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THURSDAY, NOVEMBER 5, 2015 - - MORNI NG SESSI ON
JUDGE CLIFTON: W are back on record on Novenber 5, 2015.
It's a Thursday. It's approximately 9:00 in the nmorning. This
is Day 31 of the mlk hearing. W are in Covis, California.
My name is Jill difton. [I'mthe Adm nistrative Law
Judge who has been assigned to take in the evidence of this
hearing. | would Iike nowto take the appearances of ny fellow
USDA enpl oyees, and then follow ng them the appearances of the
ot her participants, including first, teams for proponents and
opponents.
MS. MAY: Good norning. | amLaurel May with USDA ANMS
Dairy Program Marketing Specialist in the Rule Witing
di vi si on.
MS. TAYLOR  Good norning, Erin Taylor, Marketing
Specialist with AVS Dairy Program
MR. CARMAN. Good norning, Cifford Carman, CGA-RMA-N,
Assistant to the Deputy Adm nistrator Dairy Prograns,
Agriculture Marketing Service, U S Departnent of Agriculture.
M5. FRISIUS: Good norning, Happy Thursday. This is
Meredith Frisius, F-R1-S1-US, I'mwth USDA AVS Dairy
Prograns as a Dairy Marketing Specialist.
M5. BECKER.  Good norning, Lauren Becker, B-E-CK-E-R |I'm
an Attorney in the Ofice of the General Counsel for USDA
MR HLL: Good norning, Brian HIIl, B-RI-A-N HI-L-L, an

Attorney with the Ofice of the General Counsel.
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MR, SVENSON:  Good norning, Virgil Swenson, V-1-RGI-L
SWENSON, Assistant Market Adm nistrator with the Central
Federal Order in Kansas City, and on detail with AMS Dairy
Program

MR, SCHAEFER: Henry Schaefer, HE-NRY, SCHA-E-F-ER
Agricul tural Economi st for the Upper Mdwest MIk Mrketing
Order Federal Order 30, on detail to USDA Dairy Prograns.

MR, BESHORE: Good norning, Marvin Beshore, MA-RV-I-N,
B-EESHORE, Attorney for the Proponents of Proposa
Nunmber 1, California Dairies, Inc., Dairy Farners of Anmerica,
Inc., and Land O Lakes, Inc.

MR. VLAHOS: Good norning, John M ahos, J-OHN
V-L-A-HOS, of the law firm of Hanson Bridgett, HA-NS-ON,
B-R1-DDGE-T-T, San Francisco, co-counsel for the Cooperative
Proponents of Proposal 1.

DR ERBA: (Good norning, Eric Erba, California Dairies,
E-R1-C E-RB-A

MR. VEGNER  Good norning, Thomas Wegner with Land O Lakes,
T-HOMAS WEGNER

MR, JABLONSKI: Gary Jablonski, GA-RY, J-AB-L-ONSKI,
Consultant with the Proponents of Proposal 1

MR. ENGLI SH: Good norning, your Honor, ny nane is
Chip English, GHI-P, ENGL-1-SH |I'"'man Attorney with the
law firmof Davis, Wight, Tremaine with a law firmoffice in

Washington DC. |'m here on behal f of Proponents of Proposal
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Nunmber 2, the Dairy Institute of California.

M5. VULIN.  Ashley Wulin, AS-HL-E-Y, V-- as in Victor --
UL-1-N, also an attorney with Davis, Wight, Tremaine with ny
principle office in Portland, Oegon -- | don't think | have
shared that yet. Also at attorney representing the
Dairy Institute of California.

MR. BLAUFUSS:. CGood norning, Rob Blaufuss, B-L-A-UF-US-S,
wi th the Dean Foods Company.

MR, DeJONG Janes DeJong. D-e, J-ONG Dairy Policy
Econom ¢ Anal yst for Hilmar Cheese, dairy farner-owned
manuf acturer of cheese, whey, and m |k powders.

