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1423
PROCEEDI NGS
(8:00 a.m)

JUDGE HUNT: All right, we are ready to get
started. | would |ike to have a -- anyone who wants to
testify, this is so far on the list that | have. Leading
off with M. Galloway, and then M. Gran, Dr. Cropp, M.

Gal arneau, M. Wellington, M. Hollon and M. Scham

Anyone el se at this point that -- yes, M. O sen.

MR, OLSEN. Yes. Sue Tayl or.

JUDGE HUNT: Sue Taylor. All right.

MR, ROSENBAUM  Larry Lessenes.

JUDGE HUNT: How do you spell that or phonetically
howis it?

MR. ROSENBAUM It's L-E-M ME-NE-S.

JUDGE HUNT: All right.

MR. ROSENBAUM Ms. Throne, T-HR ONE M.
Schanback, S-C-H- A-N-B-A-C-K; M. Yonkers needs to retake
the stand just to put in the information that was requested
about the NCI cost of production survey.

JUDGE HUNT: Okay.

MR, ROSENBAUM | think that's my |ist.

JUDGE HUNT: And we can add to that as necessary.

MR. ROSENBAUM  Yes, | assune that M. Marshall is
going to testify.

JUDGE HUNT: Okay. sure.
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1424GALLOMAY -
Al right, is M. Galloway here?
Good norning, sir
MR. GALLOWAY: Good norning, Judge.
Wher eupon,
TI M GALLOWAY

havi ng been duly sworn, was called as a wtness

and was exam ned and testified as foll ows:

DI RECT EXAM NATI ON

BY MR. ROSENBAUM

Q M. Galloway, have you prepared a witten
st at ement today?
A Yes, | have.
Q Coul d you pl ease read that?
A Thank you.
JUDGE HUNT: Excuse ne just a second.
Qut of courtesy to the witness, please don't talk
in the room |If you have to have a conversation, do it
outside. Thank you.

M. Galloway, would you state and spell your

name, please?

in "Tom"

Conpany,

THE WTNESS: Yes, ny nane is TimGalloway, T as
I-M Galloway, GA-L-L-OWA-Y.

My name is TimGalloway. | am CO of Gall oway

which is a third generation fam|y-owned and

managed dairy processor. W are |located in Neenah,

DI RECT
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1425GALLOVAY -

W sconsin, and are regul ated under the Upper M dwest Federa
O der.

We purchase mlk froma nunmber of different
regul ated handlers in our area. W currently enploy about
55 people and are considered a snmall business based on our
staffing and dollar turnover.

Gal | oway Conpany manufactures primarily sweetened
condensed mlk used in the production of candy, and ice
cream m xes for quick service restaurants. W are proud to
say that we are the | argest supplier of bulk sweetened
condensed mlk in the country, and the |argest supplier of
ice creammix in our marketing area.

Qur products are classified as Class |l products
by the order. Many of the proposals considered in this
heari ng woul d change the initial prices, make rates or yield
factors in Class IV, which, in turn, drive the Class I
price. Therefore, changes regarding Class |V pricing would
i mpact the pricing of 100 percent of our products. Unlike
some broad line product, line proprietary or cooperative
manuf acturers, we have no products in other classifications
in which we could make up for del eterious consequences of
price changes in Class Il

Gal | oway Conpany has submitted a proposal that has
been nunbered 31. | wll speak to that proposal as well as

to proposal s that have direct consequences on our proposals.

DI RECT
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1426 GALLOWAY -

As to the remaining proposals, | have reviewed the testinony
of Dr. Bonkers of |IDFA and would be in support of his
testimony with respect to those proposals.

In order to stay conpetitive agai nst other
manuf acturers of our products or conpeting ingredients, it
is inmperative that we know the cost of these conpeting
products and ingredients as well as their utilization and
viability. This is why we have fought the battle concerning
the price relationship between mlk and other dairy
i ngredients used to make Class |l products, and mlk used to
make conpeting ingredients in other classes.

| have testified at all the national hearing in
the 1990s, including the major ones mandated by the Farm
Bills, as well as the Class Il differential hearing in the
early 1990s, the Class | and Il floor pricing hearing in
1998, and the multiple conponent pricing hearing in Oder 30
and 68.

My nmessage was always in the same vein. The
federal order should do nothing to inpair the ability of a
manuf acturer of any ingredient in any classification to
conpete due to the misapplication of regulated pricing. |
truly felt that that nmessage was heard in the latest fina
rule when it was explicitly recognized that there must be a
rational price relationship between the ingredients produced

by milk in Class IV and ingredients or products produced by

DI RECT
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1427GALLOVWAY -

mlk in Class |Il, or unorderly substitution would result.

And although | may still disagree with the size of
the differential and the classification of some of the
products, | am convinced that the final rule for the nobst
part has prevented the unorderly marketing of mlk caused by
substituting Class |V fat and nonfat products in place of
Class Il mlk products.

I know this because several of ny custoners have
formula pricing requirements to test this relationship
monthly. Since January 1, 2000, under the current federa
rul e we have always been able to use Class Il m Ik instead
of Class IV ingredients to nmake these products.

In turn, this has allowed us to nmake a | arger
long-termcommitnent for mlk which could not have been done
in the past when we did not know from nonth to nonth whet her
our products would be nade out of Class Il or Class |V
conmponents.

| al so know the consequences of substitution of

alternative ingredients in place of Class Il mlk. 1In the
m d 1990s, when the discrepancy between the old Class IIl-A
mlk and Class Il was often over $1.90 a hundredwei ght, we

| ost one-third of our sweetened condensed milk vol ume when
one of ny largest custoners dropped ny product and repl aced
it with | ower value Class I1l-A conponents.

| know through conpetitive intelligence that

DI RECT



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1428GALLOVWAY -

several of our ice cream conpetitors have used butter, and
to a greater extent, anhydrous mlk fat to replace sonme of
their cream when butter prices were rising weekly during the
core of the season in 1997 and 1998.

| also know that the lure of unregul ated areas for
the production of sweetened condensed milk is not as great
now, that the Class |l price has sone |ogical connection
with both the nonfat dry nmilk and butter prices. | know
this because in the late 1990s we investigated that very
opti on.

Finally, | know that the use of California-
produced m | k and conponents are not as economcally
advant aged versus Class Il as in the past because the
formul as are now nmuch cl oser in design.

Therefore, Galloway Conpany woul d be content with
the status quo as far as it relates to Class |V nmake cost
and vyi el ds.

It is also inportant to point out that we conpete
with Class IV for mlk in the manufacture of Class Il itemns.
Specifically, we must be concerned about the price of Class
Il mlk conpared with butter and related Class IV itens |ike
anhydrous mlk fat or concentrated mlk fat, and nonfat dry
m k.

The proposals in this hearing that woul d take six

cents off the fat price for Class IV only would destroy this

DI RECT
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1429GALLOVWAY -

nost essential relationship that the USDA has in the current
final rule found so conpelling.

Class |l manufacturers must have the sanme ability
to compete for fat as Class IV manufacturers. Already the
Class |l users pay nore for their fat due to their
seasonabl e and therefore I ess reliable nature than the
butter manufacturers, and that increase is caused by a
hi gher -- is the result of a higher nultiple.

To increase the price discrepancy further
encourages Class Il manufacturers to return to substituting
the | ower valued fat products, as stated earlier, therefore
returning | ess noney into the pool

Whil e we support a six-cent subtraction fromthe
Grade AA butter price to bring the pricing back to
hi storical relationship, we know that equity demands that
the change be nade for all classes of milk in order to avoid
the probl ens noted above.

Simlarly, the make all owance or the yield divisor
for nonfat dry mlk should not be decreased as that woul d
raise the Class |V skimprice without changing the price of
nonfat dry mlk. |If the Class IV skim price was increased,
the relationship between Class IV skimand Class Il skim
woul d not change. However, the difference between Cl ass |
skimand nonfat dry mlk prices would increase, causing the

substitution of |ower valued products for the higher val ued

DI RECT
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1430GALLOVWAY -

Class Il mlKk.

I ndeed, if any increase in Class IV skimwere
approved, there would have to be a correspondi ng decrease in
the current 70-cent differential between Class Il skimand
Class IV skimto keep Class Il skimaligned with nonfat dry
mlk, as the USDA stated was inportant in the current rule.

For a small firm Galloway Conpany has a uni que
perspective on this issue as we nake both finished products,
ice cream m x, and ingredients, sweetened condensed mlk
that are both in Class Il. Therefore, we know that we can
be substituted for on the ingredient side and substitute
ourselves on the finished product side. The bottomline is
that the custoner will make the final decision based on the
cost of goods.

If the dairy industry tries to change regulating a
m nimum price for mlk into creating a maxi mum regul at ed
price, there will be a rush to substitute better val ue
alternative dairy and nondairy conmponents. | know this
because as a manufacturer of ingredients | have been already
asked to that, and as a finished product manufacturer | may
be forced to do it to stay conpetitive.

| urge the USDA to nake the change in butter
pricing for all classes and to let the current class for
skim factors remain the sanme for a longer tinme in order for

the industry to work on ways to increase their sales instead

DI RECT
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1431GALLOVWAY -

of being forced to try to find ways around them

Thank you for allowing me to testify.

MR, ROSENBAUM At this point M. Galloway is
avai |l abl e for cross-exam nation.

JUDGE HUNT: Yes, M. Beshore.

CROSS- EXAM NATI ON

BY MR BESHORE

Q Good norning, M. Galloway.

A Good nor ni ng.

Q Just a couple of questions on -- | just want to
make sure we know the analysis that a Class Il user such as
you woul d go through in determ ning whether to substitute
products that had been made fromClass |V for fresh C ass |
i ngredi ents.

Let's tal k about fat --

A M1 hnm

Q -- because that's one of the issues in the hearing
is whether the price of Class IV butterfat should be
reduced.

Now, when you're eval uating whether to use butter
in some of your products or any of your products, is it
correct that you |l ook at the price for the butter, the
finished product versus the price for the butterfat
i ngredients, the fresh alternatives? That how you have to

cost it out?

CRGCSS
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1432GALLOVAY -

A Well, it actually could be done both ways because
theoretically we could buy the mlk and place it with a
manuf acturer of the butter so that they could -- so it would
be the Class IV product. They could do the separating. O
we could buy the end product fromthem It could go either
way.

In other words, we are not necessarily | ooking
just for the price of the butter of the anhydrous or the
CMF. It nmay be that we are |looking to procure mlk for a
manuf acturer so the ability to buy would be at the | ower
classification.

Q Okay. Well, how would that work?

If you -- if you procure -- if you buy mlk at the
| ower -- if you have a buttermaker buy the fresh mlk for
you, and then reship it to you, you're figuring you can get
it at the Class |V price?

A Well, if he manufactures a Class |V product, it

woul d cone into us at a Class |V price, right.

Q Oh, you're tal king about having soneone custom - -
A Yeah, we coul d.

Q -- custom make the butter for you?

A Sure. Sure, and so --

Q Okay.

A -- instead we buy mlk at Class |Il, we could buy

mlk at Class IV if it goes into that handler.

CRGCSS
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1433GALLOMAY -
Okay. So if you bought the mlk at Class IV, and
the butter for you --
M1 hnm
-- you would have to pay them a processing charge?
Sur e.
Okay.
Sur e.
Roughl y equi val ent presumably to the meke
per pound.
One coul d assume that.
Okay. So then if that -- for that to be

for you, okay, as a substitution, the cost of the

Class |V ingredients, plus the make all owance woul d have to

be less than the cost of your fresh Class Il ingredients?
A That's right.
Q Okay. Sane thing would apply for skimsolids for

that matter?

A

Q

M1 hnm

Okay.

MR, BESHORE: That's all | have. Thank you.
THE W TNESS: Great.

JUDGE HUNT: M. Vetne.

BY MR VETNE

Good norning, M. Galloway.

Good norning, M. Vetne.

CRGCSS
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1434GALLOVAY -

Q | represent Kraft in this proceeding, and | just
have a couple of questions. Well, |I'mnot saying two. A
couple in the nore generic sense.

You and a prior witness have both used the term
"concentrated mlk fat" as well as "anhydrous mlk fat". |
understand that anhydrous mlk fat is fat with nore noisture
renoved than butter, but | don't know what concentrated mlk
fat is. Wiat is it?

A Well, concentrated mlk fat is nerely a simlar
animal to butter except it doesn't have the diacitel favor
and it doesn't have the salt. So in every other shape, it
is like butter. I1t's 80 - 82 percent solids. It is a solid
block form It's a storable refrigerated or frozen product,
but it has a particularly better application in an ice cream
m x, for instance, because wi thout the flavoring and w thout
the salt it is nmuch better for reconstituting into cream
than butter is. |It's actually, in our opinion, a preferred
product if one is going to substitute, but the challenge is
that it is not one that is as readily sold on the open
mar ket, so one better be able to use up your supply because
you can't necessarily resell it to other manufacturers.

Q Okay. Is it -- if you know, is it a product for
which if you called up a butter powder plant and said
convert your fat to this product, you called in advance and

made a commitnent to purchase, you would be able to buy on a

CRGCSS
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1435GALLOVAY -

regul ar basis? Do you know?

A I know that it is available and | woul d suspect
that any butter manufacturer could manufacture it because it
is just not having the salt and the flavoring and the
coloring. There is also coloring in sonme butter

Q So sone of the steps involved in making butter --

A It's identical except the addition of some added
i ngredients, so | don't know why a butter nmanufacturer could
not do it, but at the same time | can't state with certainty
t hat anyone coul d.

Anhydrous obviously is a different process and
there aren't as nany people who do it but it's avail able
froma nunber of proprietary and sone cooperative firnms in
this country.

Q Okay.

A As well as being able to be inported.

Q Wul d you agree with ne that it would be
reasonabl e to assune that because concentrated nilk fat does
not involve quite all of the steps of naking butter and does
not involve quite all of the ingredients in making butter
that the manufacturer's cost to produce the product that you
m ght purchase nmight be a tad | ess?

A One would like to think but it's not going to show
up in the price because the addition of a little salt or a

little coloring or alittle diacid, | nean, those are |ess

CRGCSS
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1436GALLOVWAY -

than percent type ingredients, and | don't think it would
really change the cost of manufacture significantly.

Q Okay. Do you have familiarity with sources of
anhydrous mlk fat?

A Yes.

Q Okay. If | wanted to buy sone, where would
| ook?

A | don't knowif it's -- there are -- put it this
way. There are several mgjor manufacturers in anhydrous
that are well known to the dairy supply. You could call up
al nost any diary broker in the country and they could
i medi ately rattle off the name of four or five proprietary
firms and at | east one co-op that have the nmanufacturer
anhydrous. | don't know if it's appropriate in this setting
t o name nanes.

Q Okay.

A But it's common know edge.

Q When you buy, you really don't care where it's
produced? Al you care that it's delivered to your dock, is
that correct?

A Well, you do care. For instance, my own firm
woul d not use anhydrous because of some of the flavor
profiles you get. But that's just for our products. For
ot her products, it's a fantastic ingredient for those

peopl e.

CRGCSS
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1437GALLOMAY -
I"'msorry. That wasn't quite my question.
Okay.
If you were going to use anhydrous --
M1 hnm

-- you wouldn't care whether it's nmade by

manuf acturer A or manufacturer B; you're |ooking for the

price for

A

Q

A

anhydrous if you're going to use it at your plant?
No, there are quality considerations, flavor.
Ri ght .

Maki ng sure the packagi ng, delivery requirenents,

things like that. All things being equal it is a price

i ssue.

Q

Okay. And you could -- you would translate those

speci fications to the broker --

A

Q

A

Q

Yes.
-- or person that you were dealing with?
MM hmm

Are you aware that a significant portion of

anhydrous that is marketed in this country is an inported

product ?
A | know of people -- | know of the use of inported
anhydrous mlk fat in this country. | do not knowif it's

significant relative to the donestic nmanufacture or not. |

just know that there is use of inported anhydrous in this

country.

CRGCSS
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1438GALLOMAY -
MR. VETNE: That's all | have. Thank you.
JUDGE HUNT: Any other questions for M. Galloway?
Yes, Ms. Warlick.
BY MS. BRENNER:
Good norning, M. Galloway.
Good nor ni ng.
You nentioned a flavoring that goes into butter
in concentrated nmilk fat?
Ri ght .

Coul d you spell that to clarify it or say it nore

| hope | get this right because | amnot a -- | am

not even close a dairy chem st, but | believe it's diacite

flavor,

and maybe there is someone else in the room how

|ater can confirmthat, but it's a flavoring that's added to

give butter its distinctive taste.

MS. BRENNER: Thank you.

THE WTNESS: And again, |'mnot a dairy chem st,

but that's what | believe is one of the conponents of it.

JUDGE HUNT: All right, thank you very nuch, M.

Gal | oway.

Cr opp.

THE W TNESS: Thank you.
(Wtness excused.)
JUDGE HUNT: And now we have M. Gran and Dr.

If you want to grab a chair to bring up here

CRGCSS
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1439

MR. ETKA:  Your Honor?

JUDGE HUNT: Yes, sir.

MR. ETKA: | am Steve Etka, E-T-K-A, with the
M dwest Diary Coalition.

M. Gran is providing testinony today, the
majority of which is in support of Proposal No. 30, and Dr.
Cropp is also being offered as a technical w tness, and
we' re asking perm ssion for themboth to sit jointly to
expedite the question and answer process, if that's okay.

JUDGE HUNT: Sure, that's alright. As long as
t hey speak separately.

Wher eupon,

GARY GRAN
ROBERT CROPP

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

JUDGE HUNT: When you speak, the first tine you
speak, would you state your name and spell your nane,
pl ease, so we have it correct for the record.

THE WTNESS: (Gran) | am Gry Gran. Gary, G A-
RY, Gan, GRA-N No Dor T. |'mthe assistant general
manger of Family Dairies USA. Family Dairies USA, wth
6,100 nmenbers in nine states is the third |argest dairy
cooperative in nmenbership according to the | atest annual

survey published in Ods Dairyman.
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1440

Here is to support ne as a technical expert is Dr.
Robert Cropp, diary marketing and policy specialist,

Uni versity of Wsconsin, Mdison, Wsconsin. |If there are
questions regarding ny testinony, | amcall on Dr. Cropp to
assist ne in responding.

| appear here today in two separate capacities.
First, let ne state that Fami |y Dairies USA supports
proposals to | ower manufacturing allowances, much close to
the current levels in the Price Support Program or the USDA
RBCS survey, whichever is |ower.

As a grass roots producer organization, we believe
that the new nmeke all owances inplenmented January 1 are too
high and unfairly favor dairy processors at the expense of
dairy producers, particularly under current marketing
conditions. Rather than raise the federal make all owance to
better conpete with California state order, we believe
California should be brought into the Federal Order System
and have its make all owance brought into confirmation with
the price support nmke all owance.

Fam |y Dairies USA's support for economcally
justified make all owances is consistent with the broader
goals of sinplicity and equity that we pursued during the
recent federal order reform process.

We recogni ze and appreciate the role of dairy

manuf acturers in a healthy dairy industry. However, our
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menbers feel it is unfair and inequitable to provide dairy
processors with a guaranteed cost of production in the form
of high make all owances at a tinme of divest prices when
producers thensel ves receive no guaranteed cost of
producti on.

The rest of ny testinony is presented jointly on
behal f of Family Dairies USA and the M dwest Dairy
Coalition, subsequently referred to as the Coalition.

The Coalition represents 14 dairy and farm
organi zations and state departnents of agriculture with
about 31,000 dairy farners represented.

Fam |y Dairies USA and the Coalition subnitted the
proposal referenced as Proposal No. 30 in the hearing notice
out of a concern that this hearing procedure not be used to
further decouple Class | prices fromClass Ill and Class IV
pricing formulas or artificially inflate Class | prices. W
argued strongly in the process of developing the final rule
that we needed to nmintain a direct and close relationship
between the Class IIl and IV pricing fornulas, and the Cl ass
I nover, and opposed efforts to decouple.

Qur objective in this hearing is to denonstrate
the effect of Class IIl and IV fornulas on Class | and the
rel ated i ssue concerning the distribution of the benefits to
producers of Class | pricing.

We have now observed the performance of the fina
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rule for five nonths and have found sone disturbing and
unanti ci pated consequences of the new forrmulas. W are
especially concerned with their effect on the Class | nover
and therefore the Class | prices in federal orders
t hroughout the system

First, the new pricing systemallows for the
pricing of mlk used for food purposes, approximtely 40
percent of the federal order milk supply, to be driven by a
smal | proportion, approximtely 10 percent of the production
under federal orders.

The advance Class IV fornmula price has averaged
$1.26. 4 per hundredwei ght above Class Ill for the period
January through May 2000. Under the final rule, the
advanced Class |V prices are used as the Class | nobver when
t hey exceed advance Class IIl prices. Thus, the effect has
been to encourage the production of mlk for fluid purposes
which is inconsistent when nmarket conditions overwhel m ngly
i ndi cate the opposite should be occurring.

Tables 1 and 2 at the back of my testinony there
show that national supply and demand conditions for mlk and
cheese overwhel mngly point to oversupply and | ower price
levels. Currently, for the first tine since 1991, there are
weekly sal es of cheese to the Commpdity Credit Corporation.
The nonfat dry milk has been at the support price for nearly

a year. Only the butter price is above the support price.
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However, butter only conprises about 30 percent of the Cl ass
IV val ue.

To clear the market in the nost effective way,
dairy farners need to receive consistent market signals
t hroughout all aspects of federal order pricing. The
current formula nechanismfor the Class | nover is sending
supply and demand signals that are inconsistent with those
necessary to clear the market.

These quot e/ unquote RAM mar ket signals are
especially apparent in markets with higher Class |
differentials and higher class | utilization. The effect is
to overly inflate prices for fluid milk, Cass I, and
t hrough pooling and fight the federal order price in
proportion in proportion to the Class | use in each market.

Fluid-oriented nmarkets are receiving increased
prices relative to cheese manufacturing areas. Federa
orders are thereby frustrating, not facilitating, the
functioning of the market. Prior to the final rule's
i mpl ementation the BFP and Class | prices noved together

The BFP representing dairy product production from
nearly 50 percent of the m |k supply was used to determ ne
the prices for fluid mlk. Using Class |V as the nover,
representing only 10 percent of the mlk, gives a
dramatically different result, which is in direct conflict

wi th overwhel m ng market pressure in the opposite direction.
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Second, the skimportion of the Class | nover is
bei ng driven nmuch nore routinely by Class IV prices than by
Class Il1l. Both historically and normally Class Il prices
are higher than Class IV due to the normally higher use
val ues of cheese relative to butter and nonfat dry mlKk.

Tabl e 3 shows the nonthly pattern of final rule
Class IV and Class IIl fornulas using simulated data for
1999 and actual for 2000. This exhibits denonstrates the
advance Class IV price is donminating the nover and | eading
to production signals inconsistent with the market.

In the rul emaki ng process there was an expectation
that fromtine to tine Class IV prices nmight exceed Cl ass
Il prices for short periods and by small amounts, but no
one predicted or expected the level of differences we are
observi ng.

USDA' s i mpact analysis, the fat preconcensus
forecast and several other public and industry forecasts did
not predict or expect this phenonenon to occur at that
extent that it has. It is difficult to predict how the
Class |1l and IV relationships will vary long term but we
now know that dramatic changes can incur in prices and that
rel ati onshi ps anong the various class prices can result in
prices inconsistent with market conditions. This result
worsens the inequities anong dairy farners regarding the

distribution of Class | benefit.
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Third, historically the MW price series was
wei ghted by the sanmple dairy plants in the M nnesota and
W sconsin survey. Since June 1, 1995, until the final rule
becanme effective, the BFP was updated from the base nonth
M nnesota and W sconsin survey pay prices with a weighting
factor based on cheese and butter and nonfat production.

The final rule fornulas do not contain such a
wei ghting. Hence, we see inflated Class IV driving Class |
and Class |l and related blend prices that |evers higher
than the market would justify for the majority of use of
m |k nationally, which would be cheese

Fam |y Dairies USA and the Coalition believe the
Department is bound by Section 608(c)(3) to establish al
prices in a manner consistent with supply and denand
factors. This is clearly not the case currently, nor can it
be decisively concluded that the current situation won't
occur again.

Di sorderly marketing is occurring as blend price
di fferences between high versus low utilization markets are
increasing due to the effect that Class IV conditions are
having on Class | prices. This is creating inequities in
bl end prices anong nmarket and causi ng unusual pooling
arrangenents.

Proposal 30 should be based on the follow ng

mechani smto correct the advanced Class Il and IV fornul a
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probl ens.

Each nmonth during the cal endar year the Class |
nmover shall be based on the wei ghted average of the advanced
Class IV formula prices. The advanced Class |11 weight
shall be based on the percent of the nation's manufactured
m |k supply used for cheese in the previous cal endar year as
recorded by NASS. The advanced Cl ass |V weight shall be
based on the percent of the nation's manufactured mlk
supply used for butter and nonfat dry milk based on nonfat
dry m |k production as recorded by NASS and usi ng 8.07
pounds of milk equival ent conversion factor for the previous
cal endar year. For 2000, the weights would be 82.5 percent
for Class Ill and 17.5 percent for Class IV.

Thi s proposal restores the consistency between al
class prices in responding to supply and demand conditions.
It uses a weighting factor for Class Ill and Class IV in the
cl ass nmover, Class | nover, excuse ne, formula to acconplish
this consistently. The weights are based on national mlk
equi val ent utilization of manufactured dairy products.

Tabl e 4 shows these wei ghts.

The Coalition has sinulated the changes in Class |
mover for 1999 and to date for 2000. The resulting
conpari sons between the novers are shown on Table 5.

This concludes ny testinmony. Thank you for the

opportunity to testify, and 1'd Iike to request that ny
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statement and the attached tables be marked as one exhibit
and admitted into the record.

JUDGE HUNT: We will mark your testinony and
acconpanyi ng exhi bits as proposed Exhibit 42.

(The docunent referred to was
marked for identification as
Exhi bit No. 42.)

MR. ETKA: Your Honor, the witness is available
for cross-exam nation.

JUDGE HUNT: M. Rosenbaum

CROSS- EXAM NATI ON

BY MR. ROSENBAUM

Q Good norning, M. Gan. | have a couple questions
to focus on page 1 of your testinony, if | could.

As | understand it, you are appearing in two
roles, on behalf of the Fairy -- Family Dairies USA, excuse
me, and on behalf of the Mdwest Dairy Coalition, correct?

A (Gran) That is correct.

Q Now, your testinony begins by a statenent
regardi ng the proposals to | ower manufacturing all owances,
correct?

A (Gran) Correct.

Q By the way you set that up, am|l correct in
under standi ng that the portion of your testinony which

supports |l ow rate manufacturing allowance is only being

CRGCSS
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given on behalf of Family Dairies USA and it's not being
gi ven on behalf of the Mdwest Dairy Coalition?

A (Gran) That is correct.

Q Am | correct that the Mdwest Diary Coalition has
no formal position on that issue?

A (Gran) That's correct.

Q And with respect to Family Dairies USA, ny
assunption woul d be that those nenbers too have substanti al
concerns about conpetition from California.

A (Gran) O course they do.

Q I woul d expect that those are the people who
per haps have suffered as much of the brunt or perhaps nopst
of the brunt of the shift of cheese and other production to
California over the |ast few years, correct?

A (Gran) Right. The Mdwest is predonminantly a
manufacturing mlk region, as is California now.

Q And you' ve suffered relative to California in
terms of where the cheese production has grown over the | ast
few years?

A (Gran) That is correct.

Q And so you would -- the Family Dairies USA woul d
have a substantial concern, | take it, manufacturing
al l omances were lowered in the Federal Order Systemin a
manner that adversely affected conpetitive relationships

with California, correct?

CRGCSS
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A (Gran) That's correct.

Q And that's why you tal k about your view that you
think California should be brought into the federal system
correct?

A (Gran) That is correct. That's a | ongstanding
position of our menbers.

Q | assune you recognize there is no specific
proposal before us today to do that?

A (Gran) Exactly.

MR, ROSENBAUM  Ckay, thank you.

JUDGE HUNT: M. Beshore.

MR. BESHORE: Your Honor, | would |ike to just
note, w thout bel aboring the point on the record, our
objection to the testinobny, to the extent that it addresses
changes in Class | prices, which we believe is properly
beyond the scope of this hearing; and secondly, that the
testinmony articulates a proposal that clearly -- with
respect to changing the nmover for Class |, prices which
clearly is not in the hearing record, and there was sone
testi mony di sallowed yesterday for sinmilar reasons.

I don't want to belabor the point. | just want it
noted here and | didn't want to interrupt M. Gran's
testi nmony.

JUDGE HUNT: Your conments are noted for the

record then about that.

CRGCSS
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MR. BESHORE: Thank you.

BY MR BESHORE:

Q Now, | just have one question, M. Gran, or naybe
this is for Dr. Cropp.

Tabl e 5, which | understand to be a graph of the
present Class | nover, as it were, and the suggested Cl ass |
nover on a wei ghted basis.

Coul d you tell us, just take the last three nonths
on the graph, which would be March, April and May of 2000,
the dollar per hundredwei ght figures that are represented on
the graph by the indicated points?

A (Cropp) VYes, | can. | think March was $1.06;
April, $1.16; and May, $1.69.
Q Di fference?
A (Cropp.) Yeah.
Q Di fference between the two?
A (Cropp) Right.
Q Okay, so that for those under your proposal,
M dwest Dairy Coalition proposal, Class | prices nationally
in the Federal Order System woul d have been reduced by those
anount s per hundredwei ght ?
A (Cropp.) That's correct.
MR, BESHORE: Okay, thank you.
JUDGE HUNT: M. Yale. M. Yale, M. Gan would

like to respond to M. Beshore's objections, so if you would

CRGCSS
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wait a nmoment --

MR. YALE: Onh, sure

JUDGE HUNT: while he --

MR. YALE: That woul d be fine.

THE WTNESS: (Gran) |'mnot an attorney but for
the last two days we have sat here and |listened to
processors explain the arrangenent and the change in butter
prices, how they inpacted Class | processors and costs or
costs of profits that were unrecoverable in the marketpl ace,
and asked that those renedi es be corrected.

The hearing notice does reference Class IIl and |V
prices relative to Class |, and our testinmony, we feel, is a
clarification of our statement that we made that was
referenced as No. 30.

Not only do processors have an interest in Class
Il and Class |V formulas as to how they affect C ass |
producers al so have an interest in Class IIl and |V fornmul as

and how the mechanics is constructed to inpact their Class |

prices.
JUDGE HUNT: All right, M. Yale.
BY MR YALE
Q That was a great segue to ny next question or ny

guestion was going to be, and that is, you have al so sat
here through several days and heard people tal k about cost

to manufacture products, right?

CRGCSS
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A (Gran) Right.
Q And you' ve heard people talk about drying costs,
right?

A (Gran) Right.

Q And BQODs?

A (Gran) Right.

Q I nvest nent costs, right?

A (Gran) Right.

Q Have you heard any testinmony here that described

the costs for producers to produce the mlk?

A (Gran) Yes, | believe | have. | heard you
guestion yesterday the fellow from Clanbia to that effect,
yes.

Q But you normally -- but there really isn't, you
have not heard the kind of testinobny that tal ks about the
cost of cattle?

A (Gran) No.

Q Cost of feed?

A (Gran) Yes, | have heard talk of the cost of feed

Q Okay.

A (Gran) O the value of feed should be included or
shoul d not be included, yes.

Q In your area, you're a dairy farmer yourself,

right?

CRGCSS
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A (Gran) For 19 years, | was. For four and a half
years, | have been working for Fanmily Dairies.
Q But you still stay very much in contact with the

rural econony, right?
A (Gran) That's right.
Q Al right. Wat's the cost of a good heifer

runni ng today in Wsconsin?

A (Gran) I n Wsconsin?

Q Yes.

A (Gran) Eleven to fourteen hundred doll ars.

Q Al right. And if we say we've got a national
herd of about 8 million cows, then it's fair to say that
we' ve got alnmost $10 billion dairy farners have got invested

in cattle, don't they?

A (Gran) Assuming that all cattle are relatively
the sane price as Wsconsin's, yes.

Q Right. Well, they nay not be as good as
W sconsin's because a lot of themgo up there to get them

A (Gran) Some may be better.

Q Right. Some nmay be better.

But it's not unreasonable to take -- that price

may be fairly consistent or close across the country, right?

A (Gran) | agree.

Q And in addition to the cattle, what el se does a

dairy farnmer have invested?

CRGCSS
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A (Gran) Land, facilities, he either has to grow
his own or hire his labor, his investnments in crop
production equi prent. In the Mdwest normally we grow our
own feed.

Q MIking facilities?

A (Gan) Mlking facilities, feed storage
facilities.

Q Manur e handl i ng?

A (Gran) Yes.

Q All those things, right?

A (Gran) Al of those things.

Q And how do those farnmers pay for that?

A (Gran) They pay for that out of a margin that
they have left fromthe sale of whatever they sell which in
a dairy farner's case is probably nostly mlKk.

Q Right. And that's why you are here today, because
you are concerned about the anpunt of nopney that your
menbers are receiving for mlk; isn't that correct?

A (Gran) And additionally, we are concerned about
how nuch our menbers receive for milk relative to other
regi ons of the country.

Q | understand that but --

A (Gran) Yes. Yes.

Q -- the overall concern is is that you need to neke

sure that the dairy farmer in these proceedings, in

CRGCSS
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particul ar, your dairy farmers that you represent receive
enough inconme to maintain their investnment in this program
as well; is that right?

A (Gran) That's right.

Q |'ve got a technical question of Dr. Gran -- Dr.
Cropp. | just have pronoted you.

A (Gran) | have been esteened as --

Q You have been esteened.

(Laughter.)

Well, the conpany that you keep al ready esteens
you. | think it's just that now we have given you the
appel | ation.

Dr. Cropp, isn't it also a situation, aside from
this issue of the Class | differentials, which | want to
address here in a mnute, but sinply putting the -- well
let's talk about the Class | differentials.

Hasn't it been your presentations and
representations over the years that one of the concerns that
the upper M dwest has with the Class | differentials is is
that nmoney is, it's blended to all producers, in effect,
hel ps subsi di ze the production of cheese in other parts of
the country?

MR, COOPER: |I'mgoing to object to getting into
Class | differentials. That's something that is clearly not

noticed for hearing here. W may be considering the effect

CRGCSS
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of changing the butterfat price and the Class | price or
sonmething |ike that. But when we are starting into the
differentials, we are down a path that is clearly outside
the scope of this hearing.

MR. YALE: Your Honor, |'m not going down -- |
just wanted -- not tal king about fighting the
differentials. | want to get to a point that deals with the
cost that the plants that produce cheese get that goes to
this make all owance and all those other offsets. And |I'm
sorry, we --

JUDGE HUNT: |'mgoing to overrule the objection
because it seens |ike broadly the effect on Class | from
increasing Class Ill and Class IV broadly within the
guestion you're asking.

MR. YALE: Ckay.

BY MR YALE

Q But isn't that, Dr. Cropp, one of the concerns?

A (Cropp) Yeah, we get the full draw and it hel ps
on the manufacturing side.

Q Ri ght .

A (Cropp) That's correct.

Q And that can go in two directions. That can go in
a situation where you increase Class | differentials, which
adds nore noney to allow for the subsidy, but it can also be

a situation if you reduce the contribution fromthe Cl ass

CRGCSS



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1457CGRAN CROSS -

Il plants in that order, right?

A (Cropp) Right.

Q And in fact that's one of the situations in
California, isn't it, where they are allowing -- you know,
they reduce their manufacturing -- their costs for their

manufacturing mlk and all owed noney fromthe other classes
to keep the dairy farmers on a |level keel; isn't that
correct?

A (Cropp) That's true. It depends on, of course,

what share of that producer's mlk is Class | --

Q Okay.
A (Cropp) -- with the quota system
Q Now, one of the inportant conponents in the Cl ass

I1l product is a thing called other solids or dry whey,
isn't it?

A (Cropp) That's correct.

Q Al right. And if a programor if the price for
that was substantially reduced, that would in fact reduce
the Class Ill price the plants pay for their mlk, wouldn't
it?

A (Cropp) That's true. Right nowit's running two
to five percent of that value, so it's arelatively small,
yeah.

Q You have done sone studies to deternm ne what the

i mpact, at least froman extrinsic standpoint |ooking in, to

CRGCSS
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see what the inpact of that is even on the prices paid to
producers in the upper Mdwest, haven't you?

A (Cropp) VYeah, about nine years ago we did a study
| ooki ng at trading the market agency and comon for dry whey
and did some work on what that may do.

Q Right. And you al so presented sonme testinony
before a hearing in the CDFA, California Departnment of Food
and Agriculture, on that issue several years ago, didn't
you?

A (Cropp) That is correct.

MR. YALE: Your Honor, nmay | approach?

JUDGE HUNT: Yes, certainly.

MR. YALE: In fact, 1'd like to have marked -- we
already had it as part of one of our earlier exhibits, but
the Court has ruled that it's not included. W would Iike
to have this marked as a new exhibit. | don't have extra
copies. You all have it as part of the addendumthat we
submtted earlier. We didn't want to kill any nore trees.

JUDGE HUNT: Well, it will be marked as proposed
Exhi bit 43.

(The docunent referred to was
marked for identification as
Exhi bit No. 43.)

BY MR YALE

Q You have before you Exhibit 43?

CRGCSS
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A (Cropp) That's correct.
Q And have you seen this before?
A (Cropp) Yes.

Q Al right. And that's a copy of your testinony,

A (Cropp) That is correct.

Q Al right. And based upon your know edge even
today, is the statenments you nmake in there still
fundamental |y the sane?

A (Cropp) | think the concepts are the sanme. |
woul d question probably the nunbers the way things have

changed over --

Q Ri ght, | understand that.
A (Cropp) -- but the concept is the sane, yes.
Q The concept is the sanme?

A (Cropp) Yeah.

Q The inportance of dry whey?
A (Cropp) That's right.

Q In the formul ati on?

A (Cropp) That's correct.

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

MR, OLSEN:. Your Honor?
JUDGE HUNT: Yes, M. d sen.
MR, OLSEN. | have questions for Dr. Cropp.

11

CRGCSS
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BY MR. OLSEN

Q Wth respect to proposed Exhibit 43, you
mentioned, Dr. Cropp, that the concepts contained in here,
and if | nisstate your testinony, please |let ne know, but
you're confortable with the concepts but some of the nunbers
may have changed over the course of tine?

A (Cropp) VYeah. \What | said concept is that that
testi mony showed that there was a val ue on processi ng whey,
still is, and that the processing cost is higher for whey
than it is for nonfat dry mlk. That's what | state and
it's still true, yes.

Q Okay. And with respect to the processing costs
bei ng hi gher for whey powder than nonfat dry milk, that's
what you just said?

A (Cropp) That's correct.

Q Okay. And forgive me if you have expertise in
this area, are you an expert in whey processing or nonfat
dry m |k production or costs?

A (Cropp) No. The testinony ride on others that
were -- |I'mnot an expert in the processing.

Q Okay, if an expert were to testify that the cost
differential for manufacturing whey powder as conpared to
nonfat dry mlk, if that were on the order of 2.559 cents
per pound, for exanple, you wouldn't disagree with that?

A (Cropp) | cannot disagree. No basis to disagree

CRGCSS
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with it.

MR, OLSEN. Okay. Thank you, Dr. Cropp

MR. YALE: Your Honor.

JUDGE HUNT: Yes, M. Yale.

MR. YALE: We woul d nove Exhibit No. 43 to be
admi tted.

JUDGE HUNT: Any objections to 43?
(No response.)
JUDGE HUNT: No objection. Then 43 will be
received in evidence.
(The docunent referred to,
previously identified as
Exhi bit No. 43, was received
in evidence.)
JUDGE HUNT: What about 42? Your 42, proposed
Exhi bit 42, his testinony and -- oh, |I'msorry, M. Gan
nmoved it. You want to have that part of the record in the
case, M. G an?
MR. ETKA: Yes, | think he did nove that that be
made part.
JUDGE HUNT: Yes. Any objections to 42 being part
of -- testinony exhibits being part of the record?
(No response.)
JUDGE HUNT: No objections being heard.

l'"'msorry. M. Cooper?
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MR. COOPER: As indicated earlier, perhaps, and
perhaps here to a bit, part of 43 does seemto go nore into
changing the Class | price fornula than to just changing the
Class IIl -- 42, I'msorry -- than to just changing the
Class |1l and Class |V novers.

For instance, the revised proposal says, "Each
nmont h during the cal endar year the Class | nover shall be
the wei ghted average of the advanced Class Il and advanced
Class IV formula prices." which is not howit's done at the
moment .

And now with respect to changing the advanced
Class Ill or Class IV prices, that may be fine. But when we
are getting into going to the wei ghted average of the Cl ass
Il and Class IV, this is changing the Class | price in a
matter that was not noticed in this hearing and it's beyond
the scope of this hearing, in our opinion

JUDGE HUNT: Anyone want to make a conment on it?
M . Rosenbaunf

MR. ROSENBAUM Wl |, as | understand the
proposal, it's not -- he's not proposing to change the Cl ass
| differentials, but he's addressing the novers, which are
Class Ill and Class |V, which is what is at issue in this
hearing. So it seens to me to be covered by the hearing
noti ce.

JUDGE HUNT: All right. M. Beshore?
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MR, BESHORE: | agree with M. Cooper

JUDGE HUNT: Okay.

MR, BESHORE: It's not part of the hearing notice
and it should not be -- should not be heard or considered.

JUDGE HUNT: Yes, sir?

MR. ETKA: Proposal No. 30 clearly, as summari zed
by the hearing record, by the hearing notice, excuse ne,
clearly dealt with the interrelationship between Cl ass 11
and IV and Class |.

The testinmony that M. Gran provided as an
anplification and clarification of that summary proposa
also clearly deals with the interrelationship between Cl ass
1l and IV and Cl ass |

In addition, the hearing notice dealt extensively
about concerns about the interrelationship between Cl ass 11
and IV and Class |.

In light of that, | would argue that this is
clearly within the scope of this hearing and respectfully
request that it be allowed to be admitted into testinony
and --

JUDGE HUNT: That's alright. |1'mgoing to rule on
the notion. |'munlearned in nmarketing orders, but it seens
to me that it's not clearly outside the scope of the
hearing, so I'mgoing to allowit to remain, and I'Il et

the secretary overrule nme when they decided to rule.
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So I'lIl admit Exhibit 42 into the record.
(The docunent referred to,
previously identified as
Exhi bit No. 42, was received
i n evidence.)
JUDGE HUNT: Any other questions of the gentlenen?
Yes, M. Vetne. Are you going to ask ne to
consider ny ruling?
(Laughter.)
BY MR VETNE

Q | think these questions -- |I'mnot sure, one of
you it should be better addressed to. Perhaps | could start
with Dr. Cropp

If relative to California the conversion margin or
manuf acturi ng all owance or meke al |l owance, whatever termis
given it, is narrowed in the federal markets and renmins
greater or nore generous in California, would you expect
that production in California relative to the East woul d
continue to expand at a greater pace, Dr. Cropp?

A (Cropp) Yes.

Q In order to achieve the conpetitive equity between
the two markets, you would hope to achieve sinmilar, if not
identical, conversion allowances frommnilk to cheese; is
that correct?

A (Cropp) That's correct.
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Q And when cheese that is produced in a market where
the allowance is greater and the price is lower, would it be
correct to say that in the conpeting market, let's say,

W sconsin, that the pressure is on those that do nmake cheese
to bid down the price they pay for raw nilk to produce the
cheese in order to maintain market share?

A (Cropp) Well, that is not a -- you would think
that, but that's not occurring sinply because the mlk
supply in the Mnnesota - Wsconsin area has not been
i ncreasi ng whereas the growth in cheese has, and so there is
ri gorous conpetition to obtain mlk and operate on tighter
margins to grow with the cheese industry, so it's not
occurring. They are not bidding down the prices very
conpetitive, and | think the records show that they pay
above the class reprice.

Q Okay. And is there expandi ng cheese-producing
capacity in Wsconsin to the sanme --

A (Cropp) There has not been. |I1t's been relatively
stable. There has been no major new investnment in cheese
processing since the late 1980s, or md 1980s. So
basically, other than sonme reinvestnent and technol ogy,
noder ni zati on basically, not expansion, to get capacity.

Q Okay. And would you agree with ne that a
manuf act urer, whet her produci ng cheese for general use or

for sale, would have to | ook at all owances and the
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availability of conpeting or cheaper finished product from
California before investing in --

A (Cropp) That is correct.

Q And secondly, you were asked sone questions about
the pool draw and its availability to cheese plants. A
cheese plant operator or a cooperative operating cheese
plants, it doesn't nmatter which, but a cheese plant operator
who is in the pool does not have the option to keep in
pocket the pool draw if his manufacturing costs increase,
does he?

A (Cropp) That is correct. It would be paid out to
producers, yes.

Q The draw fromthe pool nmust by mandate of the
order sinply pass through the bank account of the processor
and be paid in full to the producer, correct?

A (Cropp) That's correct.

Q It can't and it doesn't contribute to margin or
costs, correct?

A (Cropp) That's correct.

MR. VETNE: Thank you.

JUDGE HUNT: Anyone el se?

Yes. Yes, sir.

MR, GRANDAGE: |'m Levern G andage, and
representing Grassland Dairy, and | have a question for Dr.

Cropp or M. Gan.
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BY MR, GRANDAGE
Q Just to coment, in your testinony you have a

Class IV formula price of $1.26 per hundredwei ght greater
than the Class Il price, and you testified that this
i mbal ance or higher Class IV than Class Ill has been for the
l ast six or seven nonths.

And ny question is for Dr. Cropp. Wy -- is that
$1.36 per hundredwei ght a significant dollar figure as far

as mlk pricing goes? And why wouldn't that encourage a

hi gher than -- higher utilization in IV than what we are
seei ng?
A (Cropp) Well, | think, the $1.26 IV is average

fromthe year 2000 here, that is a higher nmover on C ass |
mlk than would exist if we had to weight it or if we did
get nore cheese as the | arger donmi nant use of manufacturing
mlk. So in those areas that have relatively high class
utilization is where the concern is, particularly like in
t he Sout heast where they get a substantially higher price
because of that, and it occurs at the tine of the year when
actually mlk is shipped down. | nean, there is plenty of
mlk there.

And so why wouldn't nore nilk go into Class IV
when it's --

Q What |'mgetting at is the Class IV is higher

because the conponent prices for Class |V are higher
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Doesn't that --

A (Cropp) Right.

Q Doesn't that represent demand for those products
that's unsatisfied?

A (Cropp) The Class IV is made up of nonfat dry
mlk and butter. Nonfat dry milk has been at support, you
know, all year, and in fact, | think, if we |ook at the
records, there is about 87 percent nore nonfat dry mlk in
inventory this year than a year ago. So the Class |V price
is minly that butter has stayed above support.

Q So in the pricing formulas the nonfat dry mlk
portion of the Class IV price has been steady?

A (Cropp) That is correct.

Q And the increase in the Class |V price had been
directly related to the butter price?

A (Cropp) The butter price or cheese is at support
and nmakes a di screpancy between Il and |V.

Q Okay. So nmy question would be with supply and
demand forces, wouldn't that dictate nore product to butter
manuf act urer ?

A (Cropp) | think the nunbers show that the --
actual ly production -- last nunbers came out, the production
of butter is slightly down froma year ago. Nonfat dry mlk
production is up about 10 percent nminly because the share

of butter being made from excess cream but there is nore
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mlk going into powder right now according to the | ast
production report.

Q And with the product prices renuaining higher,
woul dn't that suggest that there is still demand on the
butterfat side for Class |V?

A (Cropp) On the butterfat side, it's above
support, yes. There is still a -- it's been bouncing around
but it's hanging in well above support price.

It's been a -- due to a mmjor change in
utilization of mlk fat due to the drop in the Price Support
Program way back in early 1990s down to 65 cents a pound.

Q So with the -- the pricing with cheese at support
which | think the cheese price is in the nine sonething
range per hundredwei ght for mlk, and the butter powder
price being in the $11.50 range, all of that difference is
based on the butter price, actually the price that butter is
traded?

A (Cropp) Apparently, if you | ook at the fornmulas,
the skimm |k val ue when you plug in -- add support --
generates hi gher because the way the support price is set,
the purchase price of powder versus butter, and the other is
fat, good shares of fat, but also the --

Q So there is an inequity between these, on the
support price for powder versus cheese?

A (Cropp) Not necessarily. | mean -- no,
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woul dn't say that. It's --
Q It's strictly on the butter fat side?
(Si nul taneous conversation.)
A (Cropp) -- butter and powder on -- butter and
powder purchase prices are --
Q So it's sinply on the -- on the butterfat, on the
butter side of the cal culation?
A (Cropp) Well, asking on the -- on the support
price for butter powder?
Yeah, the question maybe is power is supported
hi gher than it should be. That's a price support question
that tal ked about the tilts, if that's what you're asking.
Q No. I'mtrying to get to the point that with a
hi gher butter price substantially with all other conponent
prices at support levels, it should encourage production of
better, and you just nentioned that in a period of tine with
m |k production at very high I evels the butter production
actually was down. Stock |evels are below a year ago |evels
and prices are continuing to rise.
Shoul dn't that stinulate supply and demand forces,
mlk noving into butter production?
A (Cropp) Eventually you would expect sone
adj ustnment there, that is correct.
Q Have we seen, | nean, are there any nunbers,

current numbers that show that nmore milk is noving to
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butter?

A (Cropp) No. The last report cones out actually
shows, as | said sonmewhat surprises nme, showed that butter
producti on was down slightly froma year ago. Powder was up
but butter was down.

Q Specul ation, what in the fornulas do you feel is
there that is keeping supply and demand forces from all owi ng
mlk to flow to where the market is saying its needed?

A (Cropp) Well, | suspect part of it is the fact
that the majority of the butter is nade from excess cream
out of the fluid side rather than buy mlk fromthe farm and
runni ng the butter powder plant necessarily.

So evidently -- and the other factor is -- well, |
don't know. The reason I'mhesitating a little bit here
have been struggling a little bit with the nunbers on the
fat side to try to make it balance with the increased
production and everything el se. The nunbers show production
is down sonme, stocks are down a little bit, which nmeans that
peopl e are maybe buying this butter and put it into their
hands so they can nove it |ater on because as we nobve into
the hot sumrer nonths we know there is not the opportunity
for this butter. And | think, |ook at '98, where butter
went very, very high. | think there is, you know, sonetines
specul ation, trying to cover yourself in change it gets hot,

it's getting hot early, whatever it is that nay drive it up
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So it may actually keep high --

Q During that time period --

A (Cropp) -- even though, you know.

Q So during that tinme period when the butter went
high, | think it went to $2.81 a pound, did that increase
the flowto butter production?

A (Cropp) Not really, not in the short run there.
That was an entirely different situation. Mk production
was down. Cheese price was also high. And powder being
relatively cheap sinply standardi zed hi gher solids, used
nore of the fat in cheese, and so cheese was the dom nant
use and actually really tightened up the cream supply and
al so that occurred in the sunmertime when mil k production is
down, butterfat test is down, and ice cream makers are
maki ng i ce cream and sucked up the fat at that tinme. So
that was kind of a seasonal thing. It was not the
opportunity to increase butter. It started to occur |ater
on as we noved into November - Decenber.

Q You nentioned that nost of the butter is nade from
excess cream

A (Cropp) That's correct.

Q And so is it a fair statenent to say relatively in
the last few nonths with butter production going down, stock
nunbers goi ng down, that the use of the mlk fat in other

areas other than butter, even though the butter prices are
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goi ng higher, which are increasing those fat costs in other
area, continue to fill the fat away fromthe market that is
saying there is a demand there?

A (Cropp) That's correct. | guess, to nmeke anot her
comment here, whichever part of the country that nade butter
is making |l ess butter today than they did five years ago.
And so part of the factor here is is the ability to increase
the butter production capacity.

I can't really answer that, but the fact is that
sone of the butternmakers have noved over to cheese
producti on because of stronger demand. So to say -- | nean,
there is some flexibility. At our part of the country
there's not nuch flexibility since 90 percent of our mlk is
al ready going into cheese. So there is a little
flexibility, | see alittle bit of it in the West, but as |
said, the nunber is showing it on the powder side and the
nunbers aren't show ng the increased production on the
better side at the last report.

MR. GRANDAGE: Thank you. That's all | have.

JUDGE HUNT: Any ot her questions?

(No response.)

JUDGE HUNT: Thank you very much, gentlenen.

(Wt nesses excused.)

JUDGE HUNT: M. GCal arneau.

(Pause.)

CRGCSS



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1474

Wher eupon,

CLAYTON GALARNEAU

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

JUDGE HUNT: And woul d you state and spell your
nanme, please, M. @Gl arneau.

THE WTNESS: MW nane is Clayton Galarneau with
M chigan M|k Producers Association. That's
G A L-ARNEAU |'mthe director of manufactured
operations and sales for Mchigan M Ik Producers
Associ ati on.

MWPA is a nmenber owned and operated dairy
cooperative, serving over 2,700 dairy farners in M chigan
Ohi o, Indiana and W sconsin.

| am here to support sinplifying the presentation
of the Class IIl protein price formula. There are nany
people in the dairy comunity that have a significant
interest in the protein price calculation. However, the
current formula presents the calculation of protein value in
a manner that is very difficult for nost people to readily
under st and.

By following a few sinple mathematical steps the
current protein price forrmula can be reorganized into a much
sinmpler format and made consistent with the formul as used

for butterfat, nonfat solids and other solids. Each of the
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ot her conponent cal cul ations starts with a conmodity price,
subtracts a nake allowance, and divides by yield factor to
deterni ne the conponent val ue.

We recommend using a simlar format for the
cal culation of protein value. By reorganizing the current
mat hemati cal formula, the calculation can be presented as
fol | ows:

Protein price equals (NASS G survey price ninus
the make al l owance of .1702) mnus the butterfat price, as
calculated in the butter fat fornula, tinmes .3732 (the
percent butterfat in cheese) divided by the yield factor of
. 2915.

