the ice cream and cream cheese
si de.

Q So that comment has no pertinence to any other
products in Class 2 or 3 other than cream cheese and ice
cream that's your testinony.

A Cream cheese which is a Class 3 product, and ice
creamwhich is a Cass 2 product.

Q Proposal 40, the inpact analysis which you' ve
done. That attenpts to -- That only anal yzes the inpact of
proposal eight and no other proposals advanced at this
hearing by Land O Lakes or the National MIk Producers
Federation or other proponents of proposal eight, isn't that
correct?

A Let me just try to nake that a little bit clearer
What | did is | took the proposal nunmber eight as witten in
the hearing notice and which only changed the Class 4
formula by altering the butter fat, replacing the NASS AA
butter price by the butter fat value mnus six cents. | did

not change the non-fat or any of the neke all owances that
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have since been tal ked about during, since Mnday. This was
just isolating the butter fat val ue change of proposal three

and proposal eight.

Q And no ot her proposals.
A Correct.
Q In meki ng your analysis in proposal three versus

proposal eight, are you, is this aggregate average vol unes
for January and February? Did | understand it that way?

A Yes, it is.

Q At one point in your testinony you said there was
an effect of proposal eight to enhance the differentia
between Class 2 and 4 to 90 plus cents | think versus 70
cents. Does that appear on your nunbers here in your
anal ysis of proposal eight?

A No, it doesn't. In fact it's an unfair, it would
be an unfair analysis by me to infer that the price
di fference between Class 4 and Class 2 would be -- if |
could just direct you to proposal eight and | ook at the
third colum fromthe left, with as a Class 4 price of
$13.12 versus the Class 2 price of $14.83. That would infer
that the difference would be a $1.71 difference. That would
be an unfair conparison between what the price enhancenent
woul d be by using proposal eight.

The reason why that junps from 93 cents -- 93

cents is at a 3.5 percent butter fat level. And this
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analysis is at test. And as the follow ng page indicates,
the test level of Class 2 milk was 7.38 percent while the
Class 4 percent was 6.67. So that's why these values are
inflated. | didn't want to infer that the price difference
between Class 2 and Class 4 would growto $1.71

Q | guess what puzzled ne in particular, and stil
puzzles me, is that on proposal eight the colunms to the
I eft, you show the prices that it was based on. For

instance, Class 4 skim 7.71, Class 2 skim 8.41, a 70 cent

differential. 1Isn't that correct?
A Correct.
Q And of course the butter fat val ues are changing,

so that the butter fat values are different in Class 4 than
they are in Class 2. That's the proposal, correct?
Different by six cents a pound | guess. |s that the

di fference?

A I'"msorry.

Q There's only a 70 cent difference in the Class 4
and Class 2 skimvalues which is the 70 cent differential
Correct? That's what you show on Exhibit 40, proposa
eight, the actual --

A Yes.

Q Okay, proposal eight skim 7.71, proposal eight
skim 8.41. Okay. There's a six plus cent difference in

the proposal eight butter fat value, Class 2 versus Cl ass 4,
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correct?

A Correct.

Q That, you're show ng what the proposal would do.

A Correct.

Q In what way has proposal eight increased, changed,
nodi fied in any way the Class 2 differential?

A It's enhanced the difference between the Class 4
price at 3-5 test and the Class 2 price.

Q By changing the butter fat val ue.

A That is true, by changing the butter fat val ue.

Q But there's no difference whatsoever in the
differential, isn't that correct?

The difference in Class 2 and Class 4 mlk just
depends on how much butter fat you have in it because the
butter fat prices change, isn't that correct?

A Yes.

Q So if you're looking at -- the expansion of the
differentials has been thrown up in the hearing, and | take
it in your testinony also, as a threat for seeking
alternatives. That's what you say. "Provides Class 2
processors with the incentive to seek other alternatives"
and | take that to mean alternative ingredients, correct?

A No, not just alternative ingredients.

Q Alternative what?

A M Ik procurement activities.
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Q Al ternative sources of supply.

A Alternative m |k procurenment activities such as
Class 2 plants can be stand-al one plants, they can be
pool ed, they could have a patron nmilk supply and not be,
they could be an unregulated plant. This would send a
signal to Class 2 users to do sonething differently,
especially if it's for the long term

Q Proposal ei ght nakes no change whatsoever to the
cost of mlk for Class 2 custoners, isn't that correct?

A Proposal nunber eight changes the inportant
rel ati onship between Class 4 and Cl ass 2.

Q It makes no change in the cost of mlk to Class 2
processors under the federal order system correct?

(Pause)

JUDGE HUNT: Can you answer that?

THE WTNESS: It changes the rel ationship, and
this is a federal order system where you cannot just dissect
one piece and say that it has no inpact on another piece.

BY MR BESHORE

Q I was just asking for an answer to the question.
Whet her -- That's not the answer.

The question is, would the cost of mlk be the
same for Class 2 processors after proposal eight and before
proposal eight's adoption, if it were to be adopted. |

think that's a sinple yes or no question.
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JUDGE HUNT: Can you answer it yes or no?
THE W TNESS: No.

BY MR. BESHORE:

Q The answer is no.
A No.
Q So your testinony is that it would change. The

m ni mum f ederal order value would change if proposal eight
is adopted for Class 2 processors.
MS. YOVI ENE: Objection. That question was asked
and answer ed.
JUDGE HUNT: She said no.
THE WTNESS: | will answer the question no
BY MR BESHORE
Q What change is there in the Class 2 skimval ue
after proposal eight's adopted frombefore its adoption?
A There is a change in the relationship of the skim
O the skimprice.
Q What change in the absolute price is there?
A | believe that there's a change relative to the
ski m val ue.
Q You've said there's been a change, but your Table
40 says the net effect of proposal eight on federal order
Class 2 value at test is 0.0000, and the net effect of
proposal eight on federal order blend value at test is

0. 0000.
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A My table al so shows that the relationship between
Class 2 and 4 is greatly enhanced.

Q Okay. Now is it your testinony that there would
be an econonmic, that proposal eight would nmake it
econonmically viable for Class 2 processors to substitute
non-fat dry milk for fresh skimmlk if proposal eight is
adopt ed?

A That actually depends upon what the market
conditions are at that tine.

Q What the non-fat solids would cost.

A Correct.

Q The sane thing would apply to butter or butter fat
in Class 2, wouldn't it?

A If they were to substitute, yes. Market

condi ti ons.

Q It depends on what the price of butter is,
correct?
A Yes.

Q And whet her proposal eight or proposal three is
adopted, or neither of them are adopted, whether non-fat
solids replace fresh solids or butter replaces fresh butter
fat in Class 2 depends on the same market conditions, what
the price of the butter is or what the price of the powder
is, isn't that correct?

A In general |'"mgoing to agree with you on that
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one.

Q Thank you.

JUDGE HUNT: M. Yale?
BY MR YALE

Q Good afternoon.

A Good afternoon, Ben.

Q I won't ask you the names of the cows that you
m |l ked in Gernmany.

A Thank you.

Q You in your inpact analysis, there was, as |
understand it, ten cents a hundredweight. |Is that safe to
say that on an annual basis that we're tal ki ng approxi mately
$100 million?

A No. this ten cents per hundredwei ght, first of
all it represents mlk at 3.76 percent butter fat. The
annual average is nore like 3.67 cents. This is really
viewed as a worst case scenario, and this would be the
i mpact on the mnimum regul ated blend price. | believe that

there are, the market conditions would really make this be

m ni mal .

Q What do you nean by market conditions make it be
m ni mal ?

A I"'msorry, | didn't nmeke that very clear. |

believe that premuns in the marketplace would mask this ten

cent difference. The ten cent difference would be nasked by



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1355
two ways. One, there are conpetitive prem uns that exist in
the marketpl ace, and nunber two, it's at 3.76 percent butter
fat and the national average is 3.67. | think USDA's
anal ysis of nmore dynam ¢ supply/demand analysis is nore
appropriate for the long termi npact.

And further, USDA's analysis includes the m nus
six cents on Class 1 as well, and we have not included that

in our analysis here.

Q Your changes are only to Classes 2, 3, and 4?
A That is correct.
Q I was a little confused by your testinony. What

woul d be the end formula? |s it NASS minus three? Is it
NASS minus two? Is it NASS minus 1.6? 1s it NASS m nus
six? Vhat is the nunber?

A It woul d be NASS ninus six.

Q So what was the relevance of the three cents and
the two cents and the 1.6 cents that was in your testinony?
And maybe it's ny mush brain at this hour, but the question
just kind of went over.

A It is confusing.

If you look at the data, the actual data would
indicate that there's zero difference between the NASS and
the CME. But all of us sitting here recognize the
volatility that the industry has experienced since that NASS

data was being coll ected.
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So if you look at a nore stable tine period, that
difference is 1.6 cents. | think nmany people in here would
like to see minus nine cents. But the reality of it is,
peopl e have conme here already recogni zing that politically
it would be nore possible to get six cents, and that's where
peopl e have conme to terns here.