MR, KLUESNER: Good norning, Steve Kl uesner, S-T-E-V-E,
K-L-UE-S-N-E-R, with Nestle North American Procurenent.

MR ZOLIN. Alan Zolin, A-L-A-N, Z-OL-I-N, representative
for H I mar Cheese.

MR. VETNE: John Vetne, also a representative for Hil mar
Cheese.

MS. TAYLOR  Sue Taylor with Leprino Foods, L-E-P-R-1-NO

MR RAM REZ: Mguel Ramirez, RA-MI-RE-Z wth Leprino
Food in Denver, Col orado.

M5. HANCOCK: Nicole Hancock with Stoel Rives, representing
the California Producer Handl ers Associ ation and Ponderosa
Dairy.

MR VU, Good norning, Bao Vu, B -- as in boy -- A-Q |ast

name is Vu, V-- as in Victor -- U wth the law firm St oel
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Ri ves, and we represent the California Producer Handlers
Associ ation and Ponderosa Dairy. Thanks.

MR. VANDENHEUVEL: Good norning, Rob Vandenheuvel,
V-A-N-D-E-N-H E-U-V-E-L, here on behalf of MIk Producers
Counci I .

MR MLTNER Ryan MItner, good norning, Ryan MItner
MI|-L-T-N-E-R counsel for Select M|k Producers.

M5. REED. Good norning, Kristine Reed, K-RI-ST-I-NE
R-E-E-D, co-counsel for Select.

JUDCGE CLI FTON: Is there anyone el se who has not yet cone
to the podiumwho would like to be identified? Not yet. |
woul d Ii ke nowto go on to announcenents and prelimnary
matters.

MS. MAY: Good norning. Laurel May with USDA. M
col | eagues and | wel come you to this session of our hearing to
consider a Federal MIk Marketing Order for California, and
wel come you to participate by witnessing or by asking questions
of any w tness that you would like to do so.

We are broadcasting, as you know, via live audio feed,
whi ch is accessible at ww. ans. usda. gov/live, and the court
reporter continues to take official transcripts of this hearing
which wll be avail abl e approximately two weeks at the end,
after the end of each hearing week on the AMS dairy website.

We do have copies of sone of the our exhibits in the

back of the roomin those file boxes, and they are filed by
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number, so if you would like to | ook at some of those, you are
wel conme to.

Just to rem nd you of what our plans are, after
tomorrow we Wi Il nove this hearing to the Piccadilly Inn at the
Airport, and that is |located at the Northwest corner of Peach
and McKinley Avenues, it's kind of behind the Shell station and
there's a bunch of pine trees out there so you can't exactly
see the hotel right fromthe corner, but if you drive either
direction on one of those roads, you will see it.

And then Judge difton asked me to remnd you that the
following week, if the hearing is still in session, we wll be
noving to the Falls Event Center, which is at 4105 West
Figarden. And the way you get to that is by going straight
west on Bullard Avenue, and after you cross Marks, this is, you
know, like ten mles down there, you cross Marks and the
Bullard will begin to kind of loop to your left, kind of to the
south, and that becones Figarden, we call it the Fig Garden
Loop, | think it is Figarden Drive is the actual nane of it.
And just after Brawl ey, the Event Center is on your |eft and
there's plenty of parking behind the Event Center. But we wll
continue to nmeet at 9:00 in the norning at both | ocations.

Yest erday when we ended we had M. Paris from
Joseph Gallo on the stand. | believe we were done with his
cross-examnation. This norning | understand that

Ms. Sue Taylor fromLeprino will be taking the stand, and then
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dependi ng on how things go, M. Kl uesner fromNestle, and then
it wll be up to -- we'll see what happens after that, that's
where |'I1 |eave that.

JUDGE CLI FTON:  Thank you so much. M. English?