This presentation nakes it much easier to explain
that the protein value is determ ned by subtracting a make
al l omance fromthe cheese price and then subtracting the
butterfat value in the cheese price (cheese being
approximately 37 percent butterfat) and then dividing the
remai ni ng val ue associated with the protein by the yield
factor of .2915. (For each .2915 pounds of protein you get
approxi mately one pound of cheese.)

The attached exhibit, if | my be allowed to enter
as Exhibit 43 --

JUDGE HUNT: That will be marked 44.

THE W TNESS: Oh, 44.

11
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1 (The docunent referred to was
2 marked for identification as

3 Exhi bit No. 44.)

4 THE WTNESS: Details the mathematical steps taken
5 to reorgani ze the current protein fornula into the proposed
6 format. This reconmendation is presented strictly as a

7 means of presenting the protein value calculation in a

8 sinmpl er and hopefully easier to explain format for the uses

9 of the dairy industry.

10 This proposal is not intended to endorse any of
11 the current nake allowance or yield factors. |[If the

12 i ndustry determines that it is necessary to nodify the nmake
13 al l omance or yield factors in the current fornula, the

14 sinmplification steps outlined in Exhibit 44 and any

15 necessary nodification should be used to present a protein
16 value forrmula simlar to this proposal
17 I ask that my exhibit be received into evidence

18 and | appreciate the opportunity to testify today.

19 JUDGE HUNT: Are you now ready for questions?

20 THE W TNESS: Yes.

21 JUDGE HUNT: Yes, M. Coughlin.

22 CROSS- EXAM NATI ON

23 BY MR, COUGHLI N:

24 Q Clay, just so you will know that | have | ooked at

25 your fornmulas and | agree it does cone out with the sane
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price, but let ne ask you a question with respect to the --
your testinony indicates that if the industry determnes it
is necessary to nodify the make all owances or yield factors
in the current forrmula, the sinplification steps outlined in
Exhibit A, wth any necessary nodifications should be used.
Is Mchigan M Ik Producers supporting the
nodi fi cati ons proposed by National M|k Producers
Federati on?
A Yes, we are.
MR, COUGHLI N:  Thank you.
JUDGE HUNT: Anyone el se have questions of M.
Gal ar neau?
And woul d you |like Exhibit 44 a part of the record
in this proceeding?
THE W TNESS: Yes, we would, Your Honor
JUDGE HUNT: Anyone object to Exhibit 44 being
made part of the record?
(No response.)
JUDGE HUNT: Hearing no objections Exhibit 44 will
be received in evidence.
THE W TNESS: Thank you.
(The docunent referred to,
previously identified as
Exhi bit No. 44, was received

i n evidence.)
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JUDGE HUNT: Thank you very much, M. Gal arneau.

(Wt ness excused.)

JUDGE HUNT: M. Wellington. Thanks for being
patient.

Wher eupon,

ROBERT WELLI NGTON

havi ng been duly sworn, was called as a wtness

and was exam ned and testified as follows:

JUDGE HUNT: State and spell your nanme please,

THE WTNESS: GCkay. M nanme is Robert Wellington
WE-L-L-1-N-GT-ON | am senior vice president for
econoni cs, conmuni cations and | egislative affairs for Agri-
Mark Dairy Cooperative. | have served in that capacity
since COctober of 1989. Prior to that, | worked for 11 years
at the Market Administrator's Ofice for the New York - New
Jersey, the former New York - New Jersey Market
Admi ni strator back when they were located in New York City.

My co-op is a full service co-op. W have about
1500 nenbers throughout the six New England states and New
York. We own three manufacturing plants. One is in
M ddl ebury, Vernont that makes just block cheddar; one is in
Cabet, Vernmont that makes bl ock cheddar but it al so makes
ot her varieties of cheeses as well as Class |l products such

as yogurt and cottage cheese; and then we have a plant that
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makes butter and powder and condensed nilk |ocated in West
Springfield, Massachusetts that is a primary bal ancer for

t he New Engl and nmarket and nuch of the Northeast al so these

days.

I do not have a written statenent only because
was trying to limt my testinony. Instead of conmenting on
all the proposals, | felt that | could just put in those
that differ fromNational MIk. In just about all the
proposal s, except those that | will note, | have -- Agri-
Mark supports National MIk. | will note the particular

proposal that we do have a difference in.

Also, | wanted to be able to have the ability to
put some data in that | think would hel pfully be useful for
the Departnent in ternms of some of our cost and sonme of our
i nformation.

Agri-Mark is somewhat unique in that if you were
to describe us, | would describe us as really sitting on a
three-1egged m |k stool

The first leg is that we are owned and control |l ed
by our dairy farnmers, who are nenbers of Agri-Mark, and in
that capacity we seek to return the highest price to them
That's really one of nmy functions is in terns of federa
orders, making sure we can get as high as possible, fair
price for them also on issues such as conpact, which

don't really want to discuss, as well as forward contracting
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of mlk and cheese and those products. That's really one
| eg of that stool.

The second leg is our nenbers have chosen to
i nvest substantial amunts of noney in val ue-added products.
We have recogni zed that consuners are getting a smaller and
smal | er share of the consuner dollar, and we need to be able
to capture sonme nore of that. So we have done that by
i nvesting both in a wholly owned subsidiary of Agri-Mark,
which is called Cabet Cooperative Creanery. They sel
primarily cheddar cheese, although we have a nunber of other
Class |l products. | noted yogurt, cottage cheese.

And t hey have -- right now we have nmoved into
nati onal distribution and our sal es have increased
dramatically in the |ast few years, but our nmenbers have had
to put a substantial anpunt of investnent to do that and
then try to get a return on that investnent.

We al so have invested in selling butter in
consuner - si zed packages out of our West Springfield
operation. In the past, we would just sell 68-pound bl ock
prior to about six - seven years ago. So we are nobving in
that direction also. About half our nmilk goes into our own
facilities.

The third leg on this stool is that other half of
our mlk, which goes into our custoners. W have to nmke

sure that we have custoners for our mlk, that we have
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mar kets for our mlk. As nmuch as we work on raising the
price levels for our nenbers, the only thing worse than | ow
price for their mlk is no price for their mlk if you have
to take that milk and ship it |ong distances.

For exanple, | noted that one wi tness was sayi ng
that 10 cents a hundredweight is a lot to a dairy farmer. |
agree. But | believe that they also were noting that when
they didn't have enough facilities, it was costing severa
dol l ars a hundredwei ght for that additional milk to be
shi pped out. And so if 10 cents was worth a lot, | can

i magi ne what several dollars a hundredweight is worth to

t hem

So we have to recogni ze the needs of our customers
also. It's a balancing act. You need all three | egs of
this stool. |If you take one out, you have a serious problem

in the marketplace. Really it's what's called disorderly
mar keting i f that occurs.

Now, | noted that we supported National MIk on
just about all their proposals. There is three areas | want
to talk about. The first will be the area in which we have
somewhat of a disagreenent with National MIk, and it really
has to do with those nake all owances. There are a numnber of
proposal s dealing with those. The record will show those
I don't need to repeat them

But we have two cheese plants, and it's the cheese
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make al |l owance that we have the nmpbst concerns about. W
have participated in the Rural Cooperative Business Survey
for as long as |'ve been with Agri-Mrk, and | onger than
that. | imagine, probably fromthe very beginning. And we
have done so for -- | have been responsible for that since
came to Agri-Mark over 10 years ago

The purpose of this survey, as it was explained to
me originally and as we have treated it for npst of the
time, was not to calculate the total cost. It was to | ook
at the conponents of that cost, and that's really the way we
| ooked at it. That's why we weren't concerned about was
this included, was that included.

I can tell you that there was sonme questions about
when plant managers conme in do they estimte high, do they
estimate | ow, you know, what are their interests?

I can tell you what their interests are. Their
interests are getting it off their desk, okay. They have a
lot -- | nean that's -- in all honesty that's really what it
is. Wien | cane in 10 years ago, | got this survey fromDr.
Ling, and |I've known Dr. Ling for a long tinme, and so | put
a lot of effort intoit. Wnt to our plants, harassed our
pl ant managers saying we had to get this done, and they
finally got it done.

And then | -- you know, Charlie prepared his

report, Dr. Ling prepared his report and | prepared a report
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for ny organization, and it pronptly got shoved to the side.
I mean, we talked a little bit about it. You know, we
| ooked at sonme cost structures and say, you know, we need to
| ook at our electricity costs. They are higher than the
nati onal average. W need to |look at the taxes we pay. W
can't do nothing about it but they are higher than the
nati onal average in Vernont that we have to pay. But not a
whol e | ot was done with that.

And | continued to do that for a couple of years,

and eventually it was just -- it becane a very side affair
I nean, we got it back from-- we got the survey each year
frombDr. Ling, we noved it onto our plant people. | would

call thema half a dozen tines and harass themfor it. Dr.
Ling would call nme half a dozen tines and harass nme for it.
And eventually we would get it to him But to be honest
with you, there wasn't a trenmendous amount of effort.

Now suddenly this survey is going to be used for
sonmething that it wasn't really intended, and that's ny
problem | have nothing wong with the way Dr. Ling has
calculated it for the intentions that it was geared to do,
and | think that we could develop a survey, either with Dr.
Ling, | understand that Cornell is |ooking at one.

We can properly |l ook at the costs, and that's what
our goal is. Sitting on a three-legged stool, we need to

| ook at what the proper costs are. |'m concerned about
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usi ng vehicles that weren't nmeant for that. |It's like
buying an electric car that was neant for, you know, just
| ocal traffic, l|ocal commuting and suddenly you're taking it
across country and you run into problens with it and you
wonder why, and that's the problem we have with the survey.

We al so decided to participate in the NClI survey
that Dr. Yonkers tal ked about, and we put together nunbers
for that. Actually, our finance and narketing people put
t oget her nunbers for that, and they canme to nme and showed it
to me. And |ow and behold, they did not agree with the
nunbers that we had originally subnmitted to Dr. Ling.

And so we had a neeting on that because | wasn't
going to conme up here and testify on two different sets of
nunbers for the same year, the same information. And so we
| ooked at why that was the case, and it was because our
pl ant manager at M ddl ebury had filled out Dr. Ling's report
and had basically not put a trenmendous effort into it and
didn't include all the cost structures.

So we did a nore detailed | ook at this for NCI and
came up with a different set of costs based upon their
criteria. At that time | subnitted the new data to Dr.
Ling. | offered himthe opportunity to i mediately come to
our office and | ook through our records to verify these new
nunbers. | know they are suspect whenever suddenly you

change t hem
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| also offered Dr. Ling the opportunity to conme in
and talk with our operations staff, our finance people and
our senior staff, to talk about what needs to be done in the
survey to do a conplete total cost. And in fact, Dr. Ling
said he woul d probably take me up on this in the next couple
of nonths, as well as probably visit others.

When we put the NCI nunbers together, we came up
with a cheese manufacturing cost of -- our fiscal year 1997
of 19 cents, .190 dollars per pound. 1In 1998, it was 17.7
cents or .177 dollars per pound. 1In 1999, it was 18.5 cents
per pound or .185 cents per pound.

We just did that for Mddl ebury plant. W chose
not to do it for are Cabet plant because our Cabet plant
makes so many products. It makes about a quarter of the
vol une of our M ddl ebury plant. Mddlebury is solely
dedi cated to 40-pound bl ock of cheddar, and just about al
of it goes for aging, by the way, so we don't participate in
t he NASS survey.

But our Cabet facility, our cheddar costs run at
| east one to three cents higher, but | could tell you right
now | could nmeke them be five or 10 cents higher because we
do all kinds of products there. |t depends on how you
all ocate your cost.

In Mddlebury, it's a lot clearer when you're just

maki ng one product. Wen you are nmaki ng yogurt, cottage
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cheese, Monterey Jack, cheddar, all kinds of flavored
varieties of cheeses, you know, you can do a | ot of
allocation on that, and it's going to be inportant.

What ever survey we cone up with helps us do that allocation
consi stently anmong everybody, and right now we don't really
have that, so | didn't want to do that for Cabet because
didn't think it would be a fair nunber.

In terns of our butter cost, we didn't do a survey
like NCI. No one was doing that. Basically, we |ooked at
Dr. Ling's nunbers, adjusted it for the marketing cost, the
return on investnment, and our numbers were 11.9 cents for
butter.

Now, we al so understand that Dr. Ling's study did
not include all the costs that were involved, the plant
manger, other costs. But just using that and using the sane
criteria that M. Coughlin used for the National MIk, we
came up with 11.9. For nonfat dry mlk using that sane
criteria, we canme up with 17.2 cents per pound.

Now, |'m not proposing that either of these costs
be used as the nmake allowance. W have sone issue with
going to a nmake all owance under 10 cents given our cost
structure. | could tell you our manufacturing people would
prefer to leave it at 11.4.

But nonfat dry milk, clearly we could not go to a

make al | owance of 17.2 cents because our 17.2 cents on
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nonfat dry mlk relates to the fact that our plant is a
bal ancer of milk, and it is operating at nuch |ess capacity
in the md part of the week npst of the year, and during
nost of the week in the fall part of the year. That's why
our costs are over 17 cents, because of those factors.

We think that the National MIk proposal of 14
cents is nearer to where it probably should be. If we could
operate our plant around the clock basically throughout the
year, we think it would probably be in about that I|evel.

The additional cost, at some point we're going to have to
seek market service paynents to |look at that. That's not a
topic here and | don't really want to discuss it. But
that's where we think that should come from

If you gave every powder manufacturer over 17
cents to nake powder, everybody woul d be maki ng powder, and
we recognize that. So we have to find a different way to
accommodat e that for the marketpl ace.

In terns of butterm |k powder, | don't really have
a nunmber on that, although | do agree with the other people
who put out the information. |[|'ve talked to our staff at
our plant. There is additional energy cost with butterm |k
powder. There is, of course, additional shrinkage because
we have nuch smaller runs of butterm |k powder, and in fact
that was originally noted by Dr. Barbano, that you have a

certain anpunt of fixed cost, fixed mlk that goes through
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the system |f you have half the anpbunt of the anpunt or
quarter the amobunt you woul d have in another product, your
costs are going to be proportionately higher because you are
going to | eave the same amount of shrinking.

And on butterm | k powder, in fact, the butterm |k
doesn't run fromthe churn right to the dryer, okay, like it
woul d run fromthe evaporator to the dryer for skimmilKk.
Because you are making a much snmaller quantity, the
butterm |k fromthe churn is usually running to a silo and
is stored there until we have to do a run. So you have al so
shrinkage in the silo and other factors involved.

Plus, the butterm | k powder by |law has to contain
five percent butterfat. And also noted by Dr. Barbano,
butterfat tends to be stickier than the rest of the
conponents and that affects your yield also.

"Il be talking a little bit about that buttermlk
powder yield when | get to my second point, or actually ny
third point.

We don't have information on whey. W do not dry
whey at this point, although we are in the process of
buil ding a whey facility attached to our M ddl ebury plant.
The original cost of that, in progress right now, was $18
mllion. As with nost construction projects, it wll
probably cost closer to $20 million by the time we get done.

It's neant to handle all the whey capacity at our M ddl ebury
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pl ant .

That M ddl ebury pl ant nakes approxi mately bout 4
mllion pounds of cheddar a nonth. It uses 40 mllion
pounds of milk to do that, so therefore it has about 36
mllion pounds of whey left over that has to process, and
that will be the capacity of this particular whey facility
costing, like |I said, probably about close to $2 mllion by
the tinme we get done. |It's supposed to be up and running by
| ate sumrer, early fall

By the way, we don't really plan on trying to nake
too much dried whey there. W want to nake whey protein
concentrate because our people did |look at the whey and we
felt there wasn't any noney in nmaki ng whey. The costs were
so much hi gher than nonfat dry mlk that we felt the only
way we could make it really a profitable endeavor was that
we rmade whey protein concentrate.

But keep in mind, we aren't even | ooking at
profitability right now W are |ooking at what do you do
with 36 nmillion pounds of whey. You cannot dunp it into the
local river or get rid of it some other way. | can tell you
that we have | andspread that way at various tinmes because it
was nore econonmical to do that than to ship it hundreds of
mles away to a facility and get a very low price. But | do
not include that factor in my cal cul ations.

We al so have dunped butterm | k, by the way,



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1490
whenever our plant is at a high capacity, particularly
during holiday seasons, and we don't have enough capacity to
run all the powder. Why run | ower butterm |k powder with
| esser value, so it will go to a manure pit of about a half
a dozen farns that we have within 30 mles of the plant. So
it's sonething we get no value and we have no transportation
costs. | had not factored those in either, but that's a
reality of running a bal ancing pl ant.

Basically, | would say that we support NCl's
position on the cheese namke all owance because we feel we
need to |l ook at a real cost. W think that their nunbers
were nore representative. W think that Dr. Ling's can be
with some work and including all of the costs. But right
now gi ven the data on the record, we think that NCI comnbi ned
with California are really the true real nunmbers. And as
you can see, they certainly reflect our nunbers better than
what Dr. Ling has put in.

In terns of butter, as |I said, our position would
be that we would support leave it alone at 11.4 because of
our cost nunbers.

On nonfat dry mlk, we support National MKk,
their proposal at 14 cents, although in all these products
we woul d prefer to have studies and we actually | ook at
actual costs involved in doing that. W would be happy to

participate in that, and work with whoever is involved in
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doing it, whether it be Dr. Ling, Dr. Stevenson at Cornel
or soneone from AMS, whatever. We would certainly be
i nvol ved.

Qur second issue has to do with the proposals. |
believe it's Proposal No. 8 on |lowering the butterfat price
by six cents per pound. | sort of disagree with some of ny
peers on this. | don't think that was an unintentiona
consequence of the Departnment. | think the Departnment nade
it very clear each step of the way where they were heading
on this, but I would also agree that we were very invol ved
in other issues at the tinme, and so we did not take proper
note of that.

| can tell you at Agri-Mark who was the first
person to notice this, and that was a cost accountant in the
begi nni ng of | ast Decenber, and | was out that way, who cane
to Dr. Stammer, who is our chief operating officer who has
testified at previous hearings, and noted the six cents.

And Dr. Stanmer then went on to contact |DFA, National MIKk
Producers, the Butter Institute, everybody el se and sent the
word out, and | think it was probably the first word that
came out in regard to this.

And so we were | ooking for a solution on the six
cents that would not negatively inpact producers to a great
ext ent but woul d address the issue.

And so Land O Lakes came up with a suggestion. W
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agreed that there are additional cost in handling the
outside cream And in fact, we | ooked at our operations and
about 60 percent right now of our cream conmes from outside,
usually Class | bottlers, |I'd say probably just about al
Class | bottlers.

That percentage, by the way, has gone down a
little over the last few years because our Class | bottlers
have been consolidating at a very rapid pace. One conpany
has come in and bought about a dozen plants. | don't know
the official percentage they represent, but people were
bantering around 70, 75, 80 percent of Class | sales in New
Engl and.

But within their own system now i nstead of buying
it fromdifferent Class | bottlers, and on occasion, selling
it back to a different Class | bottler, now they coordinate
their own efforts and there is |ess cream avail able, and
cream sal es that we have, so we have less conming in fromthe
Class | bottlers. And in fact, | anticipate that percentage
wi |l probably continue to shrink down and maybe it will
settl e at sonewhere about half, 50 percent or less, at |east
that's what our narketing people have told ne.

| asked our marketing people to give ne a cost on
handl i ng that outside cream and that was a very tough
nunber to conme up with, once again because how you all ocate

these costs. They canme up with an estinate that for the
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recei ving, handling and pasteurization the additional cost
of that is about half a cent per pound of butterfat, which
I"'mglad to say is sonewhat near where Land O Lakes is. |
believe they were .4. W cane up with half a cent. [|'m not
sure why we vary above them but we were slightly above.

Qur transportation was not as high as Land
O Lakes. CQur people estimated 3.5 cents. | know these are
round numbers. | nmean, when they first told nme this | said,
"Well, can't you give ne a nunber |ike 3.498765 because then
it looks |ike a real nunber?"

And they said, "Well, we could, but this is what
we're | ooking at all the costs and what we are trying to
do. "

And | think that's one of the problems. W were
trying to cone up with this exact number to the four
decimals and it's a very precarious nunber to come up with.
So | felt nmore confortable saying 3.5 cents on
transportation.

Once again, | can't relate that to Land O Lakes
nunber other than that our plant in West Springfield,
Massachusetts is actually closer to the Class | bottlers in
Boston. W have -- H. B. Hood has plant in Agawam which is
only a fewniles away. So | think that's probably why there
is lower transportation costs. | think Land O Lakes is

probably drawing froma |larger area for their cream
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However, we al so have sonething that Land O Lakes
did not include and that is that the yield factor is
di m ni shed on creamthat we receive from outside handlers.
And the reason that is, is because the nmore you handl e the
cream the nmore you break down the fat gl obul ous, okay?

Tough tinme with that word. But the nore you break down the
| ower the yield you're going to get of that, and so they
have estimted that our yield is probably down between one
and two percent of that particular creamthat we receive.

But it's not only just the additional handling and
the transportation of the creamthat breaks it down, a | ot
of our Class | bottlers takes -- can take one, two, three
days to generate a |load of creamto sell, and so it sits in
a silo for a couple of days, and often they don't have the

same capacity to condense it down to the proper percentage,

so that creamcan cone in at all different percentages. It
doesn't conme in at 40 percent. Some will come in at 42
percent. Some will conme in at 38 percent.

We have sone of our custoners that we purchase
fromthat cones in at 35 percent, and that will destroy our
yield unless we conme in and try to boost it up, which is
anot her cost to doing that. So there are other factors
i nvolved in handling that outside cream

Now, one of the points that was nade was that we

can pass along -- the fact that we have a di sproportionate
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anount of value in the butterfat -- to the people we buy the
creamfrom |In other words, the Class | dealer has to dea
with that additional six cents in cost, and we can just say,
you know, you eat it, not us. W eat it on our own, neaning
we absorb that in our operations.

| agree with you that this tine of year that is
the case. However, we don't anticipate that to be the case
as we get into the summer, and we have a butter businesses
apply various private | abel accounts, supernmarket accounts,
pl us our own Cabet business, and we need that butter. W
anticipate that they are going to turn around and say,

"Well, we had to absorb it now. You're going to absorb it,
you know, for this tine period." So some of that we think
is going to be passed back to us. But in either way, in
either case, that is a real cost.

There was a point noted during the hearing that we
use the Grade A price to price the butterfat to producers
and then we sold it off of the AA price, and there was that
nine cents difference. Okay?

And | understand why the Departnent woul d say,
"Well, gee, why don't you buy and sell off that AA price?"
| can tell you that there are costs involved, these costs
that we tal ked about that add up to five and three-quarter
cents for us. They were sone of the costs that canme out of

t hat ni ne-cent spread



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1496

| can tell you if there was nine cents profit in
t here, everybody woul d have been nmaking butter. But there
were costs involved in doing that, and they sort of becane
the way we retrieve those costs were we paid double -- the
Grade A for the butterfat and then we got the AA and we
didn't have to go back to our custonmers and expl ain why we
have to charge them nore now because it's based on the AA
that we pay for the butter.

So there was cost involved in that, and there was
a marketing structure that built around that, and we're
trying to acconmodate that now, and that's very difficult.
One of the reason it's difficult because we have a circul ar
structure that was also noted. That when you increase the
price of butter, and in fact if we have tried to do that to
accomodat e t hese hi gher costs involved, that increase in
the price of butter will get built back for the npbst part
back into the NASS survey, and it will just increase our
butterfat cost.

The other classes don't have that circularity, and
t hat becomes a problem for us.

A second problem for us, of course, is California.
The prices under the federal order prior to January 1st of
this year were pretty much in alignnent on butterfat. |
thi nk people have testified to that. Now it is no longer in

alignnment with California, and we have a lot of California
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butter that even noves into New Engl and and the Northeast,
and we have sonme of our butter that will nove out
particularly to the Southeast, can nove 1,000 niles or nore.
We don't really sell on the West Coast on butter, but we do
have substantial novements of that.

So we woul d be in support of that other proposal
on the six cents. Qur five and three-quarters doesn't
include a | ot of the overhead, G&A, general and
admi ni strative costs and other things that was al so noted by
Land O Lakes, so we think going up to six cents is not
unr easonabl e on butterfat, not on butter. It has a
different inpact on butter than butterfat.

Qur third area that | wanted to tal k about was
using the 1.02 yield deviser that they use in nonfat, in the
nonfat solids price formula. There is a |lot of confusion on
t hat and understandably so because why are you dividing by
1.02, particularly if you have mpisture content in the
powder .

I want to try to explain a nethod to explain why
the 1.02 works, and |I'm not sure how t he Departnment cane up
with this. Perhaps this is their nethod, perhaps not. But
it's a nethod that we think really reflects the val ue of why
there has to be a 1.02 deviser, not multiplier, but deviser
And the exanple I'mgoing to give and | will got through it

slowmy. | apologize | don't have it to pass out as an
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exhibit. But it's pretty straightforward and | tried to use
nunbers that nmost of us in this roomare famliar with

If we -- at the first step if we have 100 pounds
of producer mlk, and let's just assunme it's testing 3.5
percent butterfat, and it arrives at a Class |V plant, and
it's going to be used to make nonfat dry mlk and then
eventual ly some butterni| k powder.

This m |k goes through the separator and 91. 25
pounds of skimmlk is sent to the dryer. These are
famliar if you're famliar working with support prices and
how we work through that. 8.75 pounds of 40 percent
butterfat creamis sent to the churn.

Okay, now, that 8.75 pounds of 40 percent
butterfat cream has 3.5 pounds of butterfat, okay, 3.5
percent mlk, and |'m not assum ng any shrinkage or anything
at this point, just to get -- show you a nethod, and it
contains 5.25 pounds of skimmlk. Okay, that's the -- if
it's 40 percent butterfat, it's 60 percent skimmnilk, and
that's a ratio that works out.

Now, in my calculations |'"mgoing to try to use
some numnbers that other people have used to be consistent.
In fact, |'ve chosen nunbers that M. Shad put in from Land
O Lakes. He | ooked at the average 1999 nonfat dry milk
price and he came up with a price of $1.0389. That's within

his testinobny. The average 1999 butterm | k powder price,
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also within his testinmony, was .7686; in other words, 76
cents, alnost 77 cents.

I"'massunming in my analysis that the nonfat dry
m | k make al | owance of the current .137. This is a nethod.
You can use 14 cents, you can use whatever the Departnment
feels is appropriate.

Butterm | k power nake allowance, |'m assum ng
. 147, a penny above what it is for nonfat dry mlKk.

Actual ly, our plant people have said it's probably a few
cents above. | asked what's the range. They said probably
one to three, so | chose one just to try to say it was -- |
didn't want to overexaggerate the inpact of it.

Then | 1 ook at our nonfat dry milk yield of mlk
going into the dryer -- well, really solids going into the
dryer and powder coming out of the dryer, and our yield is
actually 1.00 on it, very simlar to Land O Lakes, and
that's the nunmber ny people gave ne back. | said, well
Land O Lakes had 1.004, and they said, well, ours is 1.000.

And we talked a little bit about the three percent
noi sture and that's about the shrinkage that we're getting
fromthis. Qur dryer, I'mnot sure if it's older or
what ever than everybody else's, it's probably about 20 years
old or so, so I'"'mnot sure what the degree in the rest of
the industry is. This is what ny people are telling ne

t hat .
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The butterm | k powder yield, because of all the
reasons that | stated, our people said it's probably about
two percent |ess than what we get for nonfat dry mlk. So
I"'musing a .98 yield factor. Once again, this is a nethod.
You can use whatever you think is appropriate when we get
t hrough this.

Now, under the existing orders using this
information that | put in the price per pound of nonfat
solids is .884, 88.4 cents per pound.

Okay, now, the problemthat we have is that when
t hese nonfat solids cone into the plant they don't all end
up in powder. Sone of it ends up in butterm |k powder at a
different value, and so we need to be able to account for
the fact that there is a different value to it.

When | plug in the data that | put together for
butterm | k powder, basically |I said .7686 dollars per pound
of powder m nus a nmake all owance of .147 divided by a yield
of .98, | end up with a value of the nonfat solids in
butterm | k powder of .634 cents; in other words, about 63
cents for butterm |k powder solids using that sanme formula.

When | do the same thing for nonfat dry m |k using
our nunbers, which would be 1.0389 price for nonfat dry mlk
mnus .137 divided by 1.0, | end up with 90 -- .9019. Ckay,
keep in mind the current fornmula uses 1.02, | use one, and

got a higher value which is what you woul d expect.
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But then I look at it and say, okay, what
percentage of those nonfat solids go into powder and what
percentage of those nonfat solids go into -- | don't nean
powder, | mean nonfat dry mlk powder, butterm |k powder.
And when we | ooked at those cal cul ations, we estimated that
94.56 percent of the nonfat solids go into nonfat dry mlk
powder, and 5.44 percent go into butternilk powder.

If you then wei ght those two prices for nonfat
solids together, you end up with a value of .887, very
simlar to what you got when you divided by the 1.02, okay,
but you did it in a rmuch sinmpler way with 1.02. And in fact
if you -- using ny assunption if you wanted to use the exact
nunbers you could divide by 1.017 and get it; not that I'm
promoting 1.017, but that's what you would come up with.

And in fact | took another step and | | ooked at
some numbers that were put in yesterday by Mary Ledman and
believe that Dennis Schad al so put nunbers in showi ng that
the average butterfat of Class IV milk is over six percent
because you are using a |lot of cream and other things for
that m k.

And if you're doing that at six percent, it neans
that you even have a higher proportion of butterm |k powder
in Class IV. Wen you do the sane method with that using,
in fact using just six percent because | thought six -- it

came out to like 6.6, but that was for the first part of the



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1502

year. | think on average it will probably be closer to
six -- we ended up with a deviser of 1.05 given those.

Now, once again, |'mnot promoting 1.05. |'mjust
saying that there is a reason why it's 1.02. | think where

we stand right now we would just support renmining the
nunber at 1.02 because there is a | ot of nunmbers you could
play around with on this. Oher people will probably get a
better yield than us, they mght. | don't know. You can
pl ug your own nunbers in.

I'"mjust saying that given where Class IV is right
now the 1.02 is not an unreasonabl e nunber and may be even
| ow.

Those are the three issues that | wanted to
address. Once again, in terns of all the proposals that are
there, we are a nenber of National M|k, we support them on
t hose ot her proposals.

Oh, the one other thing I do want to talk about is
mar keti ng costs. The .0015 cost we feel is very |ow
relative to our own nunbers. Once again, | have a range
fromour people. And they said, depending on how you want
to allocate the cost, it would be between a quarter and a
hal f-a-cent. So it is somewhat | ow

We' re not proposing using between a quarter and a
hal f-a-cent. But we think that it certainly justifies the

0015 cost involved in that, and we think that that's another
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cost that should be | ooked at thoroughly and cone up with
the correct nunber.

What we want out of this systemis to cone up with
the correct nunber because we are trying to bal ance the
needs of farmers as well as the needs of our operations as
wel |l as the needs of our customers who buy the mlk from
farmers in our area.

Wth that | conclude ny testinony. | have no
exhibits, and |'m avail able for questions.

JUDGE HUNT: And before M. Wellington takes
gquestions, let's take a 10-m nute break.

MR. BESHORE: Can | --

JUDGE HUNT: Excuse ne. We're still on the
record.

MR, BESHORE: For everybody's information, it
doesn't have to be but --

JUDGE HUNT: Okay, off the record.

(Di scussion off the record.)

(Wher eupon, a recess was taken.)

JUDGE HUNT: Take your seats, please, and we'll
start the questioning of M. Wellington.

And are there questions of M. Wellington? M.
Beshore?

/1

11
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CROSS- EXAM NATI ON
BY MR BESHORE
Good norni ng, Bob
Good nor ni ng.

| just have one question or one line of questions,

and you know, we agree on so nmuch | had to dwell on the

di sagreenents here.

Wth respect to the use of the RBCS study, isn't

it correct that when National MIk subnitted the proposal in

the hearing notice to use that study, whatever the results

may be before it was known what they were, for the nake

al l omances in the hearing.

A

Q

You recall that?
Yes.

Okay. And at that point in tine before the

results were in Agri-Mark and the other nenbers of Nationa

M Ik supported that proposal being nmade for this hearing;

isn't that correct?

A

I was not nor was there a representative who

understands the issues at the neeting where they first did

t hat back,

| guess, about six nobnths ago or so. So | can't

really say that Agri-Mark was there.

consensus

ever ybody.

We had a subsequent neeting where there was a

decision. That did not necessarily include
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So no, we hadn't |ooked at it. W knew the
problems with the Charlie Ling study, and it wasn't just
because we cane up with different nunbers that we decided to
change them We |ooked at it and said what are the real
nunbers in ternms of the cost.

MR, BESHORE: Okay, thank you.

JUDGE HUNT: M. Marshall.

MR, MARSHALL: Thank you, Your Honor.

BY MR MARSHALL

Q Foll owi ng al ong the sanme |ine of questioning, M.
Wel lington. As you know t he several proposals incorporate
nmet hodol ogy of using a weighted average price in the survey,
and | would like to ask you if you believe that USDA shoul d
automatically inflexibly use a weighted average price or
shoul d sinply use the surveys as an indication of a range of
costs and apply additional policy and/or other
considerations in setting nake all owances?

A Well, | understand the attraction for using a
wei ghted average. G ven the fact that our costs would be on
the high end of those wei ghted averages, and you're really,
you can gear in some automatic | osses, | mean a wei ghted
averages tells you half is going to | ose and half is going
to gain, | think we would certainly be supportive of the
Department havi ng sonme di scretion on that I|evel.

MR, MARSHALL: Thank you.
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JUDGE HUNT: Yes, M. Coughlin.

BY MR COUGHLI N:

Q Bob, you are probably in the uni que position of
havi ng participated both in the cost survey that was done by
NCl as well as the one that was done by Charlie Ling.

Were the data that you submitted to both surveys
the sane?

A Oh, yes. The data was, but | do have to nention
one factor which | didn't know when | came down here.
Subsequently found out that our -- I'mnot sure if
mentioned it -- our data was submtted to them but they
never included it because it came in late. So actually our
data was above theirs. It would probably would have raised
their nunbers slightly.

But we did -- in terns of the individual cost that
we had, that's why we sent corrections into Charlie Ling and
tal ked about that, and in fact after our corrections and
al so sone resubmni ssions from sonme other co-ops, actually the
manuf acturi ng cost went down fromwhat it was before.

Q On the Charlie Ling survey that --

A On Charlie Ling's.

Q Then you had an opportunity to revi ew what he was
doing, look at it in relationship to your cost nunbers and
make such corrections --

A Yes.
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Q -- as you saw that needed --

A Yes.

Q -- to be made?

A Yes.

Q In other words, you verified what he had done in

the survey?

A In terns of the cost that he covered, yes. The
probl em was that they were inconplete on what they covered.

Q Okay. What's in the orders now, it uses -- one of
the elements that is used is the Charlie Ling survey. That
was used with an average of the California survey data?

A Correct.

Q | take it then that there are certain el enments of
your costs that you feel are not included in the Charlie
Li ng survey numbers?

A Yes.

Q Can you enunerate what those are? |In other words,
what we're tal king about here is USDA has or did rmake a
decision in the make all owance that's out there now to use
the RBCS, one elenent of that. There are certain costs that
are not in that that you feel should appropriately, | take
it, bein the costs, and could you enunerate for us what
t hose woul d be?

A A nunber of people have already done those, but in

general, sone of the |larger costs that we would have are
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general and adm nistrative costs involved, if it was a

st and- al one plant you would have -- you woul d have cost

i nvolved in doing that. W do that at our main office so it
woul dn't have been included. You've got be careful how you
al l ocate that, of course.

| understand that we didn't include the cost for
the plant manager, and that of course can be, you know, a
| arge plant, can be a substantial cost when you spread it
over even -- even a high volunme of cheese, it can be, you
know, a quarter of a cent or sonmething like that. | have to
do the cal cul ati ons.

And |'d have to ook up in ny notes. | don't have
them avail able. There are sonme additional ones that we
felt, and | believe they were covered by Dr. Yonkers on sone
of those costs.

Q Okay. One of the other positions that | don't
think you specifically comented on was the NCI proposa

with respect to cheese would change the cal cul ation of --

the conparison calculation, if you will, between barrels and
bl ock cheese. In other words, the present order provision
contains a -- where you add three cents to the barrel price.

Does Agri-Mark have a position on that issue?
A That's one of those other proposals that we
support National MIk on, on their position.

MR, COUGHLIN: Ckay, thank you.
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JUDGE HUNT: M. Rosenbaum
BY MR. ROSENBAUM

Q M. Wellington, just to clarify your earlier
testi mony because we have two di fferent surveys and | want
to be clear.

Agri-Mark participated in the National Cheese
Institute Survey, correct, the NCI study?

A We submitted our data, but | understand it didn't
get included.

Q Okay. And that's the survey that you're talking
about when you said your data was not included, correct?

A Correct.

Q And t he wei ghted average reflected in the NCI
survey, as testified to by Dr. Yonkers, was a cost of
manuf acturing for cheese of 16 point -- | think it's eight,
16.87 cents, | think, correct?

A That's my under st andi ng.

Q And that's for 1999 figures, correct?

A Yes.

Q Now, you testified earlier that Agri-Mark's cost
of manufacturing as submitted to NCI but not in the NCI
results because they cane in too |ate were 18.5 cents,
correct?

A Correct.

Q So that if Agri-Mrks' nunmbers had been i ncl uded
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in the NCI survey, it obviously would have raised the NCI
numnber ?
A I think it would have raised it probably -- I'm
not sure what level, a small anount.
Q Okay.
A But yes, it would have raised it
MR, ROSENBAUM  Ckay, thank you.
JUDGE HUNT: M. Vetne.
BY MR VETNE
Q Good norning, M. WlIlington.
A Good nor ni ng.
Q The plant at M ddl ebury, you testified, you nmeke
40- pound bl ocks and you keep them for agi ng?
A O we sell themto custoners who keep them for
agi ng.
Q Okay. You have a place at M ddl ebury where you
age cheese?
A Actual ly, we just conpleted a $5 nmillion warehouse
about ei ght nonths ago.
Q And t he cheese that you age you sell through your
own marketing systens?
A Yes.
Q Is there a ratio of how much you sell that's
produced there to how nmuch you keep?

A | don't -- thereis a ratio. |'mjust not sure --
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Q There is one, yes. I'msorry. Wong question
Good poi nt.

You gave your nunbers and indicated that they
woul d be the nunbers that were called for in the NCI survey,
but they weren't included in the NC tally.

A Yes.

Q And to the extent that NCI survey did not include
certain line itens as a matter of the way the survey was
constructed, your costs would also not include other |ine
items?

A That's correct.

Q Does the M ddl ebury plant for which you gave us
nunbers receive mlk on a fairly uniform basis throughout
the year?

A Yes, more so -- we try not to use it as a
bal ancing facility. W try to just do it on demand at the
plant. But there is sone seasonality as you woul d expect
because of m |k supplies.

Q Okay. To the extent that -- well, you strive to
keep the supply there uniformto neet the demand, and to the
extent you need to bal ance, you bal ance of f the West
Springfield butter powder plant?

A That's correct.

Q If you did not use that plant for uniformreceipt

but instead bal anced at the plant, your naeke costs woul d
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probably be higher because of underutilized capacity.
Am | correct in my assunption?

A It depends on the bal ancing portion. | would say
probably yes. W do use it for sone bal anci ng but nopst of
the bal ancing is not to short the plant, okay, it's to put
extra mlk into the plant as opposed to noving it |ong
di stances during the flush season of the year

So | would agree with you. It probably would be
slightly higher.

Q Okay, when a plant like that receives extra mlk
that maybe isn't in the --

A Budget ?

Q In the budget or planning projections, that
results in increased costs?

A Well, let's see, it depends. You're talking about
i ncreased costs, yes, in absolute |evels, but you also

spread out your overhead over different volunmes too, so I'm

not sure where the nunber would cone out. | would expect
the total cost would go up. Per pound, |'mnot sure in al
honesty.

Q Okay. Wth respect to the function for which you
enpl oy the Springfield balancing plant, did any of your cost
estimates allocate a bal ancing cost of Springfield back to
the M ddl ebury plant to keep its receipts fairly uniforn®

A No, no.
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Q That plant at one tine was operated by Kraft; is
that correct?

A Yes, it was. It was a sw ss cheese plant.

Q And Kraft, like you, |like to keep its receipts
fairly uniformto neet demand for product?

A Yes.

Q And when Kraft operated the plant, there was a
charge above the minimum Class |IIl price in order to produce

the desired result of uniformcheese?

A Yes, there was.

Q Uniformmlk, | should say.

A Yes.

Q Which to some extent is sinply translation of your

costs at Springfield to balance back to the plant?

A Correct. |It's a service that we offer customers
even supplies of mlKk.

Q The products that you nake in New Engl and, nonfat
dry mlk and cheese, you've indicated you' ve expanded your

mar kets or your distribution nationally for your cheese.

A Correct.
Q Okay. Is it also not accurate that those
products, |'m not sure about butter, but those two products,

cheese and nonfat dry mlk, are also noved in internationa
mar ket s?

A Yes. In fact, we're the largest participation in
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the DEIP program Daily Export Incentive Program on the east
coast .

Q Wth respect to power?

A Powder, nonfat dry milk powder.

Q And cheese al so noves in international nmarkets but

wi t hout any DEIP subsidy?

A Correct, but it's very small volunmes. W are one
of the only -- our Cabet cheese, | believe, is one of the
only Anmerican cheddars in England and also Israel. W're on

the internet some | figured that would be a good thing to
mention.

Q Pretty inpressive to sell cheddar back to the
pl ace where cheddar was first created.

A That's true and they do not |ike us doing that
ei t her.

Q Is any butter noved fromyour facilities into
i nternational markets?

A | don't believe so. | don't believe so. Mst of
our butter is kept internally now that we have a packagi ng
operation, so we very rarely sell butter outside of the
plant. We keep it internally for our own uses.

MR. VETNE: Okay, thanks.
JUDGE HUNT: M. Rosenbaum
BY MR. ROSENBAUM

Q M. Wellington, on the Rural Business Cooperative
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Survey versus the NCI survey, that's what my questions are
going to address, there are sone issues surrounding the fact
that the Rural Business Cooperative Survey excludes certain
costs here.

Are you aware of that?

A Yes.

Q But even if one adds in those costs as currently
conposed, the Rural Busi ness Cooperative Survey woul d be
substantially | ess than the NCI survey.

Are you aware of that?

A G ven where their nunbers cane out, yes.

Qurs woul dn't because | used the sane database.

Q Okay. And given that circunstance, your viewis
the NCI nunbers are, at |east fromyour perspective, closer
to what you view as the actual cost of manufacturing?

A Certainly fromour operations, yes.

Q Okay. And as a result -- well, | won't say "as a
result,” but in any event, you are supportive of the NCI
proposal as to what the make al |l owance should be for cheese?
A Yes.
MR, ROSENBAUM  Ckay, thank you.
JUDGE HUNT: Anyone else? Yes, Ms. Brenner
BY MS. BRENNER

Q One is just a clarifying question about your

testimony. And because you don't have a written statenent,
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| thought | would try to get it in the record.

A Okay.

Q Early on in your testinony you said that consuners
are getting a smaller part of the consunmer dollar, and
consuners may feel that way, but --

A No, I'msorry. | mean producers. |'msorry.

Q Producers. Okay.

A Yes, thank you.

Q And with relation to the dryer that you are
bui l di ng or planning at M ddl ebury, you're going to be
maki ng whey protein concentrate there or --

A We'll be able to may whey or varieties of whey

protein concentrate. M understanding, it's a two-stage

dryer that was described -- the sane thing was descri bed
yest erday.

Q To make they whey protein concentrate --

A Yes.

Q -- or the --

A Yes. It's alittle different procedure init to
do that. But to be honest with you, I"'mnot fanmiliar with

it at this point.

Q And you said that at sone tinme you had spread whey
as a neans --

A Oh, absolutely. In fact, it was --

Q -- getting rid of it?
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A We had -- Vernont Whey was a conpany in Vernont
that took nobst of the whey fromthe cheese plants. But even
that, they couldn't accommmodate all our whey. And so we
woul d | andspread it. But then when they cl osed down, the
fact of the -- the problemis we would have to nove whey
several hundred niles and all we could do was condense it.
And so by the time we got it sone place, we'd get |ike three
cents a pound for dry solids, the equivalent. And under the
order other solids were running four - five cents. So we
couldn't even cover our cost of ingredients.

So we | andspread -- basically, if we could sel
and get sonething back, we did, but often we couldn't even
do that, and then you would have to bring trucks | ong
di stances, and we had farmers who thought there was sone
benefit to putting -- put it on their land. | don't know if
there really was or not, but they thought there was and it
wor ked out well for both of us.

Q Is there a municipal sewer systemthat you use to
di spose of whey or?

A Absol utely not. Absolutely.

Q I was going to ask you how nuch it cost.

What do you do with it now?

A We basically condense it, sell it off. W don't

get very nuch for it. That's one of the reasons we are

building a facility. But even that we're having -- we're
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having a hard tinme getting outlets for whey.

I nean, | understand in the M dwest they have a
ot of outlets. W just don't have them W have to nove
theminto New York, Pennsylvania, Ohio, further and further
awnay.

Q What's the relative value difference between whey
protein concentrate and dried whey?

A Whey protein concentrate at 80 percent goes --
I'"ve heard different nunbers on that. | think it goes wel
over a dollar a pound for that, but I'mnot sure of the
exact nunber. Whereas whey we know goes for -- the | atest
nunbers now is |like 17 - 18 cents.

Q So it's a big --

A There is a lot of value added to it. The only
probl emwi th whey protein concentrate is that when you do
that you end up with a perneate, okay, that's worth hardly
anything. | think someone testified on that also, how it
creates a problem But we felt that, given the anount of
noney we could get from whey protein concentrate versus
whey, it was a better investnent for us over tine,
particularly the fact that the ingredient costs were al npst
zero because we weren't getting it. It wasn't even covering
us.

Q Do you think that's a rational decision in the

future for many cheese plants to nake?
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A I would hope so if we nade it.
MS. BRENNER: That's all | have.
THE WTNESS: | think that would be the case. |

think nore and nore are doing that, and one of the reasons
may be environnmental reasons too.

MS. BRENNER: Thank you.

JUDGE HUNT: Yes, M. Yale.

BY MR YALE

Q | had to get a signal fromny expert so that's why
| was out.

M. Wellington, and bear with me as | wal k through
this on this yield.

A Sur e.

Q Is it ny understanding for 100 pounds of solids
nonfat that enter your plant that you are getting a yield of
94.56 percent nonfat dry mlk?

A That's not the way | interpret it, but that may be
true. | have to think about that then. Well, yeah, | guess
you could say that. W said that of the solids that cone
through, if |I want to weight the value of them accordingly,

t hat probably would be the case. |If |I had 100 pounds of
nonfat solids, 94.56 would go to nonfat dry nmilk and 5. 44
woul d go to butterm |k powder. That's my assunption on
this. Keep in mndit's a nethod. |f you want nme to -- |

can't really testify to the exact yields and other things on
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this. I'mjust trying to develop a nethod to how you -- how
you get to the 102.

Q Right. Well, that was a nice segue into ny next
questi on.

A Good. dad | could help

Q You' ve al ways been a hel p, Bob.

A Thank you.

Q The California study that we put into the record
i ndicated that that yield should have been, or not -- |
shoul dn't say "should have been". Their study found the
yield was 97.5 on the nonfat dry mlk, and | think you did
i ndi cate back here, | think earlier, that you did a deviser
and it cane out to one on your yield.

A For nonfat dry milk, yes.

Q Ri ght .

A It was basically a bal ancing effect between the
addi ti onal npisture and the shrinkage.

Q Right. Had you had a BOD anal ysis of your plants
like the guy fromthe Echo Labs tal ked about yesterday?

A I"'msure -- | imagi ne we have but |'m not aware.

Q You're not aware of what they are?

A No, | don't.

Q So in other words, you were just tal king about the
nmet hodol ogy, you're not necessarily testifying that those

were the exact nunbers --
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A No, not at all.

Q -- but you applied -- you applied the appropriate
yield nunbers and run this nethodology and it gives you a
nmet hod, a nmeans to cone up with a deviser or nmultiplier
dependi ng on what you want to invert or not, right?

A Right. What | amtrying to do with this is
reflect that not all the solids go to nonfat dry mlk. Sone
go to butterm | k powder.

Q Ri ght .

A You can put your own nunbers in and come up with
t hat percentage, or the Department can, or whoever.

Q Right. 1In the end what we are wanting to say is
is that in that pound of -- that there is a value for the
nonfat solids or for the nonfat dry mlk and there is a

value for the dry butternm | k powder?

A Ri ght .
Q It's just that one is not as equal to the other?
A Right, and that's the problem In fact, | believe

Mar k St ephenson had an article where he assuned they were
the sane, and they are not. There is a |lower price. There
is a higher make. There is a lower yield, and so we just
want to be able to reflect that.

It doesn't seemlike nmuch but it can certainly
make a difference between a deviser of one or 99 or 1.02.

Q Right. One next thing | just want to talk briefly
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about, the issues of the nmake all owances.

You shared a lot of, | guess, questions about the
RBCS and the |ike.

A Yes.

Q And one can raise questions on all of the
testimony this week in ternms of the nmeke all owances. W
really don't have the total -- the totality of the situation
in front of us.

Isn'"t it ultimately a policy issue that the
Department has got to use to bal ance the -- nmmking sure that
there is plants that can buy the mlk and that there is also
producers to supply the mlk?

A Oh, and that's what | said. Wen | tried to
describe a three-1egged stool, | think the Departnent
probably sits on a simlar stool. Mybe it's only two | egs
because they don't value a product, that's why they are nore
precari ous.

(Laughter.)

Q Well, thank you, Bob, because | want to nake sure
that they understand that there is at |least two | egs.

A Yes.

Q Al right. One producer and one processor.

A Absol utely, Ben.

MR. YALE: All right, very well. Thank you.

JUDGE HUNT: Yes, M. Coughlin.
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BY MR COUGHLI N:

Q Bob, you've indicated that Agri-Mrk has nmade sone
substantial capital inmprovenents in recent years.

A Yes.

Q When you go to your board of directors and propose
those, what kind of a return on investnment do you talk to
t he board of directors about?

A It depends on the type of investnment and what we
are trying to acconplish with it. A return like on a whey
facility, we will probably accept a | ower -- we would accept
a lower return initially because this nmeeting environnenta
i ssues. We don't have a set nunber that we're after, in al
honestly. | nean, the higher the better, of course. But
some of our investnent you make for the long termthey m ght
not even have a high return.

Producers -- | don't know how to say this kindly.
Producers are often willing to accept a | ower return because
they have to market their mlk. There is a value to that
also. | don't think it's necessarily fair and we're trying
to do sonething about it through our own brand and ot her
things, but that will happen.

Q Well, that certainly is one of the issues here --

A Absol utel y.

Q -- that the Departnent is going to have to westle
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A Ri ght .
Q We heard sone proposal, sonme suggestions yesterday
in the -- the last witness last night had a return on

i nvest ment on whey plants.
What advice do you have for the Departnent people
in making a judgnment call as to what kind of a return on
i nvestment that ought to be incorporated into the nake
al l omance which then results in a level of price that

producers are going to receive?

A I think that's a bal ancing act again. | nean, is
one or two percent too low? Yeah, | think it is. |
woul dn't encourage investnent. |s 15 or 20 percent too

hi gh? Yes. Were is the in between? | think that's going
to be a balancing act. | don't -- | don't have a good
suggestion on that only because we're -- our finance people
woul d say one thing, our marketing people would say anot her
and ny departnment would say a third. So I don't have a good
suggesti on.

| think, reasonable. How s that?

(Laughter.)

JUDGE HUNT: M. Rosenbaum did you have a
question?

MR. ROSENBAUM  No, Your Honor

JUDGE HUNT: Anyone el se?

(No response.)
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JUDGE HUNT: Thank you very much, M. Wellington.
THE W TNESS: Thank you.
JUDGE HUNT: And M. Holl on.
Wher eupon,
El vin Hol | on
havi ng been duly sworn, was called as a wtness
and was exam ned and testified as foll ows:
JUDGE HUNT: State and spell your nane, please?
(Pause.)
DI RECT EXAM NATI ON

BY MR. BESHORE:

Q Wbul d you give us your nane and address, please,
M. Hollon?

A I"'mElvin Hollon, E-L-V-1-N, HOL-L-ON, and ny
address is 10220 North Executive Hill Boul evard, Kansas

City, Mssouri, 64190-9700.

Q What's your educational background?

A Have a Master's Degree in agricultural econonics
dairy marketing, and a B.S. Degree in dairy science

manuf act uri ng.

Q From what institution of higher |earning?
A Loui siana State University.

Q Bot h?

A Bot h.

Q Okay. What years did you get your degrees?
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A Seventy-five and '79.

Q How have you been enployed since that tine? |Is
that in your statenent?

A It's in ny statement, yes.

Q Okay.

MR, BESHORE: Actually before you begin your
statement, we have -- | have presented four exhibits, six
copies of four exhibits that will acconpany, be referred to
or be involved in M. Hollon's testinony, and perhaps we
could have themidentified and given nunbers for the record
at this tine.

The first -- three or four.

BY MR BESHORE

Q Class |l Substitution Analysis, is that an exhibit
you' ve prepared?

A Yes, sir.

Q Okay.

JUDGE HUNT: We'll mark that 45 then.

MR, BESHORE: Okay.