Q So in other words, so | understand your testinony,
you're saying that first of all you have to adjust the NASS
to the CME by a discount of one to three cents, and then on
top of that your six cent reduction would take you down to
the theoretical Gade A butter price, is that --

A Correct.

Q You indicate there's about five percent of the
butter is Grade A and Grade B? |Is that about right?

A That's my understandi ng, yes.

Q And the direction of its percentage as a part of
the dairy industry, in what direction is that going?

A I think it will be relatively stable, although I
could paint a scenario, because it's made from whey cream
and that cheese production continues to increase, you'l
al ways have whey cream butter.

Q You indicate the departnment has used ot her
anal ysis of smaller amobunts such as the Grade B mlk, but
when the decision to use Gcade B nilk in the Upper M dwest

was first established, its percentage at |east in that
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mar ket was in excess of 50 percent, was it not?

A In 1960, yes.

Q And part of the reason we're having this hearing
today i s because they abandoned the use of nmanufacturing
grade m |k because it was, in fact, too thin, wasn't it?

A The real reason -- the real reason why we
abandoned using the MV price is not because there's not
Gade B mlk. Still in Mnnesota and Wsconsin seven to
ei ght percent of the milk in those two states is Grade B.

What happened is that processors changed the way
they paid for Gade B mlk. Back in 1960 they sent out two
checks. They sent one out on the 15th of the nmonth for mlk
delivered during the first two weeks of the nmonth. Then
for exanmple, by May 1st they woul d have sent out the check
for the second two weeks of the nonth.

Today Grade B nil k checks and the tineliness of
those m |k checks are exactly the sanme as their G ade A
payroll which | think the federal order requires paynent for
the nonth of May by approxi mately June 12th to 14th.

So what was happeni ng was that NASS was setting a
mlk price on June 5th for m |k purchased in My, but yet
that Grade B milk check hadn't' gone out until June 15th.

Q But isn't it also it reached a point there was so
little mlk that naybe, instead of Grade B setting the G ade

A price the Grade B price mght be responding to the Grade A
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price?

A The Grade B price, in my opinion, was responding
to the price announced on the 5th of the nonth. It's so
wel | published in Mnnesota and Wsconsin that it would cone
out on the 15th of the nonth but yet the processors woul dn't
set their price for that until the 15th. So it was actually
| eadi ng what processors would pay for Grade B nmil k.

Q But there was, nonethel ess, sone reporting in sone
series in which information was coll ected on an actual
mar ket price for Grade B milk correct?

A Correct.

Q And there is no collection now of a market price
for Gade B or Gade A mlk -- Gade B or Grade A butter to
t he sane degree.

A No, there is not a reporting of Grade A butter.

Q You were tal king about this |ast year or so has
been unstable. Wuld you identify what m ght be considered
a normal year? |If we wanted to | ook at a nornal year? It
sounds |ike Chio weather, but a normal year?

A The industry is usually quick to point out that
1997 was a normal year, but |'mthinking that mlk
production gromh in California in 1997 was very stagnant
and | don't think that would be considered a normal year

So it's very difficult to depict what a nornal

year is in our industry.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1359

Q Agai n, you just mentioned sonething about the MW
| guess nore recently the BFP, howthey -- It didn't seemto
be doing the job anynore. The plants were al nost responding
to what was bei ng announced rather than the announcenent
responding to the plant payments, right? Ws that kind of
the --

A It's my opinion that the announced BFP | eads what
plants paid for mlk during the previous nonth.

Q And 1998, 1999 that seened to really show sone
abnormality in the BFP and howit's --

A My personal opinion is that the biggest problem
with the BFP in 1999 was the fact that we had, that the NASS
cheese price | agged the current narket conditions in
M nnesota and W sconsin, so that we had a couple of nonths
with very, for exanple January 1999 if my nenory serves ne
right, was 1627 for BFP foll owed by a February of 1027.

That rebounded in March approximtely to 1121. That was
largely due to the relationship of the product formula
updater to the conpetitive pay price series. That
adversarial relationship no | onger exists by going to a
total product formula pricing.

Q Are there any sales of grade butter that are
i ndexed at a Grade A price or is the butter still marked off
of a Grade AA but with a discount? There is no G ade A

index or Gade B index to sale --
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A There's not a reported Grade A price.
MR. YALE: | have no other questions.
Thank you, Your Honor
JUDGE HUNT: Anyone el se have questions of Ms.
Ledman?
Ms. Brenner?
BY MS. BRENNER
Q You stated that the failure to adjust the NASS
Grade AA butter price by USDA was an oversight. As an
expert in the industry and a consultant to the industry,
were you famliar with the conmttee, the BFP repl acenent
committee report when it canme out?
A Yes.

Q The prelimnary report on BFP

A Uh huh.

Q Didn't that have the AA price in it?

A | believe it did.

Q What about the proposed rule?

A Yes.

Q And the final decision?

A Yes, but | think it was really an industry -- not

just a USDA oversight, but probably an industry oversight as
well. There were bigger fishes to fry with 1A versus 1B and
that directed really the entire industry's attention. |

think as well as at USDA.
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I think that the inclusion of anhydrous mlk fat
in Class 3 is another exanple of that unintended oversight.

Q I'"mnot going to argue you with you on anhydrous
mlk fat.

(Laughter)

Q I've seen a couple of copies of the equival ent
pri ce announcenent that we put out when the CME | guess
di scontinued trading in Grade A butter.

I"mgetting the inpression that the use of the
phrase "essential to the continuing operation of the federa
order program' has been taken to nmean that we absolutely
needed to use a Grade a butter price as opposed to any other
kind of butter price to operate the program

Do you think that m ght have had nmore to do with
the fact that it was enbedded in each of the orders? The
reference to the Grade A price? And that in the m ddl e of
the federal order reform process we m ght have had to go to
a hearing to nmove from Grade A to Grade AA butter.

A | believe that it's enbedded within the federa
order -- the concept of a mininmumprice, and that the G ade
A, the use of a Grade A or Grade A equivalent in the butter
fat differential, which had been debated about 20 years ago
or so, really on the sanme prem se that fluid handl ers could
not cover their cost of selling surplus cream | think that

was fought 20 years ago and | think that when the CME
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di scontinued the Grade A butter price that USDA consciously

| ooked at the replacenent of the A market as trying to find

an equivalent to it. |If not, then why couldn't they just
say well, we're going to go to the AA?
Q It mght have been a little hard at that point to

say it was equivalent to. But 20 years ago, wouldn't there
have been a hi gher proportion of Grade A butter to G ade AA
than there was in 1998?
A There may have been, but | still believe the
i ndustry practice of pricing mlk fat was tied to an
i ngredi ent basis than a finished product basis.
Q And you said that Grade A and Grade B butter are
both made from whey cream
A That's my understanding. And largely sold into
bakeries for use. There is sonme G ade A butter used in food
service, and | personally bought Grade A butter at Dick's
Grocery Store in Mounroe, Wsconsin a year ago and was
surprised that it was Grade A.
Q You didn't intend to buy Grade A butter.
(Laughter)
A It was a very good price and | was just surprised
when | read the | abel, quite honestly.
MS. BRENNER: Thank you.

JUDGE HUNT: M. Vet ne?
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BY MR VETNE

Q I'"'m John Vetne, |I'mrepresenting Kraft in this
proceedi ng.

M. Beshore asked you a question which caused ne
some semantic confusion, and | apol ogize to you if nobody
el se shared that confusion but | need to clarify it for
nmysel f.

The question was to the effect that proposal
nunber ei ght doesn't change Class 2 handl ers' costs under
the federal order system Do you recall that question?

A Yes, | do.

Q Let me divvy up that question to explain ny
confusion. Maybe | can suggest two neanings for it. And
maybe the answer is different for the neaning of either.

Wth respect to the segregated conponents of Class
2 skimand Class 2 butter fat. Wat you show on Exhibit 40
is it doesn't change the mnimum regul ated price for Class 2
skimor Class 2 butter fat. And that would be a yes answer,
is that correct?

A Yes.

Q But for a Class 2 handler operating under the
federal order system is it your opinion that it m ght
change that Class 2 handler's real life conpetitive costs,
not represented by the Class 2 price?

A Yes.
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Q And those real life conpetitive costs include a

new conpetitive relationship attracting mlk to butter that

m ght not be there before. |Is that correct?
A Correct.
Q And in your analytical opinion when nmaking a
regul atory decision the departnent should consider real life

conpetitive consequences of its regul ated decision, would
you agree with that?

A Yes, | woul d.

Q | guess it's along the sane line of question
sonet hi ng about disorderly consequences that you refer to in
your testinony.

Under the current system which a |lot of folks
think is broken, mstakenly so, at least Class 2, Class 3
and Class 4 handlers are equally disadvantaged in the sane
say wWith respect to the butter fat price, correct?

A Correct.

Q And woul d you agree with ne that fixing what may
be broken, m stakenly or not, for one class, would actually

be worse than keeping things as they are?

A Yes.
Q Turn with ne please to page three of your
testimony. In the mddle of the page you refer to

di fferences between the Grade A butter price -- the NASS AA

and the CVME AA, do you see that?
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A Yes.