MR. ENG.I SH:  Good norning, again, your Honor.
Chip English. So where we're going today, and this is a little
bit of a nodification fromyesterday and having tal ked to
peopl e, apparently | was overly optimstic anyway, according to
the people. So we are going to start, as predicated or
predi cted yesterday with Sue Taylor, what | have been calling
Part 2. And to make that clear, this is going to be pricing
and inpacts on Leprino, and the pricing inmpacts on the pool
wll be separate, and that's what | call Part 3.

As | said yesterday, Nestle, Steve Kl uesner, will cone
next, and that order was what | predicted yesterday. And then
| said after that it's alittle bit up for grabs and it has
changed. So after Nestle and Steve Kl uesner, and recognizing |
believe that there may be a dairy farmer at some point today,
we would turn to one of two things next, and the order depends
on production issues for one, and post-production issues for
another. And that is Zolin, Part 6, on Section 9(d), the
proprietary bul k tank handl er provision; and Rob Bl auf uss,

Part 4, on fortification. And that really is all we're going
to have ready today, and | have already infornmed all the

participants of that. That is to say that Sue Taylor, Part 3,
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the pricing inpacts on the pool, will go tonorrow, and
Dr. Schiek on quota will go tomorrow. | guess | should say
t hat depending on the drafting of regulatory |anguage, which
appears to fall to one person, it could be that M. Zolin gets
on today with Part 7, the nodifications to Section 7(c), but
that just, the language isn't drafted yet, and that person's a
little busy.

Thanks, M. Hollon. ©Oh, by the way, you didn't enter
your appearance yet.

JUDGE CLIFTON: | don't know whether he cones in just two
mnutes |late on purpose to avoid the parade, |I'mnot sure. He
does it consistently.

MR, ENGLISH. | mght have been thinking sonething al ong
those |ines, your Honor.

MR. BESHORE: He has a day job.

MR ENGISH So do we all. Anyway, ny view of this is
that if we had a shorter day tonorrow, you know, it's going to
wash out. And while we prefer to have a shorter day on a
Friday, | think that the reality is the quota and the
Sue Taylor, Part 3, are going to go tonorrow and | appreciate
everybody's indul gence. And we really are working very hard to
get all this done.

JUDGE CLI FTON: Those who are here know how hard it is to
be ready for each days' hearing. And you may think that we are

doddling along, going 9:00 to 5:00, and taking |unch, and
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breaks, but it is amazing how nuch work has gotten done. And
of course, it has to get done outside the 9:00 to 5:00 hours.
| really appreciate very nmuch how hard all of you are working.

MR, ENGLI SH: Thank you, your Honor. And that's absolutely
true. Thank you.

JUDCGE CLIFTON: M addition to the announcenents is that
tomorrow i s casual Friday. Please nmake sure you wear very
confortabl e cl ot hes, whatever you would like. | enphasize
shoes, make sure you wear your favorite footwear. Al right.

And the docket nunber by which the Hearing Cerk in the
United States Departnent of Agriculture knows this case is in
brackets [ AQ docket nunber 15-0071.

All right. Any other prelimnary nmatters or
announcements? There is a little noise because they are
cooking right behind us, and | hope you all had breakfast.
Smells really good

All right. | see nothing further, so we'll call the
first witness. M. Taylor, you may cone to the stand.

Ms. Frisius, will this exhibit be Exhibit 135?
M. FRISIUS: It will be.
JUDGE CLIFTON: | ammarking ny copy as Exhibit 135. 135.
(Thereafter, Exhibit Nunmber 135, was

mar ked for identification.)

JUDCGE CLIFTON:  And Ms. Taylor, I'lIl swear you inin a
seated position -- well, you remain sworn. Wuld you again
6147
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state and spell your nane.
M5. TAYLOR Certainly. Sue Taylor, SSUE T-AY-L-OR
JUDGE CLI FTON:  Thank you. Ms. Wulin, if you will identify
yoursel f and then you may proceed.