(The docunent referred to was
marked for identification as
Exhi bit No. 45.)
BY MR BESHORE
Q Do you al so have an exhibit which is titled --

whi ch conpares sone of the CME and NASS prices?
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That's correct.
And the title of that exhibit is what?
Conparison of CME and NASS Prices Bl ock Cheddar
to Date.
Okay.
JUDGE HUNT: Okay, |'Il mark that 46.
(The docunent referred to was
marked for identification as
Exhi bit No. 46.
BY MR BESHORE

Okay, third, do you have an exhibit, Summary of

Summary of |npacts, correct.
One page?
Yes.

MR. BESHORE: Could we have that one marked as

Exhi bit 47, Your Honor?

JUDGE HUNT: Yes. Marked as 47.
(The docunent referred to was
marked for identification as
Exhi bit No. 47.)

BY MR. BESHORE:

Q And finally, a one-page handwitten exhibit,
Measure of Change Between Class Il and Class |V?
A | didn't want M. Vetne and M. Rosenbaumto cover
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the market on handwritten exhibits so | thought | would
provi de one. Yes.
JUDGE HUNT: Forty-eight. It will be marked as
48.
MR, BESHORE: Okay.
(The docunent referred to was
marked for identification as
Exhi bit No. 48.)
BY MR BESHORE

Q Wth the identification -- are those all the
exhibits that are referred to in your witten testinony or
that --

A Yes.

Q -- you plan to offer?

A Yes, sir.

Q Okay, with that identification, could you proceed
with your statenment, M. Hollon?

A |'ve been enployed by DFA or it's predecessor
since 1979. M job duties have always included general
econoni ¢ anal ysis associated with the dairy industry
working with Federal M|k Marketing Orders fromboth a
regual atory and a daily marketing activity standpoint and
the buying and selling of mlIk. | amfamliar with the
nuances of marketing mlk on a daily basis, the costs

associated with supplying customers with their fluid mlk
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needs and the interactions of the Federal Order systemwith
m |k commerce

Dairy Farners of Anmerica (DFA) is a qualified
Capper - Vol st ead cooperative owned by 22,000 plus nenbers who
produce milk on nore than 17,500 farns. There are DFA
menber owned farnms in every state except Al aska, Arizona,

Mai ne and Rhode Island. DFA is a regular reporting handl er
on all the Federal Orders except Arizonal/lLos Vegas Order and
we also pool mlk in npst state mlk marketing orders.

In cal endar year 1999 nmarketed 42.2 billion pounds
of milk, which represents approximtely 26.1 percent of the
nati onal supply. DFA markets it's menber nilk production
directly to it's custoners or processes it in nmenber owned
pl ants.

DFA had total revenues of $7.6 billion in cal endar
year 1999. O that total, 73.8 percent was derived from
sales of fluid mlk, 2.2 percent frombutter sales, 2.3
percent from NFDM sal es, 17.8 percent from cheese sal es and
t he bal ance from various other dairy products sal es
activities. DFA is the sole owner of one fluid -- mlk
processi ng busi ness and a joint owner of 13 others.

Combi ned t hese busi nesses operates 91 plants in 35 states.
DFA has 24 "val ue added manufacturing" operations
in ten states that are wholly owned by DFA nmenbers. These

pl ants manufacture American and Italian cheeses, processes
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cheese, butter and condensed m |k products. Additionally
DFA members whol ly own and operate seven "bal anci ng
operations" that manufacture nonfat dry milk and condensed
m |k products. W are also part owner in two nonfat dry
m | k condensing plants in the Northeast.

In cal endar 1999 DFA pl ants manufactured
approximately 7.5 percent of the U S. cheese supply, 8.4
percent of the U S. butter supply and 4.2 percent of the
combi ned U.S. production of nonfat dry m |k and butterm k.

The goal of DFA is to have a "voice" in the U S
dairy econony. In order to do so, we have a cooperative
busi ness strategy to have a presence in all ngjor dairy
product markets. W believe that in the marketplace of
tomorrow, dairy farmers must invest in the marketplace in
ways that are affordable and allow themto reach down the
mar ket i ng channel towards the consumer. The execution of
our phil osophy gives us nore than a perfunctory know edge of
the U . S. dairy econony. |In each of the business operations
menti oned above we have multiple plants and nultiple
mar keti ng strategies.

The data we will present both represents our
opi nion and is based upon our actual business experience.
We point out again that our view is not narrow in scope.
The "bottom | ine" for DDFA producers is not determn ned by

one plant or by a singular marketing channel. For this
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reason we expect that the Secretary will give our data a
serious revi ew when consi dering the record.

There is a tension between the anpbunt of the
detail presented for the record and the linmits of business
confidentiality. Qur aimas to present enough detail to
support our position and yet not share all details of our
busi ness with our conpetitors. W reserve the right to be
the final judge of where that line gets drawn and we al so
respect the right of others in this process to do the sane.

The task of the Secretary. Fluid Use mlk nmarkets
have prices that are always related to the market prices of
mlk used i n manufactured dairy products; if for no other
reason, the conposition of Federal Order pricing formula's
guarantee it. W accept that fact and endorse it. The job
of the Secretary is to find the correct bal ance between
mar ket prices, product yields and nake all owances so that
the Fluid Use narkets can operate within the guidelines set
by Congress for Federal Orders. Federal Orders policy in
the past has ainmed for reasoned mni mrunms and expected the
mar ket to operate above that "m ninumlevel" rarely if ever,
covering all the costs of any nmarket operation. W expect
this same principle to be at work in this Hearing.

DFA is a nenmber of the National MIk Producers
Federation. The positions taken by NMPF in this hearing are

fully supported by DFA. Cccasionally, however, we may
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represent data in support of those positions that is not
identical to the NWPF testinmony. Since NWF is a trade
association it has no data of it's own. The proposals it
forwards will use either RBCS data or California Departnent
of Food and Agriculture data or data from nmenmbers such as
us. In certain instances we have chosen to present our own
data to augnent the record.

Price series for use in manufacturing fornulas.
We support the continued use of the NASS price series for
all the pricing formulas under consideration at this
hearing. We would, at this tine, oppose switching fromthe
NASS price series to the use of the CME price or other
proposal s we have heard as alternatives.

The use of a NASS survey price enables the
i ndustry to collect the broadset range of price informtion
Product definitions and specifications have been devised to
allow for a reliable price discovery nmechanism W have
found that NASS has been diligent in searching out product
manuf actures and sellers over tine to add to the survey.

The CME does not offer prices for whey and the non
fat dry m |k market does not trade enough to be reliable
i ndicator of price. So for these two products the CME is
not even an alternative to debate.

The NASS survey does have defects. The |ag

bet ween the NASS theories and CME price due to the tine
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necessary to collect the data is an issue. Since the NASS
survey price drags as prices rise and falls slightly faster
as markets decline, producers |ose sone inconme. This fact,
however, is a real world phenonenon and woul d be generally
true no matter how it was neasured.

There is also a linted spread between the two
series, but it is small. Qur exam nation reported in Tables
1 and 2 --

Q And are Tables 1 and 2, M. Hollon, part of what's
been marked as Exhibit 46?

A Yes.

Q Okay, thank you.

A Suggest that the NASS bl ock cheddar U.S. price
averages from .002 to .014 cents per pound | ess than the CME
bl ock cheddar price, depending on your view of which weekly
nmeasure is the nost accurate. A similar nmeasure reveals
that the NASS butter price averages from.004 to .032 cents
per pound | ess than the CME butter price. A mandatory
col l ection process would likely correct nost of the spread
concern.

The current voluntary procedures gives incentives
for sellers with higher than the average price to
underreport or not report at all, thus lowering the price
seri es average.

The maj or defects in the survey, we feel, can be
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corrected if the survey are nade mandatory and the result is
subject to sonme verification. W realize the ability to do
this is not available to the Secretary at present due to a

| ack of legislative authority. W feel that the necessary

| egi slative authority can be obtai ned and thus the NASS
surveys i nproved upon.

If we find that this is sonmething that is not
true, we will return to the hearing process to seek a
change, and woul d not want our present qualified endorsenent
of the NASS surveys to be held agai nst us.

As to the question of which cheese processors to
survey, DFA supports the continuation of existing practice
of nmeasuring prices for 40-pound bl ocks and 500- pound
barrels. Furthernore, we support adjusting the barrel price
by three cents. It is our opinion that these products give
the Departnent a clear nmessage as to conmodity price |evels
and additional commpdities would not provide additiona
i nformati on.

The industry does recognize that there are cost
di fferences between naki ng barrel and bl ock cheddar
Packagi ng and custoner product specifications are sonme of
the reasons for the cost. For nmany years -- |'msorry.

Yes, for many years three cents has been a reasonabl e and
accepted spread and we see no conpelling reason to change

that factor.
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We woul d point out that our position on accepting
the use of barrels in the fornula is predicated on the
continuation of the three-cent adjustnment and the nethod
currently used of adding the adjustnment to the barrel price.
We woul d oppose any net hodol ogy that narrows the spread or
altered the cal cul ati on net hod.

We oppose the inclusion of 640-pound bl ock cheddar
prices as a conponent of the pricing fornula. The
Department did not include that product in the final rule
despite several proponents' request, and we see no reason to
change it this tine.

Qur experience is that nost, if not all, of the
commerce in the 640's is made on a |long-term contractua
basis and would rarely be reflective of changi ng market
conditions. As a part of DFA' s cheese marketing strategy,
we do not intentionally inventory this product and naeke it
only the contract specifications.

Because of the varying custonmer specifications, it
may be difficult to develop a uniform product definition to
be used in a general price survey. W supported the
continued collection of price data for butter, nonfat dry
mlk and dry whey are they are being done by NASS, including
mar keting cost and return on investnment in the nmake
al  owance formul a.

DFA supports the inclusion of a marketing cost and
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an RO conponent in the nake allowance formula. These
practices were included and supported in the final rule and
shoul d be continued. The witness for the National MIk
Producers Federation has outlined several reasons for these
val ues and we concur.

As to the level of the marketing cost factor,
DFA' s data suggests that our costs are in the range of .0018
dol | ars per pound.

Since the marketing functions are all within a
singl e departnment with common nmanagenment, common
adm ni strative support and use common data processi ng and
managenment information systens, it is difficult to break out
an exact per unit cost for each product line. Therefore, we
woul d support using a single nunber for each product. As to
the RO conponent, we support the .0103 dollar per pound
taken fromthe California survey in reference to the
National M|k testinony.

Data to determ ne nake all owances: W understand
the limtations of the Secretary to collect make all owance
data. Specifications are difficult to determ ne
Procedures are varied across the industry. Everyone
considers their process to be a key conmponent of their
conpetitive position in the marketplace. Thus view sharing
the data with anyone else is a serious issue.

That said, if we're going to have regul ated
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pricing, which DFA supports, and use the current system of
deternmining those prices, then we nust have reliable nake

al l omance data. Everyone supports a voluntary program but
di strust their neighbor. So for future use there will need
to be a mandatory collection process. W would like the
Secretary to devel op a program for such collection. If that
program requires additional |egislative authority, then we
woul d be supportive in a -- we would support obtaining it
from Congress.

The RBCS survey and the California process serve
as reliable nmodels so the system woul d not have to be built
fromscratch. Market adnministrator personnel, with
additional training, can certainly serve as the base to
col l ect the necessary data. RBCS personnel can assist in
conpiling and analyzing it.

In preparing for this hearing, we did have
di scussions with personnel fromthe California Departnent of
Food and Agriculture's Dairy Marketing Branch. Fromthose
di scussi ons, we concluded that their survey process is
rigorous and stringent. Plant cost surveys are done
periodically but not necessarily on an annual basis. The
final results are published regularly but not automatically
used by the industry. A hearing nmust be held in order to
alter the existing fornmulas and the publication of a survey

does not automatically trigger a hearing.
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The | asT meke al | owance change occurred in 1997,
when the current allowance of .1690 dollars was instituted.
It's a per pound nunber. At that tinme the nost recent
survey dated July 1997 was avail abl e and showed a wei ght ed
average cost of .1840 dollars per pound. Since that tine
two additional surveys have been perforned, resulting in
make al |l owance costs of .01759 and nost recently .1693.

The existing product fornmula has not been changed
even though the make all owance in use is below the survey
cost. We would expect the Secretary to continue to exercise
conservative principles regarding the inplenentation of the
results of this hearing.

The Secretary should performa conpilation on a
regul ar basis and nmake the data available to the industry
for inspection. |If warranted, interested parties could
request a hearing to review the price fornmulas. W would
oppose the concept of autonmatic changes in the forrmula or
mandat ory heari ngs based on the publication of cost surveys.

Since this is not possible at this juncture, DFA
supports the nethodol ogy established by the Departnent in
the final rule as the basis for conmputing a make al |l owance.
We support the conbined and wei ghted use of the RBCS and
California surveys. W would expect the Secretary to use
the nost recent data available to himin order to nake his

determination. DFA supports the National M Ik Producers
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Feder ati on make al |l owance dat a.

Cheese: DFA supports the nake all owance proposals
subnmitted by the National M|k Producers Federation of
. 01536 dollars per pound. W participated in both the RBCS
survey and in the State of California survey. Qur
experience indicates this to be a reliable and accurate
reflection of the cost of manufactured cheese.

The plants and their product m x that were part of
the surveys were: Monett, M ssouri, barrel cheddar cheese;
Smithfield, Uah, block cheddar cheese; Zunbrota,

M nnesota, block cheddar cheese; Corona, California, block
cheddar cheese.

In total, these plants produced 250, 762,979 pounds
of cheese. They operate at a wei ghted average capacity rate
of nore than 75 percent. MIk supply needs, seasona
bal anci ng requi renents, capital inprovenents, and expanded
production capabilities all affected the operating schedul es
of these plants.

Cost data is mmintained nonthly as a part of our
regul ar business routine. All of the data is based on
actual plant experience and is weighted by the vol une of
cheese manufactured. Every plant manufacturers product for
a mx of custonmers with different packagi ng and product
speci fications. Several plans run lines for other DFA

plants, in addition to outside custoners. No plant is sold
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out to a single custoner.

Whey: DFA proposes .1478 dollars per pound nake
al l omance for a whey manufacturer. This factor is conputed
the sane -- using the sane cost account structure detailed
bel ow and it includes RO and marketing cost data as
previously presented. The nmake all owance is based on the
DFA plant at Smithfield, Uah. That plant is a cheddar
bl ock pl ant and runs throughout the year

The whey pl ant condenses and dries whey fromthe
cheese manufactured in the Snithfield plant only. 1t does
not produce any specialty whey products or plants.

The cost included in this total are represented by
the foll owing breakdown: Direct |abor, |abor involved to
produced whey; supplies; disposable itens used in daily
manuf acturi ng; cleaning supplies, material for in-plant use;
pallets, material for in-plant use; packaging; repairs and
mai nt enance, regular and energency in-plant activity;
repair costs; cost tracking for itens that require
managenment approval; utilities processed specific; safety;
equi pnrent sem nars, instruction and inspection

Indirect: personnel that support in-plant
activity but cross departnment |ines; outside services,
consulting | egal product managenent not in plant; other
woul d be a category of not specifically provided for itens;

depreci ati on, whey equi pnent and portions of plant assigned
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to whey products -- assigned to processing; |ease rental
cost tracking for |eased versus owned itens; marketing cost.
|'ve seen the National MIk testinony for that description
RO the same, see National MIk testinony.

Butter and nonfat dry mlk: DFA supports the nake
al l omance proposals submitted by the National M|k Producers
Federation of .096 dollars per pound for butter and .014
dol l ars per pound for nonfat dry mlKk.

We did not participate in the RBCS survey for
these products. The respective plants did not participate
in the survey prior to the formati on of DFA and did not have
the RBCS requirenents programmed into their reporting
software. We find the make all owance data though to be
representative of our experience.

Comments on the cheese fornula: The question of a
proper constant for butterfat recovery in the Cheese Yield
Formula is conplicated and technical. The Van Slyke Formul a
states that 93 percent of the buttermlk -- I'msorry -- the
butterfat in mlk is expected to be retained in the cheese
maki ng process.

Dr. Barbano states that the cheese plants bl eed
whey cream back into the process, which nakes a retention
rate of 93 percent highly probable. Such a rate would
indicate a factor of 1.635 in the fornmula used in the reform

final decision. W can confirmhis analysis and results
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fromour own operating experience. W also did not achieve
this maxi mum | evel of performance on an every vat basis.

The question then is should the Secretary wite a
deci sion that selects an optinmumyield and captures the
hi ghest possible return under the Federal Order Program for
dairy farners. In many cases the question is purely
acadenic as the cheese plants in question are owned by dairy
farmers and the return fromthe plants are paid to the
owners in the formof earnings or prices in excess of
federal order nininmumprices.

Conpetitive factors in many narkets cause
proprietary plants to pay federal order prices as well
However, there are cases where the diary farners do not
recei ve conpl ete and proper conpensation for mlk used in
the production of cheese as the federal order m nimum price
beconmes the actual price paid.

The nost conpel ling reason for not using a 1.635
yield for cheese under the Federal Order Systemis the fact
that regul ated plants conpete with nonregul ated plants for
sales. Nonregul ated plants are not obligated to pay based
on federal order yield factors. Federal order pricing
shoul d not put regul ated cheese plants that purchase
regulated milk at a severe conpetitive disadvantage in
relation to nonregul at ed cheese plants.

It is our belief that the current yield figure of
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1.582 translate into a 90 percent butterfat retention is
overly conservative and overly protective of cheese plants
purchasing regul ated m | k.

We believe federal order m ninmum prices should
nore accurately reflect the true value of nmilk used to
produce cheese. Thus we are proposing that the yield factor
be increased to 1.60, translating to a 90 percent retention
of butterfat in cheese processing. W believe this factor
is a reasonabl e conpromi se in the debate of theoretica
yi el ds and conpetitive factors present in the nmarketplace.

Furthernore, to set the pricing formula to achieve
the higher end of the theoretical yield would have a gross
negative financial inplication.

Comput ation of separate butterfat prices for C ass
Il and Class IV: W do not challenge Dr. Barbano's
testi mony regardi ng cheese yields or conponent values in the
cheese naking process. He obviously has done nore research
in the field than anyone el se we know.

I nclusion of an additional butterfat price wll
rai se the conplexity level of orders fromthe standpoint of
an additional price factor. That is a negative.

The argunents raised by Dr. Barbano dealing with
price signal issues and underlying negative inplications
fromthe present fornula if the price of butterfat were to

be extraordinarily high relative to cheese are conpelling
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reasons to support the change.

At this point we wish to hear additional debate on
the issue -- | mght say when | wote this | didn't know I
woul d hear as much debate as | have -- before endorsing a
position to change the order |anguage.

Data in support of the proposal adjusting the
Class |V butterfat price: DFA supports the proposal for
change in the Class IV butterfat price. W support the
rati onal e of extra cost given by the Land O Lakes witness
and by the National MIlk witness and find it to be true from
our manufacturing experience. This also serves as a valid
reason for not |lowering the butterfat value in other classes
that do not incur any excess cost.

We manufacture butter primarily in two | ocations.
Butter production fromthe two plants in 1999 amobunted to
nore than 50 nmillion pounds. Both plants purchase a
signi ficant amount of cream from DFA | ocations and from
outside firns. The butter manufacture from purchases of
cream anounted to nore than 76 percent on a wei ghted basis
of the total butter production.

Purchased cream nmust be handl ed twi ce, thus
incurring extra cost that nust be conpensated sonmewhere in
the system Additionally, because of geographic
consi derations nearly 10 percent of the total cream

purchases were from a secondary staging | ocation, which
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meant that this particular cream supply was handl ed for a
third tine.

Wth regard to Proposals 25, 26, 27 and 28, these
proposal s deal with yield and nmake al |l owances for nonfat dry
mlk. W oppose the nmake all owance factors offered by
Associated M1k Producers, Inc. and propose a 25, as we
believe it to be excessive.

I have added a sentence here in addition to ny
statement and it reads. | note that it is even nore
generous than proposals nade by Dr. Yonkers who posited that
make al | owances should err on the too high side.

We al so support the continued use of the divide by
1.02 factor in the final rule as it reflects our experience
and thus oppose the conputation factors offered in Proposals
26, 27 and 28.

Wth regard to Proposal 29, DFAis mred in the
concept advanced by the proponents of Proposal 29. W also
note that the concept has been noticed and revi ewed severa
tinmes in the 1990s wi thout success at other federal order
hearings. |If a proposal with sound nechanical concepts can
be advance that is able to overcone the objections raised in
earlier hearings, we would consider whether or not to
support it. Absent that, we are unable to comrent further

I would add a sentence, | guess, in contradiction

to comment further, but | do want to add a sentence at this
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poi nt that we woul d be opposed to any type of regionalized
Class |1l and Class IV price.

Wth regard to Proposal 30, DFA opposes the
position endorsed by the Mdwest Dairy Coalition and Fam |y
Dairi es USA that would assure any increase in the Class Il
and |V forrmul as not be allowed to increase Class | prices.

At the point that this was witten all we had to
go on was what was in the Notice of Hearing, so the
foll owi ng coments, nechanically this would be difficult, if
not inpossible, to admnister. It would require that a dua
pricing system be maintained to ensure that Class | price
not be allowed to increase. Fromnonth to nonth a price
cal cul ati on woul d have to switch back and forth between the
not increase and does increase set of forrmulas. Attenpts to
predi ct prices for business planning purposes would becone
exceedi ngly conpl ex.

One of the intents of the federal order reform was
totry to nmake price calculation nore transparent and easier
for the industry to use. 1In our view, this objective was a
success.

Proposal 30, | would add as we understood it at
that time, would destroy that acconplishment and result in
di sorderly marketing. It would also reduce farmprices in
the upper M dwest as well as anywhere el se.

Wth regard to Proposal 31, Proposal 31 should be
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deni ed because Congress did not request the Secretary to
examine or alter the Class Il differential. CQur
under st andi ng of the proposal, again that understandi ng was
based on what we had at the notice, that if as a result of
this hearing the Class IV price were to increase, then a
correspondi ng decrease would be applied to the Class |

di fferential such that the constant dollar historica

rel ati onship between the two prices be maintained.

If Proposal 31 wants to be considered at the
hearing, then the Secretary should also consider that if as
a result of the hearing the Class IV formula is adopted
results in lower Class IV prices, that Class |V differentia
shoul d be increased in the sane manner proposed by the
proponents of Proposal 31 so that the constant doll ar
hi storical relationship between the two prices be
mai nt ai ned.

DFA position on the issuance of the fina
deci sion: W understand that there nay be tine constraints
affecting the ability of the Departnent to publish a
recomended deci sion and then a final decision. |[|f that
were the case, we would support the issuance of a tentative
final rule that would allow for inplenentation but stil
allow the industry to nmake comment and al |l ow t he Depart nent
to make sone revision in the final decision. This process

was used in the Class IlIl-A decision. This process would be
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preferred to an energency final decision which allows no
conment or review.

Q Now, M. Hollon, |I have just a few additional
questions and clarifications | would like to go into with
you.

You read from a prepared statement which everyone
has available to themin the room which we're not nmaking an
exhibit in the hearing record. But | want to nmake sure
we've got the right reading in a couple of places.

A Okay.

Q On page 10 of the witten statenent, the last line

where you' re addressi ng Proposal 31.

A Correct.
Q Is it your intention -- you may have read what's
Class Il there as Class IV, and | think you did in the | ast

line. Your intention there was to state that if the hearing
results in a lower Class IV price fromwhat it would have
been otherwi se that the Class Il differential should be
i ncreased under the logic of the proposal?

A Correct.

Q Now, you referred a couple of tine, you used the
term RO . Could you just identify what --

A Return on investment.

Q Return on investnent.

Any tine you said RO that's what you neant?
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A Yes.

Q Okay, now, on page 5 of the text of your statenent
that you read from the bottom paragraph referred to a neke
al l omance at California of dollar sign 0.1690. That was for
what product?

A Cheddar cheese.

Q Okay. Now, let's go to your exhibits. Four
exhi bits have been marked. The first exhibit marked as No.
45 is titled Class |l Substitution Analysis.

Is this exhibit intended to depict the econonics
that a Class |l processor would need to look at in
eval uati ng whether to use solids, butter or nonfat dry mlk
rather than fresh fluid mlk solids for Class Il purposes?

A That is correct.

Q Okay. Could you describe the exhibit and what you
believe it denonstrates?

A The first colum is |abeled "AA Butter," a range
of prices from®65 cents to $2. The second col um woul d be
the formula for coming up with the butterfat price. That is
the price of .65 mnus a make al l owance of 096, which is in
the proposal that | happen to be supporting, but you could
substitute any nmake all owance -- you could substitute 11.4

in there under the "current," divide by yield factor of .82
and that calculation results in the .6756 butterfat price.

By adding the fixed differential to that price to go from
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the butterfat price, which will be the sane under Il or 1V,
woul d get you up to the .6872 price.

At that point the thought is that by some change
that a Class |l user mght want to go source -- fat froma

di fferent source, that being butter. So you would say,

wel |, instead of paying 6872 |I'mgoing to go buy sonme butter
and pay 65 cents for it, but that butter is not -- it only
contains 80 percent fat. So you would have to -- you have

to inflate the 65 cents by that or divided by .8 to get 81
cents.

When you subtract the two, the results of making
that decision is a negative .1299 cents, so it really would
not nmake sense to make that substitution. And over any
range of prices from65 cents to $2, it would not nmake sense

to make that substitution.

Q Okay. Now just stop there for a second.
The columm | abeled "Il butterfat”.
A Yes.
Q | assune that that could be and perhaps shoul d be

| abeled as "IV' or Class |V butterfat?
A Correct. That's right.
Q Okay. And that's intended to show the -- you
know, the existing price of butterfat for Class |V purposes?
A That's correct.

Q And you're conparing -- okay. And then the C ass
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Il butterfat colum is based on the existing differentia
structure of 70 cents?

A That's correct.

Q And the price for butterfat in Class Il. The
substitute butterfat calculates the AA butter price into a
butterfat per pound price?

A That's correct.

Q And then the difference shows that it's still 13
cents nore expensive to use butter than fresh C ass |

butterfat?

A That's correct.
Q Now, that doesn't factor in any cost for
converting the butterfat -- the butter back into a wet

butterfat produce, correct?

A It does not.
Q And if you were converting even a drier product
i ke anhydrous nmilk fat, | assunme you' d have even -- you

woul d al so have a conversion cost?

A That's true.

Q Does Exhi bit 45 then show that for any range of
butter prices from®65 cents to $2 there is no conversion
incentive with a differential of 70 cents?

A That's correct.

Q Now, by the way, if that differential of 70 cents,

if the butterfat price in Class IV was reduced six cents a
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pound as proposed in Proposal No. 8, does that change the
incentive to use butter as opposed to fresh Class |

butterfat?

A It would change the absol ute val ue of the colum
| abel ed "Di fference", but in every case it would still be
negati ve.

Q So you could just take six cents off the
di fference and you still have --

A Yes.

Q -- a negative, and that doesn't include anything

for the cost of --

A That's correct.
Q -- reconstituting?
A That's correct.

Q Okay, let's go to the nonfat dry mlk, the right-
hand portion of Exhibit 45 then.

A The sane, simlar type of analysis under range of
prices for nonfat dry mlk from80 cents to $2.15; a simlar
met hod for converting, taking a price mnus nake all owance.
| used .14 divided by 1.02, and those nunbers resulted.

did the same thing to conpute a Class |V skim price, added
the 70 cents differential, came up within the Class Il skim
price. | converted that back to a solids, not fat, by

di vidi ng by nine, and again you get a resulting difference

and again it appears that is negative at every turn.
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So for nonfat dry mlk solids it doesn't |ook like
there woul d be any econonic incentive to substitute that
| evel al so

Q Okay. Now, again, that doesn't have any -- there
is no cost of reconstitution factored in there?

A No, it's just the product.

Q And M. Bl aise yesterday for one testified he
factors in at |least six cents as a cost of reconstitution,
add six cents to the dry solids when he conpares these,

t hese equati ons.

A Yes.

Q Okay, now, Proposal 8 doesn't change the cost of
skim solids or nonfat solids --

A It does not.

Q -- in Class IV? kay.

In fact, are there any proposals in the hearing
that change that, the relationship between Class IV skim
solids and Class Il skimsolids?

A Not that -- perhaps sonme of the -- no, not that
"' m aware of.

Q Okay. So although there has been sone all usions
in testinmony to incentives perhaps being affected, you're
not aware that there really are any proposals that woul d
af fect that --

A I''m not.
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Q -- equation anyway?

A ["'m not.

Q Okay. Exhibit 46, with the tables regardi ng NASS
and CME prices, | think you described in your -- in your
testimony, and | don't have any additional questions about
that at this time.

Let's go to Exhibit 47, if we could. Could you
descri be proposed Exhibit 47, please?

A On Exhibit 47 | made an attenpt to nmeasure sone
i mpact of the various price proposals, sonmething simlar to
what Ms. Ledman did yesterday in her testinony.

And | took a spreadsheet which | have used for
sone time now that runs all the formulas for all of the
class prices each nonth. | get frequent calls to ask to
conput e those, conpare those, project those.

And so | took the assunptions under the Nationa
M I k proposal, for exanple, of -- you know, what those
proposal s were, the Class |V butterfat price mnus six
cents, the nmake all owances that are proposed, the whey nake
al l omance that | propose, since there was not one directly
in the National M1k proposal, and | ran that back through
those formulas for the entirety of cal endar year '99.

| | ooked at the classification fromten nonths of
the federal orders in '99, and | also | ooked at the

classification breakdown for the first three nonths of this



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1555VELLI NGTON - CROSS

year, and | arrived at a national weighting of 42 percent
Class |, ten percent Class Il, 39 percent Class IIl, and
ni ne percent Class |IV.

So | | ooked at the differences between what the
1999 actual result of those formulas would be and what the
results would be if the factors in those proposals, 6, 14,
21 and 23 were adopted, and | arrived at a breakdown by each
class and then weighted it across all classes, and then
nmul tiplied that by annual national mlk production to cone
out with a $194,589, 200 effect of increasing producer incone
fromthe result of the change in the fornmnulas.

I did the sane type of analysis under the
proposals, primarily in two, three and four, that had the
NASS m nus six cents conputation for all Classes |, I, IIl
and IV. | adjusted barrels by the increase of only one
cents versus the current three, and used the whey and cheese
make al | owance changes as proposed by those proponents. |
did not make an adjustnent for including 640-pound bl ocks
because | couldn't figure out a way to do that.

The result of that proposal was, again using the
same met hodol ogy, 35 cents on all classes or renmoving
$570, 914, 300 from producer pay prices back over to processor
bottom | i nes.

And then also | took a | ook at Proposal No. 25

just in isolation, what would that nake all owance change
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produce, and it would be a negative of $90, 461, 200 using the
nmet hodol ogy |'ve just described.

Q Now, the type of analysis you did here in Exhibit
41, is that a kind of analysis that perhaps has been
referred to as a static analysis?

A It is.

Q So you didn't factor in any assunptions regarding
inmplicit changes in supplier demand that could be affected
by conbi nations of price changes or things of that sort?

A | did not.

I would point out that |I happened to yesterday
wal ki ng around the room and asked everyone who had a
calculator, either a calculator or a PC running on their
desk, and | asked them had they been anal yzi ng price changes
bei ng proposed at the hearing, and my sanple, which was
conplete with three, everyone told nme that they had been
anal yzing price changes.

| asked themif they got prices that they
considered relative to their analysis. They said yes. And
| asked himif they factored in any demand data in their
anal ysis, and they all told ne no.

Q Okay. You're in that sanple in --

A I"'min that sanple also. Actually, | went --

Q -- unani nous --

A I"'mnot in that sanple because | didn't happen to
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do mine in the room But if | add nyself, it would be four
peopl e that would be in that sanple.

Q And you would all be on the sanme page?

A We would all be on the sane page for methodol ogy.
And in fact | would point out that when | tired to duplicate
Ms. Ledman's nunbers, | cane in the sane general direction
Magni tude wasn't exact, but same general direction.

Q Okay. Her analysis was the sane al so?

A Correct.

Q Let's go to Exhibit 48 then, M. Hollon, the
handwritten exhibit. Could you describe that and explain it
for the record?

A Since | had a work sheet that did do the entirety
of 1999, each individual nmonth with price fornulas, | wanted
to try to get sone neasure of the change between just the
decrease of the six cents in the Class IV price. So | set
up one nodel. That was the "as is" 1999 colum, and that
woul d be the prices as they were computed throughout that
whol e year.

And for Class | on an annual average -- |I'm
sorry. No. On an annual as for Class Il. The skimprice
was $8.53. The butterfat price was $1.3672 per pound, and
the 3-5 price was $13.02.

| did the sane thing for Class IV and canme out

with a skimprice of $7.77, a butterfat price of 1.3602, and
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a 3-5 price of $12.26

Then | nmoved over and decreased only the Class |V
portion of the butterfat price by six cents, and canme out
with an identical skimprice and identical butterfat and
i dentical 3-5 price, and that is because the way the
proposal is witten that butterfat value does not affect the
conmputation of the Class Il price, the specific |anguage and
the specific, you know, the way the conputati on works.

In the Class IV, there is a difference, not in
skimmlk, there was no difference in that price. The
butterfat price, as you woul d expect, would be six cents
| ess, and the effect on the 3-5 price was 21 cents less. So
that woul d nmean that producer income would be decreased on a
bl end basis, if you will, by some portion of that 21 cents.

As far as the spread between the two prices, that
is sonething that has been referred to in the hearing, there
woul d be butterfat -- the relationship between Class |V and
Class |1, butterfat would cost six cents nore and on a 3-5
basis 21 cents nore

When | | ooked through this, there is no doubt that
t hese nunbers are how they conpute. W have | ooked at the
substitution, you know, inmpact and said we don't see where
there can be a substitution effect on either nonfat or fat,
so it's only a question of the relative position of the

prices. Are they at the right level in the final rule? Are
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they at the right Ievel now and that's why we're having the
hearing to determine that?
Q Okay. And it's your position that the Class IV

butterfat price is not at quite the right price it ought to

be?
A That's correct.
Q It ought to be reduced.
Why do you feel the Class Il and Il prices should

not be reduced comensurate?

A Because they do not experience the added cost
val ues that were nentioned by several w tnesses. There were
docunented cases -- there were evidence put into the record
of the added cost of the Class |V manufacturer in attracting
some of that cream supply. Many tines that buyer is the
buyer of |ast resort.

M. Yates, for exanple, in his testinony pointed
out that through his day-to-day business he uses all of that
fat that he can, and then he sells the rest, and he seeks
out the highest price. And when he gets down to the
buttermaker, then that's the price of the residual product.

Dr. Barbano pointed out that the Class Ill user
uses all the fat that they can econonically, and then they
sell off the rest. Fromtinme to tine they even buy
additional solids to try to nake use of that fat. But

agai n, when they get ready to nove it out it's at the | owest
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use val ue.

Many tines the buyer ends up being the buyer of
last resort. | would point out that our products, when we
tend to be able to buy the nobst, in other words, when the
quantity is the nost the price is the less, and that would
be at bal ancing tinmes of the year, and so you build
inventories and then shortly after those seasons when your
inventories are pretty flush, then the price drops.

There was sone coments about the negotiating that
takes place and there was a mistake in assunption that just
the buyer, up until M. Wellington's testinmony, that just
the buyer has all the negotiating ability. But | would say
that those that | know that negotiate, for exanple, with M.
Yates woul d rate him as an excell ent negotiator and that
certain tinmes of the year his ability is very good and the
mar ket favors his position.

There is a wide array of buyers, so that ability
to negotiate and find a price, until you get down to the
price of last resort, there are other processors. M. Wl de
poi nted out that within the systemor within the |arge
processor in the Northeast, their system they use fat in
their plant systemfromplant to plant to plant. There are
fat buyers, there are brokers, and even the Chicago
Mercantil e Exchange could offer a potential outlet until it

gets down to the buyer of |ast resort.
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And so, you know, for those, for that array of
reasons that buyer of last resort doesn't have the sane
opportunities, and many tines it's at a time of the year

when you are a residual buyer and bal anci ng the narket.

Q Does the fact that Grade A butter is still nade
and Grade B butter is still nade affect your analysis in any
way ?

A No. The comments that were nade about that as a

viabl e market | would point out that neither AMS nor NASS
publish any price series data, and they publish no vol une
data, which would indicate that those are small markets. It
woul d be small, and also it was scattered and it was hard to
col l ect and get that data.

I would also point out that the Chicago Mercantile
Exchange di scontinued trading in that. And if you have any
exposure to the CME, you will know that they try to have
markets in everything. So just the fact that they decided
to discontinue those markets | would al so have to point out
that there are -- they are becom ng inconsequential and
smal | .

Q Let me turn to one of the issues with respect to

cheese price for a monment, M. Holl on.

The present three-cent spread between barrels and
bl ocks,in Dairy Farners of Anerica's operations, does it

cost nore -- you produce both barrels and bl ocks, correct?
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A We do.
Q Does it cost nore to produce 40-pound bl ocks than

500- pound barrel s?

A Yes.
Q Okay. What are sone el enents of those costs?
A The two npst easy identified elenments are in the

| abel of packing, in the area of packaging and | abor. And
fromour cost data, we find it slightly over two cents of
value. There are also the other areas of particular
custoner specifications nmay require ingredients that are not
part of the regular nmake process that would require sone
extra cost.

Q Okay. So it's your view that the three cents

remains a viable reflection of a difference in --

A That's correct.

Q -- in cost and should be reflected for these
product s?

A That's correct.

Q Okay. Do you have a -- in selling mlk to plants
and marketing mlk fromfarns to plants, is there -- there

has been a | ot of discussion in reference to shrinkage, |o0ss
of vol une.

Is there a benchmark factor that Dairy Farners of
Anmerica has used in its marketing or shrinkage fromfarmto

pl ant ?
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A In that particular area we sell quite a bit of
mlk to others in all classes. And typically those
negoti ati ons include, you know, provisions for shrinkage.

We find in the mpjority of those contracts that a quarter of
a percent is considered an acceptable |evel, and that

shri nkage above that |evel generally requires action, either
financial penalty or just to maintain a good relationship
with the customers, and that's sonmething that's even
codified in supply contracts; that shrinkage of above a
certain anpunt, and many of those contracts contain that as
the I evel .

Q In other words, your customers expect you to
deliver milk to the plant if it's being delivered on farm

wei ghts and test --

A Yes.
Q -- at a loss of a quarter of a percent or |ess?
A That's correct.

Q Okay. And you're able to do that?

A Yes. It requires work on both parts, but yes,
that's a goal that's achievable.

Q Does Dairy Farnmers of Anmerica nmake the product
we've all heard a little bit about here call ed anhydrous
mlk fat?

A We do nmke anhydrous nmilk fat. Over the course of

the |l ast couple of days |'ve been investigating that a
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little bit, but we do make anhydrous mlk fat.
Q By the way, are there any published data that
you' re aware of with respect to volunes of anhydrous mlk

fat produced in the Federal Order Systenf?

A I have not discovered any published data, and
would Iike to point out that in the -- just entered for the
record -- there is a table --

Q That's the annual federal mlk --

A That's correct.

Q -- market order statistics for 19987

A That is -- it's Table 46. And it points out mlKk,

skimm |k and and creamutilizing the manufactured dairy
products by handl ers regul ated under federal m |k marketing
orders by nmonths 1998. The table points out that -- sorry,
wrong table.

Tabl e 47 points out -- well, wong again. It is
Table 48. Table 47 is the sane data for CY-97 and Table 48
is data for calendar year '98, and it points out or attenpts
to summari ze butter, cheese, frozen desserts, cottage
cheese, skimm |k powder, condensed mlk, Class Il and Il
mlk solids used to fortify, and finally other factory
products and uses. And there is no listing there for
anhydrous mlk fat.

So if you look over in the other colum, which is

a total of 4.1 billion pounds, and you | ook over in the



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1565WELLI NGTON - CROSS

footnotes you find that there is 2.8 billion pounds of mlk
that is in the other factory use product. And if you | ook
in that footnote you still don't fine a | abel for anhydrous
mlk fat. There are | abels for whole nilk powder, whey mlk
powder, aerated frozen and plastic cream but no subdivision
for anhydrous mlk fat.

So within the Federal Order System it is not a
| arge enough quantity of product to be nmeasured. And in our
own scenari o, we meke that product in one plant, in
W nt hrope, M nnesota. W neke linmted volunmes. It's nade
to order. It's not a residual use product at Christms, at
New Years, at Menorial Day at Fourth of July when milk
supplies are long. W don't crank up the anhydrous mlk fat
line. Qur custoners are few. They generally have sone
requi renents for why they want the product.

One exanple that was given to ne was -- a
particul ar custonmer is a popcorn nmeker and they want the | ow
noi sture product so that there is not noisture in the
product that affects the process when they need it and when
t he consuner used it.

It does cost nobre to nake. |t does have sell for
a higher price. The identified -- | agree with M. Gll oway
that it appears like there are four to five makers outside
of our own plant. |'maware of three in Wsconsin and one

on the east coast. The product is storable. | agree with



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1566WVELLI NGTON - CROSS

M. Galloway that it was not readily nmade. Wth regards to
conpetitive issues, since it is clearly not a product of

| ast resort, it would certainly not belong in Class IV for
the residual use products are. Certainly it probably
doesn't belong in Class | or |l for conpetitive reasons.
Since it is a storable product, perhaps Class IIl is an
appropriate place because that is the | owest product or

| onest class of price available for sonething that's not a
resi dual product.

Q In any event, Class Il processors haven't turned
to DFA for anhydrous milk fat to use in their Class |
products, to your know edge?

A If they have, it's been in extrenely small
quantities, and the primary custonmers were not that
classification.

Q Okay, let me ask you one final question and then
make you avail able for questions from other parties.

Dairy Farners of America has operations, as you've
described, in nost of the federal orders and nost of the
state of the United States.

Are you fanmiliar with the paynent, over order
paynments for mlk in various regions of the country
general | y?

A In general, yes.

Q Okay. Would you agree with ne that in the present
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scenario that there is a broad range of over order paynents
made in particular by cheese plants with a great range on
the high side in the -- tending to be up in the upper
M dwest and substantial range on the |ower side in other
regions of the country, such as the far West or mountain
areas?
A I did investigate the | evel of prem um over Cl ass

I1l prices in the upper Mdwest and the nmountain state. And
in general, the over order prem uns in the upper M dwest
were in excess of a dollar, and this was a cal endar year
'99, so it was an average over an entire year, and over
order premiunms in the nountain states were in the range of
40 to 45 cents.

MR, BESHORE: Thank you. M. Hollon is avail able
for further questions.

JUDGE HUNT: M. Yale.

CROSS- EXAM NATI ON

BY MR YALE
Q Let me just follow up on that question, M.
Hol | on.
What about in the Sout hwest ?
A There are sone over order prem unms. There are

over order premuns paid to producers in the Southwest.
Q What about is there a situation in the Sout hwest

due to sone institutional factors and sone |ong-term



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1568HOLLON - CROSS

ci rcunstances and al so sonme conpetitive bal ance in response
to that that nmekes the obtaining of additional over order
premuns for Class Ill in the Southwest difficult, if not

i mpossi bl e?

A M. Yale, | can't speak to all of the reasons, but
| amfamliar with the over order price announcenents in
that market, and generally the Class Ill over order price
announcenents do not carry as nuch value as the Class | and
the Class II.

Q And how much is the over order for Class |1
carried in those over order announcenents?

A Probably 10 to 30 cents m ght represent a range,
and the Class | and Class Il premunms would be, you know, 50
to 75 cents.

Q And isn't that other range on the Class Ill nostly
to handl e sone issues involving with the handling of the
mlk and dealing with some service costs associated --

A In some cases, in sone cases that's true. Not al
cases, but in some cases that is true.

Q Based upon your experience and know edge in the
Sout hwest, what is the -- under its current structure, what
is the potential for obtaining any significant addition to
the Class Il premuns in that market?

A Well, over the past several years there have been

a few tinmes when those preniunms have been raised. | would
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say going forward there will again a few tines, but likely
that structure that | outlined will probably stay in
somewhat relative position on strictly that -- that basis of
measure.

Q I want to ask you sonme questions. You did sone
conparisons with the NASS versus the CME. There has been
sonme discussion in this week that woul d suggest either by
questions, inplication and maybe sonme direct testinony that
one of the things that the NASS does is it reflects a tilt
towards the West and provides a | ower price |level.

Have you heard that testinony?

A | have.

Q But your table, the exhibit that you indicated in
the blocks is, is that that difference is really very small;
that the CME is very close to representing in a sense a
wei ght ed average of what nmilk or cheese, block cheese is
sold in the nation; isn't that correct?

A Yes.

Q So that the choice of the CME over the NASS is not
one for purposes of price enhancenment woul d probably be a
futile effort. |If that was your purpose was to get price
enhancenent by choosing the CME in ternms of just a direct
relati onship, it probably would not be successful ?

A Yes, | would agree with that.

Q And al so as | understand your testinmony is, is
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that your support for NASS is qualified on the basis that
some of these other issues get fixed?

A Yes, that's true.

Q And one of those, as | indicated -- you indicated,
was mandatory and audited, right?

A That's correct, and we have a greater interest in
the mandatory and to sonme | esser extent the auditing.

Q Right. And then the other one thought that's very
significant is that three-cent adjustnent for the bl ock and
barrel ?

A Yes, that's correct.

Q Now, while we're tal king about the block and the
barrel, | did not see in your testinony or hear in your
cross-exanination, unless | missed it, any discussion of the
adj ustment of the barrel price to 39 percent as opposed to
38 percent.

Do you have a position on that?

A We've investigated that back and forth, and with
some of the nunbers that we've put together you can justify
just on a noisture basis alone, there being about a two
cents val ue

Q By maki ng that adjustnent, that there is a |loss or
a reduction or what --

A A block price and a barrel price to be equival ent,

the block price would need to be $1.30 and the barrel price
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$1. 28.

Q At what noisture?

A The npistures that were in Dr. Yonkers' tables;
one was 35 and one was 38.

Q Do you have any position of adjusting the barre
price to 38 instead of 39 in the current pricing?

A At this time, no. | nentioned that we heard |ots
of debate this week. That was one of the pieces of debate
we heard it for the first tinme, so we have no -- no position
on that.

Q Now, you indicated you participated in the RBCS
study. Do these plants that participated in the RBCS study
al so report sal es to NASS?

A Yes.

Q Al right.

A To the extent that they neet the product
definitions. W report -- maybe | should rephrase that.

We participate in the NASS survey. Wether or not
it's these exact plants, | can't tell you exactly. But
wherever we neet the definition, we participate, and we
participate in cheese, butter, powder and wet.

Q And by the way, | want to -- froma marketing
cooperative and marketing producer's standpoint within the
limtations of exposing too nuch confidentiality, we do want

to praise DFA for providing the detail that they did to
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support those nake all owances and meki ng yourself avail abl e.
You' ve sat here through nost, if not all, the

testi mony of some other plants around the country. Have you
seen and heard any testinony fromany of those that give
hard nunbers or explanations of how their costs are in
produci ng cheese?

A No, | have not.

Q You indicated in your testinmony on the yields
you' re concerned about dealing with conpetitive

rel ati onshi ps with unregul ated or other regul ated areas,

right?
A That's correct.
Q Are you aware that California's regulated pricing

for I'V-B does include a value for the whey creanf?

A Yes.

Q But you didn't propose neking that avail abl e?

A Di d not.

Q And in those truly unregul ated areas, those plants

are in a sense working off their entire yield, right?
mean with what they have available; isn't that correct?
A That's sone of their dollars available to run
t heir business, that's correct.
Q And that's one of the reasons those areas that you
mentioned in the upper Mdwest and the nmountain states tend

to be less regulated, a lot more nmilk in an unregul at ed
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fashion or nearly unregul ated fashi on than what we have
el sewhere in the country going into Class |11°?

A Well, | would say that nopst of the upper M dwest
isin aregulated area to sone extent.

Q Less contribution fromthe Class | pool

A Oh. GOkay, yes. Right.

Rephrase that one nore tine. |'msorry.

Q Well, the point is, is that other than in the
mountain states and the upper M dwest npbst of the rest of
the regul ated narkets that have Class |Ill, there is also a

significant Class | presence that --

A Okay.
Q -- can --
A So you are saying in those markets the Class |

utilization is lower than in nmost of the rest of the
country?

Q Ri ght .

A Yes, | agree with that.

Q And in those areas is where the cheese plants tend
to pay more for their mlk over and above the Class I
price than they do in the rest of the country?

A Yes. | can't say that there is a link between
those two, but yes, that's true.

Q Now, right now we have a -- | think donestically a

strong demand for butterfat, right?
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A Yes.

Q Okay. Wiy woul d we be suggesting to | ower our
butterfat price at a tinme at which we have a rising demand
for butter?

A The rationale that was devel oped primarily from
the other witnesses, | can only summarize that there is sone
additional cost factors that are in there in there, and that
the present scenario didn't recognize those; and that
typically the fat buyer is a buyer of last resort; and that
there were sonme factors there that again, primarily cost
factor differences.

MR. YALE: | have no other questions.

JUDGE HUNT: Anyone else? M. Mrshall, do you
have a question?

MR. MARSHALL: Yes, Your Honor

BY MR MARSHALL

Q M. Hollon, | appreciate your testinony and | was
doing real fine with it until you got into sone of that
exam nation about over order premiunms that M. Yal e asked
you about, particularly the premiumlevels in what | think
you described as the nountain states, and |'m concerned t hat
we need to explore that now --

A Okay.

Q -- because there is an inplication about

profitability of cheese, butter and powder in that region
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that | don't believe to exist.

A Okay.

Q In your analysis you described the mountain
states. You didn't nean to include lIdaho in that, did you?

A Yes.

Q Do you believe that there is a prem um paid over
the blend price in |daho?

A Prem um pai d over the blend price.

| imagine that those premuns is prem uns over

Class |11, and that would be conprised as a plant premium a
quality premium a protein premium a volume prem um

Q Al right. So now | understand that you're
referring to the actual pay off price relative to the Cl ass
Il price?

A Ri ght .

Q Are you aware that in this cal endar year the blend
price in Idaho has been perhaps a dollar over Class II1?

A | don't think I've heard anybody tell ne that it's
been that high. But if you say that, | will accept that.
My conparison there was based on 1999 and what our

experience was in paying producers in that the prem uns --

Q l'"msorry. 19997
A Yes, cal endar year '99.
Q Pl ease proceed.

A And that the conparison between that area and the
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upper M dwest area shows that the upper M dwest area, there

was consi derably nore prem uns paid than on the nountain

st ates.
Q Again these are premuns relative to Class |11?
A Mnhmm  That was just the base of neasure.

Q Right. And | believe when M. WIllians testified
yesterday he was referring to a prem um above Class Il as
wel |, so based on that | can accept your characterization of
the | daho market.

Wth respect to -- did you nean to characterize at
all the Pacific Northwest market?

A No.

Q And with respect to the Salt Lake City area, did
you nean to include that in your analysis?

A No, because probably the northern part of DFA is
Mount ai n Council when | refer to mountain region.

Q Quite apart from whatever M. Yale was asking you
about, would it be fair for the governnent, for the
Secretary to interpret your testinmony here to inply in any
way that there is additional noney available fromthe Cl ass
1l market to pay premiuns in the nmountain states area?

A I think that the -- | think that the point that |
was driving at was that there has been an assunption laid
out that a too high nmake all owance is an okay thing, and

that the market activity will correct that, and that
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producers' interests will be treated equitably.

So there is some assunptions there. One of those
assunptions is that processors will be able -- or will pay
that too high nake all owance out.

If you assunme that cheese as an exanple nobves in a
nati onal market, which | think it does, and then those who
make cheese in one part of the country should have
generalized availability of those margi ns everywhere.

Q Well, it's not your testinony, is it, that the
make al |l owance available in the year 2000 under the new
Federal Order Systemin two cheese processors in |daho

accounts for the paynent above the federal order price,

Class IIl price? It's not your contention that that noney
is comng fromthe Class Ill make all owances, is it?
A To finish the thought is if -- if that is -- if

currently conpetition pushes out all of that too high

mar gi n, too high nake allowance, if that's where the source
of that comes from then you woul d expect that in areas that
are simlar, which would be the upper M dwest and the
northern part of the nountain area, they are highly Cl ass
I1l. There are a | ot of cheese manufacturing. You nake the
assunption that they both have access to those dollars, and
that competitive factors will say pay themout. You should
expect sinmilar prem uns.

That's not the case. The prem uns are not



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1578HOLLON - CROSS

simlar. So sonmething is making prem uns be higher in the
upper M dwest and lower in the mountain states. And ny
contention is that the conpetitiveness level is not the sane
and therefore there is not sonmething that is forcing that
margin which if it's available in one reason of the country
it probably should be available in the other because it
cones fromthe same source

So the theory that too high nake all owance is an
okay thing, |"'msaying it's not necessarily true, and that's
part of my rationale to support that.

Q Well, | disagree with a |Iot of what you said there
in that conclusion but that's argunentative. |'msinply
trying to determ ne whether you are telling the Secretary
that you believe that there is noney within the Cl ass I
make al l owance in |daho being used to pay the prem um above
Class |IIl rather than say pool draw.

A The point | amnmeking is that there is sone --
there are sone dollars there as evidenced that they are
avail abl e in another part of the country that aren't being
paid out, and therefore if there were, the premiumin |daho
ought to be as high as the premiumin Wsconsin paid to
producers if the primary source of revenues are sinilar and
conpetition forces themout. But they are not all out, so
sonmet hi ng nust be out of whack in the conpetitiveness.

Part of my assertion is that Idaho is not as a
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conpetitive market as the upper M dwest and doesn't force
all of its premunms out. |If they are in, they nust be --
you know, they nmust be available, but they are not on the
pay price.

Q I would love to be able to cross-exam ne your
col | eague, M. Jendo, on that point about not being
conpetitive

Do you know how many buyers of cheese there are in
sout hern I daho? Excuse nme -- of milk for cheese?

A I would guess there are six or eight, but | would
guess there are 60 or 80 in the upper M dwest.

Q Wbul d you agree to six or eight in the Magic

Val | ey al one?

A Okay.
Q And with respect to your assertion -- assunption,
| think, would be a better term-- in what you have just

anal yzed that --

A Assertion sounds good.