Q And was CME AA 1.63 cents higher than the NASS AA?

A Yes, that's correct.

Q And that's where the two cents or three cents
conmes fron®

A Yes.

Q So in the next line, my opinion that -- and you
| ooked to the CME as, strike that.

In the next line you stated that, "It's my opinion
that a Grade A butter price equivalent to the NASS AA butter
price would be two cents less.”

So if in the previous sentence you're referring to
two AA prices, shouldn't the mddle line there beginning
with "It is my opinion", shouldn't that also be a AA
reference? You don't want to subtract just two cents from
the Grade AA price, right? You want to subtract six or

maybe seven.

(Pause)
A The proposal is to subtract six cents fromthe
NASS.
Q But the words on your paper here say you should
subtract two cents fromthe NASS. | don't want anybody

quoting that part of your testinmony if you didn't intend to
say subtract just two cents.

A Actually, in my opinion it would be the NASS
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1.63, rather than CME nminus nine, it would be nore |ike the
NASS m nus seven, but for industry consensus it's NASS m nus
Si X.

Q Woul d your opinion be correctly expressed then if
the sentence beginning, "Therefore, it is my opinion", if
one nodification is made to that sentence, if you throw
another A the first tine you put a capital A there, so
you' re conparing two AA val ues, that would be a correct
reflection of your opinion.

A Yes.

Q Thank you for that.

The 70 cent differential that's now in the order
and you' ve been questioned about that, my recollection is,
and |I'Il ask you if it's yours, because it certainly is M.
Beshore's, that that was put in there as sort of a threshold
of difference between the Class 4 skimprice and the Class 2
skimprice, within which C ass 2 handl ers woul d not have an
incentive to use powder as a substitute for producer skim
m | k.

A Yes.

Q And since the fat was the sanme, that was the only
difference in the 3-5 price or, and it would be the only
difference, it will only be the skimportion that will be
affected by the average Class 2 nilk that is what, seven

percent butter fat? Roughly.
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A Roughly. A little bit nore than that.

Q It's only the skimportion that would differ under
the existing systemor pre-existing system

A Yes.

Q Wth respect to product alternatives or other
alternatives, an econoni c decision affecting the fat side is
now i nvol ved that wasn't there before. Have you ever heard
of whole m |k powder?

A Yes, | have.

Q Can powder be made with various quantities of fat
in the powder?

A Yes, it can.

Q I ncl udi ng whatever started out at 3-5 or 3-7 or
four or five?

A Yes, it can.

Q When a fat, a powder that includes fat is nade,
you don't have to rempve any nore water than you'd renove
from powder originally, correct?

A Correct.

Q If you were advising a Class 2 processor, would
you advi se the processor that if this new conpetitive
rel ati onship cane to be, to look at fat/skimpowder m xes as
an alternative for at |east sone of producer mlk in nmaking
Cl ass 2 products.

A Yes.
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Q In fact you can have fat powder to virtually any
speci fication you want, can't you?

A Yes.

MR. YALE: That's all | have. Thank you.
JUDGE HUNT: M. Gal arneau?
BY MR, GALARNEAU

Q Clay Galarneau with M chigan M|k Producers. Good
eveni ng.

A H, day.

Q Mary, on page two of your testinony you neke
reference to the historical price difference between G ade A
and Grade AA butter trading at the CVME averaging this nine
cent difference.

A Yes.

Q Do you have any know edge as to how nuch history
they may have | ooked at?

A I think it was recent history. |'mthinking two
to three years.

Q "' mthinking nmore about |ike 1994 and sooner.
Before that, and nmaybe you can remenber this as well, butter
was often priced at support and maybe the Grade A price
woul d average about a penny over support -- I'msorry, the
Grade AA price about a penny over support and the Grade A
price at maybe a penny or two under support.

A | believe the difference prior to 1994 if that's
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the tinme period -- | trust your start date there -- was
probably nore like four to five cents, and yes, Grade A and
| believe the support price at 65 cents was for both Grade A
and AA butter.

Q It is now

A Okay.

Q Before 1994 it wasn't. And we had a | ong period,
or several periods, and | think if you used a different
recoll ection of history you woul d have saw that that
di fference was not nine cents.

So | take it you agree with that?

A Only if | had the data in front of ne to verify.

Q Mary, do you have know edge of marketing
conditions of cream products in California?

A I was waiting for that one, C ay.

(Laughter)

Q Then you have the answer?

A Yes, | do have know edge of -- | do forecasting
for California class prices as well.

Q And you are famliar then with the class price
di fferences between creamthat goes to ice cream and yogurt
as opposed to cheese and non-fat?

A Yes, | do.

Q That difference nowis what, 3.7 to 3.93 cents?

A What | find interesting is that California also
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has a 70 cent differential between Class 2 and Class 3
products and al so Class 4 products.

Q Excuse ne. That wasn't the question | asked.

A But they apply that 70 cents differently between
the fat and the skim

Q Can you answer the question that | asked, please?

A Their fat premumis 3.7 cents off of the two
prior months' average butter, 4A butter fat val ue.

Q Are you aware, in your opinion does that cause
di sorderly marketing in California?

A Yes it does with the California bi-nonthly prices,
but there are opportunities to nove federal order creaminto
California at tinmes, and there's opportunities to nove
California creaminto the federal orders.

Q But you introduced a new variable, as opposed to a
timng difference as opposed to the price difference.

A | think the timng, | think that's inportant,
especi ally when you average out two nmonths in which the
butter price may be $1.25 in one nonth and it shoots to
$1.75 the next, that averaging had a | arge degree in keeping
it for two nonths, has a | arge degree of the market
volatility of moving creamin and out of California.

Q What |'mtrying to determine though is are you
aware of disorderly marketing conditions because the butter

fat price going to Class 2 and 3 products is this 3.9 cents
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di fference, not as opposed to any timng differences that
may result? Can you separate the two?
A Repeat it one nore tine.
Q The Class 2 and 3 prices for butter fat in
California are set at 3.7 and 3.9 cents higher than the
Cl ass 4A and 4B prices, and |I'm concerned, or trying to
understand if there are disorderly marketing conditions that
result fromthat fact alone. And you introduced what you
bel i eve was know edge that yes, timng differences caused
problems. Well, all things being equal, if tining
differences were elinmnated with several nonths of similar
butter fat prices in the country, then do you think that 3.9
cents al one woul d cause di sorderly marketing?
A | believe that it does create disorderly marketing
in a national market for cream Yes, | do.
Q Thank you.
JUDGE HUNT: Anyone el se?
(No audi bl e response)
JUDGE HUNT: Ms. Yoviene, do you have anything
el se?
MS. YOVIENE: No, I'mfinished with the wi tness.
Thank you, Your Honor
JUDGE HUNT: Thank you very much, M. Ledman.
We'll take a very short break until we take M.

Gal | away.
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(Recess taken from6:27 to 6:39 p.m)

JUDGE HUNT: On the record.

M. Rosenbaum i ndicated that M. Blaise is going
to testify inlieu of M. Gallaway, who will testify
tonorrow. |s that correct?

MR. ROSENBAUM  That's correct, Your Honor
Wher eupon,

DAN BLAI SE
havi ng been first duly sworn, was called as a witness herein
and was exam ned and testified as foll ows:

JUDGE HUNT: State and spell your name, M.

Bl ai se.
THE W TNESS: Dan Bl aise, B-L-A-1-S-E
DI RECT EXAM NATI ON
BY MR. ROSENBAUM
Q M. Bl ai se, do you have a prepared statenent?

A Yes, | do.

Q Why don't you start to read that statenent. |
think I'"m going to have a couple of questions after you read
the first paragraph, but why don't you go ahead and start.

A This testinony is being submtted by Wells Dairy,
Inc. Based in Lamars, lowa, Wells Dairy has becone the
| argest fam|ly-owned dairy processor in the United States
operating four processing plants in lowa and i n Nebraska.

We are a manufacturer of frozen dairy desserts, cultured
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dairy products, and bottled fluid nmilk. W purchase raw
mlk directly fromdairy producers and also from severa
| arge dairy cooperatives who are regul ated under the federa
orders. W also purchase large quantities of butter fat and
skim solids for our ice cream pl ants.

Al of our raw m |k purchases and nost of our
dairy ingredient purchases are directly affected by federal
order Class 2 prices.

Q Let me just interrupt you there for a second, M.
Bl ai se. You tal k about the conpany being the | argest
fam | y-owned dairy processor in the United States. People
here in the East nmight not be as famliar with your conpany.

Am | right that Wells Dairy is one of the | argest
i ce cream manufacturers in the country?

A Yes.

Q Certainly in the top ten, naybe even closer to the
top than that.

A Yeah.

Q And |'ve actually had the privilege to be in your
ice creamplant in Lamars, lowa. |s that perhaps the
| argest single freestanding ice creamplant in the country?

A Yes, that's correct.

Q Why don't you continue with your testinony, if you
woul d.