M5. VULIN.  Ashley Wulin for the Dairy Institute of

Cal'i fornia.
DI RECT EXAM NATI ON
BY MS. VULIN:
Q Thank you, Ms. Taylor, for joining us again. | would

ask that you begin reading your witten statement into the
record.
A.  Thank you.

I''m Sue Taylor, Vice President of Dairy Econom cs and
Policy for Leprino Foods Conpany ("Leprino"), headquartered in
Denver, Colorado. | previously testified at this hearing so
w || forego the conpany and personal background.
Posi tion

Leprino supports the adoption of Proposal Nunmber 2,
devel oped by Dairy Institute of California, if USDA
("Department") promulgates a Federal M|k Marketing O der that
includes California. | previously testified in support of
Dairy Institute's proposal regarding pool plant definitions and
in opposition to the pool plant definition found in
Section 10 -- gosh -- it should be 51 rather than 50, carried

that one over fromthe original co-op petition .7.
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JUDGE CLIFTON: Now, let me stop you. Do you have it,
Ms. Frisius? Al right. And now read the section nunber again
inits entirety, please, Ms. Taylor.

M5. TAYLOR It would be Section 1051.7(c) of the
Cooper atives' proposal, Proposal 1.

My testinmony today will focus nore broadly on regul ated
mlk price policy and specifically in support of Dairy
Institute's Cass Il price proposal (Proposal 2) and in
opposition to the Class Il price proposal found in Proposal 1.

JUDGE CLIFTON:  Now, | want to ask if the volume is |oud
enough in the back. 1t's good. Excellent. Thank you.
You may conti nue.

M5. TAYLOR  Thank you.
Today's Dairy Industry Context

In today's donestic and international environnents, it
Is nore critical than ever that the mnimumregul ated mlKk
pricing systeminfluence be mnimzed. Conpetition across the
entire food conplex for "share of stomach" is very high
Whet her innovating a new dairy product or seeking dairy space
as an ingredient in the devel opnent of a new innovative food,
it is inmportant that dairy demand not be constrained by overly
bur densome price regul ations.

The USDA dairy industry is increasingly integrated with
gl obal dairy markets. U S. exports were mnimal in the

m d-90's before the Uruguay round of the WO i ntroduced
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disciplines that led to growth and devel opi ng econom es and
rising global prices for dairy. Over 15 percent of US dairy
mlk solids are now exported in the formof various dairy
products. Leprino and many ot her manufacturers, along with
producers through their check-off dollars, have made
significant investments in devel oping exports that will drive
up demand for US dairy products, and along with it, the demand
and price for rawmlk to dairy farmers. These are the
opportunities that will raise all ships for the industry. As
the Departnent considers its decision fromthis hearing, it is
important to ensure that the California Federal MIk Mrketing
Order facilitates, rather than inhibits, the collective
industry's ability to | everage this opportunity.
| mportance of Market Cearing Prices

Regul ated m |k price policy nust be set at |evels that
contribute to orderly marketing of mlk. This necessitates
that the regulated mnimumm |k prices for the manufacture of
hard manufactured products be set at levels that clear mlk in
the market in an orderly fashion. To do so, the mi ninmm
regul ated price of mlk in California nmust be set at a | evel
t hat does not exceed values after allow ng for reasonable
returns that are achi evabl e under good managenent practices by
the California manufacturers.

M Ik used for nanufacturing, whether for cheeses or

for butter and dry mlks, is the primary nmethod for California
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dairy farmers to market the volune of mlk that is produced
beyond the mlk required for the higher priced and nore
perishable Cass | and Il products. The utilization of nearly
80 percent of California's mlk production in classes Ill and
'V highlights the inportance of these manufacturing outlets in
marketing California's mlk production. Because of the
critical role that Class Il and IV products play in narketing
producer m |k conponents beyond the borders of California, it
is crucial that the price fornulas be market oriented,

refl ecting the values of California-mnufactured products, FOB
manuf act uri ng pl ant.