Q Wth respect to your assertion that the revenue
base ought to be the sane between | daho and the upper
M dwest, are you fanmiliar with the fact that the NASS cheese
survey shows that there is a considerable difference between
the FOB values in the West versus the M dwest?

A Yes, there are sonme difference between the West

and -- between the NASS other and the NASS upper M dwest
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price, or Mnnesota - Wsconsin price. There is sone
difference, but | don't think that's enough to account for
the difference between the dollar and, you know, 45 cents.

Q Are you famliar with the Cornell nodel that was
run on manufacturing price services which does predict that
kind of a difference?

A I"'mfanmiliar with the study. |'mnot famliar
with the intinmacies of the details.

Q Well, I will be putting it into evidence a bit
later in this hearing and invite you to help cross-exam ne
me on that subject.

A Okay.

MR, MARSHALL: Thank you, M. Holl on
JUDGE HUNT: M. Vetne.
BY MR VETNE

Q Good norning, M. Hollon. |'mJohn Vetne. |
represent Kraft.

A Good nor ni ng.

Q ' m | ooking at your Exhibit 48, the handwitten
exhi bit.

A Okay. Yes, sir

Q Under Class Il prices in the, or Class Il analysis
in the top one-third of the exhibit, to the far right after
a different calculation you have witten "No need to charge

consurmer. "
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A Correct.

Q Am | correct that those words in that analysis are
an expression of your opinion because what you cal cul ate as
the difference of 0.00 in each of the three |lines doesn't
result in an increased cost?

A Yes.

Q Okay.

A 1302 and 1302 are the same number, so if that was
your base raw material cost and that was all that you had
sit around, not taking into consideration interest, taxes,
et cetera, et cetera, but fromthat standpoint it's the sane
in both scenari os.

Q Okay. And since you are dealing only with the
difference in regul ated prices, one set of calculations
conpared to another and you observe that there is in fact
0.00 difference, you also do not take into account

di fferences in nonregul ated conpetitive factors; is that

correct?
A That's correct.
Q So if in fact the proposal plays out so that there

is a change in conpetitive relationship which changes,

i ncreases or decreases, but changes the conpetitive

nonregul ated part of the cost, your opinion expressed, would
you agree, would have to be changed, either no need to

charge consuners or you have the ability to pass along a
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benefit to consuners?
A Yes.
Q Wth respect to the Exhibit 45 now, Class |

substitution analysis exhibit.

A Okay.
Q The third colum that was | abeled "Il Butterfat,"”
did we anmend or further explain that to mean the Class Il as

well as the Class |V butterfat price per pound?

A It would be Class Il because it has the added
doubl e 07 differential into it.

Q Par don?

A It would be the Class Il price, Class |l butterfat
price because it has the differential added into it.

Q The per pound differential between Class IV and
Class I17?

A Yes.

Q Okay. The Class Il and Class IV butterfat price,
in each case is it now a price that's not known until the
nmonth is over?

A Correct.

Q The AA butter price that you have in the first
colum, that is a price that -- at whatever level it is --
you assune is the result of a survey process?

A Correct. Butter is published as the --

Q At the price upon which federal butterfat --
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A Yes.

Q -- differential are based, or butterfat prices
now, not differential?

A Yes, that's right.

Q Okay. Wth respect to the second part of the --
the right half of Exhibit 45.

A That is opposed to the correct half?

Q That is true. | hate to say that's correct.

The right half of the exhibit deals with

substitution analysis for nonfat dry nmilk versus solids
nonf at .

A Yes.

Q Unlike the fat portion the skimmilk portion of

Class |Il, is that sonething that's known in advance?
A Yes.
Q Okay. And it's a skimor solids not fat val ue

that is based on a past trading period for nonfat dry mlk
rather than the current nmonth's tradi ng period which we

don't know when we are receiving?

A Yeah. |In order to get an advanced price you'd
have to do that. The nmechanics would -- unless you want to
base themall on a crystal ball -- would have to be done
t hat way.

Q Okay. So the nonfat dry milk price in the

cal cul ations would represent -- in your exhibit -- would
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represent not the current nmonth's nonfat dry mlk price;
that is, the nonth in which the handler has to make the
decision to substitute or not, but it would represent a
prior month's nonfat mlk price?

A That's correct.

Q Okay. Do you have information or know edge, to
spare ne sonme tinme of going back and perusing all these
pages, of the variation between the current nonth's nonfat
dry milk price and the prior nonth's reference price upon

whi ch skim solids are based?

A Sone.

Q Any bal | park range that you can share with me --
A No.

Q -- while you're sitting there?

A | don't.

Q Okay. And the nonfat milk price that is
referenced in that first colum in addition to being a prior
nmont h woul d you agree with me that it represents a price
derived froma range of prices?

A One nore tine.

Q Wul d you agree with ne that the first colum
| abel ed "NFDM' - -

A Yes, ranges of prices. Yeah, 80 to 215.

Q Par don?

A The 80 cents to the 215 range of prices.
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Q Yes. Right. But with respect to each nunber on
there, for exanple, the first one, 0.8 dollars, that when
NASS cones up with a nunber, that nunber -- in addition to
being a prior nonth, that nunber is a result of sone

arithnmetic --

A Ri ght .

Q -- froma range of prices?

A Right. Right.

Q Do you know what that range of prices conmonly is?

A You nean from week one, week two, week three, week
four or --

Q Well, let's say 80 cents. | nean, let's say that
it's a 10-cent range. It could go from75 cents to 85 cents

or 79 cents to 81.
Do you know what the range is in the prices that
end up to be the reported survey price?
A Hi storically, it's very narrow. The nonfat price

fromweek to week to week to week --

Q Not week to week.

A It has to be.

Q Yeah, week to week.

A So week to week has been narrow.

Q There is a week to week --
A And t hen you average them up and there has not

been a tremendous anount of spread in the nonfat dry mlk



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1586HOLLON - CROSS

price for sonme tine.

Q

A

Q

Okay. So there is a variation fromweek to week?
Yes.

But for a specific reporting day, there is also a

range of prices between sellers that nmake up the weekly

price.

A

Daily Market News reports that nonfat dry milk

price as a range of X to Y, and then the m dpoint of that

price or

-- yeah, the mdpoint of that price is used -- no,

not the midpoint, the average of that price is what goes

into the fornmula.

Q

that is,

Yes. Ckay.
Wth respect to the ranges that we have descri bed,

ranges in a specific week in transactions ranges

fromweek to week, which includes tine variations --

A

Q

M1 hmm

-- as well as weekly spread variations, and

di fferences representing a past reporting period for the

survey price and a current application of that price to a

solids nonfat price at which the NFM prices continue to

range.

A

Q

Mt hmm  Mm hmm

Do you have any information with respect to the --

for example, in the first line, the 7.56 cents, what you

calculate as a disincentive, do you have any information
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gi ven those ranges what percentage of mlk would -- or
nonfat dry m |k would fall outside the range for a current
nmont h?
A No, | don't have a clue.
Q Okay. Thanks.
A I would be glad to | ook at what you woul d have to
see to show that.
MR. VETNE: Thank you.
JUDGE HUNT: M. Rosenbaum
BY MR. ROSENBAUM
Q M. Hollon, | assunme that we are all in agreenent
that under the current pricing systemonce the cheese
manuf acturer has sold his cheese and paid the regul ated
mnimum price the yield -- the make all owance is what's |eft
over to cover his costs of taking that mlk and turning it
into cheese, correct?

A For those products that are defined by the NASS

price, et cetera, yes. In general, | would agree with that.
Q Okay. Now, | want to -- and you're proposing a
make al |l owance of around -- what's the exact, 15 point

somnet hi ng?

A 1536.

Q Now, we heard testinony froma fell ow cooperative
earlier today, Agri-Mark. M. Wellington testified that his

costs are 18 and a half cents, correct?
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A If that's what he testified, | agree.

Q For 1999.

A | heard himbut | don't remenber.

Q Okay. Do we both agree that the inpact of the
make al |l owance you're proposing is such that -- assuming M.
Wel lington has to pay the regulated m nimum price for
purposes of this question -- he's losing three cents a pound
for every pound of cheese he nakes there?

A Assunmi ng everybody is right, everybody has got the
ri ght numbers, yes, there is a difference and that woul d be
a | oss.

Q Okay. Well, the only nunber |'m having to assune
is right is his nunmber of 18.5 cents because your numnber is
going to be a regul ated nunber, correct?

A Okay. Yes.

Q So that is the inpact of your proposal to having a
15-cent nmeke all owance, right?

A On the first blush, yes.

Q Okay. And --

A You woul d al so need to include that -- for
exanpl e, he described, you know, product that he nakes that
doesn't fit in his definitions that, you know, generates
prem um dol | ars over that.

Q Oh, he nay be maki ng sonme noney off those other

products, maybe losing them | don't know --
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A Yes.
Q -- what the costs are of meking those products.
A Yes.
Q But in ternms of whatever he's nmaking that would

fit the NASS criteria --
A Yes, yes.
Q -- of 40-pound bl ocks, 500-pound bl ocks, | don't

t hi nk he makes those, but if he did, that's the |oss he'd

suffer?

A I would agree. | would agree with you in that
scenari o.

Q Okay. You make a statenent on page 8 that's

commenting on the cheese fornula, and in the m ddle you say
there's a conpelling reason for not using the 1.635 yield
factor for cheese.

A Yes.

Q And t he reason being the fact that regul ated

pl ants conpete with nonregul ated plants for sales, correct?

A Yes. That is a reason that we have here
i dentifi ed.
Q And you say nonregul ated plants are not obligated

to pay based on federal order yield factors, correct?
A Yes.
Q I wonder if it's also true that nonregul ated

pl ants are not obligated to pay based on federal order nmake
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al | owances.

A Yes.

Q And in fact, for exanple, the current nmake
al l owance in California is 16.9 cents, correct?

A Correct.

Q And your proposal, if adopted, would put federally
regul ated plants at a 1.54-cent per pound di sadvant age as
conpared to plants that nmake cheese and are regulated in
California, correct?

A Yes.

Q On Exhibit 47 you've done a cal cul ati on of inpact
of various proposals without, as you stated, taking into
account supply/demand responses to these change in nmininum
prices, correct?

A That's correct.

Q Now, you are aware that USDA -- you said you went
around the table --

A Yes.

Q -- asking other w tnesses whether they had
attenpted to do so. But you are aware that in fact USDA

attenpted to do so, correct?

A Yes. |'ve read that and |'ve talked with M.
McDowel |
Q Okay. Have you perforned any anal yses of your own

t hat woul d cause you to have any nunbers you could
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substitute for M. MDowell's?

A I have | ooked at M. MDowell's study. | read it
with the announcenent. | have not done a conparable. Dr.
Yonkers takes quite a bit of capability ability,
information, detail. At the same tine as | | ooked through
M. MDowell's -- just one case in point to sone of his
assunptions | don't conpletely agree with. And so if |
could do it all, you know, then there were sone things that
I would change which may alter it back and forth.

But no, | have not attenpted to duplicate his
research.

Q Okay.

A O his study.

Q Al right.

A But I would also point out I don't think it nakes,
you know, this conparison any |less valid.

Q Well, it mght have a dramatic inpact on what the
ultimate effect is on dollars going into dairy farmers
pockets, correct?

A The difference between the two, one |eaned to the
right, one to the left, you're saying those differences
could be --

Q I'"mjust suggesting that -- well, M. MDowel
repeatedly found that the changes in mninmmprices had a

noticeably different effect in terns of actual dollars per
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hundr edwei ght than the change in actual all mlIk prices for
the federal order farmers.

A Okay.

Q That's the kind of inpact you can see by running
that kind of supply/demand inpact on top of this, correct?

A Mnhmm  You can see inpacts just -- you know, |
nmean these are sone sizeable inpacts that you can see by
doing this type of analysis.

Q Okay. But the size of those inpacts may very
wel | be reduced substantially once supply/demand factors are
pl aced on top of then?

A O enhanced. They coul d get bigger

Q Are you sure they could get bigger?

A Well, aren't there -- well, there are assunptions
enbedded in M. MDowel |'s analysis that may or may not be
correct.

Q Do you agree with nme that he found that the
ultimate i nmpact of each of the changes he anal yzed was | ess
than the inpact that sinply was felt by the -- experienced

by the federal order blend price?

A Are you reading that fromthe inpact anal ysis?
Q I am

A Then | agree that's the way it reads.

Q I'"m | ooking at the nunbers. |'mnot reading the

sentence fromthe inpact statement. | don't want to m sl ead
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you.
A Okay.
Q ' m conparing the two.
Let me ask you a question about whey neke
al l omances. And you provide a figure in your testinony on

page 7, correct?

A Yes.
Q That's based on a single plant?
A Correct.

Q Do you all make whey el sewhere?
A

Yes.
Q And what was the reason for excluding those
figures?
A The primary reason was we felt this plant best fit

the definition of an average scenario and it does not nake,
you know, specialty products. | don't renmenber if the
| anguage is in the Price Support Program or the Federa
Order Program But there is sonme di scussion about the
Secretary trying to find an average situation, not an
extrene situation. Sonething, you know, |ike the ability of
an average plant to return X
And so when we | ooked at sone of the plants that

we felt this was the nobst straight up conparison.

Q WAs any consi deration given to doing a survey that

woul d reflect nore than one plant?
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A For Dairy Farners of America? You're talking

Q O any --

A To produce this nunber?

Q Well, or any l|larger organization to which Dairy
Farmers of Anmerica bel ongs.

A Run that by nme one nore tine.

Q Well, it's just one plant, that's all | am sayi ng,
and was there any consideration given either by Dairy
Farmers of Anmerica or National M|k Producers to doing a
cost of manufacturing for whey that would reflect nore than
one plant?

A Ot her than what was in the RBCS survey, no. W
didn't attenpt to create our own survey. W felt it would
have sone credibility issues.

Q Okay. RBCS doesn't have a whey nmke al | owance,

right?
A That's correct.
Q Okay. Now, let ne see if I -- | want to |ist sone

costs and see if I'mright that these are |eft out of your
cal cul ation of the whey nake allowance, and |'m sinply using

your description of what you covered for that.

A Okay.
Q Procurenment of mlk?
A Yes.
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Q Fromthe way | asked ny question, | don't know
whet her the answer is yes -- which way the answer yes goes.

Were procurenment of milk costs included?

A No, they were not.

Q Were admi nistrative expenses included?
A No.

Q And by that | mean plant nanager.

A No.

Q Pl ant of fice?

A | doubt that that was excluded. | don't think we
track explicitly square footage and allocate it out, so
don't know that you could, you know, make on a buil ding case
scenario. But there was no -- you know, if it included the
cost of another office somewhere else, | could say no, it

woul d not be.

Q Okay. Any effort to allocate any corporate
over head?

A No. It's not included.

Q It's not included. Okay.

So you're aware that, for exanple, when CDFA does
their cheese nmake all owance survey, they actually interview
corporate people and try to allocate sone of that --

A Yes, | am awar e.
Q -- at individual plants?

A I'"ve talked with sone of those folks. They go
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into and do the | ook and have the people and check it out
and say, "Yes, you can put this in. No, you can't put that
in."

Q Okay. Well, I'mtrying to address not nerely

their general auditing efforts, but the efforts specifically

totry to allocate --

A Yes.
Q -- corporate overhead.
A Yes.

Q But you didn't undertake this effort?

A Did not, did not do that.

Q | didn't see anything in her for taxes. Are taxes
i ncl uded or excl uded?

A Excl uded.

Q And what about insurance?

A Di d not include that either

Q I want to ask you a question about the use of CME
versus NASS pri ces.

A Yes.

Q Whi ch, of course, is an issue as to which we are
i n agreenent.

A Yeah, | noticed that.

Q But that's not going to stop me from asking a
questi on.

(Laughter.)
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A I would say that | noticed several other things in
your proposal that we are in agreenent on.
Q Yes, and | will not subject those to vigorous
Ccross-exam nation either.
A Okay.
(Laughter.)
Q But | sinmply want to ask you if you could | ook at
Exhi bit 46 because there has been sonme notion that the CME
and the NASS present really the sane result, and | want to
see whether the rather el aborate work you have done on this
i ssue --
A It does not include demand though
Q Does not include demand? Well, we'll |eave that
asi de for now.
You' ve done sone hard work on this issue to put
this together and I want to focus on the conclusion you
reach on the | ast page.

Now, if | understand standard devi ation

correctly --
A Okay.
Q -- which nmay or may not be true.
A -- if | understand it correctly.
Q Once standard devi ati on neans that 67 percent of

observations fall within that range; is that accurate?

A I would characterize it as one being better than
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two and two being better than three. To the exact where
that falls out, | can't tell you if it's 67 or 66 or 50.
But that's the general neasure of variation, and so | ower is
better.

Q Okay. But if I"'mright that one standard
devi ation captures 67 percent of observations, then based
upon your analysis 33 percent of a tinme that it was a nine-
cent or greater difference between the CME price and the
NASS price? |Is that an accurate way to read your able?

A I don't think so. Wy don't we go the other way.
Let me tell you what | did and you can at that point decide
if you like it or still agree with it.

I took the NASS price and the CME price for the

current week. | lagged them one week and | |agged them two
weeks. And | got a -- over this entire period, for exanple,
we're | ooking at butter now. |In the mddle colum, the

smallest, or in this case it would be the |largest negative
variation was 13.8 cents. The maxi mum vari ati on between
those two was 4.6. Since the average variation was a shade
under two cents, and that particul ar nmeasure by | agging
those prices one week was -- had the | owest standard
devi ati on.

And so | concluded that was the best predictor
And if | look across the colunn | abel ed "Average," | would

say that over this entire period the difference between the
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CME and the NASS price was slightly under two cents.
Q Okay. Does the standard deviation attenpt to

capture the --

A Deviation in the averages.

Q Yes, the deviation in the averages.

A Yes.

Q Yes. And that would be in ternms of cents, right?
A Yes.

Q So that the deviation in the averages | agged one

week is 3.3 cents; is that right?

A No. The averages is 1.9 cents. And that col umm
varied |l ess than | agged two weeks or |agged two weeks or
varied less than the current week. That was ny goal

Q You're not personally responsible for selling
cheese for DFA?

A | am not.

Q Okay. And | take it your notion of the market for
640- pound bl ocks woul d therefore be based on sonething you
heard from ot her peopl e?

A The information that |'ve testified to | asked our
cheese sal espeopl e several questions about that and those
were their conclusions.

Q Okay.

A And |'mreporting them

Q The testinmony from Kraft was that perhaps a much
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as 20 percent of the cheddar cheese market is now 640-pound

bl ocks.
Do you have any --
A | do not.
Q -- reason to doubt that?
A I did not ask that question.

Q Okay. And you've described in your testinony
DFA' s practices --

A Yes.

Q -- in terns of how you sell that.

A Yes. Yes.

Q But | take it you're not sufficiently famliar
with that market to know how others mght do it?

A | asked that question. | asked did our people
know of others who has a practice inventory that product,
and the purpose for that question was to see if it was a
contract nade to order, or if you built inventory in
anticipation of orders, or indicate different business
operations.

And the answer that | got from our sal es personne
and people was that they were not broadly familiar that
peopl e inventory that product.

Q Okay. Al right. You've heard sone testinony at
t he hearings of people saying that's what they do?

A Yes, |'ve heard two fol ks who have said that
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testify.
Q And you don't -- you wouldn't dispute that they
are accurate describing their own operation?
A No, not describing their business. But | didn't
hear everybody who testified about 640 say that either
Q Okay. And | take it you yourself are not
responsi bl e for actually operating any of your cheese
pl ant s?
A | am not.
MR. ROSENBAUM That's all | have. Thank you.
JUDGE HUNT: M. English was next.
BY MR. ENGLI SH
Q Charl es English.

Looki ng at Exhibit 47.

A Yes.
Q Just to clear up a tiny bit of confusion, if |
may, | hope.

A Cl ear up?

Q I hope | clear up sonme confusion here.

A Okay.

Q You have a columm called "Proposal ."

A Yes.

Q And next to National M|k you have a one wi thout a

comma and then you have six, comm, 14, 21 --

A That was just the first one in the last, line
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nunber one.

Q Li ne nunmber one.

A Yes.

Q So it's also line two for |DFA?

A Yes.

Q And line three for MPI?

A Yes.

Q That's not intended to inply that those were --
A It is not.

Q -- proposals that --

A It is not.

Q -- you are supporting or IDFA is support, correct?
A You are correct.

Q Mor eover, if you | ook at your line for proposa

three and four, which is |IDFA --

A Yes.

Q -- have you not included nmuch nore than what is
actually included in proposals three and four in your
anal ysi s?

A | think, between the nenbers of the |DFA group
t here have been proposals of NASS m nus six cents, the

barrels down to one cent, the whey and cheese all owances, |

think those were all in Dr. Yonkers' --
Q But isn't it true that proposal nunber three is
NASS m nus six cents on Classes |Il, |Il and |IV?
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Yes.

And proposal nunber four is NASS nminus 6 on Cl ass

So the conmbi ned --

So the conbi ned of those two would only be the

NASS, the butter issue on one, two, three and four, and al

these other issues regarding the barrels, the whey and the

cheese --
A
Q
notice?
A

Q

A

Yes.

-- would be found sonewhere else in the hearing

But when they all got to the sane effect and they

all would nmeasure the sane way. But if your question is did

I m sl abe

as to proposal nunber three and nunber four, then

you are probably correct.

Q

And can you tell ne what the -- what you did with

respect to butterfat or for any of these classes? Did you

make the sane adjustnent as Ledman made?

A

No, | did not. | did not break out price effects

on skimand fat. These are all the -- using the fornmulas,

they come back to a mlk price, and those were the prices

that | used.

Q

Fine. And you said that you | ooked at Ms.
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Ledman's exhibit --

A Yes.
Q -- with respect to proposal three and eight?
A Yes.

Q And you did not see anything that you di sagreed
with in terms of the nethodol ogy?

A That's right. Her -- no, did not disagree with
her met hodol ogy, and her magnitude, in general, for the --
the limted of that proposal, | agreed with.

Q Fine. Thank you.

A You' re wel cone.

Q Wth respect to the plants that you have told us
about participating in the RBCS and the California survey --

A Yes.

Q -- would | be correct that the Corona, California

pl ant participated only in the California survey?

A Correct.
Q Now, | don't want to get into confidentia
information. |'mvery sensitive as you are as well. But

can you tell me whether that plant and the information you
submtted for it, with respect to it, whether that plant had
hi gher, the sanme or |lower costs than the other two plants
that submitted bl ock?

A No, | don't want to get into that.

Q That's fine.
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Woul d you agree that sone of the costs that are

requested of the California plant in terns of categories are
different --

A Yes, | would agree.

Q -- from RBCS? You would agree with that?

A Yes, | would agree.

Q Now, among other entities that | represent here, |
represent Master Dairies, and Master Dairies has a nunber of
menbers, including Merrigold and Crow ey Foods.

Are you famliar with those entities?

A I"'mfanmliar with those entities, but you didn't
list -- M. Tinkavald didn't |ist who they were --

Q No, okay.

A -- sol can't tell you they are Master Dairies or
not .

Q Okay, fine. | wll represent for you at the
nonment that they are nenbers.

A For the moment, 1'I1l believe you.

Q Okay.

(Laughter.)

Well, for the nmovement, |'Il believe your answer

If Merrigold is a net -- Merrigold has a C ass |
operation in Rochester, M nnesota, correct?

A That is correct.

Q

And it would not be unlikely that as a result of
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that operation they are net buyer of creamfor use in their
ice cream correct?

A That coul d be true.

Q So | ooki ng at page 9 of your testinony when you
reference the need for an adjustnent to the Class IV
butterfat price, you said, "The purchased cream nust be
handl ed twi ce, thus incurring extra cost that nust be
conpensat ed somewhere in the system"™

You woul d agree with me that to the extent that
Merrigold is a net buyer of creamthat they are buying a
product that has been handl ed tw ce?

A Yes.

MR. ENGLI SH: Those are all ny questions. Thank
you.

Q M. G@Gal ar neau.

BY MR, GALARNEAU:

Q Just a really quick question here. Clay Gal arneau

with M chigan M IKk.

You have a nmeke all owance for why at .14?

A 1478.

Q 147872

A Yes.

Q G ven the whey markets up and down for the | ast

coupl e of years, do you believe it would be possible for the

whey price to actually be lower than the nmeke all owance?
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A That woul d be a possibility. Recent history, it
has not got that |ow, but that could happen.

Q And if that did happen, would you feel that the
whey portion of the milk price ought to have a negative
i mpact on the Class |1l val ue?

A My personal preference would be that that -- in
the instances where that happens, that that conputation be
taken into account in the producer price differential
There seens to be fewer -- there seens to be -- one of the
nost difficult things to try to explain is why a regul ated
price is negative, and | have yet to find a successful way
to do that. So if |I had a choice in the matter, if that
were to cone to be, that would be ny preference

Q As opposed to including something |like a snubber
in the price calculation?

A Snubbers. | haven't given that a | ot of thought.
In the Chicago area, Chicago regional order where they had,
you know, conponents, that was the case. The case was --
you know, if the price went to zero, it stopped there. That
made dealing with those issues somewhat easier. | wouldn't
say that | would oppose that but | haven't given that as an
alternative thought.

MR. GALARNEAU. All right. Thank you.
JUDGE HUNT: M. d sen.

BY MR. COLSEN
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Q M. Hollon, Brad O sen with Leprino Foods Conpany;
a few questions.

I'm | ooking at page 2 and you reference the
federal order policy where -- well, the federal order policy
in the past is ained for reasoned m ni num and expect the
mar ket to operate above that mininmmlevel.

Q Yes.
Q That's your expectation is that it establishes the

m ni mum and then the nmarket through over order premniunms and

the like will take care of itself above that?
A As long as you say "reason" mninmms, | would
agree. |If you will add that word to your -- there is sone

| evel s of price even today that are pretty low that dairy
farmers are having a pretty hard tine dealing with. But in
general, our policy is that federal orders operate at
m ni mum | evel s, reasoned mninum |l evels, and then
conpetitive as you described, over order prem uns, business
practice operate above that.

Q Sure. And I'mnot trying to change your testinony
at all.

A Okay, that's fine.

Q I want to make sure | understand it.

So we've got the reasoned mininuns and then that

establishes this mnimmlevel, and then the market, if you

will, operates above that --
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A Yes.

Q -- mninmmlevel --

A Yes

Q -- so established?

A Yes

Q Okay And if | look at Exhibit 47.

A Okay.

Q And | | ook at the dollar amobunts over here on the

ri ght side here.

A Yes.

Q Okay. That appears to be reflective of -- at
least with respect to the negative -- well, | guess with
respect to all three of them-- the m ninum nunbers. That
woul d be your m ni mum nunber nultiplied by the 162 billion?

A It would be the weighed all class price multiplied

by the pounds of nmilk. The weighted average, in the second
case the 35.1 cents is 42 percent times 24 plus 10 percent
times 26 plus 39 tinmes 51.
Is that what your expectation is?

Q No, you are doing the math faster than | can do
it, but that's fine. Let ne get just to the one point here.

A Okay.

Q When you are tal king about the effect on 1999
prices, you're tal king about the mninmum prices

est abl i shed - -
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Yes.
-- through the regul ated systenf?
Yes. Yes, that's correct.

So when you do the dollar calculation, that's

taking those mninmum prices and multiplying it by a whole

ot of m|k?

A

Yes. It's taking those mnimuns, noving them

| ower by an average of 35 cents, and then nultiplying it

times 162

Q

we tal ked
A

Q

A

Q

prem uns,

billion pounds of mlk, yes.

Ri ght. Okay.

And so those mininunms don't take into account what
about a few m nutes ago about over order prem uns?
No. No, they do not.

Okay.

They do not.

And if those nunbers were in there, the over order

| believe you earlier testified that in your

experience over order prem uns exi st throughout the Federa

Order Systenf?

A

Yes. But renenber they would be in both -- they

woul d be in both analysis. They would be -- they are there

now, assune they would be there after, so it would have no

effect on

Q

t here.

this nunmber. They would be in both cases.

No, | understand that the over order prem uns are
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A If there was a dollar before under this
assunption, whether or not it's true or not, there would be
a dollar afterwards. |If there was nothing before, there
woul d be nothing after. So that the net effect in either
case woul d be the negative 570 mllion for this exanple
whet her there were prem uns or not.

Q Not if the over order prem uns increased?

A That's true.

Q Okay. So if we had a nmarket level and it's --
this is going to be interesting on the record, right?

|'"ve got a market level that's |ike about six
feet, okay? |'ve got a minimum-- |'ve got a mnimmleve
that's let's say at four feet.

A Yes.

Q If I now take the minimumlevel and | drop it to

three feet --

A Yes.

Q -- and the market hasn't changed.

A Yes.

Q It's still six feet.

A Yes.

Q Okay.

A In your -- | haven't -- in your assunptions, in
your analysis, that is correct. |If you just |ook over the

| ast, you know, couple of years, that hasn't always worked
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t hat way.

Q No, | understand.

A Okay.

Q ' masking you to assunme ny six foot, four foot
deal here.

A Yes. Yes.

Q I"mstill at six feet, right?
A Yes.
Q So ny over order prem uns now -- |'ve got nore

over order prem um
A Yes. |If everything held constant, yes.

Q And then there woul d be no dollar inpact at that

poi nt ?
A Correct.
Q Okay, and | appreciate your helping me on the nmath

concepts here.
And so over order prem uns, | say over order
prem uns, that would also include say profit sharing

arrangenents that m ght exist between --

A Yes.

Q -- a processor and a co-op?

A Yes.

Q And in negotiating contracts, and |'m not asking

for specifics here, it's fair to say that DFA has contracts

that involve over order premuns as well as profit sharing
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arrangenent s?

A Yes.

Q And just to link it up with the six-foot anal ogy
here, that would be over order prem uns and profit sharing
woul d be included, if you will, the difference between the
m ni num whether it's at four foot or three foot, and the
si x-foot total price?

A I"'mnot sure if a net analogy on the profit
sharing piece, that just because the regul ated price
dropped, all of that would carry through.

Q Okay. No, that's fair, but profit sharing is
certainly sonmething that's over and above the mini mun?

A Yes. Yes.

Q Okay. And as an econom st, because | believe that
you -- |'msorry?
A | said when you finish, | was requesting a break.

JUDGE HUNT: He needs a break.

MR, OLSEN. Okay. Now | feel all rushed.

THE W TNESS: Then as far as |'m concerned, we can
break now for five minutes. Howis that?

JUDGE HUNT: Okay, we'll take a break for five
m nut es.

THE W TNESS: Thank you.

JUDGE HUNT: Make it very quick because we'll be

breaki ng for |unch soon.
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(Wher eupon, a recess was taken.)
JUDGE HUNT: Okay, we can conti nue.
BY MR. OLSEN

Okay, M. Hollon, | was only able to come up with

one nore question, but | do feel conpelled to ask it since

we took that break. Very quickly.

Okay, now |"mon page 8, and this is in ny

continui ng quest to understand the Van Sl yke Formul a.

You may be asking the wong person
Okay. Well, that's fair. |If you don't know the
to that, I won't feel so bad.

But in the second |ine there, that coments on the

cheese forrmula, it says, "The Van Slyke Fornul a states that
93 percent of the butterfat in mlk is expected to be

retained," et cetera.

A Yes.
Q My understanding is that's a variable that's sort
of you -- you put into the Van Slyke Formula and then it's

traditionally been, you know, 90 to 93 percent.

I think that Mke Brown is still scheduled to go,

prom se you he can explain as nuch of that -- | don't

know all the nuances of that, so | would rather you asked

and he would probably be glad to explain it to you.

MR, OLSEN. Fair enough. | have no further

qguestions. Thank you.
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JUDGE HUNT: M. Coughlin.
BY MR, COUGHLI N:

Q El vin, my question is sort of going to go to sone
of these inpact analysis.

A Yes.

Q Do you renenber the inpact analysis that USDA put
out with the final rule?

A Yes.

Q What did it show in that inpact anal ysis was going
to be, USDA | ooked at some of the Class IIIl price, for
exanpl e? Do you remenber the nunber that they showed?

A Is it 47 cents? 1s that the --

Q Yes, | thought it was rather prophetic that your

exhibit was | abeled as a 47 -- was Exhibit No. 47 cents.
A Okay.
Q But | think it denobnstrates that, you know, a

nunber of us do anal ysis.

A Yes.

Q USDA did an analysis. They |ooked back to a
previ ous period of tine. They concluded, | think -- do you
agree that they concluded that the cheese price over a past
period of time or the milk Class IIl price over the past
period of time was going to -- would have declined by 47
cents a hundredwei ght ?

A Yes, that was their conclusi on based on --
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Q Don't you think that's primarily the reason we're
all here at this hearing today, because producers |ooked at

that and they saw a potential reduction in price at that

l evel ?

A That is correct.

Q So | don't even think we would be having this
hearing -- do you agree -- we wouldn't probably be having

this hearing if that nunber had not been in that inpact
anal ysi s?
A Yes.
MR, COUGHLI N:  Thank you.
JUDGE HUNT: And M. Rosenbaum
BY MR. ROSENBAUM
Q I want to ask you a question about the nethodol ogy

you used on Exhibit 47.

A Okay.
Q Which is your summary of inpacts.
Did you -- in comng up with those nunbers, did

you use the real butterfat contained in the mlk going into
each of these classes?

A I didn't attenpt to break down any category about
butterfat or nonfat solids. The pricing fornmulas are they
are announced each nonth in the federal order, | nean, those
things can easily be transferred over to a spreadsheet, and

so you take a series of butter, powder cheese, nonfat dry
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mlk prices. You run themthrough the fornulas that they
exi st, The produce prices, and you cal cul ate those nonth.
Q Well, let me ask it maybe a little differently.
Were you assum ng 3.5 percent butterfat mlk --
A Yes.
Q -- each of these cal cul ations?
A Yes. Yes.
Q So that if -- Ms. Ledman put in a document,
Exhi bit 40, which said at least in the first two nonths of

this year for Class IV mlk the butterfat was 6. 67 percent,

all right?

A | didn't attenpt to go back like she did and break
out skim pounds and butterfat pounds. | did not attenpt to
do that.

Q But, for exanple, the inpact of |owering the
butter price by six cents and calculating the butterfat
val ue would be larger for Class IV than is shown on your
docunent; is that right?

A Well, the application of the forrmula was, again,
you know, take those formulas and conme back to a mlk price,
and that mlk price that the fornulas come back to were the
prices that | used.

Q Yes, but the inpact of each of the changes may
vary. | mean, they are not the same for each class of mlk,

correct?
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A | don't show themthe same for each class of mlKk.

Q Well, but what | nean is if you're assuming the
Class | mlk is 3.5 percent, when in fact it's 1.98 percent,
then the change in the butterfat conponent -- a proposal to
change that will in fact have a different inpact in the
ultimate dollars than is shown on your Exhibit 47; isn't
that right?

A I don't think that makes an inpact difference. |
mean, today, you know, we announce prices. For exanple, the

Class | price is announced at X and this Class | skimprice

is this, Class | butter price is that, | followed that sane
nmet hodol ogy.
Q But the pool is calcul ated based on butterfat and

a skimprice, et cetera, correct?

A It does, but they also cone back with, like a
statistical uniformblend, which is the conpari son based on
all that data.

Q Yes, but they announce that for comparison
pur poses, but that's not how --

A It doesn't nmean it's not correct though

Q Well, I"msure it's mathematically correct, but m
point is that if you are going to drop the price of the
butterfat conponent for Class IV only, for exanple, which is
your proposal, and if the mlk going into Class IVis in

fact. 6.67 percent butterfat, not 3.5 percent, isn't the
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i mpact | arger than you would be reflecting here?

A Again, | followed the -- the way the prices
announcenents are put together, | don't think that that's
correct.

Q Well, for purposes of calculating the pool, the MA
does not -- hold on one second.

(Pause.)
BY MR. ROSENBAUM

Q Well, in calculating the noney that goes into the
pool, the MA takes the pounds of butterfat or solids not
fat, et cetera, and nultiplies it tinmes the prices that have
been -- the mininmum prices for each of those, correct?

A M1 hnm

Q That's how he goes about deciding the tota
dollars in the pool, correct?

A But at the sane tinme there are those processed
t hrough the formulas come back to a per hundredwei ght price,
and you can use those prices for analysis simlar to these.
They have a Class | price, a Class Il price, a Class Il
price and bl end price.

Q Well, | know ultimtely they will announce one of
them but let ne give a sinple exanple, all right?

Let's assume that the mlk going into Class IV has
seven percent butterfat, okay? |'mjust going to make it

easy because it's twice 3.5, okay?
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A We can make an exanple and -- yeah, we can switch

pl aces if you would liKke.

Q well --
A You can --
Q No, | just want to understand it. | want to see

how your exhibit works.
A Well, | explained to you how | put it together.
Q Al right, and --
A | told you it intimately piece by piece.
Q Then 1'1l just ask you a question that's not tied
to your exhibit if that's a problem
MR, BESHORE: Your Honor
JUDGE HUNT: M. Beshore.
MR, BESHORE: | think we've got as far as we can
go with that. He told himhowit's calculated. 1It's not

calcul ated the way M. Rosenbaum s witness did sone

calculations. But, you know, so what? | nmean, are we going
to have -- at this stage --
JUDGE HUNT: I'Il et himfly by one nore tine.

BY MR. ROSENBAUM
Q If there is a proposal that would affect the
butterfat in Class IV only, and if the inpact of that is to
reduce the mninumprice for butterfat in Class IV by five
cents, you're not telling ne the inpact in actual dollars

cheeses the sanme irrespective of whether the butterfat
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conmponent in Class IV is 3.5 percent or seven percent, are
you?

A Not sure. | told you when we started that |
attenpted to duplicate in general what Mary did, and got
reasonably simlar answers. So at this point | would say
that, you know, while they weren't done exactly, and
didn't attenpt to do exactly what she did, our answers were
not far apart. So | think that's about as close as | can
get to where you're going.

MR. ROSENBAUM  All right.
JUDGE HUNT: Next questioner? Yes, M. G andage.

BY MR. GRANDAGE

Q Hell o, M. Holl on.

A Good norning. No, good afternoon.

Q Afternoon, after |unch al nost.

A Yeah, really. In fact, if you'll make it short,

| m ght buy yours.
Q Very good. | just had a couple of conments.

You nention in sonme of the testinony and
guestions, a question cane up about anhydrous mlk fat and
you didn't really have any good answers.

A Now car ef ul
Q And nade a comrent that you thought it bel onged,
probably, in Class II17?

A Yes, | did nmeke that coment. | agree.
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Q And | guess | would just point to the fact that

under the DEIP programit is subsidized on an equal basis

with butter.

A Okay.

Q There are custoners that use it, that it does
have, it is a residual product. | think it's just a
storable --

JUDGE HUNT: Are you asking questions or naking
statements, M. G andage?

THE W TNESS: W have to swap seats.

JUDGE HUNT: |If you are going to testify later, if
you would like to make those comments --

MR. GRANDAGE: GCkay. Understood.

JUDGE HUNT: -- you're welcome to do it.

MR. GRANDAGE: Ckay.

MR. GRANDAGE:
Q I have a question concerning your support on the
NASS. | understand you have made a qualification that if

the reporting is mandatory with auditing. But | was
wondering if you would conment on the possibility of
circulatory effect of using a NASS price where in effect,
for example, if an increase in a packaging item cost would
be passed through on a price and be reported in a NASS price
woul d come back to increase the base raw material cost, and

thus the pass-through of the increase in the packagi ng cost



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1623HOLLON - CROSS

woul d be negat ed.
A It's possible that that coul d happen
MR. GRANDAGE: That's all | have.
THE W TNESS:  Okay.
MR. GRANDAGE: Thank you.
JUDGE HUNT: Anyone else? M. Beshore.
MR, BESHORE: | have just one question on
redirect, and | want to nove the admi ssion of Exhibits 45
t hrough 48 al so.
JUDGE HUNT: Does anyone object to 45, 46, 47, 48?
(No response.)
JUDGE HUNT: Hearing no objections, those exhibits
are admtted.
(The docunents referred to,
previously identified as
Exhi bit Nos. 45, 46, 47 and
48, were received in
evi dence.)
REDI RECT EXAM NATI ON
BY MR BESHORE
Q The only question | have, M. Hollon, M. --
sonmeone -- Rosenbaum probably, asked you sone questions
about the inpact of a nake allowance, cheese nake all owance
on Agri-Mark.

A Yes.
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Q Wellington is not here, we can pick on him That
was | ower than what M. Wellington stated his costs were
And t he question was, you know, basically under that
situation isn't that plant operating at a | oss.

My question to you is don't do -- aren't we
m ssing a necessary ingredient -- a necessary conponent of
that cal culation, and that is, the selling price of the
cheese at that plant? Only if you assunme that the average
NASS -- that it's at the average NASS price and all of it's
at the average NASS price --

A That's true.

Q -- can you conpare the nmeke all owance to the plant
costs?
A To the extent they are above and bel ow, and we

were just tal king about those products for which a NASS
definition fits, they could be above the average and have
some gain or below the average and have sone | oss.

MR, BESHORE: Okay, thank you.

JUDGE HUNT: Anyone el se?

THE WTNESS: | wanted to make one other -- oh, go
ahead.

JUDGE HUNT: Yes, M. Schafer. |'msorry. Oh,
Ms. Brenner. ©Oh, okay.

RECROSS- EXAM NATI ON

BY MR. SCHAFER

REDI RECT
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Q M. Hollon, |I'mgoing back to Exhibit 47 for a
m nute. The question | had was when you cal cul ated your
Class | values in here to calculate your differences --

A Yes.

Q -- did you take, for instance, the revised
formulas for Class Ill and IV and use those then for Cl ass
2

So for instance if you had changed the nake

al lowance in the Class IV nonfat solids --

A M1 hnm

Q -- that is the sane fornula that woul d have been
used in --

A Yes.

Q -- Class | conmputation?

A Yeah, | did.

Q Is that what you woul d expect a result of any
changes to these fornulas to have happened to Class | and
Class I17?

A Yes, | would expect that the Departnent would do
it that way.

MR. SCHAFER: Thank you.
BY MS. BRENNER

Q You indicated that DFA supports use of the NASS

survey. Does it participate as fully as possible?

A Yes, ma'am When we participate, we participate

RECROSS
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in a whey, in butter, in cheese and in powder, sone
products to greater |level, depending on how we fit the
product definition.

Q And you said that, "If a proposal with regard to
cost of production with sound nechani cal concepts can be
advanced that is able to overconme the objections raised in
earlier hearings, we would consider whether or not to
support it."

Have you heard any sound nechani cal concepts
relative to that at this hearing.

A | have not.

Q And finally, you seemto assune that if the
Department or if the Secretary adopted a reduction in the
Class |V butterfat price, that that would not be carried
through to maintain the same rel ationship as currently
exi sts between the Class IV and Class Il --

A That is true.

Q -- or Class IV and Class | prices?

A That is true.

Q And wouldn't -- well, do you feel that you have
made an argunment or what argunment would you nmake to change
that relationship between IV and Il, for instance?

A The argunents for linmting the change in price
only to IV were based primarily on the cost incurred at the

Class IV level, and the 70 cents figure would, or, you know,

RECROSS
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that Class IV - Class Il nake allowance -- not make
al | owance but differential, we don't see where that would
change and we're not supporting that change.
So if there were proposals to say make it w der or
make it -- make it narrower, and we were not supporting
t hat .
MS. BRENNER: COkay, thank you.
JUDGE HUNT: Anyone else? Al right, M. Beshore.
MR, BESHORE: Just one follow up.
FURTHER REDI RECT EXAM NATI ON
BY MR BESHORE
Q In terns of Class IV versus Class |Il, isn't C ass
IV also the only class in which the products processed are
priced off the price series that establishes that price?
A Yes, that's correct.
Q Okay, so that's a distinction between Class |V and
the other classes al so?
A True.
MR, BESHORE: Thank you.
JUDGE HUNT: Anyone el se?
THE WTNESS: | wanted to add one conment.
JUDGE HUNT: Very good.
THE W TNESS: There was a question during the week
about the word "oversight."

JUDGE HUNT: Go ahead, M. Holl on.

RECROSS
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THE WTNESS: And | just wanted to point out that
in addition to yesterday's discussion of the BFP Conmittee
report, there was a recomended decision, there was a fina
rule, there were -- | personally attended in at |east
different market adm nistrators' offices, denmo, show and
tells, road shows about the inplenentation and resulting
effects of the reconmended decision and the final rule.
Everyone of those included the AA butter price as a price
input. In many cases there was extensive points pointed out
to all the attendees that that was going to be if the fina
rul e were adopted

In addition, there were articles witten by
consul tants, some of whom have appeared on the stand
al ready, about that effect. There were articles in trade
journals about that. And to say that was an oversight, |
woul d say is probably a com cal concl usion.

JUDGE HUNT: M. English.

FURTHER RECROSS- EXAM NATI ON
BY MR. ENGLI SH
Q None the | ess, you're here today proposing that
exact six cents change for Class |V, correct?
A Yes.
Q Thank you.
A But the oversight was not -- to say that that was

an oversight is wong.

RECROSS
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Q But you concluded there is a six-cent problem
correct?
A In the Class IV area.

JUDGE HUNT: Enough said, enough said on that
poi nt .

Anyt hing el se on any other points in M. Hollon's
testi mony?

(No response.)

JUDGE HUNT: All right, then we'll take a break
for lunch and be back at 2:00 sharp

(Whereupon, at 12:50 p.m, the hearing the above-
entitled matter was recessed, to resune at 2:00 p.m, this
same day, Friday, May 12, 2000.)
/1
/1
/1
/1
/1
/1
/1
/1
/1
/1
/1
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/1
/1
/1
AFTERNOON SESSI ON
(2:00 p.m)
JUDGE HUNT: Cood afternoon.
MR. SCHANBACK: Good afternoon.
Wher eupon,
WARREN SCHANBACK
havi ng been duly sworn, was called as a witness
and was exam ned and testified as follows:
JUDGE HUNT: The hearing has resuned.
Wul d you state and spell your nane for the
record, sir?
THE W TNESS: Yes. Warren Schanback
S-C-H-A-N-B-A-C-K.
DI RECT EXAM NATI ON
BY MR. ROSENBAUM
Q M. Schanback, do you have a witten statenent for
t oday?
A Yes, | do.
Q Coul d you please read it?
A | have read, heard and support the testinony of
Dr. Yonkers fromIDFA. In addition, | have comments to nake

about the issues fromthe perspective of a largely Class |

DI RECT
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and non-shutter Class |V manufacturer that | w sh to share
with the Departnment.

In total, | have hard nothing at this hearing that
would ead me to believe that there is any need to adjust
pricing that would not be nore effectively and efficiently
addressed by natural market forces.

The current federal narket order regul ations are
the result of many years of adjusting a static set of rules
to align themw th constantly changi ng nmarket forces. In
fact, each tinme a change is nmade is a disruptive market
responses dairy farners, cooperative and handlers adjust to
the new regul ati ons.

If these market forces are allowed to play out in
their natural progression with additional governnent
tanpering, the results would be nore equitable to al
i nvol ved.

However, faced with the choice of adopting the
proposal s made by | DFA, or even nore del eterious proposals
by others, | amclearly on the side of meking only the
changes proposed by | DFA.

We support Proposals 3, 4, 12, 20, 31 and
obviously 32. W oppose Proposals 1, 2, 5 through 19,

i nclusive, 22 through 30, inclusive.
Class |l pricing should not be changed at this

time -- I"'msorry -- Class Il pricing should not be

DI RECT
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changed, Class Il pricing shouldn't be changed either

Sonmet hi ng that seens to have received very little
attention is this hearing is the fact that cheddar cheese is
not the only product nmade frommlk classified in Class I11.
At our plant we produce sone of these other products. The
ef fect of some of the proposals to which we object would be
to increase the cost of Class Il mlKk.

The increased cost of milk could not be recovered
fromthe marketplace in the formof a higher priced for the
finished products without a current correspondi ng demand
response.

Some woul d argue that because we are currently
payi ng over order premunms the effect would be that we woul d
pay less to our dairy farmers in the formof preni uns
because we are paying nore in the base mlk price. The
reality of this situation is that | cannot pay less to
producers in the short run and still attract a supply of
m | k adequate to produce these products. This increased
cost of mlk comes directly fromwhat little profits |I am
currently making.

However, over tinme milk production will response
to the higher prices being paid, increasing the supply of
mlk and | owering over order prem uns so that we will arrive
at a price very simlar to where we are today

Al of these issues will affect Friendship Dairies

DI RECT



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1633SCHANBACK -

to some degree but none so nuch as Proposal 8, which adjusts
the price of Class |V butterfat w thout meking correspondi ng
changes to Class Il butterfat. Any seller of a product
shoul d and nmust seek out the highest profit on that product
if they are to remain in business. Profit is the difference
between the cost of that product and the revenue created
when selling the product.

If proposal 8 were adopted, the difference between
the cost of butterfat used in Class IV and Class Il would
increase dramatically from $0. 007 to $0.067 per pound.

Class |V manufacturers would be the preferred purchaser of
cream on the open market because the return to the seller
woul d be greater.

In order for me to be able to neet my butterfat
needs, | would have to ante up the difference or seek other
sources of mlk fat, such as butter oil or anhydrous m K.

In response to the Departnent's request that
sonmeone shed sone light on the issue that proprietary plants
coul d de-pool to equalize margins with cooperative plants,
we contend that this conpletely ignores the reality that we
must pay a conpetitive price in order to attract an adequate
mlk supply. Since we cannot recover the difference between
the Class Il price and the blend price at our plant
| ocation, we would not be able to remain in business.

Furthernore, this ignores the basic principle for

DI RECT
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creating the pool in the first place, which is to evenly
distribute the proceeds received fromthe sale of mlk in
Class | and Class I
Finally, there is the issue of a recomended
decision. It is our opinion that a recommended deci sion be
i ssued upon which we may comment so that we are not back
here next year at this tinme discussing issues that were not
properly addressed.
This concludes nmy witten testinony.
Q Coul d you please indicate for the record what
position it is you hold at the dairy?
A Yes, |'m executive vice president, and it's a
fam |y business, third generation.
MR. ROSENBAUM M. Schanback is available for
Cross-examni nati on.
JUDGE HUNT: M. Beshore.
CROSS- EXAM NATI ON
BY MR BESHORE
Q Good afternoon, Warren.
A Good afternoon, Marvin.
Q If you've got a -- if you' ve got sone cottage
cheese, that's one of you products, right?
A That is correct.
Q Okay, if you have cottage cheese to sell and you

have two buyers, two possible buyers, and one offers you
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nore than the other, is that your preferred custoner, the
hi gher price?

A Consi dering --

Q Al'l other things being equal

A Al'l other things being equal, yes, it would be.

Q Okay. Those are the guys you seek out when you're
mar ket i ng your cottage cheese?

A Al'l other things being equal, yes.

Q Okay. That being the case, can you explain to ne
further the sentence in your testinony on page 2 which says
that, "If Proposal 8 is adopted and reduces the price of
Class IV butterfat, that Class |V nmanufacturers would be the
preferred custoner of cream on the open nmarket because the
return to the seller would be greater"?

A Yes. the cream generated from sone type of
operation, let's say a fluid mlk bottling facility produces
excess cream the price that the handler -- the original
the originating manufacturer pays for that cream sold on the
open market. The cost of it is based upon the end use in
which that creamis used. Cass IV products, butter, would
cost the originating handler |less noney as a cost of the
cream

On the other hand, if that product were going to
be used in Class Il product, the cost -- the obligation to

the pool that the originating handler woul d have woul d be
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hi gher.

So if everything were equal as far as the selling
price, the actual cost of the originating handl er woul d be
less if the end use were a Class |V product.

Q Okay. Assunming the selling price is the sane --
in other words, in this case instead of assuming that, as we
did in, you know, the hypothetical in terns of cottage
cheese, that the selling prices are different one buyer
versus the other, you're assuning that the sales price of
the creamto the butter plant is the sane as the price of
cream of the ice creamplant, correct, that they're going to
pay the same price?

A Repeat the question.

Q Okay, | think you told -- what you said was that
the butter manufacturer becomes the preferred customer for
the hypothetical fluid handl er here because he's going to
pay the same price as the ice cream plant would pay for the
cream and the order would rmake the selling handler's cost
| ess, correct?

A That is correct.

Q If on the other hand the buyers pay a price
equivalent to their use value under the order, the | ower
return is not going to be preferred to the seller of cream
Woul d you not agree?

A You lost nme again, but if what you are saying is
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is that -- well, actually what | amreferring to is the fact
that in order for the selling handler to be able to cone out
with same margin of profit, | would have to pay nore for
that cream And because | would have to pay nore for that
cream it opens up the world of other opportunities where
may source ny fat, that it mght be nore conpetitive than
payi ng the higher price for that cream

MR, BESHORE: Okay, thank you.

JUDGE HUNT: Yes, M. Rosenbaum

DI RECT EXAM NATI ON ( Resunes)

BY MR. ROSENBAUM

Q I want to go over that exanple because it's an
i ssue that maybe hasn't been addressed quite as directly as
you have addressed it even though we are on day five of the
heari ngs.

Class | handlers are fluid handlers, correct?

A Correct.

Q And we all know that the nmilk that they get is
sonmething in excess of 3.5 percent mlk fat, correct?

A correct.

Q But their products only average maybe two percent
mlk fat in today's world where nost people buy skimmlk or
one percent mlk, correct?

A Correct.

Q So they end up with excess mlk fat that they want

REDI RECT
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to di spose of, correct?
A Correct.
Q As a Class |l handl er making ice cream you want
that fat because you use it to nake your products, correct?
A Well, | don't manufacture ice cream but |
manuf acture sour cream so yes, | am an end user of a

greater anount of fat.

Q Okay. Sour creambeing a Class Il product,
correct?
A That is correct.