A We are proposing that the NASS AA butter survey
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price be reduced by six cents and the product price fornmulas
applicable to all classes of mlk. W also want to state
that any changes in the Class 4 skimm |k price fornmula that
results in an increase in the Class 4 price, that a
correspondi ng decrease in the Class 2 differential occur

The NASS AA butter survey price needs to be
reduced by six cents in the product price forrmulas for al
classes of mlIk. USDA historically used the Chicago
Mercantil e's Exchange Grade A butter price in determning
the m nimum butter fat value for federal order pricing.
When the CME elimnated the trading of the Grade A butter
mar ket, the USDA used the CME Grade AA market price |ess
ni ne cents.

This nine cents represented the historica
di fference between the Grade A and AA market price.

Currently the final rule uses the NASS G ade AA
butter prices in determning the butter fat value for
federal order pricing. There is no adjustment in the price
formula to represent the historical difference between AA
and A butter. This resulted in a higher value for butter
fat under the final rule.

Wells Dairy proposes that the NASS survey butter
price be reduced by six cents to reflect the historica
rel ati onship that existed between the butter price and

butter fat value. This change to the butter fat val ue
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shoul d be applied to all classes of mlk including Class 1
and 2. If this price reduction is to occur on Class 4
products only it will raise our costs on purchasing butter
fat for our ice cream production

Currently when we purchase cream we conpete
agai nst butter churns. W normally pay a slightly higher
mul tiplier than the butter churns to accommopdate the
seasonality of the ice creambusiness. |f creamsellers are
given an overly large price discount for selling their
excess butter fat to butter churns than to ice cream plants,
we will be forced to pay unduly high nmultipliers to obtain
that cream Thus we will see a significant price increase
for butter fat.

If this does occur we will | ook at any and al
alternatives. This could include buying nore cream from
California, or using cream substitutes such as butter
anhydrous mlk fat, and/or frozen cream

In sutmmary, nore federal order cream would end up
in the manufacturing of butter and anhydrous mlk fat, and
the producers will have a | ower blend price

Any increase in the Class 4 skimmlk price should
be reflected in an equal and opposite decrease in the 70
cent Class 2 differential. |In the manufacturing of a
majority of the Class 2 products, the substitution of wet

skim solids by dry skim solids occurs when the prices
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dictate.

Wells Dairy every nmonth anal yzes the cost of dry
skim solids versus wet skim solids and uses the cheaper of
the two. So the relationship between the whol esal e powder
price and the Class 2 skimsolids price is very inportant.
USDA in the final rule has determ ned that 70 cents
differential best represents that difference.

To increase the Class 4 skimprice and not change
the Class 2 differential will put more milk into Class 4 and
nore powder used in Class 2 manufacturing. Wen this
happens the dairy producers are the | osers because nore mlk
goes into the lower Class 4 price.

In sutmary, Wells Dairy wants the NASS survey
butter price to be reduced by six cents per pound and that
this reduction be applied to all classes of mlk. Also with
any increase in the Class 4 skimprice, an equal reduction
in the Class 2 differential nust occur

If these items do not occur there will be a
repl acenent of Class 2 nmilk by Cass 4 manufactured products
and the dairy producers will certainly lose the right to
obtain the higher price that Class 2 commands.

MR. ROSENBAUM M. Blaise is available for Cross-
Exami nati on.

JUDGE HUNT: Thank you.

M. Beshore?
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CROSS- EXAM NATI ON
BY MR BESHORE

Q Dan, when Wells anal yzes whether it's going to use
wet ingredients or dry ingredients in its ice cream how
much nore does it cost you to reconstitute the dry
i ngredients to nake your fresh ice crean?

A | typically like to use six cents per pound. That
tends to cover things pretty good. Wat I'll do is take the
powder price plus the six in comparison to wet.

Q So to see whether it's viable or not, the powder
price has got to be six cents per pound | ess than the price
of wet solids in Class 2.

A Ri ght .

Q How about with butter? Do you ever reconstitute
butter for butter fat in ice crean®

A We have in the past.

Q What's the reconstitution cost that you use to
figure out if that's econonical ?

A I"'mnot sure. | wasn't enployed with Wlls at the

time that they did it and I haven't seen any of those

figures.
Q So you don't | ook at that one on a nonthly basis?
A Yeah. | wouldn't personally. M supervisor would

ook at it. But yes, Wells does take a | ook at the price

rel ationship on butter fat nonthly at |east.
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Q Do you know what additional reconstitution costs
your boss | ooks at when he evaluates that?

A It would be based upon what we would estinmte at
our manufacturing facility would be our direct cost for
reconstituting that. There isn't an index or sonething that
we | ook up or any published figures. [It's just real life.

Q It was about six cents per pound for skimsolids.

A Right. And | do not know as far as butter if that
woul d be the sanme ratio or not.

Q Has Wells ever used anhydrous mlk fat inits ice
creanf

A Yes, they have.

Q What reconstitution cost do you use for anhydrous
mlk fat?

A | don't know. Same as butter. It's a
substitution, and like | said before, | don't know what the

conversion cost is.

Q Do you know whi ch one costs nore or |ess?

A Probably, | would say butter would cost nore, and
t hen anhydrous fat woul d be cheaper

Q By the way, is the price of anhydrous nmilk fat
recorded anywhere that you know of? Can you go to Dairy
Mar ket News and check out the current nmarket price for
anhydrous mlk fat?

A | haven't seen that. |'massuming that it would
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be on there, yes.

Q Have you ever used whole m |k powder to nake ice
creanf
A | haven't, no.

Q Do you know i f Wells ever has?

A | do not know.
Q What proposals are you tal ki ng about in Roman
nunmeral 111 when you talk about increasing the Class 4 skim

mlk price?

A The actual proposal nunber?
Q Yeah, or what topic are you tal king about there?
A Basically the stance that we're taking with the

testinmony that |'ve just presented is that in any proposal
as far as when we tal ked about, and |I'm sure, Marvin, that
we'll talk about creamhere in a minute too, but on the
Class 2 skimsolid side, we are basically saying that if any
proposal that comes fromthis hearing would increase that
Class 2 differential or the price of the Class 2 wet solids
where it woul d be nore advantageous for us to use powder,
that we will do so

Q But in the, I'mtrying to figure out under what
circunstances you're requesting the differential be reduced.
What do you think would be done in this hearing that
woul d - -

A If the Class 4 skimprice would be increased, then
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I think a correspondi ng decrease shoul d happen in the Cl ass
2 differential. And that way we'd maintain the sane
rel ati onship.
Q Okay. That's all |'ve got.
JUDGE HUNT: M. Yale?
BY MR YALE

Q If | understand it, you purchase a | ot of your
mlk for ice cream

A Yes.

Q Do you sell any of your creanf

A Occasionally we have to. W don't like to. But
there are certain circunmstances where we woul d have to, but
it's very, very mninmal.

Q Is the cream the excess that you have, is that
treated as Class 2 because it goes into your ice creanf?

A Ri ght .

Q Al'l your bottled mlk is sold in flow jugs and
cardboard today? |Is that pretty much how you market your
fluid mlk?

A Yes. W are exploring sone other alternatives,
but as of the present tine, yes.

Q It's probably been sone tinme ago that you got away
from cases and bottles and returns?

A Oh, yeah.

Q Wuld it be -- Wen | first started in this many
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years ago, one of the first hearings | went to they stil
had some plants tal king about the cost of noving returned
bottles as a cost for differentials. That would be pretty
stupid today, wouldn't it? To include the cost of returned

bottles in a federal order hearing in 2000 --

A If we were discussing that now --

Q Yes.

A -- | guarantee you | would have been asleep a |ong
ti me ago.

Q But isn't that really the situation, sonme of us

have been asl eep already w thout tal king about that.
(Laughter)

Q But isn't that really the situation with trying to
go back to a price for Grade A butter that just doesn't
exi st anynore? |Isn't it just as obsolete as the bottles and
the cases?

A I don't think so. You were one of the people that
exam ned Mary Ledman before ne, and there's still Grade A
and B butter out there, and there probably always will be.

Q There's still a few bottles out there, too

A | guess so. But |I'mthinking the percentage of
bottles may be even less than --

MR. YALE: | have no other questions.

JUDGE HUNT: M. Rosenbaunf
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REDI RECT EXAM NATI ON
BY MR. ROSENBAUM
Q M. Blaise, tell ne about the opportunity to buy
nore cream from Californi a.
A That's an alternative we would | ook at. W have a
maj ority of our surplus cream already cones fromthem W
have devel oped rel ationships which | feel are very strong
rel ationships, that if we did have a situation that would
occur, the difference between California' s cream pricing and
sonmet hi ng that woul d happen with the Class 4/Class 2
rel ati onshi p under the federal orders, we certainly would
| ook to expand that relationship.
Q Expand neani ng i ncrease the purchases.
A Correct.
MR, ROSENBAUM  Thank you.
JUDGE HUNT: M. Vetne?
RECROSS- EXAM NATI ON
BY MR VETNE
Q Did you mean to say that a majority of your
suppl enental cream conmes from California?
A ' m sayi ng surplus, supplenmental.
Q It's supplenental needs for you, it's surplus to
California, is that right? 1t's not your surplus. You need
it.