The inportance of setting the regulated price at a
level that is not intrusive on the nmarket is increased when the
regul ated price is based on an end product price formula. End
product price fornmulas contrast with survey-based m |k prices
like the old MWand BFP price series previously used in FMMO s
intheir rigidity. The previous surveyed mlk price would flex
with nmarket conditions and had the flexibility to reflect
changes in nmanufacturing costs on a real time basis. In
contrast, manufacturing cost allowances in the end product
price forrmulas are only changed through rul e nmaki ng processes.
The cunber sone process for adjusting these all owances
necessitates that regulated price fornulas be set at a | evel
that allows other market forces to work and adjustnents to

occur outside of the regul ated system
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There is substantial risk in setting and regul ating
prices too high. Overregulating prices results in disorderly
mar keting by encouraging additional m |k production that the
mar ket does not have already outlet for, while decreasing
demand at the processor level. Additionally, the setting of
regul ated prices at too high of a |level discourages investnent
in innovative technology the industry requires to devel op
commercial ly viable new products. However, there is little
risk in setting the regulated price to |l ow, since the market
conpensat es through the devel opnent of prem ums.

The University BFP Comm ttee conm ssioned to advise
USDA during the FMVMO Reform process echoed the need to view
regul ated pricing as market clearing mninmunms in stating that:

M ni mum pricing reduces the need for the Secretary
to fine tune the price of mlk to reflect local or
regi onal uni quenesses in a narket setting that is
nation in scope. Regional price differentials for
manuf act ured products which may vary seasonal |y
and over tine, can be set by market forces where
over order prem uns are warranted.

Additionally, the FMMO Reform Final Decision on BFP
repl acement and nake all owances, reveals that the policy
decision is prem sed upon the ability of mlk to escape the
application of mnimumregulated mlk prices. It states that:

Manufacturing plant operators who find the |eve
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of make al | owances i nadequate conpared to their
actual costs, also have the alternative to not
participate in a Federal Oder marketable pool.
This ability for a manufacturing plant operator to step
outside of the Federal O-der marketable pool that was
anticipated by the Departnment in the ReformFinal Rule is not
provi ded under Proposal 1. The inportance of setting the
regul ated price at a market clearing level is even nore
critical given that suggested change in policy.
BY M5, VULIN:

Q And both of those quotations had foot notes with
citation to the source of the quote. W would ask the court
reporter to please incorporate those as if they were read into
the record, with your Honor's perm ssion.

JUDGE CLI FTON: Yeah, we have a little problemwth the
formatting the way the transcript goes in putting in. W can
easily have the court reporter type, for exanple, a website,
but when you get into formatting |ike either end notes or foot
notes, it is alnmost as difficult as charts, because it is like
25 lines to a page and so forth. What we could do instead, is
now have Ms. Taylor read those foot notes, if you would Iike.

M5. VULIN. Sure. And Ms. Taylor, could you pl ease
i dentify which quotation the footnote is related to?

MS. TAYLOR Certainly. The first quotation came fromthe

BFP University Study Conmttee Report entitled, "An Economc
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Eval uation of Basic Formula Price (BFP) Alternatives". And
t hat was published in June of 1997, commonly referred to as the
BFP Report, and that quote specifically was found on page 147.
And the second quote can be found in, gosh, now|'m
going to have -- | mght need sone help with this,
64 Fed. Reg, | believe that woul d be pages 16025 and 16097,
okay. Now, I'ma little bit confused here on the citation
JUDGE CLI FTON:  You are doing fine. The first page nunber
that you read was the beginning of that particular portion of
the Federal Register, and the second page nunber you read is
where that quote is found. So you did it just right.
M5. TAYLOR Well, thank you. And that's in colum 2, and

that publication date was April 2nd of 1999.

BY M5. VULIN:
Q Thank you, Ms. Taylor. 1'Il have you continue.
A, Dairy Institute (Proposal 2) Cass Il Fornula.