Q Okay. It doesn't matter in ny exanpl e whether

sour cream or ice cream
Now, today, if that Class | handler sells the

excess fat to you, he accounts to the pool for that as a
Class |l product, correct?

A That is correct if it's used in Class |1

Q And he doesn't have to pay the Class | price for
that even though he's a Class | handler. He pays the Cl ass
Il price for that because he's turned it over to you and
you're the first one who has actually made sonething from
it, correct?

A That is correct.

Q If on the other hand that Class | handl er today
sells that creamto a butter manufacturer to nake better

with, which is Class IV, then he accounts to the pool for

REDI RECT



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1639SCHANBACK -

that product as a Class |V product, correct?

A That is correct.

Q Now, today the butterfat that he's selling either
to you, a Class Il handler, or to a butter handler, which is
Class |V, the price is the sane, correct, fromterns of a
m ni mum price, right?

A Correct.

Q So a Class | handler today is indifferent in terns
of his obligation to the pool whether he sells the excess
butterfat to you or to a butter manufacturer, correct?

A That is as | understand it, yes.

Q Okay, now, the proposal of Land O Lakes and others

woul d be to I ower the butterfat price for Class IV, correct?

A Correct.

Q But not to lower it for any other class, right?

A Correct.

Q Now, what that neans is that if that proposal were

adopted the Class | handler if he sold the excess butterfat
to you woul d have to account to the pool, or put it
differently, pay nore noney to the pool than if he had sold
that butterfat to a Class IV, correct?

A Absol utely correct.

Q I ndeed, he woul d be paying six cents nore into the
pool selling 100 pounds of butterfat to you than if he sold

that same 100 pounds of butterfat to a Class IV handler

REDI RECT
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correct?
A That is correct.
Q And so the large Class | handlers of the world,

t he Dean Food, Sweisses, whomever, are obviously going to

prefer to sell that to the Class |V handler, correct?

A Correct.
Q And your viewis that the only way you could
adjust for that, to get that butterfat at all is to jack up

your price that you would be offering to the Class |
handl er, correct?

A Unless | sourced it fromsonme other fat supply.

Q But those would be the two choices that you would
experience, correct?

A Yes, that is correct.

Q Okay, so that when people show these charts that
say that Class Il price is unchanged between the current
proposal -- current rule, rather, and a situation where the
six cents had been dropped on Class |V only, that has
nothing to do with the real world effect on a Cl ass |
handl er; isn't that right?

A That is correct. It puts us at a great -- it
woul d put us at a great disadvantage.

Q And that is why your viewis that if the butterfat
price gets dropped for Class IV, it needs to come down for

Class Il as well?

REDI RECT
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That is correct.

MR, ROSENBAUM  Thank you.

JUDGE HUNT: Anyone else? M. Yale.

CROSS- EXAM NATI ON ( Resunes)

BY MR YALE

My understanding is you want butterfat prices the
the way around in the systenf

Actually, as stated in ny prepared statenent, I'd

like the entire systemto remain as it is currently.

would I'ike the results of this hearing to be no change

what soever to the current federal market order regul ations.

Q

A

Q

Okay. Do you buy creanf
Yes, | do.

And who do you buy it fron? Not nanmes but do you

buy it from processing plants?

A

possi bl e,

| actually buy it fromthe cheapest source

and that varies, depending on the tine of year

di stance invol ved.

Q

Is that priced as any fornula such as using the

CME as an index?

A

Q

A

It's typically priced on a nultiple, yes.
O the CME? Grade AA?
Grade AA, yes.

MR. YALE: Al right. | don't have any other

guesti ons.
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JUDGE HUNT: Anyone el se? Yes, M. G andage.
BY MR, GRANDAGE

Q ' m questioning along the sanme |ines.
You just mentioned that you buy that cream from

t he cheapest source, whatever it is, based on a nultiple --

A That is correct.
Q -- on the CME narket?
A Correct.

Q What kind of a range in multiple do you end up

payi ng?
A It varies at different tines of the year
Q So how do you deterni ne what the maxi num cents per

pound you can afford to pay for pound of fat in that creanf
A Well, over the long term | have to figure ny

conpetitive price agai nst other nmanufacturers of the end

product. Let's say in this case sour cream It's sonething

that in the short term| may be able to pay a prem um

because | have to keep nmy end product flowing to ny

cust oners.

Should | have a gap, should | tell a customer |
can't supply you with enough sour cream that woul d probably
be the last tinme | ever got an order fromthat customer. So
the continuity of service to the end user or to nmy custoner
is crucial

However, over the long term| would have to
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change, if | were to continue to purchase cream at an
i ncreased cost, | would have to pass along that price
i ncrease to my end custoner.

Q Okay.

A If I were hire than my conpetition, | would | ose
t hat busi ness eventual ly.

Q If your conpetition is in the same order that you
are or working under the federal orders, the conpetitive
situation that he would expect to see woul d be the sane as
you as far as that cream price, correct?

A Not necessarily, and --

Q So he woul d be selling sour cream or cream cheese
or cottage cheese, excuse ne, and he would be able to buy
hi s cream cheaper because -- and you woul d have to pay the
extra six cents?

A He may not even have to pay for that cream That
may be sonething that he is separating out of producer mlKk.

Q Whi ch neans he's still liable for the final usage

A That's correct.

Q The utilization. So in the end it does not nake
any difference of the Class Il price is six cents higher
agai nst another Class Il producer utilization, the price is
the sane for all of you. The competition, the playing field
bet ween you and your conpetitors are even, and you do say

you have the ability to recal culate your finished product
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price to adjust for those costs, correct?
A No, | wouldn't say that that's correct.

Agai n, as many of the econonists have testified, a
great deal depends on where you apply your cost. Sonme of ny
conpetition may choose to apply their cost to let's say in
this case the low fat skimmlk or the low fat m |k that
they are selling in their bottling operation.

So this difference only really conmes into play
when you get to the nature -- conpetitively it only cones
into play when you have to go out and purchase cream as
fresh cream You know, if they were able to manufacture
their Class Il products out of butter, let's say, that had
been in storage, under the current circunstances everything
woul d bal ance out; their cost of -- | think it's been called
rewetting it, although | don't necessarily believe that you
al ways have to rewet butter if you' re making sour cream --
their costs would tend to even out.

But if | were seeking fresh cream which typically
is what we favor because it is easier to handle, it is
easier to get on a short-term basis under the current market
order regulations, we would be at a di sadvant age.

Q When you say "easier to handle,” don't you really
nmean | ess costly to handle than butter?
A Under the current order regulations, it is less

costly to handle than butter. Under the proposed
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regul ations, I'mnot sure that that relationship would hold
true.

Q But you do agree that in your utilization, in your
situation you sell your finished product based on what your
costs are, plus your margin, and you hope to be conpetitive
with --

A No, no. No, that's not true at all. M end
product sales price is mainly determ ned by the marketpl ace.
My cost --

Q The mar ket pl ace bei ng?

A -- and ny profit are determ ned by the other
factors to which you are referring.

Mar ket pl ace bei ng what ny conpetition --

Q Conpetition.

A -- is selling.

Q Who is selling the sane cl ass.

A O willing to sell for.

Q Who is selling the sane class product that you are
now?

A Selling the same product, yeah.

Q Whi ch neans that you're at the same butterfat cost
basi s.

A You are -- you are nmaking a big assunption that

the conpetition that I'mfacing is froma regul ated handl er

and that's not necessarily the case. | do conpete on Cl ass
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Il products with unregul ated handl ers.
MR. GRANDAGE: GOkay. Thank you.
JUDGE HUNT: Anyone else? M. Beshore.
BY MR BESHORE

Q What's the shelf |ife of your sour creanf?

A It is increasing all the tine due to technol ogi ca
advances. The shelf life of our sour creamis currently 49
days.

Q How | ong do you keep it before you ship it out?

A Hopefully | ess than 49 days.

(Laughter.)

Q | hope so.

In practice, how long do you --

A In practice, it varies, Marvin. Again, our
manuf acturi ng capacity is only so great so going into the
heavy sour cream consunption periods we would keep it
| onger. We would have to keep an inventory of it.

In addition, based on what we expect pricing to do
in the followi ng nonth, we may shift some of that product
into either an earlier or later nonth as far as production

is concerned to take advantage of the price difference.

Q What's your next |argest product in ternms of use
of creanf
A Qur next biggest product. Farner cheese.

Q What's the shelf life of the Farnmer's cheese?
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Fifty-four days.

Okay. Do you nmake cream cheese?

No, we do not.

What's the shelf |ife of the cottage cheese?

The shelf |ife of cottage cheese is currently

runni ng about 40 days.

Q

Are those three products, sour cream Farmer's

cheese and cottage cheese, your three |argest |lines?

A

Q

handl ers,
product s?

A

Yes.
MR. BESHORE: Thank you.
JUDGE HUNT: M. Rosenbaum
REDI RECT EXAM NATI ON
BY MR. ROSENBAUM
In addition to facing conmpetition from unregul ated

do you face conpetition from cooperative-produced

Yes, we do.

MR, ROSENBAUM  Thank you.

JUDGE HUNT: Thank you very much, nr. Schanback
THE W TNESS: Thank you.

(Wtness excused.)

JUDGE HUNT: And M. Brown now.

You had a |long wait.

MR. BROWN:  Yes.

JUDGE HUNT: Very patient man.

REDI RECT



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1648

MR, BROMWN: That's all right.

Wher eupon,

M CHAEL BROWN

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

THE W TNESS: Before | begin, | would like to
point out a couple -- I'"'msorry. M nanme is M chael Brown.
I am general manager of National All-Jersey, |ncorporated,
al so known as NAJ, |ocated at 6486 East Miin Street,

Reynol dsburg, Ohi o, 43068.

I've worked in the areas of dairy econonics and
mlk pricing policy for over 13 years. Prior to nmy six
years at National All-Jersey, | was enployed in the areas of
dairy marketing and econom c policy for Agnomics Research
the Wsconsin Federation of Cooperative, and National MIk
Producers Federati on.

I have three small changes to ny testinony, just
technical area | want to point out before | begin because
one of themis so major | could get fired if it got on the
record, so | want to point it out.

(Laughter.)

At the top of page 4, the very first line it says,
"Subtracted fromsum"it should be "the sunf. Under point
two further down that paragraph on the last line it says,

"“...receiving a lower net price per pound of mlk." It
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should say, "...lower ne t price per pound protein."
On page 4, there is a point about two thirds down

the page where | list three factors. The second factor

last line where it says "per pound of milk," it should say

per pound protein.

And then on the final page, the |ast paragraph,
fourth line, last words says, "NAJ does not". It should say
"NAJ does," and that's the one that could get nme term nated
so pl ease note the change.

It's been a long week. |'mgoing try to enjoy
t hi s.

| am presenting my testinony on behal f of Nationa
Al l -Jersey, Inc.'s 820 nenbers, as well as the 2300 plus
menbers of NAJ's sister organization, the American Jersey
Cattl e Association.

NAJ is a national dairy producer organization that
assists its nmenbers in marketing their m |k through the
devel opnent of nonregulated nmilk pricing and prem um
progranms and by representing the nmenbership on | egislative
and regul atory issues involving mlk marketing regul ation
and policy.

NAJ al so provides technical and planning
assistance to plants on issues involving mlk pricing and
provi des market outl ooks and milk pricing education

information to its nenbership. For the |ast 22 years, NAJ
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has focused nost of its resources on end product and
conmponent pricing issues. W have al so funded research on
cheese and m |k conponent issues at many | and grant
uni versities.

NAJ does not support any significant changes to
the overall structure of the Class Ill and IV price formulas
at this time. Wiile the proposals being heard at this
heari ng express specific concerns over specific cheese or
specific yield factors and the manufacturing all owances, the
general structure of the current pricing systemfor Class
Il and Class IV mlk is being accepted by industry. This
is evidenced by the |ack of specific proposals fromindustry
to make significant changes to the general yield structure
included in the current Class IIl and IV conponent price
cal cul ati ons.

The industry is just beginning to understand the
new price rules and have spent a significant anmnount of nobney
adapting their plant producer accounting prograns to
facilitate the changes. While sone adjustnments to the Cl ass
Il and 1V formul as' yield factors and manufacturing
al l omances are reasonabl e, significant changes to the Cl ass
Il and IV pricing structure, which has been in effect for
I ess than five nonths, are not warranted at this tinme.

We woul d argue that it is too early to nmake nmjor

changes to the price fornulas beyond consideration of the
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relatively mnor adjustments to yield factors or
manuf acturi ng al |l owances proposed by the other participants
in this hearing. This argunment is supported by the fact
that none of the proposals related to butterfat for pricing,
Proposal s 1 through 8, protein pricing for Proposals 9
t hrough 18, other solids pricing, Proposals 19 through 22,
or nonfat solids pricing, Proposals 20 through 28, suggest
maj or changes in the yield factors for these mlk products.

NAJ believes the role of product price fornulas is
to provide a reasonable representation of the value of mlk
for products within a specified class. VWhile it is
i mpossible to develop one formula that will perfectly fit
the yield relationships for all products and all plants
within a specific mlk class, NAJ believes the conponent
formulas currently used for Class IIl and IV nmilk provide a
good approximation for the relative yield value for mlk
fat, protein and other solids in Class Ill and m |k fat and
solids nonfat in Class |IV. W thus support the genera
framework used to calculate prices for the Class Ill and IV
m | k conponents.

NAJ specifically endorses that USDA continue to
assign the casein |l oss and cheese making to the protein
yield factor as is current practice. A 1.405 true protein
yield factor equal to 1.32 on a crude protein basis is used

in all current Class Ill protein fornmulas -- used in the
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current Class Il protein forrmula, excuse nme. The 1.32
crude protein factor had previously been adopted in seven
federal m |k marking orders prior to the inplenmentation of
the consolidated federal m |k marketing orders on January 1,
2000.

The 1.32 factor is a correct crude protein yield
factor to use with the above formula assunpti ons because it
reflects the contribution of protein to cheddar cheese yield
after consideration of casein loss in the cheese vat.

Usi ng the sanme assunptions and assum ng true
protein test averages, .019 pounds per hundredwei ght bel ow
crude protein, the true protein factor is 1.40. The 1.32
protein yield factor was determi ned fromthe rel ationship
between protein and the then slight Cheese Yield Formula is
78 percent casein recovery, nine percent additional solids
recovery, the 1.09 factor, and 38 percent noisture.

The foll owi ng discussion is based on crude
protein, reflecting the original work in devel oping the
factor.

The Van Sl yke Formula suggests that 0.1 pounds of
casei n per hundredweight mlk is not recovered into the
cheese. In sonme way, this loss nust be reflected in the
yield factors for the conponents that make up that cheese.
Since this casein loss factor is a constant per

hundredwei ght milk, it can be expressed on a hundredwei ght
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basi s.

To determ ne these factors, the Van Slyke is
partioned into parts. Butterfat contribution to yield,
protein contribution to yield and casein |oss per
hundr edwei ght .

When the equation is reduced to determine the
factors, the yield coefficients are 1.5823 per pound
butterfat, 1.3713 per pound crude protein, and mnus 0.1758
per hundredweight mlk. 1In other words, if the 1.3713 crude
protein factor is used to determine yield, a factor of m nus
0.1758 per hundredwei ght m |k nust be subtracted fromthe
sum of the fat and protein contributions to cheese yield per
hundr edwei ght to reach the Van Sl yke cheese yiel d.

Using the 1.3713 crude protein factor wi thout
subtracting this constant gives a consistent overestimated
cheese yield of 0.1758 pounds per hundredwei ght.

The 1.32 crude protein factor was initially
proposed and adopted in the southern M chigan and five upper
M dwest orders prior to federal order reforms. This factor
was determ ned by assigning the 0.1 pounds of casein |oss
per hundredweight mlk to the crude protein portion of mlKk.
I nstead of assigning this loss to hundredweight mlk, it is
in effect assigned to the protein portion in order to
deternmine the crude protein yield factor. Assigning this

loss directly to crude protein results in conponent yield
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factors for cheese yield of 1.5823 for butterfat, the sane
as before, and 1.3164 for crude protein.

Because casein |loss is assigned to protein, there
is no negative hundredwei ght factor as is the case when the
casein loss is assigned to the mlk portion of the equation.

VWil e neither of these two sets of factors wll
provi de a satisfactory estimate -- will provide a
satisfactory estimte of cheese yield, NAJ supports using
the protein factor in the current Class |IIl protein formula
that includes casein loss in cheese for several reasons.

Nunber one, it assigns no negative value for mlk,
for hundredwei ght nmilk as would be necessary if the higher
factor of 1.37 is used correctly. | would add, nobst of us
know from recent years having negative anything in the mlk
price is a really tough one to expl ain.

Nunmber two, it acconplishes the goal of pricing
each product conponent at the sane price. |f the higher
protein yield factor and correspondi ng negative
hundr edwei ght milk factor are used, mlk with a | ower
protein content is actually receiving a | ower net price per
pound due to concentration of protein in mlk wth higher
protein content.

Nunmber three, it still results in nearly identica
cheese yield estimates to the Van Sl yke Cheddar Cheese Yield

For nmul a.
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Sir, at this tine I'd like to tentative submt two
exhibits for consideration.

JUDGE HUNT: All right. The first one, could you
identify it, and we'll mark this as proposed Exhibit 49.

THE W TNESS: Ckay, proposed Exhibit 49 is titled
Cal cul ati ng Conmponent Val ues Fromthe Modified Van Sl yke
Cheese Yield Fornmnul a.

(The docunent referred to was
marked for identification as
Exhi bit No. 49.)

JUDGE HUNT: Okay.

THE W TNESS: And Exhibit 50 woul d be Cal cul ating
Conmponent Values for Butterfat, True Protein and M Ik from
the Modified Van Slyke Cheese Yield Fornul a.

(The docunent referred to was
marked for identification as
Exhi bit No. 50.)

JUDGE HUNT: Okay.

THE WTNESS: | would like to continue with ny
testi nmony.

The first exhibit, Calculating Conponent Val ues
fromthe Modified Van Sl yke Cheese Yield Formul a, explains
the mat hematics of deternining conponent factors for
determi ning cheese yield for mlk conponents. It discusses

how di fferent ways of handling casein loss in the Van Sl yke
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Cheese Yield Formul a can provide a reasonable estimte for
cheese yiel d.

The second exhibit, Conponent Values fromthe
Modi fied Van Slyke Using True Protein calculates the yield
factors discussed in the first exhibit, but on a true
protein basis. These factors are perhaps nore relevant to
the current price formulas.

National All-Jersey al so supports the nethod
currently used to assign the added value of fat in cheese to
protein in the Class Ill formula. NAJ certainly understands
that the volatility of mlk conmponent prices does cause sone
shifts in the nmlk value fromone conponent to another at
times.

Whi | e conponent price volatility in the market is
difficult for both processors and producers to nanager, it
is a part of current dairy markets and the signals and price
changes for mlk components, as well as mlk as a whol e,
shoul d be sent to both producers and processors. This is
especially true for Class Il and IIl processors who often
use a blend of mlk ingredients in raw mlk in their product
manuf act uri ng.

Today, al nost all nodern cheese plants, especially
non- cheddar plants, standardize for their protein percent
ration on the vat mlk. This standardization is

acconpl i shed through the addition of dairy fat and protein
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from several sources, including cream nonfat dry mlk and
condensed skimm |k, anpbng others. These plants buy and
sonmetines sell these inputs from standardizing mlk for vat
use. These decision are based on the relationship of the
cheese price to the price of mlk, fat and protein from
ot her sources, including raw mlk and dairy ingredient
sour ces.

When cheese has a certain value, only so much can
be paid for the ingredients that nmake that cheese. The
total cost of fat and protein in cheese vat cannot exceed
the value of the cheese manufactured, |ess operating costs.
Thus, when butterfat prices are high relative to cheese and
nonfat mlk solids, the plant will sonetinmes sell butterfat
rat her than purchase nonfat solids.

The plant will sell this fat based on the butter
val ue, not the cheese value. The reality is that producer
butterfat conpetes with processor butterfat, usually in the
formof cream for their share of the cheese vat. The
current practice of pricing Class Ill fat based on the
butter value is not being challenged in any other proposals
relating to the pricing of butterfat, one through eight, or
protein pricing, Proposals 9 through 18.

NAJ does recogni ze that small adjustnents to yield
factors and manufacturing all owances may be needed in order

for the Federal M|k Marketing Order Programto best provide
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for the orderly marketing of mlk and to best determnine the
regul ated mininmum prices the mlk conponents priced in these
cl asses.

NAJ does not have the data avail able to conment on
the |l evel of nmeke all owances that are appropriate for
deternmining these conponent prices. However, NAJ strongly
encourages USDA to continue to eval uate manufacturing costs
and use that information when reviewi ng what the appropriate
manuf acturi ng all owances should be. However, since al
pl ants operate differently and produce a w de range of
different products, it is very inportant that the yield
formul as and the associ ated manufacturing all owances provide
both an adequate nmargin, allow ng plants to operate while
provi di ng a reasonabl e ni ni rum conponent and m |k val ues for
producers.

If formalized cost survey data were avail abl e, any
necessary adjustnments in the future could be handl ed through
adj ustnents in the manufacturing all owances.

In Proposal 32, USDA asked for conments on how
butterfat would be paid to producers -- that should be if
fat prices varied fromclass to class.

NAJ strongly reconmends that USDA continue to use
the Class Il conponent prices as the base conponent prices
for producer milk. Use of the current Class Ill conponents

provides a relatively sinple method to deternine the basis
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for forward contracting as these conponent values to follow
the cheese, butter and Class Ill nmilk futures markets.

Bl endi ng fat conponent values could nake it nore
difficult for producers to estimte the conponent val ue of
the mlk price in advance of final paynment. This is
particularly inmportant to our nmenbership as our milk
contains significantly higher solids |evels than narket
average ml k.

Thus, if changes were nmade to the Class ||

conmponent price formulas, we still support using the new
Class |1l conponent values for producer paynent as they will
still best reflect the Class Il conponent and m |k price.

Also in Proposal 32 USDA asked for comments
whet her emergency conditions exists that woul d warrant
admi ssion of a recommended decision. NAJ would encourage
USDA to provide a recomended deci sion for industry
consi deration. If tinme does not allow for coment on that
deci si on before the January 1st deadline inposed by
Congress, NAJ woul d support publication of an interimfina
rule with opportunity for industry to conment on that rule.
In summary, National All-Jersey encourages USDA to
consi der the evidence to deterni ne what the proper neke
al l omances shoul d be under the Federal Order Program W
al so encourage USDA to limt any changes to the current

Class |1l and yield formulas to technical corrections based
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on hearing evidence and do not support a major change in the
Class Il price formulas at this tine.

Finally, NAJ does support continued use of the
Class |1l conmponent prices for producer conmponent prices.
If changes are made to the Class Il handl er conponent
prices, those changes should also be reflected in the
producer conponent prices.

JUDGE HUNT: Ready for questions?

THE W TNESS: Yes.

JUDGE HUNT: All right. M. Rosenbaum

CROSS- EXAM NATI ON

BY MR. ROSENBAUM

Q M. Brown, | take it that you've had sonme previous
participation in federal order hearings that addressed the
guestion of yield factors; is that fair to say?

A That is correct.

Q And you nention the fact that a 1.405 true protein
yield factor is the same as a 1.32 on a crude protein basis,
correct?

A That is also correct.

Q And you testified that the 1.32 crude protein
factor had been adopted in seven federal narketing orders
prior to inplenmentation of the current rule on January 1,
20007

A Yes.
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Q And is it your understanding that the rule nowin
ef fect continues the previously existing yield factor except
that it's switched froma crude protein basis to a true
protein basis?

A That has been ny understandi ng, yes.

Q Okay. And were you involved in the federal order
heari ngs where the 1.32 crude protein factor was adopted?

A Yes.

Q And your view is that has been sinply carried over
to the new rule except to the extent that we have now
switched fromcrude protein to true protein?

A From ny understanding, that is correct.

Q Okay. Now, you're aware that there has been sone
gquestioning as to why the assunption is in the current rule
as to the percent of casein in crude protein, correct?

A That is correct. The assunption used in
deternmining the factor is correct, yes.

Q There has been sonme question as to what the
assunpti on was --

A Ri ght .

Q -- as to the percent of casein in crude protein
for purposes of the yield factor in the current rule,
correct?

A That is correct.

Q But given the fact that under your understandi ng
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the yield factors are unchanged, your answer to that
question would be what it is under the newrule is the sane
as it was under the seven orders before the new rul e went
into effect, correct?

A That is correct.

Can | elaborate on that a little bit because there
is a mathematical coincidence that nmakes the assunption easy
to -- well, not necessarily easy to understand but expl ains,
and it is interesting.

If you assign the casein loss to protein instead
of to hundredwei ghts of mlk, if you take that mnus .175
factor, which neans you take 3.2 pounds of crude protein
which is generally considered average protein test in mlk
and assign that across that, you come up with the 1.32
factor.

Also, you will discover if you sinplify the
equation that you cone up with a relationship that's 75
percent of the protein in mlk ends up in cheese, not that
75 percent of the proteinin mlk is casein.

The other -- the other chall enge or coincidence is
that if you don't do that, if you do not assign the .0175
casein | oss per hundredwei ght factor to the protein, you
keep it on the mlk, and you assume a 75 percent casein
ratio, you'll conme up with the 1.32 factor.

So you can -- depending -- | guess | would
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summarize it is this. At 75 percent casein the margina
contribution of protein to yield is 1.32. At 78 percent
casein the total contribution, again adjusting for that
casein loss, is 1.32. So it's alnpst a coincidence that the
two nunbers are that way, and | think it's nade it nore
confusing for everyone, including ne.

Q Okay, | will saunter on.

The question | was |leading up to when you' ve
el aborated on why, | think, you -- in an way, you are
justifying the answer to the question | had asked the
questi on.

A Okay.
Q Which is, what is your understanding as to the
assunption in the current rule regarding the percent of

casing in crude protein?

A Usi ng my math, because there is no per
hundr edwei ght yield | oss adjustnent, | assunme that it's 78
percent.

Q Okay. And that's your belief as to what the
current rule now provides, correct?

A | believe that mathematically that's it provides.

Q Okay. And I'mrelating this all, as you probably
recogni ze, back to Dr. Barbano's testinony --

A Ri ght .

Q -- were he thought that currently the assunption
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about the percent of casein in crude protein was .75 and it

should be raised to .78.

A

> O » O > O

> O

Q

A

Q

Ri ght .

But your viewis it's already at .78, correct?
It is at .78, in ny estinmation; absolutely.
And your Exhibit, | guess it is 49.

Ri ght .

Takes us through the math in part --

Actual ly, probably in whole.

Okay.

It's pretty detail ed.

(Laughter.)

It is -- Exhibit 79 is the definitive --
Forty-nine.

Excuse ne. Exhibit 49 is the definitive work so

far as you know on how one denobnstrates that the numnber is

in fact already .78?

A

Q

Nat i onal

It's very thorough

MR, ROSENBAUM  Ckay, thank you.
JUDGE HUNT: M. Yale?

BY MR YALE

M. Brown, one of your jobs and functions with

Al l -Jersey is to assist the nenbers of your

organi zation to obtain the full value of their conponents in

their mlk, is it not?
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A That is correct.

Q And besides regul atory proceedi ngs such as this,
you al so get involved in actually negotiating with plants or
di scussing with plants protein or conponent-based pricing;
is that right?

A And it takes a nuch greater anpunt of ny tinme than
federal order stuff, yeah.

Q Right. And the fornulas that you used, were those
consistent with what's used in those negotiations?

A They do vary, depending on plants. They are al
based -- when they are cheese yield, they are all based on
the nodified Van Slyke with some adjustnents in factors.

Q Ri ght. Based upon your negotiation stuff, do
pl ants routinely discount the full anpbunt of mlk that cones
into the plant by two to five percent before they run these
formul as?

A Not from ny experience. Fromny experience, they
use -- if | can elaborate. They changes, the differences
see in the fornula versus the one we all talk about, which
is 90 percent fat recovery, 1.09 other solids, and 38
percent mpoisture, as | see npoisture ranges from36 to 38
percent and fact recovery ranges from90 to 93 percent, and
it depends sonewhat on the plant. |t also depends on
procurement tactics.

They all proxy. Either way any of those
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adj ustnments will give you roughly the same yield, depending
what you adj ust.

Q But to make nyself clear though --

A Okay.

Q -- the focus on these formul as has al ways been on
those nunbers, on what's in the vat, right?

A Yeah, there is no -- there is no loss -- there is
no loss of milk attached to the formula.

Q The assunption is, is that what shows up in that
farmer's bulk tank is going to go to that vat and that these

formulas are right then with no discount, right?

A Yeah, it's pricing every pound of milk weighed at
the farm
Q Okay. And approxi mately how many plants have you

negoti ated these prem uns?

A Oh, boy, | can't even count them Dozens.

Q And how years have you been involved in this?

A Directly, for six; indirectly, for eight.

Q Al right. And you' ve never had to deal with that
i ssue of loss fromthe farmtank to the --

A No.

Q In applying these fornmul as?

A Not in applying a fornul a.

MR. YALE: That's all my questions. Thank you.

JUDGE HUNT: Yes, M. Coughlin.
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BY MR, COUGHLI N:
Q M ke, | just have one.
Were you here earlier today when one of our
menber's representatives, Clay Gal anrnea of M chigan M1k

testified?

A Unfortunately, | was not, but | have read his
testi nony.

Q Have you read his testinony?

A Yes.

Q And his proposal to sinplify the formula?

A Yes.

Q What's your opinion on that? | take it -- | nmean,
I think of you as the expert on the area because you have
probably worked with these formul as nore than any of us
here.

A I have not had the chance to sit down and run a
mat hemati cal proof of it, but fromwhat | can see all it
does is basically sinplify the fornmula and it gives you the

sanme val ues.

Q Is it a sinpler way to cone to the same --
A Yes.
Q If it does conme to the sanme answer, is it a

sinmpler way that could be nore easily understood by peopl e?
A Yes, it is.

MR, COUGHLI N:  Thank you.
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THE WTNESS: | night add that we have plants that
do sinplify the cheese yield fornula when they pay their
producers --

JUDGE HUNT: Yes, nmm'am

THE WTNESS: -- in a sinilar way.

JUDGE HUNT: |'msorry. You had sonething to add,
M. Brown?

THE WTNESS: No, that's it. That's okay.

That's it.

SUE TAYLOR: Sue Taylor from Leprino Foods. Now
we're really getting dangerous when | take the m ke up here.

THE WTNESS: |It's okay. | know your history.

BY MS. TAYLOR

Q M. Brown, M. Yale asked you a question about
whet her plants typically, using the cheese yield fornula,
woul d first acknowl edge a | oss between the farm and pl ant
before calculating the value of the mlk. And as |
understand it, you answered that question no?

A Yeah, that is correct.

Q Coul d you tell me whether the plants that are

usi ng those cheese yield fornulas are adding a whey cream

val ue?
A General ly not, no.
Q In that case since they are using a cheese yield

formula, can it be assuned one mnus fat retention factor in
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the Van Slyke yield would be fat that they are not paying
for?

A They are not directly paying for it. | think
it's -- they are not directly paying for it. Again, if |
may el abor at e.

We have to renenber that a cheese yield is a proxy
for that mlk's relative work. And if you have mlk that's
three percent fat or you have milk that's five percent fat,
ten percent of that, according to the nodified Van Sl yke,
doesn't make it into the cheese. It makes it into the whey
cream but they do not pay directly for it.

But they still have to be conpetitive in the
mar ket. Renenber these are over market prem uns. They
still have to be conpetitive whatever the regulated price is
pl us what the market bears. But you're right, they do not
directly pay for that fat.

Q So in sonme ways that might be their way of
accounting for that loss, or an offsetting relative to the

current system

A I can't -- | can't honestly say that that's the
case. No one has ever directly said that. | don't pay for
t hat because there is a loss there. |It's nore of an issue

of when we eval uate producers' options for mlk price, we
convert it into price of mlk per pound cheese, even if it's

a protein prem um per point, and we don't look -- | never
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| ook, | never adjust for casein -- for loss of fat in whey.
MS. TAYLOR: Ckay, thank you.
JUDGE HUNT: | see no hands. Then | thank you
very rmuch.
THE W TNESS: We need to --
JUDGE HUNT: Oh, |I'msorry. You want 49 and 50 as

part of the record.

THE W TNESS:

JUDGE HUNT:

part of the record?

Yes, | woul d.

Any objections to 49 and 50 being

(No response.)

JUDGE HUNT:

No objections. Then 49 and 50 will

be made part of the record in this proceeding.

THE W TNESS:

JUDGE HUNT:

Thank you.

Thank you, M. Brown.

(Wtness excused.)

JUDGE HUNT:

Yes, nmm' anf?

(The docunents referred to,
previously identified as
Exhi bit Nos. 49 and 50, were

received in evidence.)

And M. Schad then?

MS. WHI TESI DES: Good afternoon, |'m Ashl ey
Whi t esi des, and | represent --
JUDGE HUNT: Excuse nme. Your |ast nanme?
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MS. WHI TESI DES:  Whi t esi des.

JUDGE HUNT: Whiteside, okay.

MS. WHI TESIDES: And | represent Hershey Foods
Cor poration.

M. Schad has graciously agreed to | et Audrey
Throne testify ahead of him--

JUDGE HUNT: All right.

MS. WHI TESI DES: -- since she has sone tinme
constraints today.

JUDGE HUNT: GCood afternoon.

MS. THRONE: Good afternoon.

Wher eupon,

AUDREY F. THRONE

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

JUDGE HUNT: And woul d you state and spell your
nanme, please? Thank you.

THE WTNESS: M nanme cheeses Audrey Throne.
That's spelled AAU-DREY, T-HRONE

MS. WHI TESI DES: Your Honor, we have passed out
copies of her witten testinony, and we would like to
identify it as the next consecutive exhibit nunber. | think
we are on 51.

JUDGE HUNT: Yes, you're right, 51

(The docunent referred to was
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marked for identification as
Exhi bit No. 51.)

MS. WHI TESI DES: Pl ease proceed with your
testi nmony.

THE W TNESS: Good afternoon. M nane is Audrey
Throne and | amtestifying today on behal f of Hershey Foods
Corporation regardi ng Hershey's position on the various
proposal s whi ch have been submitted to reconsider the Cl ass
1l and Class IV mlk pricing fornulas in the final rule.

| have been enpl oyed by Hershey for 20 years, and
my present position is manager of dairy ingredients. M
responsibilities include buying all of the milk and dairy
i ngredi ents that Hershey Foods uses in nmeking its products
in North America.

| grew up on a dairy farmin Pennsylvania and ny
entire career at Hershey Foods has been in nmilk sanitation
and procurenent.

Her shey Foods is the |eading North Anerican
manuf acturer of quality chocol ate, confectionery and
chocol ate-rel ated grocery products. In addition, we export
Her shey's branded products to nore than 90 countries
wor |l dwi de. I n 1999, Hershey's total sales were $3.9
billion.

Qur principal brands include Hershey's M1k

Chocol ate and M1k Chocol ate with Al nonds Bars, Hershey's
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Ki sses Chocol ates and Hershey's Hugs Chocol ates, Kit-Kat
Waf er Bar, Reeses Peanut Butter Cups, Jolly Rancher Candy,
Payday Peanut Caranel Bar, Twi zzl ers Candy, Woppers Mlted
MIk Balls, and York Peppernmint Patties, to nane just a few

Her shey Foods Corporation was founded by MIton
Hershey in 1894, and he |located his manufacturing plant in
the heart of Pennsylvania's dairy country where he could
obtain the large supplies of fresh m |k needed for naking
his method of high quality m Ik chocol ate.

Today, Hershey Foods Corporation operates nore
than a dozen confectionery plants throughout the United
States, Canada and Mexico. W still use primarily fresh
fluid mlk in making our products, such as Hershey's M Ik
Chocol ate Bars, Hershey's Kisses Chocol ates, and Hershey's
M Ik Chocol ate Bars with Al nonds. These products have a
distinctive flavor and texture that the American public has
recogni zed and enjoyed for many decades. And one inportant
reason for that distinctive Hershey favor is that M.
Hershey's methods call for fresh fluid mlKk.

As | said before, my responsibilities include
buying the fresh fluid mlIk that Hershey Foods uses in its
m | k chocol ates and ot her products, as well as all other
dairy ingredients used in our manufacturing operations.

In 1999, Hershey Foods bought nore than 1.5

mllion pounds of fresh fluid mlk every day.
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The price relationship between Class IV mlk on
the one hand and Class Il mlk on the other is significant
for the future of the dairy industry in this country.

Several of the proposals for adjusting the Class IV price
woul d have the ripple effect of increasing the price of
Class Il mlk. USDA should avoid any step that would
increase the Class Il price or increase the price difference
between Class Il and Class |V mlKk.

The trend already is for food manufacturers to
reduce their use of Class Il milk, and any increase in the
price difference between Class Il and Class IV mlk wll
accelerate the trend. This trend harnms diary farners.

Class |l food manufacturers are reducing their
reliance on traditional donmestic fluid mlk by reformulating
products to elimnate the dairy conponent, substituting
nondai ry fats, using inported dairy ingredients and
rel ocati ng manufacturing operations in foreign countries.

For exanple, inports of mlk protein and of
anhydrous mlk fat, which are alternative dairy ingredients,
have risen dramatically in recent years. These inports have
repl aced sone donestic Class Il m |k because they are |ess
expensi ve.

Mor eover, once a manufacturer changes its
processes or forrmulations to elimnate Class Il milk, it is

extrenely difficult and expensive to reverse that change.
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For these reasons, Hershey submits that if USDA
reduces the price of fat, it should do so for all classes.
USDA shoul d not discrimnate in favor of Class |V by
reducing the price of fat for that class al one.

In addition, the make al |l owance for Class |V
shoul d not be decreased and the yield factor for nonfat dry
m | k shoul d not be changed.

Her shey al so submits that USDA should issue a
recommended deci sion for public conment before adopting a
final rule. In requiring this rulemaking, Congress did not
state that there were energency conditions in the market
that would justify dispensing with a reconmended deci si on
and public conment.

To the contrary, the congressional objection to
the final rule USDA adopted in 1999 was based on what
Congress perceived as i nadequate public coment.

The price of butterfat should be the sane for al
cl asses. Several parties propose that the price of
butterfat be reduced by six cents per pound, and that's
Proposals 3, 4, 5, and 8. These proposals differ, however,
on whether this reduction should be applied uniformy to al
cl asses or whether the reduction should benefit Class IV
al one.

Her shey submits that if conditions in the nmarket

warrant a six-cent reduction in the price of butterfat this
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reducti on must be applied across the board. There is no
rational justification for reducing the price in one class
while leaving it unchanged in other classes.

There are at |east four reasons agai nst reducing
the price of butterfat in Class IV al one.

First of all, reducing the price of fat in Class
IV alone will provide an artificial incentive to use nore
creamto produce butter. The nmarket should deternine the
use of fat because the nmarket can and the market will
allocate fat to the nost efficient use. Reducing the price
of fat in Class IV but not in Classes Il or IIl will provide
an artificial incentive to use nore creamto produce better

By calling this incentive artificial, | nean only
that the free nmarket would not provide this incentive on its
own.

All classes of mlk conpete for the same fat. The
price that sellers of excess creamare obligated to pay for
that butterfat is determned by the first use of the excess
butterfat sold. Therefore, if you reduce the Class IV
butterfat price six cents per pound and | eave butterfat
prices in other classes unchanged, it neans that sellers of
excess cream w || have a six-cent per pound | ower obligation
if that butterfat is sold for use in Class |V products.

As a result, users in other classes will have to

pay six cents nore per pound of mlk fat to attract that fat



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1677
away from Class |V users.

Class |V manufacturers will always be the
preferred outlet for sellers of mlk fat because their
obligation for that butterfat will be |ower. Favoring Cl ass
IV will cause Class |l manufacturers to use butter or other

i ngredi ents.

Many Class Il products conpete on grocery store
shel ves with food products made fromClass IV mlk. |f USDA
makes fat used in Class Il nore expensive than the identica

fat used in Class IV, then butter and other ingredients wll
becorme nmore economnical than fresh creamfor use in Cass |
products.

Class Il1l-A pricing, when it was introduced in
1993, had the sanme effect on the use of skimmilk.

Class |l manufacturers will then be forced to use
those substitutes to remain conpetitive. While there are
FDA standards of identity for many Class ||l products, those
standards often permt the use of ingredients such as
butter, and many products made from Class Il mlk or cream
are not subject to any standard of identity.

Additionally, products such as anhydrous milk fat
can be inported for less. For exanple, inport statistics
fromthe Census Bureau indicate that the quantity of AM
imported into the United States increased fromonly 110, and

t hat shoul d have been thousand kil ograns, or nore sinply,
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tons, so increased fromonly 110 tons of AMF in 1995 to nore
than 10,500 tons in 1999. Obviously, this reveals a
significant increase in the inportation of alternative dairy
i ngredi ents.

To the extent that substitutes for cream are not
available to Class Il manufacturers, then a reduction for
Class |V alone places themat a conpetitive disadvantage.

Both the International Dairy Foods Association and
the National M Ik Producers Federation have conducted an
econoni c analysis of the effect on Class Il prices of
reducing the price of fat in Class IV by six cents per pound
Wi t hout any reduction in other classes. These anal yses show
that this one class reduction would increase the difference
between Class Il and Class |V by 21 cents per hundredwei ght.

Thus, the current differential, which is fixed at
70 cents, would in effect be increased to nore than 90
cents. | believe that these analyses to be correct.

This dramatic increase in the difference between
Class Il and Class IV would place Class Il manufacturers at
a substantial conpetitive di sadvant age.

As | noted above, one effect will be to force
Class |l manufacturers who conpete with products nade with
Class IV nilk to seek cheaper alternatives. Were cheaper
substitutes are not avail able, however, the C ass |

manuf acturers will be placed at a substantial and unfair
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cost disadvantage. This is especially a concern for ny
conpany because many of our conpetitors use skimmnilk and
fat nmade fromClass IV mlk rather than Class Il fluid mlKk.
A difference of 91 cents per hundredwei ght woul d put Hershey
at a cost disadvantage relative to its conpetitors of at
least $4 mllion per year

Favoring Class IV alone could force the Class |
price above the blend price in some orders, with the result
that Class Il users will depool

Based on ny practical experience with nmilk prices,
| believe it is likely that a reduction in the fat price
that is limted to Class |V would cause the Class Il price
in some orders to be greater than the producer blend price.
In this situation many Class Il users would have a strong
incentive to depool their mlk and thus take advant age of
the | ower blend price.

I ndeed, the current 70-cent differential is
al ready having exactly this effect in sonme orders, and
increasing the Class Il price further relative to the Cl ass
IV price will accelerate the trend toward depooling.

The current make all owance for C ass |V should not
be decreased. In its Notice of Hearing, USDA gave its
assessnent that reduci ng the make all owance for nonfat dry
m |k woul d have the effect of increasing the price of Cl ass

| and Class Il mlk. This price increase would reduce the
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volunme of milk used in those classes and consequently
i ncrease the volume of mlk used in Class Il and C ass |V.

| agree with USDA' s assessnment. It seens to ne
that it would be irrational to force nmore mlk into uses
t hat USDA considers surplus at the expense of consuner-
driven products such as fluid nmlk and food products.

In addition, as discussed earlier, increasing the
price of Class Il mlk will force manufacturers to use | ess
expensi ve substitutes, including some inported products.

Mor eover, any increase in the price difference between Cl ass
Il and Class IV nmilk, even if the increase is inadvertent,
will place Class Il manufacturers at a substantia
conpetitive di sadvant age.

Mar ket forces correct any effect of a nake
al l omance that is too |arge through the nmechani sm of
negoti ated over order prem uns. Thus, any claimthat the
make al |l owance shoul d be decreased should be rejected by
USDA because free market forces will force buyers to pay
prem uns.

On the other hand, if the make all owance is too
smal |, then production of nonfat dry milk will nove to
cooperative plants that are not subject to m nimum price
regul ation or to plants outside the Federal Order System

The yield factor should not be changed fromthe

current 1.02. Several proposals have been nmade to reduce
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the yield factor for nonfat dry milk. They are Proposals
26, 27 and 28. The rationale for these proposals appears to
be that the anpbunt of nonfat dry milk produced from skim
mlk will be greater than the amobunt of nonfat solids in the
skimm | k because of the noisture that remains in the nonfat
dry mlk even after drying.

The flaw in this rationale is that there are
unavoi dabl e | osses of mlk fromthe farmto the drying plant
and within the plant itself. Thus, not every pound of
nonfat solids is recoverable in the formof nonfat dry mlKk.
Mor eover, some nonfat solids go into cream during the
separation process and therefore are not captured in the
nonfat dry mlKk.

USDA recogni zed these | osses in adopting the 1.02
yield factor. USDA should reject the proposals to change
the current yield factor

USDA shoul d publish a recomrended decision for
public coment. USDA should not onmit a reconmended deci sion
for public comment during this rul emaking.

First, while Congress called for an emergency
rul emaking, it did not intend for USDA to bypass the
recommended deci si on phase whi ch was designed to ensure that
rules, such as the nmlk pricing formulas, reflect not only
the agency's expertise, but also public opinion. Congress

obvi ously recogni zed the inportance of obtaining public
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conment on these m |k fornul as because it insisted USDA
return to further rul emaki ng because the final rule did not
adequately reflect public conment fromthe initia
rul emaki ng.

Second, there are no energency marketing
conditions that exist to warrant the om ssion of the
recommended deci sion and public coment phase. There is no
energency mlk marketing situation that woul d warrant
omtting the public coment period on the secretary's
proposal

Her shey and other interested parties are entitled
to an opportunity to comrent on the secretary's recomended
decision. Considering the inportance of m |k pricing, USDA
shoul d, at the very least, allow interested parties a
m ni mum nunber of days to comrent on the proposal

In conclusion, Hershey favors allowing mlk prices
to be set by the free market, not by regulation. USDA
shoul d reject any proposal for the price of Class IV that
will have the ripple effect of increasing Class Il prices or
that would increase the price difference between C ass |
and Class |V mlk. Such proposals will ultimately harm
dairy producers by driving manufacturers away from Cl ass |
mlk and forcing themto adopt substitute ingredients, sone
of which will be inported. Such proposals will also place

Class |l manufacturers at a substantial conpetitive
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di sadvant age.
In addition, Hershey believes it is inportant for
USDA to al l ow public conment on a reconmmended decision in
thi s proceeding.
Respectful Iy submtted.
MS. WHI TESI DES:  Your Honor, we would like to nove
for Exhibit 51 to be adnmitted into the record as evi dence.
JUDGE HUNT: Does anyone object to 517
(No response.)
JUDGE HUNT: There being no objections, Exhibit 51
will be received into evidence
(The docunent referred to,
previously identified as
Exhi bit No 51, was received in
evi dence.)
MS. WHI TESIDES: The witness is available for
further questions.
JUDGE HUNT: Yes, M. Yale.
CROSS- EXAM NATI ON
BY MR YALE
Q My first question is where are the exhibits of the
Her shey Candy Bars and the others?
A As you will recall when we arrived on Sunday, it
was 96 degrees. Mkes it a little though.

Q I would have licked the w appers.

CRGCSS
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(Laughter.)

You nentioned in your testinony this issue of farm
shri nkage and that nust be a consideration in that 1.02
factor in the nonfat dry mlKk.

Do you recall your statenment to that effect?

A Yes, | do.

Q Have you read the final decision in regarding
setting the 1.02?

A Yes.

Q Does it say in there that it's accounting for
shrinkage fromthe farmto the processing?

A | think that it addressed, and this is really from
recollection, that it addressed the |ower value of
butterm Ik is my recollection.

Q I think you're right. | nean, for buttermlk
powder. But it never addressed -- you cannot identify
anywhere where it addressed the issue of shrinkage being a

factor in these yields, right?

A | don't recall

Q Do you have any statistics -- Hershey buys raw
mlk from producers as well, does it not?

A W do.

Q Yes.

A No, not from producers. |'msorry.

Q Not from-- from cooperatives?

CRGCSS
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A We buy from cooperatives.

Q From cooperati ves.

You don't have your own independent supply
anynor e?

A We do not.

Q You used to?

A Yes, that's correct.

Q Okay. And do you have any statistics on loss from
farmtest -- fromfarmweights to what is actually used
there at the plant?

A When we had our own producers and we had our own
calibration units, we strove to achieve about a quarter
percent loss fromfarmto plant.

MR. YALE: That's all my questions. Thank you,
Your Honor.
JUDGE HUNT: All right, M. Yale.
M. Coughl i n.
BY MR, COUGHLI N:
Q Audrey, Ed Coughlin fromthe National MIk

Producers Federati on.

You are tal king on the very |ast page of your

testinmony and earlier in the testinony about substituting

i ngredie

earlier

nts, sone of which will be inported, and | think
in the testinony you nentioned anhydrous mlk fat.

Are you fanmiliar with the general agreenment on

CRGCSS
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tariffs and trades and what that does?

A I am

Q Does that basically provide for sone additiona
imports of dairy products into the United States with | ow
tariffs?

A It generally provides tariff rate quotas for the
imports of certain quantities at relatively |ow duty rates,

and then it provides for additional inports at higher duty

rates.
Q Ri ght .
A | believe the borders are open but you mnust pay.
Q Yes. | just want to explore the economc

viability of anhydrous mlk fat. At the bottom of page 7 of
your testinony you tal k about that anhydrous milk fat
inmported into the United States increased fromonly 110 tons
in '95 to nore than 10,500 tons in 1999.

In your recollection, if you go back to 1995, did
the governnent at that point in time under the Price Support
Program still have stocks of butter?

A Yes, there were still some stocks in 1995,

Q And what's happened since that tine?

A They had becone depl eted.

Q And so we've had, if you will, | nean, the
butterfat demand narket today and you know, over -- and | ast

year, has it been a situation where -- have we had adequate

CRGCSS
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supplies of butterfat in the United States being produced?
A | believe we've had adequate supplies, but
certainly they have been at higher prices.

Q Okay. Has the U.S. been an exporter of butterfat?

A Yes, the U.S. has exported sone butterfat.

Q Large quantities?

A I don't know the exact quantities that were
exported.

Q What happened in the U S., did the butter prices
get up to close to $2 a pound?
A They got up closer to $3 a pound.

Q And what happened at that point intinm with

respect to the -- were there any exports of butter?
A My recollection is that in early 1998, there were
exports of butter. It was in the latter part of 1998, when

prices went to $2.81.

Q And did we then begin inporting butter and
anhydrous mlk fat?

A There was then butter and anhydrous milk fat that
was i nported.

Q And why did butter begin to flowinto the United
States then?

A The product flowed into the United States because
at the world price for butter and anhydrous mlk fat, plus

the over-the-top tariffs, it was economical conpared to

CRGCSS
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domestic product.

Q
to inport
it?

A

Q

Is it at today's butterfat levels, is it economc

product and pay the duties that you would pay on

Not t oday.

MR, COUGHLI N:  Thank you.
JUDGE HUNT: M. Beshore.
BY MR BESHORE

Audr ey, does Hershey use anhydrous mlk fat in any

of its product formulations?

A We do.

Q Do you source it donestically?

A We do.

Q Have you sourced it with inmports al so?

A We have.

Q Do you acquire it from donmestic producers in the
Nort heast or other parts of the country?

A There is a very linted nunmber of producers in the
country. | think nost of themare located in the M dwest.

Q Do you use it all the tinme or only to replace
butterfat because of cost factors, cost criteria?

A We currently using AMF all the tine.

Q So it provides an inportant ingredient in some of
your products, | take it?

A That's correct.

CRGCSS
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Q Do you at Hershey, a plant in Hershey, do you
regularly buy creamor sell cream or do you standardize with
dry solids?

A Wt hin our system we do buy sone cream

Q Okay, who do you -- do you acquire cream from
fluid handl ers generally?

A Yes.

Q Okay. |I'mtrying to understand the argunments with
respect to the inpact that Proposal 8, which would reduce
the price of butterfat in butter, would have on Class |
users, including Hershey.

First of all, your absolute price under the orders
woul d not change; isn't that correct?

A The absolute price would not change.

Q Right. You would -- the price would rermain if
Proposal 8 were adopted at a price based off the NASS
butter, butter price I ess a nake all owance; that conponent

val ue, correct?

A For farm m | k.
Q For farmm | k?
A Yes.

Q Okay. What percentage of your use of butterfat at
the plant at Hershey is farmm |k as opposed to creanf
A I don't know the conparison as opposed to cream

I would say generally overall farmmlk as a percent of fat
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usage i s maybe half.

Q Okay. So if you're purchasing 1.5 mllion pounds
a day, | think your testinony indicated farmmlk. Am]
ri ght about that, on average?

A M1 hnm

Q And that only provi des about half your cream --
hal f your butterfat?

A That's correct.

Q Are you also using a |ot of butter in maki ng candy
at Hershey?

A We use various forms of fat, whether it be cream
butter and anhydrous nilk fat, whole milk powder.

Q Okay. So if you are using all those ingredients
now, | assune they are being used -- nmay | assune that they
are being used because that's what the recipe calls for,
what M Iton Hershey's recipe called for, basically?

A M. Hershey's original recipe called for nothing
but fresh mlk.

Q Okay. Okay, but you are using those ingredients
now because in the ratios you do primarily because that's
the ratios you want to use in those products, | assune.

A At this point in tine, yes. As to why we went to
those products, | don't have all of the history on that ,
but certainly we've made the decision not to produce that

chocolate fromfresh m k.
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Q Well, you're producing at |ot of chocolate from
fresh mlk, correct?

A We are.

Q Okay. And you're standardizing with additional --
are you also bringing in dry solids?

A We use dry solids to nmake chocol at e.

Q Okay. Approximtely what portion of your dry
solids is fresh m |k versus other sources?

A | think the best answer | can give you is that
it's probably al so about half.

Q Okay. Now, is it your contention that the
absolute price for the creamthat you purchase surplus to
the fluid mlk plants, that the absolute price of that cream
will increase if the absolutely price of creamfor butter
goes down?