A Yeah.
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Q And you receive those at Wells Dairy ice cream
manuf acturi ng plants that are non-pool plants under the
federal order system correct?

A Correct.

Q So you don't account to any federal order producer
when you buy m |k which you find econom cally beneficia
fromCalifornia. 1t's not part of your pool ed receipts.

A Ri ght .

MR. VETNE: Thank you.
JUDGE HUNT: M. Schad?
BY MR. SCHAD

Q | just have one question. O her people have cone
in front before and tal ked about naintaining the 70 cent
differential between the Class 2 and Class 4, so if there
was any change in the price of skimsolids in Class 4, any
decrease in the --

A Increase in the price of the Class 4 skimsolids,
a decrease in the differential

Q Right. Are you aware that the position of
National M|k Producers is to increase the make allowance in
Class 4 which woul d decrease the Class 4 skim price?

A Uh huh.

Q If that cane about, would you be also in favor of
increasing the differential to capture the 70 cent spread?

A As long as that relationship stayed there, and to
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be quite honest with you on this, you can do whatever you
want to with that differential. Wat |'mgoing to |ook at
and the bottomline is that if those wet skim solids cost ne
nore than what | can do for powder, regardl ess of whatever
kind of fornula they want to put out here, |'mgoing to go
with the cheaper of the two. That's the bottomline.

Q Sure. Thank you.
JUDGE HUNT: Any ot her questions?
M . Rosenbaunf
FURTHER REDI RECT EXAM NATI ON
BY MR. ROSENBAUM
Q MR. Blaise, | don't think | ever asked you to
i dentify your position with the conpany. It's in your
written docunent, but because you read it, we should have
that in the record.
A ' m Assi stant Dairy Procurenent Manager.
MR, ROSENBAUM  Thank you.
JUDGE HUNT: Ms. Brenner?
FURTHER RECROSS- EXAM NATI ON
BY MS. BRENNER
Q H, M. Blaise.
Some of us on the East Coast do know about Wells
Dai ry because we have little Blue Bunny Ice Cream trucks
runni ng around our nei ghborhoods.

I"'mreally getting intrigued about anhydrous mlk
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fat. 1've spent 30 years in mlk marketing and |'ve never
seen any, and actually | don't think I've ever seen it on a
handl er report. Could you describe it?

A It comes in solid form It's 55 gallon druns.
You have to heat it up to get it into the process to be able
to use it into ice cream

I"'mnot really an expert on anhydrous mlk fat.

woul d say that, and in ny testinony | said we woul d explore
other alternatives such as that. | know that Wells in the
past has used those products. W certainly, if forced, we
don't want to but if we're forced we certainly will go back

to doi ng sonme of that.

Q Do you know anyone who nmakes it?
A No, | don't. But you could talk to sone of the
cooperatives. |'msure the cooperatives do sone of that,

but | have not contacted a supplier yet. That would be part
of the exploration process if it was warranted.

MS. BRENNER: Thank you.

JUDGE HUNT: Any ot her questions?

(No audi bl e response)

JUDGE HUNT: Thank you very much, M. Bl aise

M. O sen, do you want to call M. Venkatachal an?

MR. OLSEN: Yes, sir
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Wher eupon,
C. K. VENKATACHALAM
havi ng been first duly sworn, was called as a witness herein
and was exam ned and testified as follows:
JUDGE HUNT: Would you state and spell your nane
for the record, sir?
THE WTNESS: MW nane is C. K. Venkatachal am
It's a pretty long nane and |'ve shorted it to be, you can
address nme as Venkat. You can inmagine the problem | have
over the tel ephone conveying nmy nane to people, so Venkat is
the way | have been known for the |ast 20 years.
But officially it is C. K Venkatachal am
JUDGE HUNT: Does the Reporter have a copy of your
testinmony to get the spelling of your name? You do? Geat.
MR, OLSEN. Your Honor, we're passing out his
testi nmony.
I'"m going to ask Venkat to read his testinmony and
then have it offered into evidence when he's finished doing
that, Your Honor.
JUDGE HUNT: That would be 41.
(The docunent referred to was
marked for identification as
Exhi bit No. 41.)

M. OLSEN. Thank you, and I'd also |like to have

Venkat qualified as an expert in the areas in which he's
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going to be testifying relating to whey and non-fat dry mlk
production. I'll let himget through his introduction and
background and then ask you to consider that, since it's not
entirely clear to ne now whether we're doing that or not.

DI RECT EXAM NATI ON

BY MR. OLSEN

Q Wth that said, Venkat, why don't you go ahead and
begin with your introduction and background, please.

A | amthe Director of Wey Products Technica
Service for Leprino Foods Conpany, headquarters in Denver,
Col orado. M business address is 1830 West 38th Avenue,
Denver, Col orado 80211-2200.

I hold a Bachelor's Degree in Chenical Engineering
an have 38 years of industrial experience.

Early in ny career | worked with multinationa
conpani es such as Exxon, Unilever and Cadbury's. M past 21
years work has been in the dairy industry and | have been
with Leprino Foods for the past six years.

My background i ncl udes designing, installing and
conmmi ssi oni ng pre-heaters, evaporators, high tenperature,
short tine equipnent, flash coolers for mlk, whey, whey
protein concentrate and cheese products. W are working
with GEA Wegand, a design engineering firmspecializing in
dai ry evaporation equi pnent.

I worked with GEA for 15 years and during that
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time | was responsible for planning, project engineering,
design, installation and startup of 50-plus evaporator
systenms. That is in excess of 50 units. | have al so
performed cost/benefit analysis for evaporation reverse
osnosi s system and hel ped several custonmers optimize their
equi pnent purchases.

In my current position with Leprino | am
responsi bl e for analyzing whey operations with a viewto
i mproving efficiencies while maintaining or inmproving the
finished product quality. | also specify major pieces of
equi pnent such as separators, clarifiers, nmenbrane system
HDSD units, evaporators, units, dryers, powder handling, and
powder packagi ng system and comn ssioning themto process
the i ntended products.

MR, OLSEN: Very quickly, Your Honor, I'd now
of fer Venkat as an expert in the areas as he's identified
them and ask that his testinobny be considered as such.

JUDGE HUNT: |'Ill accept his testinmony, and in
doi ng so, M. Beshore, that does not dimnish the testinony
of other people who have testified here.

(Laughter)

BY MR. OLSEN

Q Go ahead, M. Venkat.
A The purpose of ny presentation today is to provide

technical information regarding the differences in
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manuf act uri ng processes between whey powder and non-fat dry
m |k, focusing primarily on energy utilization and equi pnment
requi rement.

Sue Taylor is testifying tonorrow on behal f of
Leprino on the policy issues under consideration at this
hearing. One issue that | understand Sue will discuss in
her testinony is the need for a higher whey nmake all owance
in the Class 3 price formula. | amtold that when
establishing the current Class 3 price formula USDA assuned
the manufacturing costs for whey and non-fat dry milk are
the sane. For the reasons discussed below, this is an
erroneous assunption.

There are a few sinilarities between whey powder
and non-fat dry mlk. Before elaborating on the
differences, let me point out the simlarities.

M Ik for both these products is processed first
through clarifiers for fines renoval; separators for
skimm ng fat to an acceptable level; and is legally
pasteurized in an HDSD system At this point in tinme the
simlarities stop.

There are significant differences between whey and
non-fat dry milk. Let ne start with the process itself.

In addition to the processes required in the
production of non-fat dry m |k, whey powder production

requi res additional separation and pasteurization, a
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crystallization process, and a two-stage dryer. In addition
to the initial pass through the clarifier, separators, and
pasteurizer that occur prior to the cheese production, the
whey stream comi ng off cheese vats nust pass through a
clarifier and be separated and pasteurized a second tine.

To produce sweet whey powder the pasteurized whey
is evaporated to about 52 to 55 percent total solids, is
then flash cool ed to about 85-95 degrees fahrenheit to form
nuclei for fine lactose crystals. This product is then
cooled in jacketed, agitated, crystallizers to about 45
degrees F under controlled cooling conditions.

The resulting slurry is then spray-dried in a two-
stage dryer to produce a free flow ng, non-caking powder.
The powder is packed in poly-lined kraft paper bags which
are heat seal ed.

There are significant differences between whey and
non-fat dry milk with respect to initial solids content.
dilute whey has a total solids content of 6.3 percent.
That's an average. Typically it ranges from®6.1 to 6.5.

For 100 pounds of whey powder we need to renove about 1,440
pounds of water. Expressed another way, we need to renove
14. 4 pounds of water per pound of whey powder. About 94
percent of this water is removed during evaporation, while
t he bal ance of six percent is renoved during drying.

As you can see, evaporation is the single nost
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energy intensive operation in the powder manufacturing
process.

Ski m used to produce non-fat dry mlk has a tota
solids content of 9.25 percent on an average. It ranges
from9 to 9.5. Pasteurized non-fat mlk is evaporated to
about 54 percent solids and is spray dried in a hot
condition. Unlike whey, there is no crystallization
i nvol ved.