A | believe that the market mmy vary at times during
the year, but that one of two things nust happen or sone
conbi nati on of those two, and one is that either the cream
inthe Class IV will go down or the creamin Class Il will
go up or sone conbination of the two, depending on the
mar ket forces at the tine, whether there are surpluses of
fat or whether there are shortages of fat.

I think soneone testified earlier today that the
Class | people couldn't recover -- | guess it was Bob

Wellington -- that they had been unable to recover that six
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cents during this early part of the year, but that the

general feeling is that as we get into the later part of the

year when cream supplies get tight and they will make up for
it.

Q Wuld it be your experience, as has been all uded
to by others -- | don't even know who -- that in the market

for cream basically the buttermaker buys the |ast |oad of
creanf
A I guess |'ve always thought of butter and nonfat

dry mlk as the market of |ast resort.

Q In both skimand butterfat? |Is that a yes?
A Yes.
MR. BESHORE: Thank you. That's all | have.
Thanks.

JUDGE HUNT: M. Vetne.
BY MR VETNE
Q By market of |ast resort, in response to the | ast
gquestion, was it your intention to inply a place where the
seller gets the least return or a place that can al ways do
something with the mlk even though other buyers night not

have anything to do with it?

A It should certainly be the nmarket where butter
will go if there is no other demand for it since it
automatically has a market, and the government will purchase

the excess if there is any.
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Q Okay. And is one of the concerns of Hershey with
respect to sone of these proposals is that, although it
m ght also go there last, it may also be a market in which
the economic return is greater which in turn affects the
cost, not your ability, but the cost to you and others to

pull that milk away from Cl ass |V?

A That's correct.
Q In response to questions from Ed Coughlin on

i mported anhydrous, you keep track of that, | understand?
A | do.

Q Okay. Anhydrous inports end of 1998, early 1999,
when butter prices skyrocketed, were those extra inports at
the second nore expensive tier of inport duties?

A Yes. There is -- there was a graduated scal e that
i ncreased each year as to the volune that could conme in
under the TRQ and | don't renenber those exact vol unes.
But if there was say 10 or 12 million pounds that canme in
under the TRQ everything above that volunme was at the
hi gher duty rates.

Q Okay. And the TRQ in English words is?

A I"msorry. Tariff Freight Quota.

Q Tariff Freight Quota.

Okay. So econonic conditions in 1999 were such
that even the nore expensive inports could be cost

effectively marketed to the United States and offered to
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buyers in 1998-99, correct?
A That's correct.

Q Okay. The amount that's eligible for the nore

favorabl e duty, | think you referred to that as an expandi ng
anmount ?
A It increased each year during the GATT agreenent

until the year 2000, and then | believe fromthis point

forward it is steady.

Q It's steady, it's at a fixed vol une?
A At a fixed vol une.
Q And is that fixed volunme one of the questions that

is at issue in, or should have been at issue in Seattle or
will be at issue in trade talks that are going to take place
in the near future?

A ' massuning that the discussion of all inports
and subsidies worl dwide on dairy are up for discussion in
t hose neeti ngs.

Q Okay. Would you agree with ne that the direction
that has been taken in the past at least is to open nmarkets
fromcountry to country by reducing duties and non-tariff
barriers on international trade?

A I would agree that that's the direction that
certainly the United States has been noving towards, and
some ot her countries.

Q And if what's good for our trading partners is
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what we preach, then that same direction would result in
nore dairy ingredients, such as anhydrous nilk fat comng in
under a nmore favorable duty rate?

A | believe it could.

Q You've referred to use of whole mlk powder as one
of your sources of fat and solids. Do you acquire whole
m |k powder both fromlocal manufacturers as well as
manuf acturers within the United States distant from your
pl ant ?

A W do.

Q And that would include, for exanple, California
whol e nmi |l k powder as well as powder from Detrick, which is
next door to you?

A Yes, that would include California powder as wel
as | ocal powder.

Q Okay. Do you on occasion acquire whole mlk
powder that is nade to your specifications as to the fat and
skim solids content or do you buy nostly generic whole mlk
powder that's -- whatever the whole nmilk went into it is the
powder that conmes out of it?

A Qur specification is basically what | would
consider to be the accepted specification for whole mlk
powder. \Whether you can take raw milk and just sinmply dry
it and it precisely neets that specification, it probably

does not at all tines of the year
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Q Okay. If you are able and willing to testify, can
you give us sone indication of the market price based on
your purchase experience of whole mlk powder in relation to
the market price for powder in NFDM and a fat equival ent
product meeting the fat portion of that need?

A Generally, we are able to purchase whole mlk
powder at a slightly favorable price to the conbi nati on of
nonfat and a fat source.

MR. VETNE: Okay, that's all | have. Thank you.
JUDGE HUNT: M. Coughlin.
BY MR, COUGHLI N:

Q Audrey, M. Vetne brought nme back here because --
do you know what the over quoted tariff rate is
approximately on butterfat that conmes into the United
States?

A It just went down in January, and | don't know the
exact rate, but it's sonewhere around 88 to 95 cents,
somewhere in that range, and it will vary based on the price
of the product you are bringing in.

Q So per pound -- per pound of butter, you would pay
that much for each pound of butter that you brought into the

United States?

A I"msorry. | was giving you an AMF nunber.
Q Okay.
A | don't know the butter nunber.
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Q Okay, on the AMF nunmber, we haven't had any -- AMF
is 98 percent fat or thereabouts, isn't it?

A 99. 9.

Q 99.9, so it's practically pure fat.

woul d the over quota tariff rate on butter be
roughly proportional to that in ternms of -- is it probably
somewhere in the neighborhood of 60 to 70 cents per pound,
in that range?

A "Il say between 60 and 80, | believe. | don't
recall what it is anynore.

Q Okay. Are you famliar with international market
prices for dairy products?

A Roughl y.

Q I f sonebody told you to go out and irrespective of
over quota tariffs to buy the cheapest source of mlk fat,
would it be in this country or would it be somewhere else in
the worl d?

A It woul d be somewhere else in the world.

Oh, I'msorry. Are you saying including quotas?

Q No, wi thout the quota.

A Certainly somewhere el se

Q So that which nmoves into this country, within the
TRQ is the cheapest source?

A Yes.

Q Okay. And that once you go up to that limt and
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you go over that, you're going to pay sonewhere, let's -- we
probably coul d agree -- sonewhere above 60 cents per pound
on a butter equivalent basis to bring that product into the
country?

A We're tal king AMF?

Q Well, on AMF you gave nme a higher price than that,
but on a butterfat -- on AMF you're going to pay sonewhere
70 to 80 cents a pound | think you indicated.

A The AMF is nore economical to bring in at the top
tier tariff than the -- or at the top tier duty than the
butter.

Q But at what |evel would butter prices in this
country have to get approximately before it's econonical to
bring AMF into this country?

A Somewher e between $1.30 and $1. 35.

MR, COUGHLIN: Ckay, thank you.

JUDGE HUNT: Anyone el se have questions for M.
Throne? Ms. Brenner

BY MS. BRENNER

Q You indicated that Hershey would |ike an
opportunity for comrent on our recomended decision. |f the
time frame doesn't prove very advantageous for issuing a
reconmmended decision, would a tentative final decision with
an opportunity for comment after it goes into effect, and

t hen perhaps a change on that be acceptabl e?
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A Qur first preference would be a reconmended
decision. Certainly we would prefer the situation you just
described as preferred to just a final hearing with no tine
for conmment.

MS. BRENNER: COkay, thank you.
JUDGE HUNT: M. Cooper.
BY MR. COOPER

Q Yes, Ms. Throne, | think you indicated, in
response to M. Beshore or perhaps it was M. Vetne, that
you used -- you used whole nmilk powder at tines in making
your mlk chocolate; is that correct?

A W do.

Q And is that a regular use as distinction from odd
occasi on?

A No. We regularly use whole m |k powder.

Q And how about nonfat dry nmil|k powder?

A We regularly use that.

Q And do you use anhydrous nilk fat in meking

chocol ate?

A W do.

Q M1k chocol ate or?

A Yes.

Q I was wondering, you have to have sonme nmilk in

there, don't you --

A Yes.
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Q -- to label it "mlk chocol ate"?

A The standard requires a certain anount of mlk and
fat and solids to be in chocol ate.

Q Do you also -- have you al so used sweet ened
condensed mi | k?

A We use -- in the process of meking chocolate we do
sweeten the mlk. So if you call that sweetened condensed
mlk, I would say yes. W buy sweetened condensed mlk from
outsi de sources, but it's not used in chocolate. |It's used
in other confectionery products.

Q Oh, okay. There has been testinony in past
heari ngs that you bought sweetened condensed ml k. That
wasn't used in the chocol ate, that was used in other
product s?

A It goes into other confectionery products; things
i ke caranel s or bakery type products.

MR. COOPER: Ckay, | have no further questions.
JUDGE HUNT: M. Grandage.
BY MR, GRANDAGE

Q On page 6 of your testinony, going back to the six
cents butterfat price, you make a conment that, "As a
result, users in other classes will have to pay six cents
nore per pound of the fat."

I's that true across classes? |In other words, each

cl ass woul d be paying the sane price, so a conpetitor would
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be paying the sanme increased price that you woul d?

A If they are buying Class Il cream | would assune
that they woul d be paying the sanme price or close to the
same price

Q You nentioned also that with the six cents off of

the Class IV price, but not off of the other classes, that

the Class IV market woul d becone the nmarket of first choice.

Woul dn't that then, if market conditions were
such, that would produce an excess in butter and thus
actually lower all of the fat prices for mlk in all the
cl asses?

A What | nmeant by saying that is at a given market
price for creamthe Class |V market woul d be the market of
choi ce because it would create the greatest net margin for
the seller.

Now, if the other buyers, such as the Class |
buyers, would ante up the noney to attract that cream away
fromthe Class |V narket, then the seller would be willing
to sell tothe Class Il or Class Il users.

Q To your know edge, does that happen now?

A | believe it probably does.

MR. GRANDAGE: Thank you.

JUDGE HUNT: Anyone el se? M. Rosenbaum

BY MR. ROSENBAUM

Q Foll owi ng up on that particular inquiry, you are a
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Class |l handler that buys cream from Class | handl ers,
correct?

A Yes.

Q When they sell you that cream they have to pay
noney to the pool to go out to farners, correct? They, the
cheese handler has to, correct?

A Yes, they nust.

Q And the nminimumprice they have to pay in the poo
is the Class Il price, correct?
A That is correct.

Q And the Class Il price for butterfat, right?

A Yes.
Q Because that's what we are tal ki ng about,
butterfat.

And today alternative that Class | handl er can
sell that fat to a Class IV handler, correct?

A I"'msorry. Could you repeat that?

Q Alternatively that Class | handl er can di spose of
its excess fat to a Class |V handler, correct?

A Yes, they can.

Q And today they dispose of that -- excuse nme. Wen
they do that they pay the Class IV price for that fat,
correct?

A That is correct.

Q They nmeaning the Class | handler pays into the
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pool the Class IV price for that fat, correct?

A Yes.

Q Which is the sane as the Class Il price for fat
t oday, correct?

A Wth the exception of .007 per pound in Class Il

Q Okay. Al right. And if the butter price is
dropped by six cents for Class |V but not for Class |l, what
does that .007 go up to?

A It beconmes 6.7 cents per pound.

Q Okay, so it goes froma difference of less than a
penny to al nost seven cents, correct?

A That's correct.

Q Al right. And so a Class | handl er would be
quite irrational to sell -- well, right now a C ass |
handl er is essentially indifferent as to whether he sells
that creamto you, a Class Il handler, or to a Class |V
handl er, correct?

A That's correct.

Q But he would be quite foolish if this change goes

into effect to sell the excess butterfat to you at the sane

price he would sell it to a Class IV handler, correct?
A That is correct.
Q Because every pound he sells to you he has to pay

the pool six cents nore than he would have if he had sold it

to a Class |V handler, correct?
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A That is correct.

Q Okay. And so you as a Class |l handler could only
presumably induce a Class | handler to sell that excess
butterfat to you instead of the Class |V handler by paying
the extra six cents, correct?

A That is correct.

Q And that's the cost of -- that's the ultimte
i mplication of the proposal to drop the six cents for only
Class IV, correct?

A | believe it is.

MR, ROSENBAUM  Ckay, thank you.
JUDGE HUNT: Anyone el se?
(No response.)

JUDGE HUNT: All right, thank you very nuch, Ms.

Throne.
(Wtness excused.)
JUDGE HUNT: And we'll take a 10-mi nute break.
(Wher eupon, a recess was taken.)
JUDGE HUNT: We are back on the record. You are
sworn in, M. Schad, so you are still under oath.

Wher eupon,
DENNI S SCHAD
havi ng previously duly sworn, was recalled as a
wi tness and was exani ned and testified further as follows:

MR. BESHORE: W have copies of M. Schad's
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statement for anyone that | didn't get themto so far

Denni s, would you go ahead and gi ve your prepared
st at ement ?

THE W TNESS: Good afternoon. This is the
statement of Dennis Schad on behal f of the Association of
Dai ry Cooperatives in the Northeast, known as ADCNE

This statenent is presented on behalf of the
Associ ation of Dairy Cooperatives in the Northeast. The
associ ation consists of the follow ng nmenber dairy
cooperatives: Agri-Mrk, Dairylea, Dairy Farners of
America, Land O Lakes, Maryland and Virginia M|k Producers
Cooperative Associ ation, O AT-KA Cooperative, St. Al bans
Cooperative Creanery and Upstate Farnms Cooperative

The nmenbers of ADCNE narket in excess of 65
percent of the milk in Oder 1, the federal order regulating
the mlk marketing in the Northeast marketing area. Order
1, in turn, represents nore than 20 percent of the mlk in
the Federal M|k Marketing Order System

ADCNE supports the positions of the National MIKk
Producers Federation on the proposals in this hearing.
ADCNE has revi ewed the hearing proposals independently with
particul ar reference to the marketing conditions in the
Nort heast and believes that the consensus positions advanced
by the National MIk Producers Federation represent

constructive, positive positions on the issues in this
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hearing which are in the best interests of the dairy farmers
of the Northeast.

Agri-Mark has presented as separate position with
respect to one or nore of the hearing proposals. W offer
the foll owing additional testinony in support of the
National M|k Producer Federation positions.

Make al |l owances: ADCNE supports the National Mk
Producer Federation's testinmony with respect to the
cal cul ation of manufacturing allowances for Class IIl and |V
products. | want to underscore just a few of the inportant
points with respect to setting the manufacturing all owance.

First, it should be based on data from actua
pl ant operations which have been docunented through the RBCS
study, the State of California information, and hearing
testimony from individual plant operators.

Secondly, it should include on a weighted average
basis data from California manufacturing operations as wel
as plants in the Federal Order System because California
pl ants are major conpetitors of all the manufactured dairy
product markets.

Third, it should be set at a |l evel which includes
an all owance for marketi ng expense and return on capita
whi ch are necessary costs of plant maintenance.

Finally, it should be set at a level that is

sufficiently generous to assure the availability of plant
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capacity to handle the Class IIl and |V reserve supplies of
m | k.

We believe that the National M|k Producer
Feder ati on net hodol ogy appropriately reflects these factors
and should be utilized by the Departnent.

Product prices: ADCNE supports the continued use
of NASS prices in Class Ill and IV formulas. W also
support the adoption of |egislation which would make the
NASS price reporting mandatory and provide for verification
procedures. However, until that legislation is in place we
understand that the Departnment is unable to nake those
i mprovenents to the NASS price series. Nevertheless, the
NASS prices renmain the broadest based prices available for
use in the federal order price fornulas and they should be
continued to be so used.

Opposition to changes in Class | and Cl ass |
prices: Several proposals in the hearing notice would
attenpt to change the forrmulas for Class | and/or Class |
prices through this hearing.

We object to these proposals being given
consideration at this hearing which by statute was nandat ed
to reconsider Class Ill and Class |V price fornul as.

Class |V butterfat price: ADCNE supports the
change in the Class IV butterfat price as proposed by the

National M Ik Producers Federation, Land O Lakes and ot hers.
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This change in pricing of butterfat used to produce Class IV
products, primarily butter, is necessary to restore the
hi storical relationship of Class IV butterfat cost to end
product prices.

We want to enphasize that this change in Class |V
pricing will not directly affect the base price used to
establish Class | prices thus its inpact on dairy farner
income will be mininal. W want to note in this regard that
the change in the manufacturing all owance for butter
supported by National MIk Producers Federation will
increase the Class IV price by reducing the present nake
al | owance.

Yield factors and related i ssues: ADCNE supports
the National M1k Producer Federation position with respect
to yield factors which should be utilized in the fornmula for
cheese and nonfat dry mlKk.

In conclusion, in summary, ADCNE requests that the
Department adopt the positions on the hearing issues as
presented by M. Coughlin on behalf of the National MIk
Producers Federation. These are positions which represent a
consensus of the producer side of the dairy industry from
all regions of the country, and in particular, they are
supported by producers in the Northeast who are a nenber of
t he ADCNE cooperati ves.

Thank you for the opportunity to present our
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Vi ews.
DI RECT EXAM NATI ON
BY MR BESHORE
Q M. Schad, the seven cooperatives, eight

cooperative organi zati ons for which you are speaki ng have a
variety -- represent a variety of types of organizations and
operations in this large market in the Northeast, and

wonder if you could just describe briefly what each
cooperative association does and the operations it has.

A Okay. Agri-Mark, Incorporated, a northeastern
cooperative, markets mlk to third party buyers, also has a
butter powder plant as well as a cheese plant.

Dai ryl ea Cooperative primarily markets mlk to
third parties, but it is also a nenber of O AT-KA which is a
butter powder operation, as well as a nenber and a joint
venture at Detrick, which again is a butter powder
operation.

Dairy Farners of Anmerica, Elvin Hollon's described
their national operations, but in the Northeast they are
mar keters to third parties, all classes, Classes |, II, IIl
and IV, and they are also a nenber of a joint venture called
Detrick, a butter powder plant.

Land O Lakes operates -- again nmarkets to third
parties Class |, Il and Ill, also operates a butter powder

pl ant .
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Maryl and and Virginia M|k Producers Association,
like Land O Lakes, nmarkets to third parties an operates a
butter powder plant at Laurel, Maryl and.
O AT-KA is a cooperative of three cooperatives,
Upstate, Niagara and Dairylea. |It's primarily a butter
powder plant but they have other operations there as well
St. Al bans Cooperative Creanmery markets to third
parties and al so operates a condensi ng and drying plant.
And Upstate is a cooperative in western New York.
They own bottling plants and also is a part owner in the O
AT- KA system
MR, BESHORE: Okay, thank you. M. Schad is
avail abl e for other questions.
JUDGE HUNT: M. Yale.
CROSS- EXAM NATI ON
BY MR YALE
Q M. Schad, you've just described the operations of
all these cooperatives, and | think one of your nenber
cooperatives, Agri-Mark, had a speaker today by the nanme of
M. Wellington. And he described the relationship of Agri-
Mark as a three-1legged stool
Do you renenber that?
A | was out of the room when he --
Q You were out of the room

Well, he said that there was producers -- they had
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their producer side, and their processor side, and they had
to bal ance, and they were al so nenber-owned so the producers
had to get profit out of their processor end, but at the
same time they needed its producers to get a fair price,
right.
And you're aware of that, right?

A I'"'m aware of the concept, yes.

Q And that is a challenge that your nenber
cooperatives face all the tine as they make all their

busi ness decisions, right? |Is that correct?

A Yes.

Q Now, in the Northeast, there is a sizeabl e amount
of what we call independent nilk; is that correct?

A That's correct.

Q And t hose producers all receive a blend price,
right?

A If they are pool ed under the federal order, they
draw from the pool, and ny -- the large mgjority of those

producers are pool ed under the federal order, to ny
know edge.

Q Ri ght. Which nmeans they get the bl ended, the
federal order blended price, right?

A Correct.

Q So your cooperative nenbers to conpete in that

mar ket pl ace al so have to pay a blend price, right, or close
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toit, or in that range to be conpetitive, right?

A To be conpetitive, you have to pay a m ni num of
bl end price in the Northeast.

Q And your cooperatives are aware of the
i mplications of these make all owances, right, in ternms of
what it will do to their ability to pay producers and the
bl ends and all that?

A Well, as -- yes.

Q And they are also aware of their processor side

and their capital side of how they have to be profitable,

right?
A That's correct.
Q So they have nmade -- in viewing all of those

i ssues, they have made a policy decision, haven't they?
A Yes.
Q That these rates are sufficient that they can neet

their goals as a processor, right?

A That's correct.

Q And as a producer-owned cooperative?

A That's correct.

Q And al so as buying m |k from producers, right?
A That's correct.

Q And that's rmuch akin to the policy issue the
Department has to make, right?

A I would say so. Yes, sir.
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Q Now, the people that don't have cooperatives, the
proprietary manufacturers don't have to address the issue of
the payments to the producers, do they? | nean, in ternms of
their decision on what they wanted fromtheir nmake
al l omances in the sane way that you as a cooperative have
to?

A Not in the sane way.

Q They don't have to answer to the cooperatives
denocratically as well as conpetitively, right?

A I would agree with that.

MR. YALE: All right. No other questions.
JUDGE HUNT: Yes, M. Rosenbaum
BY MR. ROSENBAUM

Q You've listed a nunber of cooperatives who are

part of your association of dairy cooperatives in the

Nort heast, correct?

Q Am | right that Agri-Mark is by far the biggest
cheese manufacturer in that group?

A It probably is the only manufacturer -- again, we
have national cooperatives included here. But if we just
| ook at the Northeast operations of the nationa
cooperatives, your answer is yes.

Q And t hey have di ssented from your view as to what

t he nmake all owance should be for cheese?
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A Yes.
Q So they have | ooked at your proposals, and to use
M. Yale's term nol ogy, made the consi dered decision that
your proposal does not provide an adequate nmeke al |l owance?
A I think you can infer that from Agri-Mark's
actions.
MR, ROSENBAUM  Thank you.
JUDGE HUNT: Anyone el se?
(No response.)
JUDGE HUNT: Thank you very much, M. Schad.
THE W TNESS: Thank you.
(wi tness excused.)
JUDGE HUNT: And | guess, Ms. Tayl or.
Good afternoon.
MS. TAYLOR  Good afternoon.
Wher eupon,
SUE M TAYLOR
havi ng been duly sworn, was called as a wtness
and was exam ned and testified as foll ows:
JUDGE HUNT: And woul d you state and spell your
name, please?
THE WTNESS: MW nane is Sue Taylor, S-UE,
T-A-Y-L-OR

MR, OLSEN. Ms. Taylor, | think we've circul ated

copies of this for the reporter and on the back table there.
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In the interest of tine what |'mgoing to ask you to do is
just talk very briefly about your -- you know, you are
currently doing for Leprino Foods Conpany. We will let your
i ntroduction and expertise page sort of stand in the record
as if read and sort of nove on to the next section on page
2.

W will like to have this introduced as an
exhi bit, Your Honor

JUDGE HUNT: All right, that's 52.

MR, OLSEN. Fifty-two.

(The docunent referred to was
marked for identification as
Exhi bit No. 52.)

MR, OLSEN. That said, Ms. Taylor, why don't you
go ahead and begin the brief description of who you are and
why you are testifying, and then skip right to the point.

THE W TNESS: Ckay, thank you.

I'm Sue Taylor, Director of Dairy Policy and
Procurenent for Leprino Foods Conpany headquartered in
Denver, Col orado. CQur business address is 1830 West 38th
Avenue, Denver, Col orado, 80211

Lepri no operates 11 plants manufacturing
nozzarel |l a cheese and whey products donestically, and in
mar keting theminternationally. Those plants are |ocated in

New York, M chigan, Nebraska, Colorado and New Mexico, in
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terms of the plants that are operated within the Federa
Order System W also operate two plants in the State of
California, one in Tracy and one in LaMore, California.

My responsibilities at Leprino as Director of
Dairy Policy and Procurenment fall in the category that nost
people termdairy econonists role, policy issues as well as
raw m | k procurenent.

My prior history includes simlar roles starting
in 1989 with Sorrento Cheese Conpany, and | did have a
consul ti ng busi ness between 1992 and 1994, and |'ve been
with Leprino since 1995.

I'd like to proceed themto page 2, and
congressi onal m sperceptions.

Before proceeding, | would like to note that we
bel i eve the congressional mandate for this hearing was based
on msconceptions, and accordingly, a change fromthe
current Class IIl mlk price fornula is unnecessary at this
tine.

The political inpetus that mandates USDA to
conduct this hearing was based upon a nistaken belief that
the current Class Ill price fornmula woul d decrease the Cl ass
Il price on average 47 cents per hundredwei ght relative to
the basic formula price that was in use prior to January
2000.

However, in analysis of the data for the 16-nonth
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time period of Septenber '98 through Decenber '99, for which
data was available to calculate the new Class IIl price,
shows that the new price formula woul d have been revenue
neutral to the BFP at 35 butterfat, and in fact would have
resulted in a price that average 16 cents per hundredwei ght
hi gher than the BFP at full test if assuming .19 pounds of
non-protein nitrogen per hundredwei ght.

In fact, we believe the new price fornula wll
have an even greater uplifting effect since the cheddar
bl ock and barrel price spread on the CME was 4.57 cents
during that time period, which is in excess of what can be
expected under normal market conditions and is far in excess
of the 1.94 cents average spread that existed during the
four nmonths since the inplenmentation of the final rule.

The 2.63-cent difference between the bl ock and
barrel price spread during the two tinme periods equates to
an additional increase in the Class Ill mlk price of 17
cents per hundredwei ght.

Clearly, the inpetus for this hearing was based on
erroneous perceptions and it is critical that the decision
fromthis hearing not have the effect of further increasing
m ni mum regul ated Class |1l prices.

The role of regulated pricing: Regulated mlk
prices inherently influence the structure of the U S. dairy

i ndustry. In today's donmestic and internationa
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environnents, it is nore critical than ever that this
i nfl uence be mninmzed so that nmarkets rather than
government regul ati on determ ne where and how milk is
produced and processed.

Al t hough the events in Seattle |ast fall del ayed
further dairy trade |liberalization and Congress extended the
Dairy Price Support Programthrough year end, |ong trade
liberalization and elimnation of the support program are
both likely realities in the not too distant future.

Al | owabl e subsi di zed export vol ume through the
DElI P Program has already significantly reduced -- been
reduced by the WIO agreenent inplenented in 1995. The
changes in the support program and international trade both
support that to the extent that there is a range of
justifiable mlk price levels for a particular manufacturing
conplex, a price level on the |ower end of the range shoul d
be adopted in the regulated system This will allow the
mar ket to provide a greater portion of the price signal to
producers.

As Dr. Stephenson suggests, there is little risk
in setting the regulated price too | ow since the market
conpensates through the devel opment of prem uns. However,
there is substantial risk in setting the regulated price too
hi gh. Over regulating prices results in disorderly

mar ket i ng by encouragi ng additional mlk production that the
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mar ket does not have a ready outlet for while decreasing
demand at the processor |evel.

Additionally, the setting of regulated prices at
too high a |l evel discourages investnent in innovative
technol ogy the industry requires to devel op comercially
vi abl e new products that will absorb the milk that is
currently cleared through the price support programin the
DEI P.

The inportance of setting the regulated price at a
| evel that is not intrusive on the nmarket is also increased
when the regul ated price is based on an end product price
formul a and product price fornmulas contrast with survey-
based milk prices in their rigidity.

Since finished product prices are directly
captured in the mlk price, any adjustments nmade to the
sales price to adjust for conpetitive or cost issues
unrelated to mlk will be reflected in the mlk price.

Therefore, if a regulated price is established by
an end product price fornula, it is inportant to set that
regul ated price at a level that allows other market forces
to work and adjustnents to occur outside the regul ated
system

The University BFP Committee comr ssioned to
advi se USDA during the federal mlk marketing order reform

process echoed the need to view regul ated pricing as market



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1720
clearing mnimuns and stating that, "M nimum pricing reduces
the need for the secretary to fine tune the price of mlk to
reflect |ocal or regional uniqueness in a market setting
that is national in scope. Regional price differentials for
manuf act ured products which may vary seasonally and over
time can be set by market forces where over order prem uns
are warranted."

I ssues: Leprino supports National Cheese
Institute's proposal on Class IIl pricing, including setting
the make al l owance at no | ess than wei ghted average of the
CDFA and Associ ati on Services cost studies, expanding the
National Ag Statistics Service survey and cheese price used
inthe Class Ill forrmula to include 640-pound bl ocks,
replacing the three-cent adjuster on barrels to the
difference in cost for manufacturing between barrels and 40-
pound bl ocks, and maki ng the NASS product price survey
mandat ory and audited.

Thi s proposal is based on sound econonics with
el enents that have been devel oped and are supported by
objective analysis. Additionally, the resulting overal
| evel determ ned by the NCI formulas is appropriate in the
context of our current dairy environment.

Al t hough rmuch of the discussion at this hearing
focused on specific factors in the price fornmulas, it is

i mportant also to evaluate the fornulas fromthe overal
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price levels in the context of the role of regul ated
pri ci ng.

Commodity prices, price data sources: USDA should
continue to use NASS price surveys to collect finished
product price data for the purposes of the Class IIl and IV
price fornmulas. One advantage of price surveys over
exchange prices is that they represent a significantly
| arger volune of transactions than the exchanges. The
survey also reflects fluctuations in prem uns and di scounts
relative to the exchange that are reflective of overal
nati onwi de supply and dermand conditi ons.

The further strengthen the survey, however,
partici pati on should be mandatory and results shoul d be
audi table. Mndatory reporting would facilitate the
addi ti on of 640-pound bl ocks to the data set.

One risk of using a national price fromthe NASS
survey is it's overvaluation of finished products in sone
parts of the country, specifically in the Wst.

G ven the bal ance of supply and demand in various
parts of the country, one expects the hard manufactured
product price surface to increase from Wst to East. This
price surface does exist in practice and has been verified
by the various retail price surveys of butter, nonfat dry
m |k and cheese conducted by the NASS and the Agricultura

Mar keti ng Service.
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Additionally, this price surface is supported by
t he spaci al nodeling conpleted by Cornell University. The
BFP University Conmittee states that, "It is quite
reasonabl e to anticipate that manufactured product prices
will be different geographically and related to the |ocation
of popul ation demand centers, production supply centers and
transportation costs. This has been confirned enpirically
by the price surface for mlk used for manufacturing
devel oped by the Cornell Study team These maps indicated
hi gher manufacturing m |k values nmoving fromthe west coast
to the east."

Setting a mnimumm |k price based on a finished
product price that is higher than can be attained in
regul ated areas of the West is of concern. However, the
benefits of using a broader data set outweigh the risks. So
Il ong as the balance of the factors in the mlk pricing
formula are not set at intrusive |levels, the potentia
damage of setting m |k prices based on national product
price averages are linted.

Cheese forms. We support the addition of 640-
pound bl ock prices to the NASS survey cheddar cheese price
that drives the Class Ill protein price. Expanding the
cheddar price by adding the 640-pound bl ock series adds
statistical validity to the survey and thus the regul ated

price.
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Mandatory participation in the price, as advocated
above, will renmedy the nonparticipation probl em experienced
when NASS previously collected 640-pound price data. O her
NCl menmbers will testify to specific quantities of NCI -- or
of 640-pound bl ocks that are produced in the narketplace.

It is our belief that this volune is significant and its
addition would result in a nore representative survey
result.

Price adjustnments for form The price adjustnent
applied to the barrel and 640-pound bl ock price should be
reflective of the difference in the cost of producing those
forms relative to 40-pound cheddar bl ocks. W have been
told that the cost differential for barrels is between one-
hal f and three-quarter cents. Specifically, the three-cent
price adjustnment currently added to the nonthly wei ghted
average barrel price should be replaced by an adjustnent
that is reflective of the difference in cost between bl ocks
and barrels.

The three-cent adjuster was advocated during the
i nformal rul emaki ng process because of the |ack of
manuf acturi ng cost data. The three-cent adjuster is
consistent with the difference between bl ock and barre
purchase price adjustnent in the support program and can be
historically justified based on market rel ationshi ps between

bl ock and 39 percent npisture adjusted barrel prices.
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As Dr. Yonkers testified, however, the three-cent
price spread actually accounts for two things.

The first contributor to the three-cent historic
bl ock barrel price spread is the difference in manufacturing
cost between bl ock and barrels which | have already noted is
| ess than a penny.

The second and larger contributor to the three-
cent price spread is related to the fact that block
producers, in order to remain within the |ega
speci fications for cheddar, produce current blocks at a
noi sture content that averages approxi mately 38 percent.
They are not directly conpensated for the reduced yield
associated with this | ower nmoisture |evel since cheddar
bl ock prices are not adjusted to the actual npisture content
in the marketpl ace.

In contrast, cheddar barrels are typically
produced at | ower noisture levels, but are priced in the
mar ket pl ace based on dry matter. In other words, barrels
are sold on a price per pound dry nmatter cal cul ated by
di viding the 39 percent noisture adjusted price on the CME
by 61 percent dry matter. Therefore, barrel pricing
effectively credits the cheesenaker for every additiona
pound of dry matter above 61 percent. The vary with the
poi nt of noisture for which the barrel naker is conpensated

but for which the bl ocknaker is not conpensated is directly
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cal cul ated by either extending the yield difference by the
price or by reviewing effective barrel prices at 38 and 39
percent.

Usi ng the nodified Van Sl yke Yield Fornul a,
assum ng 90 percent fat retention and 78 percent casein and
crude protein, results in a hundredwei ght yield of 10.019 at
38 percent npisture and 10.183 at 39 percent noisture.

The val ue of the .064 pounds of yield for which
the barrel maker is conpensated but for which the bl ockmaker
is not can be calculated by multiplying the .0164 by the
cheese price. This equates to 21.03 cents per hundredwei ght
of milk, or 2.13 cents per pound cheese at the average
cheddar barrel price fromthe 1999 through -- |I'msorry --
1990 to '99 period of a $1.3009.

The noi sture adjustnment formula for barrel cheddar
can also be used to estimate the inpact of the barrel yield
credit for dry matters above 61 percent. Although the
formula is stated in many forns, the easiest way for nme to
think of it is cheese price per pound cheese at 39 percent
noi sture divided by .61 pounds dry matter tinmes the actua
dry matter in the barrels.

The difference in the noisture of corrected barre
pri ce between 38 percent and 39 percent npisture is
consi stent with the above nethodol ogy; that is, the

di fference equates to 21.03 cents per hundredwei ght of nmilk
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or 2.13 cents per pound cheese at the average cheddar barre
price from'90 through '99 of $1.30009.

Cheesenmakers with capacity in both bl ocks and
barrels are incented to shift production to barrels any tine
the spread between the 40-pound bl ock and the 39 percent
noi sture adj usted barrel price is |less than the conbi nation
of their processing cost difference in the noisture adjuster
avail abl e on barrels on the foregone yield at their average
bl ock moi sture.

Conversely, any tine the market price spread
excess the conbination of their processing cost difference
in the noisture adjuster cheddarnmakers are incented to shift
production to bl ocks.

Therefore, over the long terman absent or
irregulatory incentive to distort the price for one form of
production over the other, the price relationship between
these two fornms will equilibrate at a level that reflects a
conbi nati on of the difference in cost and difference in
yi el d val ue.

O her witnesses have noticed the inconsistency
bet ween adjusting the barrel price to a 39 percent noisture
price while grossing up its mlk value assum ng the | ower
yield associated with 38 percent npisture cheddar. Wile
the surface this appears to be a flaw in the current system

it is not a flaw when considered in conbination with a
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t hree-cent barrel add-on. In essence, under the current
rule the couple cents cheese price is reduced between 38
percent mpoisture and 39 percent is added back as part of the
three cents.

Al t hough the current nethod of reducing the barre
price to a 39 noisture price equivalent in conmbination with
the addition of three cents to the barrel price is generally
sound, it is |less precise than using the 38 percent adjusted
barrel price in conmbination with a reduction of the three-
cent addition to a number that is reflective of the
di fferences in manufacturing cost al one.

It is critical that if USDA either changes the
barrel price reference to a 38 percent equival ent or adjusts
the barrel yield to a 39 percent noisture yield, the three-
cent add-on to the barrel price nust be reduced to elimnate
the doubling of the inpact of the noisture adjustnent.

Product yields: Product yields should be based on
yields that can be reasonably attained under standard pl ant
conditions. It is inportant to recognize that federal mlk
mar keting orders set minimumprices for nmlk nmeasured at
producer weights and tests at the farm

The | osses of nmilk volume and conponents that
occur between the farm bulk tank and the plant, coupled with
the |l osses that occur throughout the plant in even the npst

ef ficient processes, nmeke the adoption of a theoretica



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1728
maxi mum yi el d i nappropri ate.

Conmponent | osses between farns and plants occur in
two forms: One, conponents |ost in proportion to the
general volunme | osses; and two, fat |l oss due to its
propensity to cling to surfaces, including the farm bul k
tank transmi ssions hoses and the walls of the bulk truck
t ank.

The farmto-plant | osses, in ny experience, vary
across the country and tend to be related to average farm
size, generally ranging from.015 percent in regions
dom nated by large dairies and exceeding .25 percent in
regi ons dominated by small dairies.

Additionally, we typically see differences between
the producer tests upon which we pay and the fat test of our
mlk received at the plant of around .015. For exanple, if
we had 3.685 percent test, the co-op would have 3.700
percent test on a long-term average basis.

We generally experience farmto-plant |osses that
average near six cents per hundredwei ght. Additionally,

m |k conponents are |lost even in the best nanaged cheese
plants in the transni ssion between vessels and due to
necessary cl eaning protocols and related activities.

The Ecol ab Dat abase of 51 cheese plants shows an
average of 2.35 percent of the plant's biol ogical oxygen

demand intake is present in the plant affluent.
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I mportantly, the Ecol ab expert noted that the percentage
| oss of -- that should be 2.35 percent understates the
overall m |k conponent |oss through the plant because it
does not account for high BOD waste streans that are
di verted before discharge to the waste water treatnent
systems; in other words, diverted to animal feed |and
application or other disposal nethods.

Qur own plant experience shows that we cannot
account for 2.5 to three percent of the butterfat that
enters the vat. These | osses nust be recognized in setting
yi el ds.

The cheddar yield factors incorporated in the
final rule originated in the decision to inplenment multiple
conmponent pricing in the southern M chigan order. Testinony
provi ded by National All-Jersey at that hearing to support
the use of the 1.32 factor used an advance |like yield
formula nodified by C. A Ernstromof Uah State University.

The basic fornmula used was, and we've seen that
formul a enough that | won't work through it again.

The process used to calculate the yield
contribution of the individual conmponents requires that the
fat conponent be zero to establish the protein contribution,
that the protein conponent be zero to establish the fat
contribution. A 38 percent npisture content in the finished

cheese is assuned.
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Thi s met hodol ogy has the effect of determ ning the
average yield of a pound of protein and fat. Methodol ogies
t hat have been discussed at this hearing establish yields
based on an increnental yield analysis are inappropriate for
use in the nultiple component pricing system because federa
m |k marketing orders are pricing all the protein in mlk at
the yield rather than the increnental protein relative to an
average | evel .

The increnmental analysis approach results in a
hi gher yield assunption that the average protein yield
approach because effectively the incremental approach
assumes that all of the casein |oss occurs at the base
casein level and none occurs at the additional volunes of
protein. This assunption and the resulting nethodology is
economically unsound and illogical. As such, it should be
di scarded as an approach

Protein yield: The protein yield assunption of
1.405 incorporated in the current formula is too high.
Usi ng the midpoint of the 82.2 to 82.4 percent casein in
true protein that was cited Dr. Barbano is reflective of
national m |k conposition, in other words, 82.3 percent,
results in a yield per pound true protein of 1.388 rather
than the 1.405 that exists in the current fornmula at 3.01
true protein.

Wth typical farmto-plant | osses of .25 percent,
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and plant losses in the two and a quarter percent range, the
yield drops to 1.367. This is far less than the 1.405
incorporated in the current price formula and it's nore
reflective of reality.

Fat yield: The cheddar yield factor per pound fat
is 1.582 based on the above equation, and sone proposals
bei ng considered at this hearing would increase it to 1.60
or 1.61.

Advocates of raising the fat yield factor argue
that without plant fat retention sonetines exceed 90
percent. | understand that fat retention in cheddar cheese
plants is quoted in the range from 90 to 93 percent in
practice. However, these capture rates are neasured as the
fat in the cheese relative to the fat that is present in the
vat at the start of cheese nmanufacturing and do not
recogni ze the many | osses that occur both before and after
t he vat.

As |'ve previously stated, fat | osses between the
farm and the vat are even higher than those experienced for
the other conponents since butterfat clings to stainless
steel .

Therefore, it is particularly inportant to
recogni ze that the regulated mlk price applies to farm
conmponents, not conponents in a closed systemonce the mlk

is in the vat.
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Increasing the fat retention assunption will
establish the fat yield at a |l evel above what is attainable
in many plants. Increasing this factor is also inconsistent
with the overall objective of setting mnimmprices at
mar ket clearing |evels.

Fat-to-protein ratio: The increnental val ue of
fat in cheese relative to butter is overstated by the 1.28
ratio in the current Class IIl fornula. |In effect, the
equation assunmes that for every pound of protein that is
pri ced under the order 1.28 pounds of raw nilk fat has been
m sval ued at the butter value of fat.

As has been noted by other witnesses, this exceed
the average fat-to-protein content of producer mlk and
causes the Class Il hundredwei ght value at full test and
stabl e cheese prices to drop as butter prices increase.

As anot her witness pointed out, this phenonenon
wi |l continue on individual producer mlk so long as the
increnental fat value is allocated to protein. However, the
di stortions woul d be reduced by setting the 1.28 at a |eve
that is nore consistent with producer tests.

Furthernore, the 1.28 factor effectively allocates
increnental value to raw milk that is associated with the
addition of cream to the extent that cream addition occurs.

A review of federal m |k marketing order

statistics from Novenber 1998 through Cctober 1999 reveal s
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that the average fat-to-true protein based on total Kjeldah
Nitrogen mnus .19, in other words total Kjeldahl N trogen
meani ng total protein, relationship in producer mlk in
those orders with published conmponent data ranged from
1.1695 in the sout hwest |daho-Oregon order to 1.2587 in the
Chi cago regional order, and that's shown on Attachment A.

The nonthly average ratio across these sane orders
range from 1.2018 in Septenber '99, to 1.2434 in March '99.
We al so reviewed the data available for the first two nonths
of this year and found it to be consistent with the sane
nmont hs of the prior year.

Based on this analysis, we recommend that the
Department reduce the current fat-to-protein ratio factor in
the Class Il price formula fromthe current 1.28 to 1.19.

The 1.19 is based on ny estimate of the ration in the new

western order. In reducing the 1.28 factor, the class
reformula will acconmodate the raw mi |l k conposition of al
orders.

Whey fat overvaluation: Leprino opposes proposals
that add a whey creamrevenue streamto the Class Il price
formul a unl ess those proposals are intended to provide a
credit to properly reflect the | ower market val ue of whey
cream rather than sweet cream

Contrary to the proponents' argunents, the Cl ass

I1l price already values the volunme of fat that is disposed
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of as whey cream The current system prices every pound of
butterfat measured at the farmcurrently relative to the
Grade AA butter value. The 90 percent capture rate of the
fat and cheese is reflected in the current forrmula through
the conbination of the butterfat price charged at the AA
butter market value and the increnmental cheese yield val ue
of the fat, which is reflected in the protein price. The
ot her 10 percent of the butterfat that is not captured in
the cheese is valued at the Grade AA val ue.

In order for the fat not captured in cheese to be
omtted fromthe price, one would need to reduce the
butterfat pounds priced at the butter value to only 90
percent of the butterfat vol une.

Clearly, this does not nmake sense and USDA chose
to capture all Class IIl fat regardl ess of whether it's
captured in the cheese vat or is disposed of as discounted
whey cream at the Grade AA butter val ue.

Al t hough sonme cheesenekers have overcone the
bacteria problens that previously led to cheese quality
probl ems when reintroduci ng whey creamto the vat, many
cheesermakers do not reintroduce the whey cream Those
cheesemakers generally sell their whey dream at a di scount
to the AA butter market upon which the Class Il price is
based.

Whey cream historically was priced off the Grade B
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butter market which historically traded at close to a 10-
cent discount fromthe AA market. Since the elimnation of
Grade B butter trading at the CME, the historic market
di scount has generally been reflected in the privately
negoti ated cream price fornul as.

In pricing all the fat at the AA value, the C ass
Il forrmula overval ues that portion of fat that is not
captured in cheese but is captured in the whey cream

The California order to incorporate a whey cream
factor in the Class IV-B formula. However, it is inportant
to note that California uses a different nethodology to
arrive at the Class IV price and does not overval ue whey
fat.

The California systembills to a hundredwei ght
value of mlk at 365 fat and 8.78 SNF based on a combination
of the cheese yield value, and I'Il, since you have it in
writing, omt that formula, and the whey cream recovered.
This value is then allocated first to the butterfat at the
AA butter value and the residual is allocated to SNF
Ef fectively, the 10-cent discount on the butter price used
to reflect the whey creamvalue is reflected in the SNF
price.

The overval uation of whey fat in the current
formula i s another inportant reason why the butterfat cheese

yield factor should assunme a | ower rather than a higher
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butterfat retention in cheddar

Manuf acturi ng al l owances: Manufacturing
al | omances are necessary conponents of any end product price
formula. Manufacturing all owances shoul d accommdate the
cost exclusive of the raw nmilk price of acquiring raw mlk
and converting it into finished product that has a nmarket in
addition to plant operational costs, these costs, including
managenment interest cost of capital, and marketing costs,
anong ot her things.

We support the use of the conmbined California
Department of Food and Agriculture and Associ ati on Services
survey results in establishing the nake all owances in the
manuf acturi ng cl asses.

The California Departnment of Food and Ag nmi ntains
the nost conprehensive current manufacturing cost data
avail abl e. CDFA enpl oyees an accounting staff whose primary
responsibility is collecting and anal yzi ng cost infornmation.
The resulting cost studies are based on audited data
conpi |l ed according to a consistent methodol ogy.

Mar keti ng costs are excluded fromthese cost
studi es, but a conservative cost of capital is included,
calculated by multiplying each plant's net book val ue by the
prime interest rate.

CDFA' s cost studi es have been fine tuned through

many years of data collection and years to support policy
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deci si onmaki ng as to the appropriate |evel of make all owance
used in the end product price formulas used in California's
regul ated system

Al t hough the methodol ogy used in the CDFA studies
results in the nost accurate cost studies currently
avail abl e, these costs are representative of California
plants only, and therefore may not be representative of the
broader geography regul ated under the federal mlk marketing
orders.

The CDFA data should be combined with the survey
results fromthe study conducted by Association Services.
The Associ ation Services cost study captures data froma
broad geographic region outside of California and was
subject to review by economi sts with statistical background.

This survey is broader and the nethodology is nore
preci se than that used in the benchmarking study conducted
by the Rural Business Cooperative Service within the USDA.
Additionally, it is nore conprehensive in identifying costs
associated with converting raw mlk into marketed fini shed
products.

Leprino participated in the sweet whey processing
cost study for the only two plants in which we produce sweet
whey. Those plants are our Waverly, New York and All endal e,
M chi gan pl ants.

We believe that the process used to collect and
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review the cost data was sound. The cost data was solicited
broadly fromthe industry regardl ess of ownership form |
amdirectly aware of the foll ow upon data provided as |
received two calls questioning cost categories that were
either outliers on the high or |ow side of specific
categori es.

Since the RBCS study is specifically designed as a
pl ant benchmarki ng i nstrument, it excludes costs such as
m |k procurenment staff, adm nistrative cost and interest
cost. It appears that the result of the CDFA and the
Associ ati on Services surveys are consistent with the results
of the RBCS survey once the RBCS survey is adjusted for
those cost categories that are excluded fromthe RBCS
survey.

The Associ ation Services study is the only cost
study provided at this hearing that includes sweet whey
costs. The conclusion of the cost study is the wei ghted
average cost for processing whey is 15.92 cents, nore than
two cents higher than the current nonfat dry m |k nmake
al  owance of 13.7 cents.

We believe that the cost difference between nonf at
dry mlk and whey processing is actually greater. The
anal ysis of incremental energy and equi pnent cost provided
at this hearing by C. K Vankat show an increnental cost of

2.6 cents before reflecting additional |abor, maintenance
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and ot her operating costs.

As was noted in Dr. Yonkers' testinony, the
wei ght ed average cost of produci ng cheddar and whey under
these conbined studies is 16.67 cents and 15.92 cents for
cheddar and sweet whey, respectively.

Setting the make al l owance at the wei ghted average
i nherently places half of the volune in a position of not
recovering costs. Therefore, USDA should consider setting
the make al l owance at slightly above the wei ghted average,
consistent with the interest of setting the regulated prices
in a market clearing level.

Opposition to proposals to adjust fat pricing on
Class |V prices only: Several proposals are being
considered that will result in a change to fat pricing
either for Class IV mlk or for multiple classes. W
strongly advocate that the rel ationship between fat prices
for various classes not be changed as a result of USDA' s
deci si on.

Products currently in Class Ill, such as anhydrous
and cream cheese, conpete with butter. Additionally, whey
cream does not get reclassified under the order. Adjusting
the butterfat price for Class IV without sinmlarly adjusting
the butterfat price for Class IIl would lead to cheesenakers
needing to further discount whey creamin order to conpete

with sweet cream
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Concl usion: End product pricing formulas are
conpl ex and require an understanding of realistic yield and
processi ng cost structures. Although we believe the
Department did a conmendable job in devel oping the fina
rule Class Il price formula, this opportunity to review and
fine tune the price formul as has been afforded us by
congressional mandate. There is anple technical support for
t weaki ng a nunber of factors in the price fornula.

Leprino urges USDA to adopt NCI's proposal. The
NCl proposal is based on sound econom cs and recogni zes the
need to establish regulated pricing that does not distort
mar kets. Additionally, the NCI proposal provides the
opportunity for innovation as the industry faces the
chal l enges of the transition to a nore gl obal marketpl ace
Wi t hout price supports.

MR, OLSEN. Thank you, Ms. Taylor. A couple quick
itens.

DI RECT EXAM NATI ON
BY MR. OLSEN
Q There has been talk, | think probably nore today
than any other tinme, about the concept of USDA issuing a
recomrended deci si on.
Can you speak to that briefly?
A We woul d very much desire an opportunity to

respond to a reconmended decision. W feel that it's an

DI RECT
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i mportant opportunity for the industry to further refine
their thoughts and respond. W think that it also was an
opportunity to provide some significant input during the
| ast rul emaki ng process, so we are seeking a recomrended
deci si on.

Q Okay. And despite the length and the rapidity of
your reading here, | only noted one possible error and that
was on page 11, right above paragraph four in the | ast
paragraph. It says, "As was noted in Dr. Yonkers
testi mony, the weighted average cost of produci ng cheddar
and whey under these conbined studies is $0.1687," and you
may have m sspoken, but it is one -- nowl'mdoing it --
0.1687, is that correct?

A That's correct.

MR, OLSEN. All right, we would ask that Ms.
Tayl or's testinony, including the attached exhibit, an
Attachment A, be entered into evidence as Exhibit 52.
JUDGE HUNT: Any objections?
(No response.)
JUDGE HUNT: Hearing no objections, Exhibit 52
will be received in evidence
(The docunent referred to,
previously identified as
Exhi bit No. 52, was received

i n evidence.)

DI RECT
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MR, OLSEN. Thank you, Your Honor, and Ms. Tayl or
is now avail able for cross-exani nation.

JUDGE HUNT: M. Yale.

MR. YALE: It woul d have been easier if | had
witten it for you.

(Laughter.)

CROSS- EXAM NATI ON
BY MR YALE
Q Ms. Tayl or, does Leprino produce any cheddar

cheese?

A We do not currently. We do have cheddar product

capacity in our Roswell, New Mexico plant, and previously we
had produced cheddar barrels. 1It's a bal ancing opportunity
when needed.

Q When is the last tinme you produced cheddar?

A | believe that it was January 1998. We were

i ncluded in the cheddar barrel survey, the NASS survey
initially for a period, | think, of alittle less than a
year.

Q Did you participate in the NCI price production
cost that has been reported here, you know, for producing
cheddar ?

A Not for producing cheddar. W did participate for
the production of whey. Since we don't have any production

of cheddar currently, it would be inappropriate for us to
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participate in the cheddar survey.

Q Now, the nobzzarella you produce, is this primarily
stuff that's sold in consunmer packages that a consumer buys
at a store or is it part of another added val ue consuner
product ?

A Qur production is focused nostly at the fast food
| evel, the pizza industry, as well as food manufacturers,
the frozen entre fol ks that make the | asagnas and those
ki nds of product as well. So ultimtely they nay end up in
consuner packages but we are not the fol ks who are putting
themin consunmer packages.

Q Woul d you descri be your primary product as a high
noi sture, part skim nozzarella or how woul d you descri be
your primary product?

A It's a frozen, shredded product.

Q Okay. What | nean in ternms of the cheese, the
nozzarel l a cheese, how would it be described?

A In terns of conposition, Ben, |'mnot sure that |
can coment. | haven't focused on whether it's whole mlk
or part skin, and actually that's one of the challenges with
defining nozzarel |l a because you have such a range of
products across the industry.

Q Okay. We won't ask that question.

But does your noisture |evel of the cheese that

you produce generally exceed 50 percent?
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| can't tell you whether it does. It does tend to

be a higher noisture I evel than nost of the npbzzarellas that

are sold in the refrigerator case as grocery store primrily

because the cook conditions in the pizza industry are very

har sh,

they are bl ast ovens that generally are zipping a

pi zza through there in probably 10 or 15 minutes. And you

require a different profile for that cheese than you woul d

for a honme oven.

Q

So in a pound of the npbzzarella that comes out of

your plant the ratio of solids to the pound of product is

| ower than what we woul d even be tal king about in cheddar

right?