Thi s condensed product is spray dried in a single
stage dryer to produce non-fat dry mlk and is packed in
heat - seal ed poly-lined kraft bags. For 100 pounds of non-
fat dry mlk we need to renmove about 1,048 pounds of water
or expressed simlar to whey, we need to renove 10.5 pounds
of water per pound of non-fat dry mlk. That basically
arises fromthe initial differences in the solid content of
the dilute feed to the system

Thus the main differences between whey powder and
non-fat dry mlk production can be sumuarized as fol |l ows.

Pounds of water renoved per pound of powder for
whey, it is 14.4, and for non-fat dry mlk it is 10.5.

Energy to crystallize, item nunber B, is needed
for whey powder and there is no crystallization in non-fat
dry milk so it's not needed.

Capital equipment. Extra clarifiers, separator

pasteurizer, |arger evaporator, crystallization and
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refrigeration equi pnent and a doubl e stage dryer are needed
for whey powder.

For non-fat dry milk a smaller evaporator and a
single stage dryer will do the job.

Item D. These are the equi pnent | have listed
under Item C. They need to be run and there is power and
energy to be consuned. And | nmade a qualitative statenent
here saying that it is needed for whey and it's not needed
for non-fat dry mlKk.

As a result of these differences it costs nmore to
produce whey powder conpared to non-fat dry milk. Although
it obviously requires nore | abor and managenment to operate
and nmaintain the additional equiprment and processes
associated with whey production | will focus on the energy
and equi pnent costs which are within ny area of expertise

Energy costs to produce whey powder are higher
than energy costs to produce non-fat dry milk by 0.774 cents
per pound, and the details |I will read out as | have
enuner at ed down bel ow

The foll owi ng assunptions are used to calcul ate
the energy costs associated with produci ng whey powder and
non-fat dry mlK.

Nunber one, dilute whey and skim contain average
total solids of 6.3 percent and 9.25 percent respectively.

Assumi ng no | osses, product yields at 97 percent
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nmoi sture, would be 6.49 pounds of whey and 9.54 pounds of
non-fat dry milk per hundred pounds of dilute feed.

Actually that isn't 97 percent noisture it's 97 percent

solids. It's three percent moisture. It's an error in the
testinmony. Sorry about that. It can't be 97 percent
noi st ure.

(Laughter)

St eam costs, our averages work out to $4.25 per
t housand pounds of steam Electricity cost is about six
cents per kilowatt hour.

We al so have exanpl es on ny previous experience in
desi gn engi neering equi pnent. W can evaporate about eight
pounds of water per pound of steam used. And the additiona
power consunption for whey based on the additional equipnent
i nvol ved, four 50 horsepower units which are the separators
and clarifiers, that is about 200 horsepower; six 15
hor sepower crystallizers which add up to 90; and about ten
15 horsepower additional punps anounting to about 150.

These are the installed capacity. Typically these equi pnent
run around 75 percent |oad, which nakes it 330 horsepower
consunption or conversion into kilowatt hours it would be
247,

My witten testinony includes a table that details
the calculations. If | may wal k through this table, it is

not confusing to ne but |'msure for people who read it for
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the first tine, it needs sone explanation

There are four colums. |If we restrict ourselves
to colum one and three, and actually colum three and four
are translating pics into per pound of powder so it becones
easier, so | will go through the details of colum one and
three as we go along and it will becone pretty easy then.

Conposition for dilute whey, if there is 100
pounds there is 6.3 pounds of solids and water is 93.7
pounds. For skimmlk it is 9.25 pounds of solids and 90.75
pounds of water. Both equalling 100 pounds of starting
materi al .

Evaporation to 54 percent total solids, the anmount
of water you need to renove starting from 100 pounds of
dilute whey is 88.33 pounds. Now the sanme ampunt for skim
mlk to produce 54 percent solids would need water renobva
of 82.870 pounds.

At a water removal efficiency of eight pounds of
wat er per pound of steam used, our steam consunption then
beconmes 88. 33 divided by eight, that makes it 11. [|'ve
rounded the figures to reasonable nunbers. So 11.00. And
the sane nunber for skimmlk is 82.87 divided by eight,
wor ks out to 10. 4.

The cost of steam as | have enunerated above, is
$4. 25 per thousand pounds. Therefore the steam cost for

dilute whey is 11 pounds divided by 1,000 tinmes 4.25, that
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will be 0.047 dollars. And the sane way for skimmlk it
will work out 0.044 dollars.

Because we produce nore anmpunt of skimmlk per
100 pounds of feed stock, which is given about that we nmake
6. 49 pounds of whey powder per hundredwei ght of dil ute whey,
and 9.54 pounds per hundredwei ght of skim our cost of steam
per pound of finished powder, which is in colum two and
four, now works out to 0.723 cents and 0.462 cents which is
not hi ng but the dollars 0.047 nultiplied by 100 to nmake it
cents, and divided by 6.49 and that nunber will be 0.723
Simlar figure for the skimmlk of 0.462.

Now as | expl ained before, we need to crystallize
condensed whey before we can dry it to produce a non-caking
free-flowi ng powder. The cost of refrigeration in kil owatt
hours per hundred pounds of dilute whey is 0.2 in terns of
kil owatt hours. At six cents a kilowatt hour, the
refrigeration cost for dilute whey, 100 pounds of dilute
whey, is 0.012 doll ars.

And this divided by 6.49 will work out to 0.185
cents per pound of finished powder.

The sane conversion doesn't exist for skim because
there is no crystallization.

Then we go to the next step which is drying to 97
percent solids.

Wat er renpved per 100 pounds of dilute whey is
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5.17 pounds. And we need in the dryer 11,000 BTUs. Dryers
are typically gas heated, they are not steam heated. So we
need to convert theminto thermcalculations. The thermis
100, 000 BTU unit based on which you buy natural gas.

So the cost of a thermis about 28 cents, or 0.28
cents. And for 11,000 BTUs our cost works out to 0.031
dollars which is colum one under dilute whey for drying.

Now t hi s divided by 6.49 pounds of powder per 100
pounds of dilute feed will work out to 0.474 cents per pound
of dry whey.

Simlar numbers for skimmnilk. W start with nore
anount of water to be renobved in the dryer per 100 pounds of
feed stock. That starts with 7.59. W need nore anmpunt of
energy to dry all the water, which is 15,340 BTUs. And the
cost of gas per thermis 0.28, or 28 cents, and that
translates to dryer gas cost of 0.043 dollars per 100 pounds
of skimfeed.

Transl ated that as dry powder, since we nmake 9.54
pounds per 100 weight of skim it translates as 0.45 cents
per pound of dry pounder

So to recapitul ate, per pound of dry powder, our
drying cost is simlar, it's about .474 and about .45.

Addi tional power required to run the units, | have given you
in nmy basis that we consunme about 247 kilowatt hours. This

is based on connective costs of equiprment nultiplied by a 75
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percent factor which is typically ratio of actua
consunption to the installed power. And nultiplied by .748
which is conversation from horsepower to kilowatt hours.

So that works out to 247 at six cents a kil owatt
hour, it works out to $14.82 per -- it's not per thousand
pounds.

Actually this, | nust qualify this piece of
information. This 14.82 pounds is really neant for a plant
handl i ng about two nmillion pounds of mlk. A plant that
handl es two million pounds of mlk will produce about 40.9
mllion pounds of whey powder. |If you divide 14.82 dollars
by 49.9 million pounds of whey powder you'll get a
conversion factor of 0.304 cents per pound of finished
powder, and we have nothing to be added to skim mlK.

If we add up the dollars or the cents per pound of
fini shed powder we can add up colum two, 1.686 cents per
pound of finished product for whey, and 0.912 cents per
pound of skim m |k powder.

So | have summarized down bel ow the difference
between the two nunbers columm wise. The calcul ations of
the additional energy costs to produce finished whey powder
relative to non-fat dry mlk in the above table can be
summari zed.

The differential in evaporation steamis .261

which is nothing but the difference between .723 in the
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previ ous page, and .462. And if you go to the next colum,
it is .185 mnus zero. And if you go to the next item
dryer gas, is .474 minus .450. And additional power is
.0304 minus zero, is .304 nmeking at total of .774. These
are cents per pound.

There are al so additional equipnent costs
associated with produci ng equal val ue volunmes of dry whey.
The additional equipnent required to produce whey powder
requires additional capital. This additional capita
i mpacts the business in two ways -- additional interest
costs and additional depreciation.

Addi tional equipnment required for a whey pl ant
relative to a butter powder plant, assuming both plants
receive two mllion pounds of raw mi |k per day, are as
follows. W need about two additional clarifiers which are
about .7 mllion dollars; two separators which are .7
mllion dollars. These are installed costs. Additiona
evaporator, |arger evaporator with additional building and
services we estimate at 1.8 mllion. Six crystallizers with
controls and cooling water piping, 1.2 mllion. And an
additional fluid bed which is what | call as a two-stage
dryer that you need for all whey conpared to skimmlk, and
that is 1.2 million

The total adds up to $5.6 million for a two

mllion pound mlk input plant.
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Operating 350 days each year, this plant could
produce roughly 40.9 nmillion pounds of whey powder annually.
Spreading the 5.6 m|lion of additional capital cost over
this 40.9 mllion pounds of whey powder, using an eight
percent cost of capital, the additional cost of capital in a
whey powder operation is 1.1 cents per pound of whey powder.
This is additional cost.