A Yes, it's a higher noistured cheese certainly than
cheddar .

Q Now, your testinony regarding the differences
bet ween barrels and bl ocks, | nean, do you buy cheddar
cheese right now?

A W do.

Q In large vol unes?

A It depends on what our custoners are doing in
terms of pizza cheese plants. Sone of our custonmers will do

si x cheese pronotions where it's a blend of six cheeses.

It's a

pi zza topping and we'll acquire all the cheeses that

are required for those blends. So depending on what our

particul ar customer's interests are at the tinme, those
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vol unes can be significant or at tines they can be
i nsignificant.
Q The purchasing or selling of that cheddar cheese,

do you index that off the CME?

A Yes, we generally are indexing off of the CME.
Q What about the nozzarell a?
A Yes.

MR. YALE: One second.

(Pause.)

MR. YALE: | also wanted to make sure that |
didn't get a signal during this presentation

BY MR YALE

Q In your testinmony you indicate that you | ose about
a quarter of one percent in the markets where you have
smal | er producers, less than that in the nmarket where you
have | arger producers in ternms of what we sonetines cal
farmshrink; is that correct?

A It sonetinmes exceeds a quarter percent. That's
how |I've indicated it in my testinony.

Q Do you generally -- or wait a mnute.

And then you also later on in here, | think,
quantify that in an amount of six cents a hundredweight; is
that right?

A That's correct.

Q Al right. So you pay on the average $24 per
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hundr edwei ght for the mlk that you receive?

A No. This is by conponent the six-cent analysis
has been done.

Q So you're --

A If you look at the conbination of the fat | osses
and the volunme | osses, we roughly equate those to six cents
a hundredwei ght. Obviously, fat carries a nuch higher
value. And this analysis was done actually while we were
still on fat skimpricing at a particular location. And the
hi gher proportion of those | osses were occurring on the fat
si de.

Q So you are indicating your 25 percent |oss, you
have a higher loss in fat than you do in the overall vol une?

A Certainly, and |I've indicated that in ny
testi nmony.

Q And what's your ratio of fat |oss? What's your
percentage of fat loss fromfarmto on test?

A Dependi ng on the location, we tend to | ose
somewhere in the neighborhood of .015 in ternms of test, so
if it was a 3685 versus 3700 as opposed to .015 percent of
the fat. It's the difference in fat test.

Q And what's the nethodol ogy used to determ ne the
val ue of fat that you receive?

A We evaluate it relative to the prices paid.

Q Do you use a standard Babcock test or do you do
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this electronically?

A Oh, I'msorry. Infrared testing.

Q And just |ooking over in your testinony, on page 7
you' ve pointed out as being a .015, am| right?

A That's correct.

Q The formula -- you noticed, | can't renmenber the
page now, but | think about page 7 or so you state very
succinctly the fact that with the Van Slyke Formula you can
zero the protein and deternm ne the value of butterfat and

vice versa, zero the butterfat and determ ne the protein,

right?
A Ri ght .
Q And in the traditional valuations of cheese where

we don't worry about federal orders and we don't worry about
butterfat values, that's exactly what -- and that's
generally what's done, is that you determ ne -- you take the
cheese price, determne the amount of fat that goes in
there, and that's the fat value. And you deternine the
anount of protein using this Van Slyke Formula and you go
agai nst the cheese price, and that's the value of the
protein, right?
Do you want nme to restate that?
A Yes.
Q Okay. The standard formula is cheese, the val ue

of cheese equals the value of protein plus the value of fat.
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A And you' re tal king about --

Q On cheddar.

A -- conpetitive prem um prograns or?

Q No, I'mtal king about cheddar, just the tradition
val ui ng of cheddar.

A | believe that the Van Slyke, nodified Van Sl yke
Yield Formula is used nore commonly as a plant operational
evaluation tool. Unless a plant is also paying cheese yield
prem unms, generally | don't believe that they extend them --
that formula by price

Q Let me -- that wasn't where | am goi ng and
evidently m sstated ny question.

In the final rule the Departnment has decided to do
exactly what you suggest, and that is, if you know the val ue
of butterfat, you zero out the butterfat value out of the

cheese, and what's |left over is protein.

A MM hmm
Q Is that correct?
A Yes.

Q Al right.

A Well, actually, I'"mnot certain. | would have to
back and | ook at the | anguage as to whether they
characterized it as an increnental or |ooking at the
absolute level by zeroing it out. | don't recall precisely.

Q Well, go with me with the second and let's see if
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this is correct; that the cheese equals -- the cheese, or
the protein price equals the amount of the protein, | think
in the end it's the anpunt of the protein plus the residua
di fference between the Class |V butterfat price and the
Class |1l butterfat price.

Isn'"t that essentially what the final rule's
formula is?

A No. the Class IV and the Class Il butterfat
prices are identical. And by doing that you woul d be adding
zero. M understanding is that the protein price is
conprised of the cheese value of protein and the increnenta
fat value of protein, and the increnental fat value would be
defined by the cheese value of fat mnus the butter val ue of
fat.

Q Wul d you state that again, please?

A Okay. The protein price is conprised of the
cheese value of protein plus the difference between the
cheese value of fat and the butter value of fat.

Q Okay. | agree with that. That was what | thought
| had just asked, but | asked it differently.

Now, if you look at the -- when we conme to the use
of butterfat in the protein formula in the final rule, the
pur pose of determ ning the value or the amount of fat
recovery is to determ ne not the value of butterfat in

cheese for purpose of the Federal Order Program but the



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1750TAYLOR - CROSS

val ue of the protein.

Is that not correct?

A I would not agree with that.

Q How does this change the value of butterfat in the
Federal Order Progranf

A It does not change the price of butterfat in the
Class Il1l formula. Your prior question | took to ask as far
as the intent of what you were doing there.

Q Okay.

A You're trying to reflect the full val ue of
butterfat in cheese by that adjuster

Q So | want to restate because | want to make this
really clear to where we are going, is that to know what the
value of proteinis in the final rule formul a we subtract
out the Class IV butterfat value and what's left is the
protein value, right? 1In the end, isn't that what we do?

A The cal cul ati on subtracts out the Class IV
butterfat price, or which al so happens to be the Class I
butterfat price.

Okay, what you have done is allocated a portion of
the butterfat value in cheese over to the protein conponent
in order to accommpdate in the interest of having butterfat
valued equally in Class IIl and Class |V.

As Dr. Barbano el aborated, you could al so

construct a system if you wanted to, where you could put
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that full value with the butterfat and cheese, that 1.582
yield, on to the butterfat conponent. W' ve chosen in this
system not to do that.

Q Right. And you say it depends, if the butterfat
value in the Class Il and IV per pound is | ess than a val ue
of cheese per pound, then the allocation goes the other way,
is that we take noney away fromprotein to add it to the
butterfat, right?

A That's correct.

Q Okay. But in the end this fornula to determ ne
protein is we take the val ue of cheese per pound and we
subtract whatever anpunt of the butterfat that we determ ne
that's in a pound of cheese and we subtract that out at the
Class IV or Class Ill butterfat price, and what's left is
the value of the protein, right?

A No, you added in that increnmental process of fat
so the protein price, it reflects both the protein -- the
cheddar value of protein and the incremental value of fat in
cheddar .

Q As we have sonetines discussed here, there is the
real world and the theoretical, and there is a world in
whi ch we have to deal with the federal order.

The protein value I'mtalking about is the protein
val ue that the Departnent deternmines that's going to be

charged under the federal programis the value of cheese for
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one pound |l ess the anpunt of fat that's in one pound of

cheese at the Class Ill and IV butterfat price, and what's

left is the value of protein in one pound of cheese, right?
A If you are asking me if | agree that the protein

price as cal cul ated under the Federal Order Systemcurrently

strictly reflects the protein value, | would have to
di sagr ee.
Q I'"'mnot asking that. |'m asking how they cone to

the protein value that they do.

A Okay. In that case, they take 1.405, nultiply it
by the cheese price less a nmake all owance plus 1.582 tines
the cheddar market |ess a make all owance, that quantity,
mul tiplied by 1.28.

Q And in the end in a very basic thing is that the

protein value that is deternm ned for the purposes of the

federal order, |I'mnot saying whether it's the correct --
I'"'mnot going to use the word "true" -- correct protein
value. |1'msaying that the protein value in the Federa

Order Programis the value of cheese for one pound m nus the
val ue under Class IIl and IV for whatever fats in a pound of
cheese, and what's |left over is the protein value used in
the Federal Order Program is that correct?

MR. CLSEN:  Your Honor

JUDGE HUNT: M. Jd sen?

MR, OLSEN. |'mgoing to object. At this point
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she's been asked, | don't know four or five, six times. M.
Tayl or has answered it several tines, and | would |ike that
obj ection noted.

JUDGE HUNT: Objection allowed. [|'Il allow himto
ask it one nore tine.

MR. YALE: Well, Your Honor, she has not answered

the question, and this is the fundanental issue in this

case.
JUDGE HUNT: | say you ask her, ask her again.
MR. YALE: Ckay. All right.
THE WTNESS: |'mnot trying to avoid your
question. | clearly don't understand what you are trying to

get to if | haven't answered your question

MR. YALE: Well, just answer the question. Don't
worry about where |I'mgetting you. |I'm--

MR, OLSEN. Well, Your Honor, |I'mgoing to object
agai n.

JUDGE HUNT: | have said he could ask it one nore
tine and see if she can answer it.

MR, OLSEN. | have no problemw th that.

JUDGE HUNT: If she can't answer it, then nopve on

MR. YALE: Just one second.

(Pause.)

BY MR YALE

Q Al right. The word "protein" that |'m using
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here, value of protein deals with that value we're going to

use to calculate the Class Il price in the Federal Order
Program
A In other words, you're saying the price of protein

under the Federal Market Order Systenf

Q Absol utely right.

A Okay.

Q Okay. In its nost basic form the fornmula that is
used in the final rule takes the value of one pound of
cheese using whatever the series and all the cal cul ations
and the make all owance and everything, it comes up to a
val ue of cheese, and it subtracts fromthat the anount of
butterfat that it has calculated that belongs in that pound
of cheese using the value that it has already established
for the butterfat price for Classes IIl and IV, and what's
left is the protein val ue.

A I"'mw th you up until your final addition to the
statement. | agree that the protein price takes the val ue
of a pound of cheese contributed fromboth the protein and
the fat conponent, and reduces it by the fat that's already
been priced at the butter market.

Q And there is a nultiplier times that butterfat,
mean, 1.28.

A Ri ght .

Q | nean, |I'mnot trying to get that.
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Now, what | amtrying -- let's go to the next step
t hough, is that as the ampunt or the val ue of the
butterfat -- you agree with this -- is the anopunt of the
butterfat or the value of the butterfat in a pound of cheese
goes up the value of the protein goes down in the fornula
under the Federal Order Progranf
A No, that's not correct. |If the value of a pound
of fat in cheese goes up, that inplies that the cheese
mar ket is going up, and therefore the protein price would be
goi ng up.
Q Al right, let's start over again.
JUDGE HUNT: No. She's given an answer. She
di sagrees with you. You may not |ike the answer. You're

just trying to rephrase it.

MR, YALE: No. Well, I"'mnot -- Your Honor, this
is -- this question and |line of question is worth tens or
hundreds or mllions --

JUDGE HUNT: Well, she answered it. She disagreed
with you, but she gave you an answer.

MR. YALE: No, she didn't answer -- | understand
that maybe you don't understand sonme of the technicalities,
but it was not quite the answer to the question.

JUDGE HUNT: Well, she did answer the question.

MR. YALE: Ckay.

JUDGE HUNT: Because | heard it.
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BY MR YALE

Q Al right, assune that the value of cheese under
NASS survey, CME, whatever, has been deternmned to be $1.10.
We know t hat val ue.

A Okay.

Q And we know the value of butterfat or we're going
to | ook at the value of butter. But the value of cheese
does not change.

A Okay.

Q And you woul d agree during a nonth once we
deternmine the average val ue of cheese, it doesn't change,
right?

| nean, once the Departnent has determ ned | ast
mont h's val ue of the average NASS survey price for cheese

and all the adjustnents, it's fixed, right?

A Ri ght .
Q Okay. Now, assum ng that the cheese doesn't
change but this nmonth the butterfat price -- between two

nmont hs, the cheese price doesn't change, this nonth's

butterfat price goes up, what will happen to the protein
price?
A If the butterfat price goes up because the butter

mar ket has gone up.
Q Ri ght .

A Whi ch woul d be the only way that it could go up
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Q Ri ght .
A Then the protein price goes down.
Q Thank you. And the converse is also true, that if

the price of butterfat went down the val ue of protein went
up?

A The price of protein under the federal orders does
go up.

Q Al right. Now, in the butterfat portion of the
cheese forrmula isn't it also true that, assuming all the
val ues are the sane, that is, that the cheese price is the
same and the butterfat price is the sanme, that as you change
the -- and increase the butterfat yield, that you wll
decrease -- wait a minute.

As you increase the butterfat yield in these

formul as, what will be the inpact on the protein price?

A If you were to change that 1.582 factor to a
hi gher nunber, then the protein price would go up

Q As conpared to a cheddar plant, what do you buy
and use nmore of in the final nozzarella cheese, nore protein
or nore fat?

A Cheddar tends to be a fuller fat cheese. W tend
to have a lower fat level in our cheese.

Q Now, in your testinmony -- let nme just ask it to
you this way.

On page 8 in Part B of your testinmony -- now,
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you' ve already stated, | think, in your testinony, and

agree with this, is that the plant pays -- if they get 100
pounds of milk at the hypothetical standard conposition of
3.5 percent butterfat, they pay for 3.5 percent at the Cl ass
Il and Class IV butterfat price, right?

A Yes.

Q Regar dl ess of what we do on the protein formula?
Irrespective of what we do on the protein formula, they are
going to pay the same price; is that right?

A At a given fat price and given fat volunme, that's
the price they're going to pay.

Q Right. The only difference is is they may pay

nore or |ess on the protein?

A If the inputs to the protein part of that formula
change, yes, that protein price will change.
Q Thus in Part B, what | want to nmake clear is, is

that you are tal king about here is the changes in these

formulas will not change the value of the butterfat that's
paid for, it will only change the value of protein; is that
correct?

A It will not change the price --

Q The price.
A -- of butterfat. It will change the price of
protein as the forrmulas are currently constructed.

Q Ri ght .
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A The value of butterfat for cheese nmeking is the
same regardl ess of what you are paying for the butterfat
price in Class Ill. The difference gets |obbed over to
protein.

Q So that if we make any changes in the cheese or
the protein formula -- | want to nake sure this is clear --
we will not be affecting the value or the price of the
butterfat, right, under the current systenf

A Can you restate that, please?

Q If we nake changes to the protein fornula under
the current system and no changes of reducing the butterfat
price in Class IV, just |eave that part the same, we would
have no inpact on the butterfat price, right?

A That's my under st andi ng.

Q And t hus on page 9 when you tal k about the
overval uing of the whey fat on page D, we're not talking
about valuing the whey fat to pay for fat, we're talking
about the value of protein, right?

A The whey fat effectively is being priced at the AA
mar ket because it's -- a straight AA market. It's being
valued at the Class |IIl fat price because that portion of
the fat that is captured in the protein is priced up as part
of the protein -- as part of the protein price.

Q But what we are tal king about the whey recovery

here, it's purpose is to determ ne the value of the protein,
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not the value of butterfat, right?

In this formula, the way it's been introduced,
it's to deternmine the value of protein, not the val ue of
butterfat, right?

MR, OLSEN. Your Honor, this is nore argunment from
M. Yale. The fornula is there. The formula is what it is.

JUDGE HUNT: Go ahead and ask the question, M.
Yal e.

BY MR YALE

Q The val ue of whey that is being proposed and the
capture of whey in these fornulas, its purpose is to
deternmine the value of protein, not the value of butterfat;
is that correct?

A Are you asking nme about whey or whey creanf?

Q The whey cream Thank you. | apol ogi ze.

The whey creamin the proposal to capture that in
this butterfat yield portion, its purpose is to deal with
the protein price, not the butterfat price?

A | believe that that's how it's been manifested in
t he proposals.

Q And any inplications fromyour testinony to the
contrary are nmisinterpretations; is that correct?

Any indications in your testinony that recapturing
the val ue of whey creamincreases the butterfat value are --

we've misinterpreted your testinony?
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A I don't believe that |'ve stated that the whey
cream conmponent is intended -- if | did represent the
proposal s i naccurately, then perhaps that's the case.

My point is that any proposal which adds whey
cream as an additional source of value, whether that val ue
is allocated to the butterfat conponent or allocated to the
protein component is unnecessary, and in fact in the current
formul a whey fat is already overval ued.

Q And why do you say that?

A Because all fat is valued at a mininmum of the AA
mar ket. \Whey fat is not sold off of the AA market; it's
sold at a discount. Cenerally, historically, it's been
about a 10-cent -- people use the AA minus 10 cents as a
prici ng base.

Q And where in the current forrmula is whey cream
det er mi ned?

A It's captured as part of the incomng butter fat.
We pay for 100 percent of the butterfat.

MR. YALE: We've been there, Your Honor. | have
no further questions. Thank you.

JUDGE HUNT: Anyone else? M. Beshore.

BY MR BESHORE

Q Sue, sonewhere in your testinony, | thought | had
it marked, you refer to incremental systens -- testinony in

the hearing which would advocate increnmental pricing of
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protein rather than the alternative, whatever that is.

Do you recall that?

A Yes.

Q Wy | can't find what page it's on, probably
because it's five o' clock Friday afternoon here.

What testinony did you refer to -- were you
referring to in that -- nethodol ogies, page 7 -- that have
been di scussed at this hearing that establish yields based
on an increnental yield analysis are inappropriate for use
in multiple conmponent pricing system because FMM owes their
pricing all to protein.

What et hodol ogi es or testinobny are you referring
to there?

A | was referring to sone of Dr. Barbano's testinony
whi ch argued that the current system assunmes a 75 percent
casein level in total protein rather than the 78 percent
casein level, which | believe that it does.

Q Okay. Is that the only portion of the 75 versus
78, is that the only portion of his testinopny that you were
referring to, or the particular portion you were referring
to?

A He spent a fair anopunt of tine endorsing the
i ncrenental concept.

Q But is there anything else? 1Is the present

formula used in the final rule, some concept other than an
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i ncremental concept?
A | believe it is. |If you go back to the roots --
nmy understandi ng, and | have received sone interna

docunent ation that converted the 132 factor up to the 1405

factor.
Q Internal to whon??
A Internal to USDA when | inquired how they got to

the 1405. They did not go back to the Van Slyke Yield
Formul a and perform new cal cul ations. They started out with
a 132 factor that had been adopted under the previous
mul ti pl e conponent pricing orders.

That 132 factor, in fact, was a rounded factor
The original factor was 1316. | believe that also is
consistent with M ke Brown's testinony.

They then did a ratio assuming a .20 non-protein
nitrogen in crude protein which further boosted us up to
that 1.405 factor when you cannot calculate to the 1.405
usi ng the Van Slyke, going back to the original fornulas.

Q And what is it that nmakes that a total or an
average rather than increnmental procedure?

A The nunbers do not thenselves. The
characterization of themin this hearing, and there was one
descripter in the final rule that would | ead you to believe
that perhaps it was increnental

Okay, you can get to that 1.316 factor that was
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originally in the Mdwest orders and the M chigan order by
doi ng an increnmental analysis if you assunme 75 percent
casein and crude protein, or if you use, as the origina
testi mony was by National All-Jersey in those hearings the
78 percent casein in total protein assunption, you could
al so get to that same factor.

Q You could get the 1.405 using either .75 or .78?

A No. You could get to the 1.316 --

Q Usi ng either one?

A -- using either 75 percent, looking at it as an
increnental, or 78 percent, looking at it across the tota
protein.

The difference, the reason why you can get there
both ways is |ooking at incrementally you are essentially
allocating all the casein loss to the base protein. That .1
factor in the nunerator of the Van Slyke Yield Formula is
constant, and so as you nobve up a tenth of a point of
protein you're not increasing your |oss under that
t heoretical formula.

Inreal Iife what we are doing is we're pricing
all of the pounds of protein that were com ng in, and
woul d al so argue that as you increase that protein you are
nore |ike, and I think this came back to one of the cross-
exam nation questions of Dr. Barbano, whether the .1 factor

in the nunerator was nore appropriate or 94 percent or 96
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percent, | don't recall the exact neasure, but it was a
percentage, was nore appropriate in the formula. And

beli eve that Dr. Barbano answered that either one should
work. |If you look at it on a percentage basis, you can | ook
at it increnentally and end up with the same result using 78
percent is what we did in our approach

Q Okay. The fat-to-protein ration comentary that
you have made at the bottom of page 8 and the top of page 9
states -- begins with the statenent that, "The increnenta
val ue of fat and cheese relative to butter is overstated by
the 1.28 ratio," and you go on to talk about a 1.19 ratio.

Is it appropriate to be dealing with increnenta
val ues of fat in this situation?

A The term nol ogy probably is confusing, but in this
case ny use of increnental nmeans the calculation that's done
by reduci ng the cheese value of fat by the butter val ue of
fat that you have already paid for, this is not associated
with increnental yields. This is just -- the increnmenta
fat value that's rolled over to protein is the cheddar val ue
of a pot of fat less the butter value of a pound of fat.

Q Okay, so in the current forrmula that just
basically is used to figure out how nmuch of the cheese is
fat for purposes of valuing protein?

A I"'mnot sure | would go quite that far. It's

trying to reflect the fact that in the fat price you' re not
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paying relative to the cheese value, and so it's allocating
that over to protein.

Q Li ke you have to figure out how nuch you're
al l ocating over, and you're saying only allocate 1.19.

A That number -- what | would suggest is that the
Department | ook at the information during the course of this
year. W're very early in the process of having the true
protein nunbers, the actual true protein nunbers, and maybe
that number is 1.19, maybe it's 1.20, but it seenms to ne
that it's logical that that factor not exceed the ratio of
fat to protein in producer m |k because that's what we're
pur chasi ng here.

Q Has Leprino ever nade bl ock cheddar?

A Oh, gosh. | think probably back in the sixties
fromthe stories | have heard.

Q Si nce you' ve been involved with then?

A No.

Q Okay. Were any of your other enploynent
experiences involved in production of block cheddar?

A I had a client when | had the consulting business
t hat produced sone bl ock cheddar

MR, BESHORE: Thank you. That's all
JUDGE HUNT: Anyone el se? M. Brenner
BY MS. BRENNER

Q On page 4, Ms. Taylor, where you're talking about
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cheese forms and say that, "Mandatory participation in the
price survey, as advocated above, will renmedy the
nonparti ci pati on probl em experi enced when NASS previ ously
col |l ected 640-pound price data," you're referring to before
they started collecting the other price data they were
col l ecting cheese prices and that included --

A Right. | believe it was started in May of '97 and
there was a period where they al so published 640-pound dat a.
Q Okay. And the reason they dropped that was

because of |ack of participation or?

A My sense is that it was |lack of participation
The vol unes were not large. And if you | ooked at the price
series, it was sonmewhat illogical, | think, because of the
| ack of participation.

Q And what do you mean by "illogical"? The prices
didn't look right or?

A You woul d expect the 640s to track the 40s. |
thi nk nost fol ks who are using 640s think of 40s as an
alternative, and so | would expect themto foll ow very
closely, and they were not in all cases doing that. 1In
fact, at tinmes they appeared to get stuck

Q And you're attributing the nunber of reporting of
640- pound bl ocks to | ack of participation rather than the
| ack of 640-pound bl ocks being traded or sol d?

A | am and that's, based, | guess, sonewhat on
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runmor but also on the gentleman from AMPI who testified the
other day. | understand that they at that tine took the
position that that was a too intrusive survey and they did
not want to report, and it sounds |li ke they do have a

signi ficant volune of 640s thensel ves.

Q But | don't know that they are still not
reporting.
A Well, now they are not being asked to report

t hough because NASS has di scontinued the 640s.

Q Okay. If we did end up putting 640-pound bl ocks
into the NASS survey and getting prices and that sort of
thing, we still could have a real nonparticipation problem
wi t hout mandatory reporting, and we don't have any prospects
i n hand of having mandatory reporting.

A Yes. |If the data series appears to be too weak,
it would not nake sense to incorporate it. However, ny
understanding is that there are sone fol ks who are
attenpting to provide sone |egislative inpetus behind
mandatory reporting. And if that were to occur, | would
think that it would be very sound to incorporate the 640s
into the cheese price forml a.

MS. BRENNER: M. Schaefer had a question.
JUDGE HUNT: M. Schaefer
BY MR, SCHAEFER

Q I think you stated at the begi nning of your
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testimony that you supported NCI's proposal ?

A Yes.

Q And t hen when you went through the various parts
of the protein fornmula you had sonme differences. NCI, |
bel i eve, kept the 1405, the 1582 and the 128. And you
i ndi cated that those nay not be appropriate.

Whi ch set of nunbers are you planning on having us
use here?

A I would hope that USDA woul d | ook at the technica
justification, and | believe that the nunbers | used in the
text, in the body of ny testinobny are solidly justified and
therefore those are the ones that | would like you to
consi der as to what we are advocati ng.

To be honest, at the tinme that NCI devel oped their
proposal, |I'mnot sure that any of us had had the -- had
taken the tine to properly look at all the yield factors.

MR. SCHAEFER: Thank you.

JUDGE HUNT: Anyone el se?

(No response.)

JUDGE HUNT: Thank you very much, Ms. Tayl or

(Wtness excused.)

MR. COOPER:  Your Honor.

JUDGE HUNT: Yes, M. Cooper?

MR, COOPER: Perhaps it would be appropriate,

given the last questions from Ms. Brenner, to take officia
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notice of that prior survey that was done by NASS. It was
call ed the NASS Cheddar Cheese Prices. It was a weekly
publication from March 1997 through Septenber 1998. W
would Iike to have it officially noticed.

JUDGE HUNT: Thank you, M. Cooper

Does anyone object to taking official notice of
t hat document.

(No response.)

JUDGE HUNT: Hearing no objections, notice is

t aken.

And take a 10-mi nute break.

(Wher eupon, a recess was taken.)

JUDGE HUNT: Okay, here is for your encore, M.
Yonkers. You are still under oath.

Wher eupon,
ROBERT YONKERS

havi ng previously duly sworn, was recalled as a
wi tness and was exani ned and testified further as follows:

THE W TNESS:  Good.

DI RECT EXAM NATI ON
BY MR. ROSENBAUM
Q M. Yonkers, you testified previously about cost

of manufacturing surveys that were conducted by the Nationa
Cheese Institute with respect to both cheese and whey,

correct?

DI RECT
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A That's correct.

Q And you were asked during that testinony if you
woul d provide a list of the conpanies that participated in
each of those surveys.

Do you have that information with you now?

A Yes, | do.

Q Coul d you please |list the conpanies that
participated in the cheese cost of manufacturing survey?

A The cheddar cheese survey, the 10 firns that
partici pated were d anbi a Foods, Alto Dairy, Jerone Cheese
Conmpany, Yowega M|k Products, Telenuc County Creanery,
Sorrento Lactal os, Valley Queen Cheese, Kraft Foods,
Forenost Farns, and Land O Lakes.

Q And could you please identify which of those
conpani es are cooperatives?

A To my know edge, Alto Dairy, Telenuc County
Creanery, Forenost Farns and Land O Lakes.

Q And | think that M. Wellington testified early on
behal f o Agri-Mark that they participated in the NCI survey
of cost of manufacturing for cheese but they got their
nunbers in too late to be included in the cal cul ations that
you have previously provided?

A Yes, the association that was doi ng our collecting
the data received theirs too |ate to call them back and

check any of the data, so therefore they were not included.

DI RECT
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They couldn't get the summary done in tinme had they done
t hat .

Q And can you confirmthat if the Agri-Mark data had
been included the wei ghted average cost of manufacturing
woul d have gone up?

A | can't conclude that because | didn't see their
data. But fromwhat Dr. Wellington -- or M. Wellington
said in his testinony, he indicated that their average cost
was hi gher than the average cost that was the wei ghted
average in our survey, and that would have brought the
average up.

Q Al right. Now, could you please identify the
conpani es that participated in the NCI survey of the cost of
manuf act uri ng whey?

A Dry whey: Alto Dairy, Yowega M|k Products,
Lepri no Technol ogy, Serrento Lactolos, Kraft Dairy and Land
O Lakes.

Q And could you identify which of those conpanies
are cooperatives?

A Alto Dairy and Land O Lakes.

Q Al right. Now, you were asked also to provide
t he geographic distribution of the actual plants that
partici pated from anong those conpani es.

Do you have that information?

A Yes, | do.

DI RECT
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Q And could you provide that?

A On cheddar cheese from and this is using the
NASS, | believe it's the dairy products regions. It's the
same one that Charlie Ling used earlier in his testinony.
For cheddar cheese, we had one plant in the North Atlantic,
six in the East North Central, three in the West North
Central and five in the West Region.

And the in the dry whey survey, we had two in the
North Atlantic, three in the East North Central, one in the
West North Central and one in the West.

Q The | ast request that was nmade that we provide a
copy of the letter fromthe National Cheese Institute that
acconpani ed the survey as it was sent out to conpanies
soliciting their participation.

Do you recall that?

A Yes, | recall that.

Q And the survey formitself is attached to your
testi mony which has been entered into the record as Exhibit
14, | believe.

A I don't recall the exhibit nunber. But yes, it
was part of my testinony.

MR, ROSENBAUM  All right, | would ask, Your
Honor, that we nmark as Exhibit 53 a copy of the letter that
acconpani ed that survey.

JUDGE HUNT: It's so marked 53.

DI RECT
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(The docunent referred to was
marked for identification as
Exhi bit No. 53.)
BY MR. ROSENBAUM
Q Copi es of Exhibit 53 are being distributed, and
can you sinmply confirm Dr. Yonkers, that Exhibit 53 is in
fact the letter that went out under your signature that
distributed the survey to the conpanies soliciting their
partici pation?
A Yes, it is.

MR. ROSENBAUM  That's all | have, Your Honor

JUDGE HUNT: All right. Any questions on the
informati on that M. Yonkers just provided?

Yes, M. Yale.

This, of course, just covers the points that he's
covered today.

MR. YALE: | understand that.

JUDGE HUNT: Not any previous --

MR. YALE: Trust ne, | have no interest in going
there. | do have one area, though, that addresses sonme of
the | arger issues.

CROSS- EXAM NATI ON
BY MR YONKERS
Q O the list that you gave here, how nmany of those

testified at the hearing this week?

CRGCSS
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A d anbi a Foods testified, Kraft Foods, Land O Lakes

and Leprino.

Q And how nmany of those testified as to their actua
costs?
A | don't recall. |[|'d have to go back. | wasn't in

the room when all of themtestified for the entire tine.

Q During your testinony and cross-exam nation, did
you indicate to those present that the details or the people
behi nd these nunbers would be there to testify about their

nunbers, or give that indication?

A Coul d you restate that question again?

Q Well, 1 nean, it was ny understanding that you're
goi ng to have nenbers of the -- or not nenbers, | guess, so
much. | guess they are nmenmbers of NClI, but participants in

the NCI survey that were going to discuss the values that
wer e behind the nunmbers that you had in your testinony.

A I think |I indicated they were going to discuss
their participation in the survey and the procedures they
used to derived at -- what they choose to testify to as to
their specific nunbers are up to them | believe several of
t hem were asked and declined for proprietary reasons to do
so.

Q Okay. And of those that you nmentioned, it |ooks
i ke about four nanes, five nanes, which of those do you

recall provided that information?

CRGCSS
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I wasn't in the roomfor all their testinony, Ben.

| don't recall.

MR. YALE: | have no nore questions, and when the

Wi t nesses are done, | do have one thing | want to bring up

JUDGE HUNT: After?

MR. YALE: After his questions are done, | have

anot her matter.

evi dence.

JUDGE HUNT: Ch, after he's finished?
MR, YALE: Yes.

JUDGE HUNT: Oh, | see. Ckay.

Any ot her questions of M. Yonkers?
M . Rosenbaunf

MR, ROSENBAUM | would just nove Exhibit 53 into

JUDGE HUNT: Any objections?
(No response.)

JUDGE HUNT: No objections. Then Exhibit 53 will

be received.

matter --

(The docunent referred to,
previously identified as
Exhi bit No 53, was received in
evi dence.)

JUDGE HUNT: M. Grandage. Excuse ne.

MR. YALE: He can cone down. | do have a

CRGCSS
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JUDGE HUNT: Well, no,
MR, YALE: OCh, I'msorry.
BY MR GRANDAGE

Q Bob, fromthe Associ ation.

as to like what the average nultiple paid for

purchased in the Class I1?

A We don't collect any price data from our

MR. GRANDAGE: Ckay.
JUDGE HUNT: Anyone el se?

(No response.)

JUDGE HUNT: All right,
Yonker s.

(Wtness excused.)

JUDGE HUNT: All right,

MR. YALE: Yes, Your Honor.
Sel ect M1k Producers and the other

and ot hers,
Yonkers dealing with the NCI
totally hearsay of hearsay and not

i nf ormati on.

The testinmony that was presented on the NCI

1777YONKERS -

he has a question.

Do you have any data

creamthat's

menbers.

t hank you very much, M.

M. Yale.

On behal f of the

proponents of Proposal 1
we woul d nmove to strike the testinony of M.
survey on the basis that it is

backed by any

was,

was that this information was collected by an accounting

firm

MR, ROSENBAUM  Your Honor

but this is too |ate.

There has been no witness fromthat accounting firm

I"msorry to object

CRGCSS
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JUDGE HUNT: He hasn't finished his objection yet.

MR. ROSENBAUM | know t hat.

JUDGE HUNT: Let himfinish his objection.

MR. YALE: Very well, but | think that the tine
now based on the information and prom ses nade -- let ne
finish this out -- the survey study was based upon the --
there was an accounting firmthat collected this
i nformati on, sunmarized it. M. Yonkers nerely reported
t hose nunbers.

And during questions about testing those nunbers,
he said we're going to have people who participated in this
survey are going to be here and you can ask them And by
and | arge, nobody showed up with any information to back up
t hose nunbers.

Now, what we have here is a promise of what's
going to be here to support this information. And as he
i ndi cated, soneone said it's proprietary, we can't tell you
about it.

And we now have a report of sonebody else's thing
of unsworn testinony that goes to a critical issue here in
t hese make al | owances.

And at the tinme, based upon the prom ses made,
there wasn't a need to object because we thought, you know,
this informati on was going to be there. But we have now

heard dozens of witnesses and it isn't there.
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Now, Dr. Ling, he was able, he collected the
information. You could test him DFA was there, they
presented that information directly. But we don't have that
closing of the loop so that we can test this information
And | think it's fundanmnentally unfair to take this data and
based on this record and use it as a basis to determne
sonmet hing so i nportant to producers around the country.

JUDGE HUNT: All right, M. Rosenbaum

MR, ROSENBAUM  Your Honor, | suspect that was an
argunment addressed not toward you, but toward USDA and why
M. Yale doesn't |like the data, and he can put that in his
post-hearing brief if he wants to. But let nme just address
any possible claimthat we proni sed sonething was going to
happen that didn't happen, absolutely false.

We said - first of all, Dr. Yonkers provided a
copy of the survey which he designed, explained exactly how
it was perforned and conpiled. There has been no question
rai sed what soever about the accuracy of the reporting
process. All Dr. Yonkers said was that, in response to sone
speci fic questions, nunber one, that he would provide the
i nformati on that he just finished providing; and nunber two,
that if there were specific questions as to how conpani es
went about allocating their costs anong the various
categories, there would be participants in the survey who

coul d answer those questions if M. Yale or M. Beshore or
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anyone el se had those questi ons.

We've had four or five people take the stand who
participated in the survey. Neither M. Yale nor Beshore
chose to ask those questions of those w tnesses, which was
their choice. But the suggestion that by having failed to
ask questions which they claimthey were interested in
asking of the participants the survey has lost credibility
is just absurd.

We have done exactly what we said we would do, and
that data is in the record. It needs to stay in the record.
It's the best evidence fromour position of the cost of
manuf acturi ng for cheese and whey.

JUDGE HUNT: M. Beshore.

MR, BESHORE: The only comment | want to make,
what Dr. Yonkers said, the transcript will speak for itself.
Questions that were asked witnesses, the record will speak
for itself.

But | think M. Rosenbaum has put his finger on
the very -- the very issue that arises with respect to this
information, and that is with the assertion that no one
guestions or questioned the accuracy of the data conpile,
that's the heart of the matter. There has been no possible
way in this hearing to have any inquiry with respect to the
accuracy or the source or anything el se of the information

conpi | ed because it was second, third or beyond person
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renoved anyone conming into this room

JUDGE HUNT: M. English.

MR, ENGLISH. | certainly concur with M.
Rosenbaum as to the procedural aspects of this particular
objection at this tine, but let ne go beyond that to the
substanti ve question, Your Honor, because there are two
reasons why, even if M. Yale had risen for days ago with
respect to this objection, it would be invalid.

The first is that Dr. Yonkers is plainly an
expert. As an expert, he is entitled to rely upon studies
that he has reviewed that he has not personally perforned,
nor delve into. That's the whole point of having expert
testinmony is to tal k about and have opi nions on those ki nds
of issues.

But for another reason, Your Honor, these kinds of
proceedi ngs are not, and | repeat, not subject to the sane
formal rules of Federal Rules of Evidence with respect to
hear say.

Your Honor, according to the hearsay evidence of
proceedi ngs before federal admnistrative agencies 6 ALR
Fed. at 76, at page 83, 1971, "The general rules is that in
the absence of a statute to the contrary, evidence is not
nmerely -- of the exclusionary provisions. Mst of the
excl usionary provisions of the Federal Rules of Evidence,

especially the hearsay rule and its nmany exceptions were
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promul gated to control fact finding by lay jurors.
Techni cal application of these rules directly in agency
adj udi cation is unnecessary, inappropriate, and
count er productive."

Finally, Your Honor, the United States Suprene
Court in Interstate Commerce Conmission v. Baird, as far
back as 1904, 194 U.S. 25, 1904, rel axed the rules of
hearsay in these kinds of proceedings.

| agree with M. Rosenbaum The objection is too
ate. But even if it were not late, it is not well taken

MR. YALE: Your Honor, if | could --

JUDGE HUNT: No, unless there is sonething new.
It's just rebuttal

MR. YALE: No, it's is absolutely new

JUDGE HUNT: It's a new point.

MR. YALE: It's absolutely new.

|'ve got a plane to catch

JUDGE HUNT: Al'l right.

MR. YALE: |I'mnot going to waste Your Honor's
tine.

JUDGE HUNT: State your point.

MR. YALE: In the letter that we just received
within the last half-hour, and it says this -- nowif | can
find it. | had it here in a mnute. "No individual plant

data will be available to anyone other than the survey
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research conpany."

So M. Yonkers didn't have the data to tal k about
or discuss or think about. he reported the data froma
party that never showed up at this hearing.

Now, this is a proceeding for producers as well as
plants. W had a group who put on a presentation to
descri be a nmake al |l owance adjustnent based upon the record.
They couldn't talk about it. We couldn't put in third party
I wasn't able to get in because | had the guy here to do it,
and | understand that ruling. But this is nore hearsay than
that ever was because we don't even have the report, |et
alone the ability to test it.

Thank you.

JUDGE HUNT: Thank you, M. Yale.

First of all, | do not find his nmotion to be
untimely. | think it's a nmotion tinmely nade.

However, | will deny the notion and I will allow
the -- even though it may be hearsay -- | will allowthe

testinmony to remain in the record and all ow t he Depart nent
to evaluate the weight that it wants to give to it.

Al right, now, we have M. -- let's see, who do
we have done here? Oh, yes, M. Marshall

(Pause.)

JUDGE HUNT: Raise your right hand, please.

Wher eupon,
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DOUGLAS MARSHALL

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

JUDGE HUNT: And again, just state your nane
pl ease for the record?

THE W TNESS: Your Honor, my nane is Dougl as
Marshal |, MA- R S-H A L-L.

| have distributed earlier in the week and again
today copies of a prepared statenment and attached to that
statement are a series of what are called exhibits. |
understand that the next exhibit nunber is 54.

JUDGE HUNT: That's correct.

THE WTNESS: | would like to offer the
attachnments that are denom nated in my nonenclature as
Exhibit 1-A 1-B, 2-A 2-B, 3, 4-A 4-B-- I'msorry. 3-A
3-B, 4-A, 4-B, and 5. | suggest they be offered and narked
together as Exhibit 54-1-2-3. |If you would rather have them
sequentially nunbered, that would be just fine as well.

JUDGE HUNT: We'll mark that A -- how nmany are
t here?

THE WTNESS: There are five. They are nmarked as
Exhi bits --

JUDGE HUNT: Okay, we will mark themall as 54-A,
B, C and D and E.

THE WTNESS: Well, it's nore conplicated than
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that, Your Honor. W would need --

JUDGE HUNT: All right. They will be 54 with
acconpanyi ng exhibits.

THE WTNESS: All right. Okay.

(The docunent referred to was
marked for identification as
Exhi bit No. 54.)

THE WTNESS: And | have six copies for the
record. They are attached to the statenment. | do not ask
that the statenent be entered as an exhibit because |'m
goi ng to extenpori ze.

MR, COOPER: What did we end up with? All 547

JUDGE HUNT: Yes, all 54, yes.

THE WTNESS: | amthe senior vice president of
Nort hwest Dairy Associ ati on headquartered in Seattle,

Washi ngton. Northwest Dairy Association, or NDA is a
cooperative, representing approximtely 800 dairy farners
pool ed in the Pacific Northwest and Western Federal M Ik
Mar keti ng Orders.

From May of 1979 until a year ago, May of 1999,
was al so an officer of the operating conmpany, which has had
vari ous nanes over the years, now known as West Farm Foods,
and in that capacity | also was a participant then in the
managenment group of the conpany for the |ast 21 years.

West Farm Foods is a subsidiary of NDA and our
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mar keti ng agent. West Farm Foods operates plants at
Cal dwel |, lIdaho, Sunnyside, Washington, both of which nmake
cheese and have dryers which dry whey and which dry dried
m |k powders as well. West Farm Foods al so operates drying
pl ants at Chehalis, Washington and Lynden, WAshington, and a
butter plant at |ssiquh, Washington. West Farm Foods al so
operates bottling plants which make Class | and |l products.

Qur cooperative is vitally interested in the
outcone of this hearing process on pricing of Class IIl and
IV milk under federal orders.

Because we are | ocated near California, we have
for years sought to better align the Federal Order System
with California. That continues to be our mmjor concern.

The purpose of ny testinmony today originally was
i ntended just to ensure that the hearing record contains the
following information: A conparison of new versus old
federal order pricing in our region; price conparisons of
California and federal orders; historical California data on
make al | owance and nmanufacturing costs; the Cornell study on
manufacturing mlk price surface; Till MQuay study; and
West Farm Foods manufactured products marketing costs.

I will offer exhibits with respect to each of
t hese points, copies of which are attached to this
testimony. Those have been of fered, nmarked as Exhibit 54.

My first exhibit --
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JUDGE HUNT: Excuse ne for just interrupting, M.
Mar shal | .

You say you had nade this testinony avail abl e?

THE W TNESS: Yes, | had.

JUDGE HUNT: Then if you like, and you're subject
to cross-exam nation, you want to offer read as if
testified, it could be offered as part of Exhibit 54.

THE W TNESS: Thank you. | prefer not to because
I will be interjecting, interposing coments.

JUDGE HUNT: Okay. All right.

THE W TNESS: Thank you.

My first exhibit contains a table of price
conparisons prepared in ny office under my direction. This
is the latest version of a report we have prepared for our
managenment and board of directors to conpare the inpact of
the new Federal Order System adopted effective January 1,
2000.

Note that the conparisons for Class Il and IV
reflect historical Class Il1-A prices that were announced in
the West. These were different than in orders east of the
Rocky Mountai ns, which are based on a different price
survey. These conparisons use avail able NASS data to
conpete with the new fornmul as woul d have generated had the
new orders been in effect prior to January 1st.

These nodel prices are then conpared agai nst the
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actual prices as announced under our federal orders.
Federal order data for 1999 were based on announced prices.
Not e that because the ol der orders priced all cream
including butterm |k powder and Class Ill, not III-A it is
difficult, perhaps inpossible, to conpare hundredwei ght
prices.

The data presented for the year 2000 correspond to
the federal order practice of showing skimmlk pricing
based on 3.1 percent butterfat -- that should be corrected
to 3.1 percent protein, true protein, and 5.9 percent other
solids for a hundredwei ght of skim and then assum ng 96.5
percent of a hundredwei ght of skim-- a hundredwei ght of 3.5
percent Class IV mlKk.

The result approxi mates solids nonfat content of
8.7 percent, so the California federal order nunbers are
conpar abl e.

The first exhibit shows that the 1999 prices for
mlk used to produce cheese woul d have been virtually
i dentical under the old and new systens. Class Il would
have been about two cents per hundredwei ght hi gher under the
new system whereas Class |V woul d have been about six cents
| ower per hundredwei ght in our area. Thus the new system
seens to have been virtually status quo under 1999
condi tions.

My second exhibit contains two tables of price
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conparisons prepared in ny office under my exhibit. They
are marked 2-A and 2-B, now 54-2A and 54-2B. They conpare
pricing under our Pacific Northwest order with prices for
the California State order.

Table 2-A is the latest version of a report that
we regularly prepare for our managenment and board to show
how raw m | k prices conpare with those of our California
conpetitors. It shows actual historical data. Table 2-Bis
simlar except that it substitutes for the 1999 federa
order data, our nodel of what the new federal order pricing
woul d have been using the Class IIl and IV fornul as that
becanme effective January 1, 2000 and applying the actua
price survey nunbers announced by NASS during that 1999
peri od.

In viewing these conparisons, it's inportant to
note that California does not have protein pricing, just
solids nonfat. In the table of data, all California prices
are as announced at 3.5 percent butterfat and 8.7 percent
solids nonfat. Although it's inportant to note again that
t hey use conponent pricing their announcenents and the 3.5 -
8.7 nunbers are nerely for conparison purposes.

We, of course, have had protein pricing in our
federal order pricing for some tine. The federal order data
for 1999 - 2000 are described in connection with my first

exhi bit.
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Anot her point to keep in mind in view ng these
exhibits is that under both the federal order and California
systenms the sane butterfat values are used for the cheese
classification as are used for butter powder.

This Exhibit 54-2 shows how the new federal order
pricing system has increased the butterfat price relative to
California's. This is a conpetitive problemfor all of us
who nake butter under the federal order pricing.

The exhibit shows prices of mlk used to produce
cheese woul d have been simlar for the 1999 average, but
this is potentially msleading because of the different ways
in which the cheese market crash at the begi nning of 1999
was reflected in the two systens. Note the disparity in
January '99 prices in the conmparison with the old system
Because the ol d federal order systemused the BFP, it |agged
the cheese market. We feel this inpact of the '99 averages
in ways that nmasked the differences between the two new
systens shown on Exhibit 54-2B

Note that since the new federal order formnulas
were inplenmented January 1, California cheesemakers have
enj oyed a 27-cent conpetitive advantage relative to --
equivalent to 2.7 cents per pound of cheese. That was
conparing the California price against the federal order
Class |V price. This is a conpetitive problemfor those of

us who nmake cheese under federal order pricing.
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I now depart fromthe handed out statenent. In
the testinony of the Western States Dairy Producers Trade
Associ ation, we saw a conparison of the inplicit make
mar gi ns that were revealed in a conparison of historica
Class |1l BFP prices relative to the old National Cheese
Exchange and t he Chicago Mercantil e Exchange prices. In
effect, that was the conparison that the validity of the
told -- that the old BFP should be conpared agai nst the NCE

A big part of what | am doing is suggesting that
i nstead the proper neasure for is fair should not be that,
but should be a California conparison.

However, with respect to that table, it should
al so be noted -- the table that was introduced by M.
Vandenhovel , and then corrected and handed out here at this
hearing, that table which sought to neasure an inplicit make
mar gi n based on the BFP and the CME and NCE prices show the
implicit value only on the cheese side of the Class Il
equati on.

As M. Cropp testified earlier with respect to his
exhibit, there were values of whey that could be captured in
the early nineties, and I would suggest in the niddle
nineties, that were not present in 1999. And so when one
| ooks at the variation in cheese nmarket inplicit margins one
nmust al so | ook at the variation in whey narket inplicit

margins in order to get a sent of the inplicit margin that
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was avail able during the period for makers of cheese and
whey products.

I make that point, in part, as argunment, but to
alert the folks that | will be arguing that the concl usion
drawn by M. Vandenhovel is incorrect that the 1999
rel ati onship between the BFP and the Class |Il price was
indicative of a different net margin than had been the case
earlier in the decade.

In fact, when both cheese and whey are consi dered,
| believe this will show -- a conparison will show that the
two margi ns together are nore equal throughout that period,
and that is sonething that can be argued on brief based on
data which official notice has been taken.

Now, as | said a nonent ago, our comparison of a
valid price is not fromwhat the federal order generated
relative to CME, but that the federal order generated
relative to California, which is our nmgjor conpetitive
chal I enge whether we are tal king about cheese or butter or
whey or powder.

In all cases our markets are primarily -- in al
cases except whey our nmarkets are primarily east of the
Rocky Mount ai ns where the people are, and as is commonly
said in our business, the price across the country tends to
be California plus freight for those kinds of conmodities,

cheese, bul k cheese, bulk butter, and bul k powder.
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Wth respect to whey, of course, a big part of our
mar ket is actually the other direction, overseas.

Qur view as to the proposal, with respect to
adjusting butter pricing, is that the rationale for making
an adjustnent is primarily because the six-cent increase
that has been discussed earlier in this hearing that
acconpani ed the introduction of the new federal order
January 1st is a conpetitive problemrelative to California.

We have heard | ots of testinony about the fact
that a lot of butter is made fromcream There are extra
costs. | do not dispute that. | do not dispute that
rationale. It is sinply not our rational. Qur rationale,
in fact, would not include that because we ourselves do not
churn butter -- do not churn a very |large proportion of our
butter fromcream separated at fluid mlk plants, unlike the
ot her parties who have been testifying at this hearing.

For us, the issue is sinply that our butter prices
now are misaligned relative to California, and that is shown
on Exhibit 54.

My third exhibit also pertains to California. It
contains two itens obtained fromthe states departnments of
food and agriculture in connection with their hearing
processes under their state order

The first itemis Exhibit 54-3A, and it shows the

hi stori cal weighted average manufacturing costs. | believe
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that earlier official notice was taken of that. The second
itemis marked 3B. It shows the history of actua
manuf acturi ng al |l owances established under their state order
and | do not believe that has been received in evidence nor
officially noticed earlier, perhaps it has.

Toget her, the two Exhibits 54-3A and 3B
denmonstrate that the State of California has found over the
years that they should not and do not automatically adjust
their manufacturing all owances to the wei ghted average price
of the California cost of production surveys.

For exanple, in July of 1989, the all owance for
powder was set at 16.0 cents even though the cost survey in
May of '89 had showed the wei ghed average cost was 13.7. At
the sane time the butter allowance was set at 9.7 for bulk
butter even though the may survey had showed a wei ghted
average cost of only 8.8 cents.

On the other hand, the cheddar cheese make
al | owance was | ower than the cost, but as M. Vandenhove
confirmed their fornula, and M. Schiek, | believe also,
their formula in California actually would increase the
effective make all owance, the inplicit make all owance, as
cheese prices increased.

California's | ongstanding practice has been to
consi der factors other than just the average cost of

manufacturing fromtheir survey, and M. Schiek so testified
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earlier this week.

In our witten comrents, | will argue fromall of
this that it would be unwi se for USDA to sinply adopt
manuf acturi ng all owances by plugging in averages of
avail abl e survey day because doing so would reflect nerely
the average and thus jeopardi ze the survival of half the
plants if a sinple average were used, or half of the plant
capacity if weighted average were used, and that would be
unw se.

My fourth exhibit is an excerpt fromthe Cornel
nodel used by USDA to evaluate Class | pricing under the new
federal orders. | have attached to this testinony copies of
two parts of the key Cornell docunent; one is now Exhibit
54-4A. It was Table 2 fromthe original Cornell report that
| am about to identify, pages 39 through 43, show ng
manuf acturi ng cost differences on a per hundredwei ght basis.

The other is marked now 54-4B. It is page 21 from
the Cornell report which contains maps depicting the sane
i nformation.

Your Honor, at this point I would |ike to have
official notice taken of the entire Cornell report which was
formerly identified as follows: Normative Estimates of
Class | Prices Across U S. MIk Markets by Janes E. Pratt,
Phillip Anbishop, Eric Emerba, Henry M Navivick, M Mark

St ephenson, a publication of the Cornell Programon Dairy
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Mar ket s and Policy. Their series designation being RB98-05,
published in July of 1998. | do have six copies of that if
that woul d be hel pful to anyone in the audience.

In asking for official notice, | note that earlier
this week that a simlar study fromthe Cornell programin
the sane series was also noted officially.

JUDGE HUNT: |s there any objections to taking
official notice of that Cornell report?

(No response.)

JUDGE HUNT: No objections. Then official notice
is taken.

THE W TNESS: Let ne al so apol ogi ze to everyone in
noting that the pages that were intended to be attached to
the portion of Exhibit 54-A showi ng Cornell report pages 39
t hrough 43 was inadvertently photocopied on one side only.
| do not affects the useful ness of the exhibit, with the one
exception I'Il refer to in a mnute.

The primary focus of this Cornell nodel was on
the cost of transporting milk in its various processed forns
from production areas to the popul ation that consunes dairy
products. As noted by USDA devel oping the current federa
orders, the Cornell study is a nodel of the nost efficient
way for orders to operate, and | wish to expand on that
point by saying that it is a nodel of transportation

efficiency in nmeasuring relative |location value, and does so
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by beginning with a geographic | ocation factor for where
mlk is produced, geographic factor |ocation factors for
where -- for plants where mlk is processed, and geographic
| ocation factors for where the popul ation is.