Anortized over 20 years annual depreciation for
the additional equipnent is approxinmately .685 cents per
pound of whey powder.

In sutmary, the increnental whey energy and
equi pnent costs associ ated with produci ng whey powder as
conpared to producing non-fat dry mlk is 2.559 cents, nade
up of 0.774 for energy, 1.1 for capital, and 0.685 for
depreciation, adding up to 2.559.

As | stated earlier, the additional equipnment in
whey operations requires other costs such as extra |abor to
run the equi pnent, additional maintenance, as increased
overhead costs. M testinony only covers the additiona
energy and equi pnment costs in whey processing. However,

t hese other operating costs should not be overl ooked.
Q Thank you, Venkat.

MR. OLSEN: Venkat is now avail able for Cross-

Exami nati on.

JUDGE HUNT: M. Yale?
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CROSS- EXAM NATI ON
BY MR YALE

Q Good eveni ng.

A Good eveni ng.

Q Was this study prepared for this hearing? O was
it used for any other purposes?

A No, just for this hearing.

Q Is this the kind of, have you ever put together a
packet simlar to this to seek capital for the building of
such a plant?

A Yeah. We are expanding our facilities quite a bit
and | amall the while involved in putting, specifying,
installing and cost estimating, this kind of --

Q Did you bring any of those cost nunbers with you

t oday?
A No. | do not have themw th me.
Q Are those the same kind of nunbers that you

present for cost analysis for building of this new plant, or
expansi on?

A Yeah. We have costs of separators. If we are
tal king of additional equipnment, we have costs of
separators, we know how nmuch it costs to install themand to
connect them up. The sane way we know what it costs to add
addi ti onal evaporation equipnent in building costs. And the

utilities associated with those.
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Q So | understand your numnber, let's say that al
the other evidence indicated there's a nake of $1.40, for
exanpl e, not $1.40 -- 14 cents per pound of whey powder.
For non-fat dry milk. You would say based on your testinony
that it should be then 16.59 for the whey, by adding just

this 2.559, is that right?

A Yeah. That's correct.
Q I notice in here you speak in terns of kilowatt
hours. Isn't it true that |arge bulk power is primarily

purchased in ternms of demand and you'd be speaking nore in
terms of KWrather than KWH?

A No. We have been using the factor of kilowatt
hours which is actual consunption. Mst of our equi pnent we
use, again, | had to base this largely on our operations
today. We use our ratio of actual consunption which is
kil owatt hours to the demand which is kilowatts is not that
different. Basically because we use primarily a | ot of
vari abl e frequency drives. Wen you start out equi pnent
there's no peak | oads that go through the system so they
are kind of nostly soft start. The peaks versus the average
consunption is not a very high number. So we don't get
penal i zed on very hi gh peak demands.

And there again, | nust be careful. | amnot the
speci alist who can talk that, but |I know for a fact that our

cost estinmates are primarily based on consunption of
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kil owatt hours.

Q Have you run a cost analysis of the -- Let me ask
you this.

Do you actually operate a plant such as this?

A A whey plant? Yes. W have two of those.

Q Do you do a cost analysis of the operation of
those plants on a regul ar basis?

A Yes, we do.

Q Did you bring any of that information with you?

A No, | haven't. I'mafraid not.

Q There was an NClI study, you may have heard about,
a National Cheese Institute study that was done on various
operations. Was any of that information presented on the
production of dry whey to then? Your actual costs? Did you
participate in that, do you know?

A I cannot answer that question. This is the first
time | amparticipating in an open forumlike this, so | am
a technical man.

| assune that other people in ny conpany woul d
have participated but | amnot privy to that information.

Q Do you yourself have ready access to that
i nformati on of actual costs to operate the dry whey powder
operation?

A Yes, | do.

Q Did you compare those results to these results?
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A These results are based on ny data that | have
back in the office. W have probably quarterly data that we
sit and anal yze and we have multifactory facilities so that
we use for conparing plant to plant. W use the data.
Q This woul d be categorized as a theoretical plant?
This is kind of theory. Not an actual plant, but one you've

ki nd of planned out in theory?

A No, because we do have plants operating around
two, two and a half mllion pounds a day produci ng whey
powder .

Q But these aren't the actual costs fromthose
pl ant s?

A These differential costs -- Well, the operating
costs or the actual costs, but the investnents are what |
anticipate it to be today if | had to put in a non-fat dry
mlk or a whey plant.

Q Is it your understanding that as a result of this
heari ng that your conpany would be reinbursed in full for
t hese costs?

A | cannot comment on that at all because | do not
know.

Q Do you know what expl anation was given to you for
preparing, the purpose for preparing this testinmony?

A I was asked to conme here as a technical speciali st

to explain the differences between the manufacturing process
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gi ven.

Q And you did a fine job.

wor k, and | appreciate that.

That's all | was

It's a nice piece of

I do have a question, though, it's kind of a

1404

specialty, right? | nmean there aren't too nmany peopl e that

get involve in building dry whey powder

(Laughter)

Q If I

sonmebody of equa

chal I enge that,

representing a producer,

pl ants, right?

wanted to have

where woul d one find soneone other than

pl ant |ike yours?

A |'m sure other

plants. |'m sure they nust

t he data shoul d be avail abl e.

my part because | don't get

Q But those woul d be ot her

expertise to be able to review this and

in a

conmpani es have dry whey producing

be part of associations where

These are al

involved in that at all

assunptions on

operations that woul d be

purchasing m |k from producers as well, would they not? In
a simlar situation as your boss, right?

A Yeah.

Q So there really is no independent source of data
avail able to producers to analyze this data, is that
correct?

A There may be consultants available in the market

who do this for

a living.

Such as peopl e,

if you go for
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designing a plant, they can give you information on what the
equi pnment costs and operating costs shoul d be.

Q There are several techniques to devel op dry whey,
are there not? Aren't there sone other alternative
processes besides the one that you just described? Maybe
some nodi fications of this process?

A If you want to produce -- each one of the unit
operations you can do alternate nethods. Evaporation you
can do sonething else, drying, you have to do a two-stage
drying for sweet whey powder. That's because you need to
crystallize a conponent called lactose and that's the only
way you can make non-caki ng powder.

Q But instead of evaporation isn't there the
possibility of using sonme reverse osnosis or ultra-
filtration?

A Yes. Well, not necessarily ultra-filtration, but
reverse osnosis is another way of renoving water

Now we have investigated both, and ny testinony
still stands basically because the cost of reverse osnosis,
operational costs including the replacenment costs for
menbr anes, al nost works out to be even with evaporation. So
it's applicable, ny analysis is applicable for both.

The only time you put in reverse osnobsis is if you
are constrained for space. Evaporators are very large, very

bi g pi eces of equipnent, and if you have a real constraint
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on space and you put in reverse osnpsis. But reverse
osnosis takes it only up to a certain solid. |n whey you
take 63 to maybe 10, 11, but you still need the evaporation.

These conbi nations, in our overall costing we have
found that they don't namke rmuch of a difference. That's why
we don't go for reverse osnobsis at all, we go for
evapor ation.

Q I notice in here you talk about non-fat dry mlk
and the dry whey, is there another product in the non-fat
dry mlk besides the solids not fat? 1In the solids not fat
isn't there some dry butterm | k? O you don't have any dry
butterm | k out of your operation.

A I don't have any experience at all on dry

butterm |k so | would be inconpetent to conment on that.

Q Is the product that goes into your operation
totally skin? | nmean you don't use any of the fat in any of
this drying?

A Not in the drying, but they may be using it in the
cheese operation. Again, |I'mnot privy to that, | amonly
on the liquid part of the operations.

MR. YALE: | have no other questions, Your Honor
JUDGE HUNT: Anyone el se?

M. Marshal | ?

MR, MARSHALL: Thank you, Your Honor

BY MR. MARSHALL:
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Q I need a little bit of clarification about your
poi nts of conparison here. First |let ne begin by saying
real ly appreciate your testinony.

The top of page two you tal k about sonething
called a two stage dryer and | think you m ght have ad
i bbed sone comments about the difference. But could you
expl ai n whet her you woul d nake non-fat dry mlk with a two
stage dryer?

A You don't need -- Two stage dryers are nore
expensi ve than single stage dryers because there is another
dryer attached to it. The reason why you have to go for two
stage drying for whey powder is because you have to
crystallize lactose in whey before the final drying process.

So what you do is you go from say 54 percent
solids to about 88 percent solids in the main dryer. Then
you allow a timng belt so that there is water available for
the nolecules to crystallize. And you allow it a residence
time of maybe sonething like five minutes. Then you go
through a fluid bed which is another type of dryer, a fluid
bed dryer. That then brings your noisture level to three
percent of the solids up to 97.