And then it seeks to use a | east cost nodel to
devel op a transportation efficient solution to bringing the
mlk fromwhere it's produced to the plants that process it
to the people that consune it.

The Cornell study denonstrates that there is a
mar ket oriented reason why mlk used to produce manufactured
products is work less in the West than it is in the East.
That is essentially because of our nation's population is in
the East and it costs to nove western manufactured products
eastern markets. There is a |location value that reflects
the cost of transporting processed mlk to market.

Let me interject a conment -- |'mdeparting from
my prepared testinony, and noting that that is precisely
what M. Jeff WIlianms was testifying to, and again, as |
testified to earlier, where we are in the Pacific Northwest,
in the nountain states. There are very few people. The
mar kets for our bul k cheddar cheese, our nonfat dry mlk
powder and our butter, bulk butter, are primarily east of
the Rocky Mountains. 1In fact, primarily east of the
M ssissippi River. So there is a transportation cost

associated with this location value and that's a big part of
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what effects both our marketing situation in our region and
the costs of operation.

| also note that Don Nichol son of the Market
Admi ni strator's Office in Tul sa has done extensive work
mat ching m | k production areas with popul ation |ocation and
he notes in the slides that approximately half the nation's
people are in the Eastern Tinme Zone. | find that a usefu
point to keep in mnd. Forty-nine - 50 percent of the
nation's nmouths, nation's consuners are in the Eastern Tine
Zone, and | amin the West.

He also, M. Nicholson also tracks the difference
bet ween per capita production and consunption of dairy
products state by state, and his data suggests that nore and
nor e manuf actured products will be produced in the western
states and in the tier states fromthe Dakotas eastward to
Pennsyl vania, into New York and Vernont, and products wil |
nove increasingly fromthose states to the other markets of
the eastern seaboard and the south.

As we | ook at the attachnment to ny testinmony you
see map. And while it's a little bit hard to read because
of the size, it shows a price surface. The highest point on
that price surface for manufactured product values in both
cases is Florida, where there are a | ot of people and not as
much diary production, and it just noves steadily | ower, the

price surface noves lower and our nilk has |less |ocation
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val ue as you nmove further from Florida and approach the
State of Washi ngton where our conpany is headquartered.

We urge USDA to recognize the transportation costs

implicit in these econonic studies, and we will nake this
point in sone nore detail in our post hearing comments.
Let me just add as an illustration that in one of

the pages fromthe exhibit that was inadvertently onmitted
when every other page was onmitted was the cost of --
correction -- the value -- the relative value at Sunnysi de,
Washi ngton, and as you can see in that table, which is 54-
4B, there is a cheese value with sinulated differentia
val ues identified for nmonths of May and Cctober

Those nunbers for Sunnyside, Washington are
m ssing, but they happen to be 43 cents in May and 24 in
Sunnysi de, an average of 34 cents. |In conparison, Madison,
W sconsin, which is shown, you can see different nunbers of
80 and 64 cents, which average 72 cents. That shows a 38-
cent difference in the |location value of mlk to produce
cheese relative to those two cities, Sunnyside, Wshington,
where our big cheese plant is, and Madi son, W sconsin, where
much of the nation's -- would be processing for nuch of the
nation's cheese production and within the zone of zero base
applied by the NCE in nmaking its transportati on adjustnents
as we have seen in an earlier exhibit. | believe that was

Exhi bit 28.
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That 38-cent difference would translate to
about -- 38 cents per hundredwei ght difference, would
transl ate to about four cents per pound of cheese in fact.
That is consistent with what it costs us to nove a pound of
cheese to a market in Wsconsin.

There has been sone di scussion about the CME as a
substitute for the NASS in the price forrmulas that are at
issue in this hearing. W would oppose such a change
because the CME, and especially when you consider the
transportation factors that are shown in Exhibit 28, the CME
sinmply is not a national price. It is the value of the
commodities sold over the CME at those basing points that
are shown in Exhibit 28, which is to say it's the val ue of
those products at Chicago, not the value in Seattle or
Sunnysi de, Washington. In fact, in Sunnyside, Washington it
woul d be about four cents |less according the CME.

Therefore, while we oppose noving to the CMVE, if
the Departnent were to decide to use the CME because it may
have sone ot her advantages, there should at |east be a
transportation credit to be consistent, at least in the
West, to reduce the value of the CME price to reflect the
value that the CME is discovering for any product sold out
of a plant in our region.

Again, I'mnot sure that's a politically viable

approach. It would nmake econonic sense. W have not
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advocated such a change because we feel that the npst
politically acceptable thing for the secretary would be to
continue the status quo of NASS pricing. Sonme day it may
beconme possible politically to use the CVE rather than the
NASS survey and there woul d be sonme advantages to that, as
M. Vandenhovel testified.

My final exhibit, that would be 54-5 is a summary
of a study prepared from data prepared for Tel enuc County
Creanery Association in conjunction with a possible new whey
processing plant at the site of their new Tel emuc County
Creanery Associ ati on cheese plant now begi nning construction
at Boardman, Oregon.

As noted therein, the study is now part of an
eval uation with ny conpany, West Farm Foods, ny operating
subsi diary, as our two conpani es nmay devel op a joi nt whey
processing facility. |In the course of those discussions we
have shared that data fromthe engineering conpany, and al
of that is described in the attachnent, Exhibit 54-5.

You will note that the attachment, which | will
not read because it's an exhibit, shows a whey processing
cost anticipated through the nmethodol ogy described therein
as varying from 17 cents per pound of whey solids -- per
pound of whey powder to 20 cents per pound of whey powder as
the expected costs for that type of facility. That type of

facility would be producing product that would be included
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t he NASS survey.

In fact, our analysis is suggesting that we should
per haps meke a different kind of whey product as the Agri-
Mark anal ysis that was testified to earlier for the sinply
reason that at 17 to 20 cents per hundredwei ght and current
whey prices it's not going to break even, suggesting that
t he make al | owance woul d not cover the product val ue.

Tel emuc County Creanery Association joins
Nort hwest Dairy Association and West Farm Foods in urging
USDA to pl ace heavier focus on new and nodern plants in
eval uating the cost of manufacturing operations when
establishing the new Class IIl and IV fornul as.

Any study which is biased towards ol der plants and
whi ch uses depreciation based on costs in 1980s or '90s, in
ot her words, 1980s or '90s dollars, sinply ignhore current
reality. It's inportant that the manufacturing margins
al l oned under the Federal Order System be adequate to
justify nmodern and efficient plants or they will not be
built, and our industry eventually would suffer fromthat.

I would also like to address nmanufactured products
mar keting costs. One of the factors in the fornulas is a
mar keting cost. The current figure of $1.0015 per pound,
fifteen hundredths of a cent, was devel oped without a |ot of
data and unfortunately, the study done by USDA's Rura

Busi ness and Cooperative Service was not expanded to survey
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this key part of what | call the conversion cost, the
process of converting raw mlk into processed product and
then into noney with which to pay producers.

I'"'mpleased to join the Western States Dairy
Producers Association in the definition of conversion cost
that they have suggested in their testinony, M.
Vandenhovel ' s testinmony.

Many in the industry have focused entirely on the
cost of converting raw milk into finished product. |In fact,
those costs would sinply get the product into the warehouse.
It does not include the follow ng types of costs: warehouse
costs for aging cheese or inventorying product during tines
of soft markets; warehouse workers' costs to |oad the
product onto the outbound vehicles; marketing and sal es
costs to find a buyer; the cost of transporting to narket;

i nvoicing the sale; collection costs; liability insurance;
and don't forget taxes.

| note that there is sone question whether aging

cheese as a cost should be included as long as it's excluded

fromthe NASS survey. | concur also with the concept
proposed by Dr. Barbano that we harnonize -- he likes to use
har moni ze -- the system from beginning to end and as | ong as

the price surveys are excluding aged cheese, then the cost
of aging cheese should not be included in the nmake

al l omance. To do otherwi se would not be in harnony.
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| have received fromthe West Farm Foods
accounting department certain information with respect to
our manufactured products sales costs. | have taken the
general |edgers reports and conpiled the foll ow ng:

Qur manufactured products division sells only the
bul k cotmmodities of the kind that woul d be measured in the
NASS surveys.

That is to say, it's distinct fromour consuner
products division which sells products in consunmer size
packagi ng. That division's P& reported $1,113,848 in
selling costs -- that's our categorization nane, selling,
not marketing -- and that included things |ike salaries,
travel, brokerage costs, et cetera.

In addition, sonme $57,462 in adm nistrative
expenses was recorded for that manufactured products
division. The primary itens being state whol esaling taxes
and insurance. | do not think either of those would have
been included in Dr. Ling's "RBCS survey categories that he
asks for.

The credit departnment cost allocated to the
manuf acturing products division was $262,393. These nunbers
al one total $1,433,703, and note the totals were higher for
the prior fiscal year. This was not an odd year. M ssing
fromthis total is the interest cost of inventory and

product, and any cost of using the corporate staff such as
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| egal departnment or the accounting and i nformation systens
costs which we do not desegregate in our accounting, and |'m
not able to estimate those additional costs.

For the fiscal year ended 3-31-2000, the sane
fiscal year for the nunmbers | have just described, our
manuf act ured products division marketed a total of
561, 582, 000 pounds of butter, powder, cheese and whey. For
these purposes | think it is inpractical to break down our
costs by product, so | will not -- so | will conpute only an
undi fferenti ated per pound cost.

| should add that except for linited exceptions
all of these products are sold in bulk and truckl oad
quantities and are the type neasured in the NASS surveys.

Di viding the above subtotal of 1,433,703 over the
561, 882, 000 pounds sold, the average marketing cost
associated with those expenses al one -- those expenses
only -- conputes to $.0026, one-quarter of a cent per pound
of product sold.

I would Iike to add that a point was nmade in
earlier testinmony by Ken O son of the Anerican Farm Bureau
suggesting that the National Dairy Pronotion Board marketing
assessnment sonehow covered the producer's obligation of
mar keti ng products.

I mght add that none of the above costs that are

identified are covered by the National Dairy Pronotion Board
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nor for that matter the mlk program Wthout those two
programnms, mlk PAP, and National Dairy Pronotion Board
activity, the above marketing costs nay have been even
greater, but | suggest on the record here there may be sone
confusi on about marketing and what that means versus sal es
cost, which is necessary to actually nove product physically
to a custoner. And | would suggest that in the future the
cost allocation for that be described in the federal orders
as a marketing and sal es expense to help M. A son and his
peopl e he represents better understand what this is about.

As a menber of the National M Ik Producers
Federation, we generally support the National MIk Producers
Federation position except for a few differences that are
enphasi zed in the above testinony.

| note that the NMPF position is relatively open
on the question of what the proper whey manufacturing cost
al l omance shoul d be and suggested that additional data would
be coming fromnenbers. 1In fact, | have subnitted such
dat a.

It was al so sonmewhat open on the question of
mar keting and | have again submtted sonme data on that.

Having said that, let me comment that while
agree generally with the price levels that woul d be
established in the NMPF nenbers and therefore support the

National M|k Producers Federation position in general, |
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di sagree about the methodol ogy with which those nunbers were
devel oped, and nost specifically is my concern, as indicated
earlier, about using a weighted average price as though that
rigidly would give quote "the right nunber".

Again, | think it's critically inmportant that USDA
establish a manufacturing price based on those surveys to
give a range of reasonabl e nunbers, but instead to use
judgment and consi der other factors such as price alignnment
with California in maki ng those deci sions about what the
appropriate make al |l owance woul d be.

| also have sonme concerns, while |'mon that
subj ect, about the Rural Business Cooperative Service
study's nethodology. It misses many costs as been di scussed
earlier in this hearing. And again, as my friends -- M.
Vandenhovel testified, must cover all costs fromthe raw
product formup to and including the collection. Those
woul d be the financial shrink issues, collection costs, et
cetera, it would be financial shrink issues that M. Chris
was descri bi ng.

And | might also note that there is the question
of shrinkage that's not included in that in-plant study, and
I would al so add that one of the costs that needs to be
considered that | don't think has conme up earlier except in
my own cross-exam nation of M. Reinke was that after the

product | eaves the plant there can be additional shrinkage
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as well because the rejection in product -- in our case we
tend to insure sone of the cost of that. That's a cost that
shoul d be considered, but we also go bare on some of that
cost -- sonme of the cost of product that m ght be rejected.

So in concept, |I'msinply asking the Departnent be
open to considering all those costs associated with
mar keti ng the product because, of course, the nmake all owance
if it's structured around an average selling price and an
average cost of manufacturing is a very tight limt on what
all of our costs can be covered from

I would also like to note as a nethodol ogi ca
poi nt of dispute with the RBCS study that it does not
anticipate the kind of efficient butter and processing
operation that we have. W have a very efficient butter
operation, at |east we have always thought so in ternms of
past studies by RBCS. Currently our costs are probably not
much bel ow t he average.

One of the ways it gets there is because we
centralize the churning of all of the cream from our various
operations, and none of our butter powder -- excuse nme --
none of our powder plants are at the same | ocation as our
churn. |In each case there is a transportation cost fromthe
powder plants to the churn.

The net hodol ogy of the RBCS study woul d not

i nclude those transportation costs that allow us to achieve
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the | ower processing cost. So on the one hand the
efficiency is included but the transportati on cost that
yields the efficiency is not included. That is not in
harmony and that is a methodol ogical flaw of the RBCS
nmet hodol ogy which, | nust say in their defense, was not
i ntended to cover the cost of manufacturing but nmerely to
hel p pl ant managers | ook at their controllable cost within
their plant.

So when we apply it to the problem of devel oping
the proper nmeke all owance one must consider all those kinds
of costs.

Simlarly, as | have suggested, depreciation and
capital costs are a problemin the RBCS study. | want to
conpare that to California which uses depreciation, which is
one formof capital cost, and then -- expenses capita
i nvestment over tinme, the undepreciated net book value in
the California systemis then valued as a capital cost, and
this is sonething the RBCS study does not do.

And finally, of course, as |'ve noted, any system
both California's and RBCS, which relies on historica
depreci ati on or book depreciation, will not keep plants
nodern because they will reflect the value of the average
age of plants rather than the cost of a new plant.

And | might also note -- | should also note that

if we were to have a period of heavy inflation, we would



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1810
considerable difficulty in applying depreciation costs on a
hi storical basis.

I might also add that the depreciation as a
concept is an art. |It's not a science. And if, for
exanpl e, under either the California or the RBCS
nmet hodol ogy, a plant that say 10 years old had -- let's take
a nunmber -- a mllion dollars in undepreciated net book
val ue and sonebody were to cone al ong and buy that plant, as
part of the transaction, they would probably pay a current
mar ket val ue of that plant and that would involve a process
known as stepping up the basis for depreciation, an
accounting concept that would nean then that there would be
nore capital value to depreciate. Thus fromyear to year
the sane plant woul d have a hi gher depreciation nunber even
though it's exactly the same plant.

Why the difference? Only because the nethodol ogy
of relying on depreciation does not consider the difference
bet ween historical costs and current costs.

Finally, | just want to note that in both the RBCS
nodel study and the California study there is a trenendous
range of costs, and that is one reason why it is so
difficult to come up with a right nunber wi thout | ooking at
policy considerations for a nmake al |l owance.

| mght add that in my marketing costs that | have

outlined in the last few mnutes there is no factor for the
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transportation costs that we are concerned about yet. As
I'"ve pointed out, we do have a greater transportation cost
to market than simlar manufacturers in other parts of the
country that are closer to the Eastern Tine Zone.

I mght add that the NASS price does give us an
average transportation cost, yet the variation there is
quite a bit as can be seen fromthe Cornell nodel. So as a
result we have a nuch greater transportation hurtle to
overconme than do plants el sewhere because the NASS survey is
based on an average price FOB the plant, and ours is
typically quite a bit | ower than average because of where we
are and because of the problemthat our value, our |ocation
value is so much lower than in the mddle and central parts
of the country.

I would Iike to make four final points that are
not in ny prepared testinony.

One is that nmy friend, Francis Pacheco, entered
into his exhibit a study, California Departnment of Food and
Agriculture study June of '98 on butter and powder vyi el ds,
and he relies on that. | have looked at it closely and
want to point out sonme potential problens in that study.

As has been testified earlier, a powder plant
woul d typically | ook at see yields in the range of 102
percent to 103, maybe 103 and a half percent with respect to

the noisture that is left in the powder during the process
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of drying the milk. But for powder sales to the governnent
and in fact the standard in the industry a noisture content
in excess of 104 percent -- correction -- a npisture content
in excess of four percent would not be proper. And so the
pl ants tend to shoot for a mpisture content close to four
percent but |ess than four percent.

And by the way, | amtold by the people in our
conpany that the quality of the technol ogy permits you to
get closer to that with sone confidence that you won't
exceed the four percent maxi num Sone of the ol der
equi pnment, though, one does not have that confidence and so
you are likely to see a noisture content that on average is
only two percent because of the fact that the variation from
bag to bag or fromlot to lot is so great that they have to
shoot for 102 rather than 103 and a half. They shoot for
102 because they know that every so often there will be bags
or lots that exceed 104, and they cannot do that.

The CDFA study that | referred to shows actua
powder yields. This, by the way, is Exhibit 31, very end of
it. And it shows that in the California survey there were
yields in excess of 104 percent, suggesting to nme a very
hi gh nmoi sture content fromat |east one of the contributing
plants. And | nake that point because in ny witten
comments post-hearing | will argue that the nunbers in --

the yield nunbers in that study should be adjusted downward
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to account for that. Their sales of nonfat [oss is shown
as 2.13 percent. That's reasonable.

And what | will also do is address the yield
formula in the current order and its appropriateness. |
believe that it is reasonable. The current yield fornula
for Class IV solids, which is essentially a 102 factor,
reflecting a 98 percent yield, and what | will show is that
the effective powder yield after shrinkage is about 101
percent.

In other words, as others have testified, M.
Wel i ngton anong them the noisture content in an average
bag woul d be higher, that woul d suggest a higher yield than
101 percent. But you al so have shrinkage taking it back
down to 101 percent, in fact maybe down even | ower, and from
that then we have, based on the California study that | am
referring to, the 101 percent would reflect 93 percent
nonfat dry m |k powder -- correction -- roughly 96 percent
nonfat dry m |k powder and roughly five percent butterm |k
powder .

And | think it's possible to derive fromthose
factors an econonic nodel that shows that the current yield
formula if 98 percent is valid as a -- the 98 percent being
representative of 96 percent nonfat and five percent
butterm | k powder.

And t he net hodol ogy for getting nme there requires
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me to put one nore point into evidence, and that is that in
maki ng that assunption you can use the value of butterm |k
powder and nonfat as entered into an earlier exhibit, but
one nust apply a conversion cost to develop butterm |k
powder. The current order fornula does not assign a
manuf acturi ng all owance for the butterni| k powder.

If we take the testinmony of M. Wellington that
butterm | k powder is nore expensive to dry, and | agree with
that, M. Vankat, | think, would have suggested that as wel
based on his allusion to stickier products being nore
difficult to dry, we find that it would be reasonable to
associ ate say a 20-cent per pound cost of butterm | k powder
which, in conjunction with the | ower value of butterm |k
powder in the marketplace relative to nonfat dry m |k, puts,
in my judgenent, the net value of the butterm |k solids at
about half the value of nonfat dry m |k powder, and thus
hal f of the five pounds of butterm |k powder in the yield
woul d approxi mate 2.5 percent; thus the difference between
the 96 percent nonfat dry mlk yields shown in the
California study, as | would nmodify it, versus the
secretary's 98 percent yield is a reasonabl e approximtion
of the net yield for both nonfat dry mlk and butterm |k
powder solids.

The second point |I'd like to make is that the --

as we |look at the nmake allowance and yield factors in the
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current orders it's not clear that the include plant
shri nkage and seem not to include farmto-plant shrinkage,
whi ch has been testified as variously a quarter of a cent to
hal f a percent.

The Van Sl yke Formul a does seemto have sone
assunptions in the yield. The 82 percent butter nunber may
have a shrinkage factor in there . But if so, it seens a
bit too lowto cover two percent shrink as would be
i ndi cat ed.

So | would urge that 82 percent factor in the
butter fornula to be reconsidered.

In earlier testinony today, M. Elvin Hollon, in
cross-exam nation fromne, we discussed his belief that
there is a 30-cent premumin the |Idaho market above Cl ass
I1l. 1 can -- as one whose cooperative markets m |k for
producers in that area, | can tell you that the 1999 period
that he used, that 30 cents was not related to the nake
al l omance issue, but rather reflected a conbination of poo
draw and depool i ng.

When the Class Il value was higher than the blend
price, cheese plants would depool and take that val ue out
and use that for a statistical overpaynent of the Class ||
price. At other tines when the pool price -- blend price
was above Class IIl, they would have pool draw and they were

relying on Class | pool draw to fund that 30-cent prem um



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

1816

In the year 2000, the situation has been quite
different under the new federal order. There has been no
depooling, and what we do see is pool draws allow ng various
cheese plants and others in Idaho to pay 30 cents over Cl ass
I1l. 1In fact, the pool price for all classes as a blend
exceeded -- had been in the range of 75 cents to over a
dol lar this year because of high Class |V values and high
Class | utilization under the new order. As a result,
nobody is paying in the southern |Idaho regi on anywhere near
pool price. The blend price is not seen by producers.

Finally, a quick conment on Dr. Barbano's
testimony. He offered a way to price producer protein
differently, with then sonme discussion follow ng about
changing butterfat price to producers; that is to say on the
producer side of the formula to reflect perhaps a bl end of
different butterfat class val ues.

At this time | woul d oppose such a change in the
butterfat pricing. | think there is considerable val ue.
agree with Elvin Hollon's testinony that it's very hel pfu
toline up the Class IIl price to plants with the conponent
val ue cal cul ation for producers, especially in |ooking at
forward pricing. W are confortable with that and with the
status quo on butterfat.

At this point | have no opinion on the rest of Dr.

Bar bano' s suggestions, which | don't understand. But if |
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get educated by the tine | send in ny comments, | may
coment on that as well.
Thank you very much, Your Honor. |'d be npst
happy to answer any questi ons.
JUDGE HUNT: Let's take a break first and then
we'll conme back to the questions.
(Wher eupon, a recess was taken.)
JUDGE HUNT: Back on the record.
M. Beshore.
MR. BESHORE: Yes, thank you. Just a couple of
qui ck questions, | think.
CROSS- EXAM NATI ON
BY MR BESHORE
Q Does -- | want to day Diary Gold, right --
Nor t hwest Dairynen, your organization, participate, or the
manuf acturing arm participate in the NASS survey?
A As far as | know, yes, it has, but |I'm not
directly involved in that part, but | believe it does.
Q For all products, as far as you know?
A | do not know that to be true.
Q Did you participate or that division participate
in the NCI or the RBCS cost surveys?
A In neither of the surveys that have been entered
in -- we did not participate in the NCI survey and we did

not participate in this recent version of the RBCS survey,

CRGCSS
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whi ch was discussed by Dr. Ling earlier in the week.

Q In terns of market conditions in Idaho, you
probably know nore about it than anybody who has testified
here and you' ve nmade sone comrents about the -- gave sone
testi mony about the current conpetitive conditions there
which are presently resulting in paynents to farners at or
under the federal order blend price as | understood your
testinmony; is that correct?

A Yes.

Q Okay. The buyers of milk in that |Idaho market are
primarily cheese conpanies; is that --

A By vol une, that would be true.

Q Okay. And a nunber of them are | arge, nodern,
newl y constructed, relatively newly constructed cheese
factories, are they not?

A Those terns woul d descri be npost of the proprietary
pl ants, but not all.

Q Okay. Are the proprietary plants there the
majority of the -- do they purchase the ngjority of the mlk
vol unme for cheese?

A Certainly true in the Magic Valley.

Oh, I'msorry. Finish your question.
Q For cheese, cheese.
A For cheese and whey in all cases as far as | know

MR, BESHORE: Thank you. That's all

CRGCSS
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JUDGE HUNT: Yes, M. Yale.

BY MR YALE
Q I guess we will sumthis up real quickly.
M. Marshall, is it your -- the totality of your

testinmony with the increased make al | owances, reduction in
the yields and all those, isn't it your real desire to bring
the price -- the federal order price in your order down to
the level of California's?

A I would Iike to align it with California. | would
note that in not all cases would that be down.

Q In what case would it be up?

A Well, I will refer you to Exhibit 54 and the table
showi ng the conparison of California and federal order
prices in our region.

Q You nentioned --

A I mght also add that | have joined in efforts, as
you have yourself, to urge California to raise their prices.
Those have been unsuccessf ul

Q So if the Departnent does not take an issue of --

I think the policy right nowis have a single price
nati onwi de for manufacturing products, right?

And on that basis is it your position then that
that price needs to be one at your |evel that would nmake it
al i gnnment for Oregon-Washington with California?

A Essentially the answer is yes.

CRGCSS
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And may | take a nonent here, Ben, to add that |
any justification for reducing any of the

prices below California |levels.

Now, | want to take one other area. You had said
about the addition of whey changes, the comparison
BFP and the National Cheese Exchange.

How does that have anything to do with that?

As | understood, the purpose for which M.
el introduced the exhibit that was in his testinony
make such a conparison it was to argue about the

make margi ns available to a cheese manufacturer and

to argue that early in the nineties the relatively snmaller

nunbers t

what was

vari ance

hat were shown indicate -- were an approxi mati on of
right or a good nunber, and the 1999 was at

-- for 1998 and 1999 were at variance fromthat,

and therefore wong, and nmeking the additional suggestion

which | a
fixing, a
i ndi cat ed

generatin

given ar

mar gi ns f

consi der

gree with, that the BFP was broke and needed
nd that indicated that -- in part that was
t here because it showed that the BFP was not

g as nuch nmoney that m ght have been avail able
ef erence to the cheese price.

My point was, though, if you | ook at manufacturing
or Class Ill and determ ning what is fair, one nust

both the whey revenue stream and the protein or

cheese revenue stream and that exhibit did not do so. And

CRGCSS
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I think if you were to have included the whey costs and the
whey revenues you woul d have seen nore profitability in the
early years and less profitability in "98 - '99, as a result
of which there would have been |l ess disparity than was shown
in your exhibit.

MR. YALE: Al right. | have no other questions.

JUDGE HUNT: Anyone el se?

(No response.)

THE W TNESS: There is one other thing, Your
Honor, that | need to testify to because | testified to it
by question of M. Vandenhovel, who had a table show ng
hi storical data on -- that related to powder production. |
had asked hi ma question for some reason about whether
California and Washi ngton - Oregon, the western states
produced about 60 percent of the nation's powder. He did
not know that. | knowthat. | can now testify to it from
this mcrophone.

In the early nineties that was about the right
nunber. In the late nineties, however, and into the period
now in which there is official notice available of actua
statistics that can speak for thenselves, | believe that
nunber is now higher, especially if you include Idaho. In
the |l ast couple of years we have been neki ng powder in |daho
prior to which nobody was.

JUDGE HUNT: You want to offer your Exhibit 54

CRGCSS
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into evidence?

THE WTNESS: | already did.

JUDGE HUNT: All right, we will rule on that then
Any objections to 54 being part of the record in this
proceedi ng?

(No response.)

JUDGE HUNT: Hearing no objections, Exhibit 54
will be received in evidence

(The docunent referred to,
previously identified as

Exhi bit No 54, was received in
evi dence.)

JUDGE HUNT: And Ms. Brenner?

BY MS. BRENNER

Q | just have one question to clarify sonme of your
testinmony that related to page 3, the |ast paragraph before
third exhibit, and it was some of your extenporaneous
testi nmony.

You referred to the California IV-A price in
connection with the federal order cheese price, and | was
wondering if you neant the California IV-B price?

A I would have, yes. Let nme clarify that the
California IV-A price is the correspondence to federal order
Class |V price for -- at least in this year 2000 it's

conparable price of m |k used to produce butter and powder.
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Class IV-Bis the price of milk used to produce cheese.
Q Thank you.
A It corresponds to the federal order Class III.

Thank you.

JUDGE HUNT: M. Cooper, do you have a question?

MR. COOPER: No. No.

JUDGE HUNT: All right, thank you very nuch, M.
Mar shal | .

THE W TNESS: Thank you, Your Honor

(Wtness excused.)

JUDGE HUNT: Okay, now | have M. Grandage.

Wher eupon,

LEVERN GRANDAGE

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

JUDGE HUNT: State and spell your nanme, sir?

THE W TNESS: Levern Grandage. | amthe director
of operations at Grassland Dairy in G eenwood, W sconsin.

Grassland Dairy is a privately held butter
manuf acturi ng business. W are currently the | argest
private held butter manufacturing plant in the U S. W have
the capacity to produce about 400 mllion pounds of butter
and anhydrous mlk fat on an annual basis, about 20 percent
of that in anhydrous.

We mar ket approxi mately 12 percent of the butter

CRGCSS
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inthe US W, interns of mlk, process the fat from8.2
mllion pounds of mlk a day.

We support Proposal 1 in terns of its use of the
CME price for the butterfat calculation, and the reason that
we feel that that nmore accurately holds true for Class |V
but not necessarily the other classes of milk is because in
Class |V, tal king about butter product only , which that
price reflects, the price for the input cost is also the
price that the product is sold on. And using a NASS survey
nunber any attenpt to recoup any costs other than m |k input
costs in the selling price beconmes part of the input cost of
the mlk price conponents in the formula. That's not true
in the cases of butterfat use in other classifications or
ot her products.

We al so support Proposal No. 8, the six-cent
reduction for the Class IV butterfat price only. 1'd like
to provide sonme additional testimony on this issue. There h
as been enough, |'msure this week, and preface ny testinony
I"'mreferring to the product of butter, not of the butterfat
in terms of other uses and so forth and howit's utilized.

In the Federal Order Systemin which the raw input
cost is based on the sane level as its sold for butter the
opposition to the proposal to use the butterfat reduction of
six cents in any other class other than Class |V revol ves

around these points.
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Agai n, nunber one, the butter cost for the input
butterfat is tied directly to the butterfat prices and the
sale of butter is also tied directly to those sane prices.
It's not true for finished products and other butterfat
utilization classes. For this reason, butter is not able to
pass through any additional cost, whether it would be
procurenent related to nmilk or any other cost increase that
woul d occur that would need to be passed through, whether it
woul d be for additional services for a customer, that would
end up being reflected in that cost for butter alone.

Because those finished product prices are the sane
as the input prices, the ability to pass through, to change
the pricing in relation to the input cost is not there for
butter. In other classifications the conpetitive bal ance is
mai ntai ned within those classes because those same input
costs are equally charged.

In the case of recent years, point nunber two,
today butter or the product of last resort, as it's been
referred to in other testinony here, froma conpetitive
nat ure based on the maximum price that it can pay per pound
of butterfat and effectively is set based on the yield
factor of a pound of fat to a pound of butter. Those sane
yield factors are involved in the calculations in the
setting of that butterfat price, and those same yield

factors are not involved in other classifications.
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However, this in no way sets the maxi mum butterf at
price which other classifications can use and will have and
are currently paying, this issue is indisputable and
mani fests itself in the current industry data regarding the
producti on nunbers and prices and market |evels butter
production is currently lower. M|k production is higher
All other markets are at support prices and butter prices
are novi ng hi gher.

Currently, other than class uses for butterfat in
a conpetitive markets are paying per pound of butterfat even
at current tinmes, if converted at the prices they are paying
to butter, would manifest itself in an equival ent butter
price on today's market of $1.19 and a half, $1.26 and a
hal f equi val ent butter price, whereas the nmaxi rumthat could
be paid for that sane pound of fat converted to butter and
effectively sold at mnimal or no nargin would be equated to
$1. 20974 butter.

That currently gives a .067996 cents converted to
butter over the butter market price that's being paid for
cream going into other uses versus a .04147 for butter
That difference represents $.0535.

So | submit that the six-cent differential is
al ready being manifested itself nostly in the marketpl ace.

These real differences that are currently and

t hroughout recent history are already, as | nentioned, being
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paid for the butterfat to nove to these other class uses
frombutter. That represents about a 130 rmultiplier whereas
butter, the yield of a pound of fat to a pound of butter
equates to about a 123 and a hal f.

During certain high demand Class Il or |11
butterfat usage period highs for these multipliers have hit
1.6 or 160 nunbers. During those sane periods the ability
the multiplier that butter can pay does not change. It
remai ns the sanme. Wen that happens there becones a break
even point -- let ne rephrase that. There becones a | esser
of the loss point to go to the alternative, which is already
manuf actured frozen storage butter

Those 160 nultipliers on the high side are granted
rather extreme and not very generally in the industry.
However, averages in the 140s are preval ent and the year
round averages are in the md 130s.

When rultiples are higher than what the conversion
for butter will allow margins are eroded on butter to the
poi nt where the loss -- the less loss is to switch to frozen
or fresh butter manufactured and shi pped from ot her regions
if its available. Wen it's not available the only recourse
the butter supplying marketing industry has is to bid the
CME cash spot market, and in any attenpt to do that to
procure a volume of product is only going to increase that

fat price, the butter price.
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If 20 | oads of butter needed to be traded, there
is no telling how high the price would end up before 20
| oads were traded.

My third point, when price is raised to |evels
whi ch al |l ow substitution, which was referred to in earlier
testi mony, of inported anhydrous nmilk fat or butter or
frozen creamall classes which use butterfat except for
Class |V have readily -- are readily available to utilize
those inmported substitutions except for Class |V products.

And the reason that is is about 90 percent of the
retail butter is a USDA graded product. About 50 percent of
the food service butter is USDA graded product. And about
50 percent of the industrial use of butter specifies USDA
pl ant approval as a condition of supply.

What that nmeans is that the butter industry is
unable to utilize the substitutes which are available to al
other class uses of milk fat. And | subnmit, in 1998, when
butter prices hit $2.81 the inported fat was available in
the $1.60 to $1.90 range, yet was unavail able to be used by
the butter industry to supply custoners who had a demand for
butter.

Butter, must |ike ice cream cream cheese, cottage
cheese, cheese, is a |large and ever growi ng market. The
conpetitive forces that are at work are swaying too far away

fromthe manufacture of butter. It's evident in the
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hi storical butter production nunbers whi ch have been
steadily decreasing the past few years, with the exception
of last year and possibly this year.

The butter industry's only resort is to squash
demand for butter and in effect it al so squashes demand for
mlk fat in all the other classifications and causes extrene
upsets in the marketing of mlk and m |k products.

These assertions that | have made here today |
feel are very undi sputabl e because the actual market
condi ti ons have shown that that has been the case.

I thank you. Are there any questions?

JUDGE HUNT: Yes, M. English.

MR. ENGLI SH. Charl es English.

CROSS- EXAM NATI ON

BY MR ENGLI SH

Q Your plant is where?

A G eenwood, W sconsin.

Q Is that a regulated facility?

A Hasn't been; has been.

Q Is it regul ated presently?

A No.

Q What deci si onmaki ng goes through your -- in your

process for deciding when to be regul ated, when not?
A Well, we don't buy any m |k or we haven't bought

any mlk until March. W again started purchasing mlKk.
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Q But do you choose the tinmes to take pool mlk as
opposed to nonpool mlk?

A No.

Q Do you take nonpool mlk nmost of the tinme?

A W take mlk at a price.

Q And is that price regulated or is it a free narket
price?
A It's a free market price.

Q Al right. Can you forward contract for your
cream needs?

A No.

Q Are you aware that other players in the industry
are forward contracting for their cream needs?

A Yes, we are.

Q Have you consi dered having | ong-termcontracts for
your cream needs?

A Let me reask a question.

When you say am | aware of other people in the

i ndustry forward contracting for their cream needs, define
ot her people in the industry.

Q O her butternmakers.

A Yes.

Q W t hout nam ng nanes but types what kind of
pl ayers are your conpetitors in terns of receipt of raw

creanf?
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A Qur largest conpetitors would be in ice cream
cream cheese and cheese. That's where the uses of milk fat
have been expanding at rapid rates in addition to butter
demand itself.

Q And who are your |argest conpetitors in terns of

the sale of your finished products?

A W t hout nami ng nanes?

Q Yes, without nami ng nanes. What kinds of entities
are they?

A Well, obviously since we are the |argest privately

hel d butter manufacturing marketing firmin the U S., that
means that we woul d have to be conpeting with cooperatives
nost|y.

Q And what kind of products do you produce? Are
there any val ue added products?

A Yes, there are possibly val ue added products,
al though the butter category is considered by every buyer in
the country as a comodity product and therefore its price
is scrutinized against the CMVE butter price.

Q Do you attenpt to do any butter cost forecasting,
cream cost forecasting?

A Yes, we do.

Q As a result of that forecasting, do you attenpt at
times to make butter when the multiple is lower and store it

for tinmes when the multiple will be higher?
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A Well, 1 think, to rephrase that, | think that is
the only way to supply the demand of butter in this country.
If you go back to, and I don't renmenber the exact date, but
the figure sticks in my mind of 530 million pounds of butter
in storage. And when butter prices cane down, on a one-year
period, in addition to the production at the tinme, which was
much hi gher than today's production |evel, an additional 230
mllion pounds of that butter was used out of storage during
a one-year period when the price of mlk fat was reduced.

Q And indeed it is true, is it not, that that
storability is one of the reasons why butter is classified
as Class |V, correct?

A That's correct.

Q Wuld it be fair to say --

A Fresh butter has 120 days shelf |life. Most retai
butter purchasers dictate fresh butter. They want fresh
butter in the store for their consumers.

Q But you can and do nake frozen butter?

A When we have to, yes. There are additional costs
associated with using frozen butter.

Q Wuld it be fair to say that you are here today
because you believe you are having sonme difficulty conpeting
for your cream your raw cream supply agai nst those mgjor
conpetitors, ice cream cream cheese?

A Not at all. | don't have a problem conpeting
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anywhere. What |'m --

Q You're having difficulty procuring a supply in
conpetition with them because, as you say, they can get nore
money for their product?

A That is part of it. The pricing formulas don't
allow for let's say ingenuitive marketing on butter when
your price is tied to the -- your finished price that you
work so hard to market and gain a better margin on is cycled
right back into the formula and put on your input cost.

Q Do you get a higher margin on those val ue added
products that you sell?

A Sone.

Q Wuld it be fair to say that you're supporting --

I know you haven't been here for the whole hearing, but

you' ve been here today -- that you support Proposal No. 8,
which woul d --
A Yes, yes. And the reason being is not because |I'm

| ooking to have sonme type of an advantage in fat pricing,
but it has to do nore with the overall orderly marketing of
mlk and its conponents in the U.S.

The butter industry as a manufacturer and marketer
of butter, our intent is not to have such fluctuations in
the commdity price of butter which drives our custoners to
undue probl ens, chasing themaway from the butter category,

putting theminto margari ne usages because of the
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fluctuation in the cost of the butterfat. They need to in
certain industries preprice their products as far as 18

mont hs in advance. And if you were trying to pick a
butterfat market or a price that was going to get you within
that range, that's pretty hard to be conpetitive and price

t hat out 18 nobnths.

And what it ends up in the end is if these
proposal s that | am supporting are adopted the actual result
will be |ower butter prices and a better response to demand
in the marketplace not only for butter but for every other
use of mlk fat and will allow the base conmodity markets to
affect the mlIk pricing to adjust on a supply/demand basi s,
which is obviously not currently happeni ng.

Q But the reason why that would cone down, is it not
the case, is because you woul d now have a conpetitive
advant age over those cream nmekers in receiving your cream
supply, correct?

A And it's okay for themto have a conpetitive
advant age over ne.

Q But their conpetitive advantage cones fromthe
mar ket pl ace, correct?

A And ours does as well --

Q But what you want --

A -- because our price is being reported based on

what |'mselling it at. M conpetitive advantage in the
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mar ket pl ace is neutralized because my input costs then takes
that higher return | get and adds it back in on my input
cost. So eventually, if | raise nmy price by a penny, the
next nmonth ny input cost is up by a penny. If | raise it by
five cents, the next nmonth ny input cost is raised by five
cents.

Q But as opposed to the market you want the
regul ated costs now to be different for you as opposed to
the cream naker, correct?

A Woul d you rephrase that?

JUDGE HUNT: This is being argunentative, M.

Engl i sh.
BY MR. ENGLI SH
Q Do you understand Class |V to be residual use for
mlk?
A | understand Class |V is residual use, but | also

understand that butter has a demand market there. People
want to buy butter. |It's obvious. The retail priceis
$3.50 a pound, and it noves, and it's growing. Sales are
i ncreasing 10 - 15 percent the last two years, and that's
been the highest nilk fat price for many, nany years, and
the sales of butter are increasing. There is a demand
there.

The marketing system the Federal Order System

shoul d be set up that the product can be noved to the demand
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area, whether it's butter or ice cream Let the market
decide. The prices and the nmultiples will adjust
accordingly.

Q So you don't really consider yourself to be a
resi dual user of cream do you?

A No.

MR. ENGLI SH: Thank you.

JUDGE HUNT: Any other questions of M. G andage?
M. Beshore.

BY MR BESHORE

Q M. Grandage, | think | heard you testify that to
be economi cal you've got to pay a nultiple of about 123.5
because of the fact that your finished product is priced off
the sane price as your input; is that right?

A That's correct. You can't --

Q Go ahead.

A Identity standards for butter, there is only so
much you can nake fromthat unit. And if it's priced, the
i nput and the output, at the same |evel.

Q What nultiples are generally paid by Class Il uses
such as ice crean?

A Bob woul d probably have that information or
menbers of his staff or association. | can just relay the
conpetitive nature of what we see in the marketpl ace.

Q That's what |I'mlooking for. You're out there
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buying creamin conpetition with the in cream guys every
day, right?

A If we ook at a margin of |ess than one percent,
okay, running butter fromcream you're |ooking at nultiples
in the 127 - 126 and a half range as that I|evel.

If you conpare that cost versus the cost of
reprocessing frozen butter or already manufactured butter in
anot her region, then the increase in that cost to do that
equates to a break even loss, if you will, to a creamprice
of about 132, but it's still a | oss because the increase in
the cost of doing that are not able to be gained through the
mar ket pl ace because of the pricing nmechani sm

Q Okay. What multiple is typically paid by ice
cream makers for creamin their peak production season?

A Well, | can tell you only fromthe standpoint that
when | have di scussions, and | probably did not necessarily
answer all these questions correctly because | naybe did not
understand fully, but M. England asked ne if we forward
price or price -- do contract cream and the answer is yes,
we do when the contract can be negotiated at a |level that we
can at |east cover our costs and break even on that
contract.

Having said that, nost plants on a |long-term
contract are looking at nultiples in the 135 or higher

range. Now, in the recent, since these new orders have j ust
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taken place since January, prior to January negotiating a
contract for 2000 was very difficult because people didn't
really know where they really stood. And so in all fairness
that current nunber, if we were to go back and try and
negoti ate that today, may be different.

Q Okay.

A But at that tinme they were in the 135 range.

Q Just one other question. You said you purchase
the mlk -- if | understood your right -- fat daily at your
pl ant in Greenwood, W sconsin equivalent to about 8.2
mllion pounds of mlk?

A Equi val ent to the skinmng of 8.2 mllion pounds
of mlk a day.

Q Okay. From what geographic area does that cream
cone?

A We purchase cream from 48 states, wherever it
available at the price that we can afford to bring it into
Greenwod. We procure butter in the sane manner, and our
distribution is also through 48 states.

Q When you by cream do you buy it delivered to your
pl ant or?

A We buy it however it works. |If they want an FOB
price, we need to factor the freight out. |f we can get it
in a delivered price, you respond to whatever the market

conditions require.
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MR. BESHORE: Thank you.

JUDGE HUNT: Any other question for M. G andage?
Yes, Ms. Brenner.

BY MS. BRENNER:

Q M . Grandage, what grade of butter do you nake?

A Approxi mately 95 percent of the butter we
manuf acture is Grade AA

Q And the rest is A or?

A The rest would be sonme A and B. However, as has
been testified earlier in these hearings, the amount of A
and B butter that's actually produced in this country is
bei ng reduced in the | ast few years.

What it amounts to is changes in the handling of
the mlk and the cream Gade A and B butter sinply neans
that it has defects. Now, the defects can be because of
poor manufacturing, poor handling of the cream or it can be
because of the use of whey cream But as has been testified
here, whey cream has been -- being reduced greatly as far as
its role in butter manufacturer because of its use back into

t he cheese.

Q | believe a previous witness testified that both A
and B butter are made from whey cream |Is that --
A If you have whey cream those are the grades of

butter that you produce.

Q Okay. Now, you said you nmeke anhydrous mlk fat?



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

t hat ?

A

1840CGRANDAGE - CROSS
Yes.
Is that sonething you nmeke regularly or?
Yes, we have weekly contract volunes that we do.

Is that one of your val ue added products or is

No, the pricing on the anhydrous is | ess than what

the pricing to procure the creamto produce it is per pound

of fat. So any margin, any nmargin you obtain, any costs you

i ncur are

of fset only by the return you get on the

butterm | k solids portions.

Q

Okay. Is the cost of naking it greater than the

cost of making butter?

A

Q

No.

And who is your mmjor conpetitor for that? 1Is it

i mports or?

A

Well, in 1998, basically the inmported AMF took 90

percent of the donestic AMF market away. As a manufacturer

of that product and the reality of the situation was it

didn't matter, we did not have the fat to supply it, and we

al l owed our customers out of their contractual agreenents

with us si

to fulfil

nply because we could not get the fat to provide,

our end of the contract, regardless it would have

been a good price for us, we couldn't get it, and they

didn't want to pay the price, and so we all owed them out of

the contracts which allowed themto substitute with the
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cheaper inported fat.

Q And you nade butter instead of AMF?

A And we tried to supply our donestic custoners that
required butter the anopunt of butter they needed.

Q You made sone reference to sonebody squashi ng
demand for butter, and | was wondering --

A That was us, the butter industry.

Q Squashed demand?

A Yes.
Q By?
A There is certain -- certain butter denmand has to

be filled fromcream Certain butter demand can be filled
fromfrozen butter. But in the event during 1998, with the
pre-pricing of butter fat in other classes as the butter
price increased Class |l user, for exanple, whose price was
al ready said could say, "Oh-oh, next nonth ny price is
really going up. |'d better try and do as nmuch extra this
month as | can," and actually has a negative supply response
to an increase in the butter price.

And so that increase just continues to carry
itself through the narketplace. There is no stop once it
starts and it goes for a certain period. It's self-
fulfilling until the end, which was at 2.81 where it held
for four weeks, approximtely.

Q And the end cones then when there is nore cream
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available than it takes to support that price |level?

A Ri ght. And what happened at that point was the
anount of butter that was stored for the |argest -- the
| argest -- 60 percent of the sales of butter in the |ast
quarter of the year. And so when the stocks are at 150
mllion pounds at the end of July, that doesn't necessarily
nmean there is enough butter to supply the demand for the
selling season.

And so in that case in 1998, | believe stocks were
extrenely depressed, and prices were high, and they did not
stimul ate any nore production in butter, and therefore when
it becane apparent that we could not supply our custoners
needs the butter industry basically increased the price to
the point where the demand was relinqui shed.

MS. BRENNER: Okay, thank you very much.

JUDGE HUNT: Anyone else? M. Beshore.

MR, BESHORE: Just one other question.

BY MR BESHORE

Q We've heard a | ot of testinony about how it cost
mllions and nmillions of dollars of investnments to take
wat er out of mlk solids, but you can get your anhydrous
mlk fat 99.9 percent of the water out of that for the sane
cost that you can get 18 -- yeah, get it to 82 percent
butter.

A | did not --
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Q Can you tell us --

A | did not include the investment cost on the
equi pnent to do that; just the operating.

Q Just the margi nal cost, the operating cost. |Is
there a higher investnent for the equi pnent to nake that
anhydrous mlk fat?

A | didn't think of if in that perspective. | could
get ny calculator and work on it.

Q Well, doesn't it cost you sone to take the
additional 18 percent of the water out of the mlk fat to
make anhydrous versus butter?

A Yes. It's a conpletely different process to nake
anhydr ous.

MR, BESHORE: Okay. Thank you.

JUDGE HUNT: Anyone el se?

(No response.)

JUDGE HUNT: All right, thank you very nuch, M.
Gr andage.

THE W TNESS: Thank you very rmuch.

(Wtness excused.)

JUDGE HUNT: Anybody el se want to testify?

MR. YALE: | have no testinmony. There is just one
other official thing --

JUDGE HUNT: All right.

MR. YALE: -- the National Small Farm Conmi ssion
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report of the USDA, we would like to have official notice of
t hat .

JUDGE HUNT: Any object to --

MR. YALE: As reported earlier this year or |ast
year's National Conmm ssion on Small Farnms, and it's a
publication of the USDA.

JUDGE HUNT: Any objection to taking officia
notice of the small farmreport?

(No response.)

JUDGE HUNT: All right, official notice is taken

of it.
MR. COOPER: One other matter, Your Honor?
JUDGE HUNT: Pardon?
MR. COOPER: One other natter.
JUDGE HUNT: Oh, |I'msorry, that's right. Your
Proposal 32.

MR. COOPER: W have Department Proposal No. 32,
which is to make any necessary conform ng changes and ot her
provisions to the orders as a result of the amendnents may
take place as a result of this hearing, and it's a rather
techni cal proposal and no testinobny is necessary on it.

JUDGE HUNT: All right. Anything else before we
set briefing dates.

Al right, | guess we have be guided by the date

that the transcript is ready. You all know, of course, that
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if you want to get your own copies of the transcript that
it's a private reporter, and make arrangenents with the
reporter to obtain your own transcript.

And | understand earlier that the transcript is
al so going to be available on the internet. | don't have
any nore details on that.

Do you have any at this tinme?

MS. BRENNER: Not at this point. | assune it wll
be on our web site.

JUDGE HUNT: On your web site, the USDA web site.

MR. COOPER: But we don't know when.

MS. BRENNER: | don't believe that we are
expecting to get it for -- | think we ordered five day
record, which mght make it available as early as a week
from Monday.

JUDGE HUNT: All right, that would be the 19th it
nm ght be available. Today is the 12th?

MS. BRENNER: Yes, but a week from Monday woul d
be --

JUDGE HUNT: Oh, |I'msorry. A week from Monday,
you're right.

MS. BRENNER: The 22nd, | think.

JUDGE HUNT: |'mgetting nmushy too nore so than
usual. Al right, that would be the 22nd, right. That

woul d be the 22nd, five days. So sone tinme after that. |
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guess, could they check with you to see when it might be
avai |l abl e?

MS. BRENNER: Sure, they can check on the web site
and see if it's there.

JUDGE HUNT: All right. What about a briefing
date? Do you have any suggestions on that? | know the AVS
would Iike to have it as quickly as possible because they
are under a real tine --

MS. BRENNER: Well, a really short, little hearing
like this --

(Laughter.)

MR. ROSENBAUM  Your Honor

JUDGE HUNT: Yes, sir.

MR, ROSENBAUM We have a suggestion

JUDGE HUNT: All right.

MR. ROSENBAUM  Vhich is June 19 for the briefs to
be due. That's four weeks after -- four weeks to the day
after we expect the transcript to be publicly available on
the net. W think that four weeks is sufficient. W
reconmend a deci sion which woul dn't put USDA under a | ot of
time pressure. We understand. And certainly getting the
briefing in woul d expedite that potenti al

JUDGE HUNT: All right. M. Yale?

MR. YALE: W recognize the tine constraints of

the departnent, we want to cooperate, but we would prefer 60
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days but we would like to have at least until the end of
June.

JUDGE HUNT: End of June?

MR. YALE: Yes, and I'IIl tell you why. | nean,
part of this is that besides doing the briefing there is
going to be a concerted effort on a number of groups' part
totry to cone up with consolidated positions, and that's
going to take tine as well

JUDGE HUNT: All right, M. Vetne.

MR. VETNE: Yes, | have a concern about the tine.
| suggest, and | would prefer a briefing date about five
weeks fromtoday, which is pretty close to what M.
Rosenbaum suggested. G ve five days and a couple of days
| eeway for the transcript and then four weeks to wite.

But | also ama bit concerned for those that are
absent. You know, this afternoon and today the nunber of
peopl e observing, other than government people, has dw ndl ed
down to about 12, representing, as | count it, six parties,
six interested conpanies are here now and were here this
afternoon, whereas earlier there nust have been sonmewhere
close to 60 or 70 people, representing dozens and dozens of
conpani es. They don't know.

JUDGE HUNT: Have you got their proxy to speak for
t hen®?

MR, VETNE: Well, we're doing their work and you
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know, it shouldn't be so awkward for those that are not
here, and | think five weeks is reasonable. They can cal
and find out.

JUDGE HUNT: That would nmake it June the 23rd?

M. Beshore, do you want to speak on it?

MR, BESHORE: Yes. | nean, | think we ought to --
the quality of the post-hearing subnissions is at |east as
i mpportant as the tinmng when we're tal king about a coupl e of
days here, and | think the end of June is -- you know, we
need that anount of time to work with, you know, the nunber
of issues and the conplexity, and cone up with a product
that's going to be hel pful

JUDGE HUNT: All right, we will make it June 30th
then that the briefs are due, and corrections for the
transcri pt due at the sane tinme? Ms. Brenner, do you want
the corrections due on the 30th too or do you want it
earlier than that?

MS. BRENNER: Probably earlier to get them that
m ght hel p.

JUDGE HUNT: All right. W will have the
corrections to the transcripts are due the 19th, June 19th.
Proposed corrections to the transcripts June 19th, briefs
due June 30t h.

Any other matters?

MR. ROSENBAUM  Yes, Your Honor. I would like to
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t hank you for having presided in such an even-handed and

hel pf ul

manner. |It's very appreciated.

JUDGE HUNT: The expert representatives here as

well as the testinony nmade it very easy.

heari ng.

So anything el se?

(No response.)

JUDGE HUNT: All right, then that concludes the
Thank you very much.

(Whereupon, at 7:30 p.m, the hearing in the

above-entitled matter was concl uded.)
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