It is this fluid bed that adds to the conplexity
and the cost of operations of this. That's the only way |
know of where you can make the non-caking, free-flow ng

powder .
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Q Let me phrase the question in a different way.

Are there dryers on which you can make both skim m | k powder
and whey?

A Yes. |If you have a two stage dryer, you would use
only stage one to make non-fat dry mlk, and then you can
use your stage two conbi nation for sweet whey.

Q Are there other types of dryers that you could
make non-fat on but could not make whey powder with?

A A single stage dryer. You cannot make -- You can
make al ways a powder which will be |unmpy and you cannot
market it. But if you want a good quality powder it has got

to be a two stage drying.

Q Are you fanmliar with a filter nmat dryer?

A Yes, | am

Q Around nmy conpany we have a couple of them |'ve
heard, and again | just listen, I'"'mno expert. You're the

expert. And by the way, it's good to have a real expert
here rather than the usual suspects.
A Uh oh. I'min trouble.

(Laughter)

JUDGE HUNT: M. Beshore, do you want to respond
to that?

(Laughter)

BY MR MARSHALL

Q |'ve heard that a filter mat dryer is prized
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because it can be nore flexible in what it can do, but that
it cannot dry, is inherently not capable of drying non-fat
at the sane low cost as a dryer that is specially suited for
non-fat dry milk. Wuld you agree with that?

A | agree. Absolutely agree. | know people, in
fact your conpany, and | know the people who tried non-fat
dry, nmaking powder in filter mat in --, and it's a very
difficult -- It's an overkill for skimmlk or non-fat dry
mlk; it is also a very expensive dryer. Extrenely
expensive dryer. It is very applicable for sweet whey, but
yes, you can produce non-fat dry nmilk at very, very |ow
t hroughputs and under very, very difficult run conditions.
You can.

Q When you were putting these nunbers together on
equi pnment and depreciation, did you analyze a filter mat
style dryer for skimmlk? O did you think, for exanple,
in terms of a single stage dryer?

A I thought in ternms of single stage dryer because
that would be cost effective. Wy put a Rolls Royce when

you need sonething el se?

Q So you optinized these nunmbers --
A Yeah, so the investnent will not be wasted.
Q If you were to use a two stage dryer such as the

filter mat for both drying skimmilk powder and dryi ng whey

powder, would you anticipate the same kinds of in-plant
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| osses, the sanme kinds of shrinkage percentage in the two
dryi ng processes?

A This would be a guess on ny part. W do not dry
non-fat dry milk on filter mat. We have filter mats too.
So ny guess would be that the | osses should be sinilar
expressed as a percentage on the input solids. That's what
I would think.

Q I think I just asked a question about the | osses
in the dryer, and | think that's what you just answered
about, the | osses within the dryer.

A Yeah.

Q How about in the | arger concept of the plant with
this additional handling of whey. Wuld you expect there to
be additional |osses, additional percentage |osses of whey
because of the extra handling you've al so described in your
testi mony?

A There woul d be additional |osses for whey, but |
haven't quantified those in ny testinony.

For exanpl e, when you have a second tine
separation and clarification you nmake desl udges. Desl udges
are solids, and they go into animal feed. That's a |oss.

But apart fromthat, the evaporation operation
should be sinmilar, dryer is less energy efficient in terns
of powder losses. | do not anticipate it to be

significantly different. That is an opinion
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Q You're an expert so you get to draw opinions,
favor us with your opinions.
I'"mgoing to ask for one other opinion. On this
one, | guess I'lIl first ask if you're famliar with the
changi ng technol ogy of dryers in general over the last two

to three decades. Have you seen an evolution in dryer

technol ogy that you're willing to talk about?
A I would rather not. M real, real expertise is in
evaporation. | can talk for a whol e day.

(Laughter)
A | can enpat hi ze
Dryer technol ogies, yes, have changed. Not in
terms of drying per se, but in ternms of equipnent, equipnent
speci fications, better burner controls, better controls in
terms of controlling the finished powder, noistures, that
ki nd of a processing technol ogy has changed. But really in
terms of drying, spray drying, in terns of either pressure
atomi zation or spinning disk, those two technol ogi es have
been there for a long tinme. |s nothing dramatically new.
Q I won't push your confort zone there, and |'Il end
my questions with a thank you.
A Thank you very much
JUDGE HUNT: M. Beshore?
BY MR BESHORE

Q Do you have, have you had experience in
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evaporating or drying butterm |k solids?

A Not operating a plant, but | have supplied
equi pnment in my previous job, a design engi neering conpany,
butterm | k evaporators, yes. But very snall ones.

Q Do you know how does evaporating and drying
butterm | k solids conpare to skimm |k or whey liquid?

A It would be a very erroneous conpari son because,
to call an exanple. Let's take the evaporator. A good,
properly designed evaporator will be a multiple effect
thermal conpression systemto give you the efficiency. Like
ei ght pounds of water or nore per pound of steam

The only butterm | k plant evaporator that | know
of is a small mckey nouse three stage evaporator with no
thermal conpressor. So really, | can't conpare the two.

The one | supplied is nowhere as efficient as the
one you can buy if you have a big enough unit you can
justify it.

Typically buttermilk is very small anmount conpared
to skim so you, it's difficult to cost justify so you go
for cheaper alternatives and you want to get the solids, you
want to dry it and get to them You know.

And drying butterm |k, |I cannot comrent. | don't
want to be a specialist in that.

Q But what you've noted in your experience is that

because the volunmes of butterm |k solids are snmall, they're
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difficult to deal with, to handl e evaporati on w se
efficiently.

A They are not difficult to handle, but people find

it difficult to justify large investnents because of the

vol une.

Li ke | can invest maybe $20 million on sonething
that takes about two million pounds of skimmlk a day, but
| can't justify $1 mllion for sonething that takes probably
about .2 million pounds a day. It's very difficult.

So | haven't seen large nultiple stage evaporation
inm limted exposure to buttermlk. | will qualify ny
statement that way. |t doesn't nmean it doesn't exist.

Maybe there are people who produce a lot and | am not used
toit. \Wat can | say.

Q Where are the two plants that Leprino operates?
Whey drying plants?

A Whey? One is in Allandale, Mchigan, and one is
in Waverly, New York.

Q Are there differences in the costs of operation at
the two facilities?

A There are little differences between the two, yes.
One is aliterally new plant with nore nodern technol ogy,
while the other one is a relatively older one which in the
next two years we'll renovate neke it equal to the

Al | andal e plant. Be sure of that.
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MR. BESHORE: Thank you.
JUDGE HUNT: M. Coughlin?
BY MR, COUGHLI N:

Q M. Venkat, | want to conplinment you. You've done
an excellent job here of putting together information that
woul d basically respond to what the proposal that ny
organi zation put in, was to start with non-fat dry mlk
costs and then reflect additional costs of whey. | wish |
had sonmebody that was know edgeabl e enough to pull yours
apart and say is this right, is that right. Unfortunately,

I don't. But you have done an excellent job

A Thank you.

Q The quality of the product that would conme out of
an operation like this. |Is it a standard quality product or
a superior quality product?

A No. In fact as far as the whey is concerned,
nobody can market successfully a whey powder unless it is a
free-fl owi ng, non-caking powder. You don't want |unps, and
it should be, to the end user it should be a free flow ng
ni ce powder.

Skimmlk, coming out of this will be a very good
product on ny analysis. Sure.

MR, COUGHLI N:  Thank you.

JUDGE HUNT: Anyone el se?

(No audi bl e response)
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JUDGE HUNT: M. Venkat,

sir
THE W TNESS:
JUDGE HUNT:
ban, | think.

(Laughter)

THE W TNESS:

Thank you very much.

And you cl osed the hearing with a

Thank you very much.

JUDGE HUNT: M. Yale?

MR YALE

j ust

have one question.

It's my understanding,

and |

t hank you for coni ng,

may have

1415

m sinterpreted, that the names of the firnms who partici pated

in NCI were going to be reveal ed.

haven't seen it.

VR,  ROSENBAUM

take the stand and give that

JUDGE HUNT:

Al

I f that

I's that avail abl e?

list is out,

think M. Yonkers is prepared to

right.

|ist sonetinme tonorrow.

Do you want to nove the adm ssion of his

testi mony?

MR. COLSEN

Yes,

Your Honor.

JUDGE HUNT: Does anyone object to M. Venkat's

testi mony? Does anyone dare object to it?

(Laughter)

(No audi bl e response)

JUDGE HUNT:

into evidence.

Al

right,

we' |

adm t

Exhi bit 41
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(The docunent referred to,
havi ng been previously narked
for identification as Exhibit
No. 41 we received in
evi dence.)
JUDGE HUNT: We'll start with M. Gllaway first
thing in the norning at 8:00 o' clock
See you in the norning.
(Whereupon, at 7:40 p.m the hearing was recessed,
to reconvene at 8:00 a.m on Friday, May 12, 2000)
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