The C ass prices that apply to mlk for hard product
manufacturing (Casses |1l and 1V) should be set no higher than
the levels that are reflective of the value that can be
returned through good managenent practices in the |owest val ue
order to which the regulations apply. The pronul gation of an
Order for California necessitates that the Qass Il fornmula be
revisited in the California context. M preference is that
USDA suspend this hearing or defer the outcone's inplenentation

until a national hearing can be held to review and revise the

6154

BARKLEY

TRANSCRIPT OF PROCEEDINGS-VOL. XXXI Court Reporters



© o0 ~N oo o b~ w DN P

NN NN R R R R R R R R R
g A W N P O © O N O O M W N B O

existing Class Il formula in light of today's costs and other
mar ket factors, along with the potential inclusion of
California in the FMMO system In the absence of a suspension
of this hearing until a national hearing can be held, it is
very inportant that the Class IlIl price fornula that is adopted
through the California promul gation proceeding be set in
rel ationship to achievable returns in California using the nost
recent available data. It will be inportant to proceed to a
Gass II1/1V national hearing on a tinely basis after the
California rule making, both because those formulas are based
upon nearly ten year-old data and to consider the inplications
of the outcome of this proceeding on other parts of the
country. Additionally, this hearing record has already
reveal ed that the whey factor in the current Class Il price
formul a over values whey relative to what can be achi eved by
smal | cheese makers. A national hearing should be held to
correct the factor across the system

The Cass Il price formula can be dissected by
products and the price discovery reference, yields, and nake
al owances for each. The Cass Ill fornulas that currently
exist in the FMMO system | ook to cheddar cheese, butter, and
dry whey to establish the mnimumregulated Class Il price.
The products represented in the fornula shoul d represent the
nmost generic comodity value within the products subject to

that class's price regulation. Those products nust have
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clearly identifiable specifications that can be associated with
prices received in cost of manufacturing products of the sane
specifications. The product yields should represent the yields
that are reasonably attained by the regulated entities, and the
make al | owances should reflect at |east the cost of converting
mlk into those products with a return on investnent and
mar keting al | owance.

Q M. Taylor, first you read that with "a" return on
investment. Wuld you like us to strike the "N' in that word?

A.  Sure.

JUDGE CLI FTON: Thank you, Ms. Frisius.
BY MS. VULIN:

Q And this paragraph, essentially what you are saying is
that the Cass Il fornula needs to be set | ow enough so that
t he nmost generic version of these products can be economcally
feasible to produce.

A, Absolutely. And that is the, in nmy mnd, a basic
prem se of the entire mlk pricing system It should be set up
as a mnimmregulated mlk pricing system it is not setting
up maxi mum And you need to accommmodate the nobst generic formns
that clear the market. And so that's a long-held frane of
reference wthin the regul ated system And that's sonething
that, whether it is proprietary processors or co-ops, | feel it
is very inportant. Wat you find sometimes even anongst the

co-ops is, if you get that regulated price set too high, those
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who invest in infrastructure and assets to manufacture
products, those nenbers pay the penalty, whereas those who
don't essentially get that higher regulated price. So that
basic premse is a benefit to clearing the narket, regardless
of the ownership structure.
Price Discovery

Dairy Institute's primary proposal is to use a western
NDPSR price series for the price discovery mechanismfor each
of the product prices. The proposal also contains default
equations to use as a surrogate if USDA determ nes that
confidentiality concerns limt the Departnent's ability to
rel ease a western price series. Discussions with AVS staff
prior to the call of hearing reveal ed that there nay be
confidentiality concerns. | recently |earned that the
confidentiality restrictions may relate nmore to confidentiality
concerns in the area outside of the Dairy Institute proposed
geography for the western price series, than confidentiality
concerns regarding the release of the western area data. Dairy
Institute's intent, while selecting the states for inclusion in
the western NDPSR price series, was to start along the Pacific.
The inclusion of states beyond the Pacific was intended to
address the confidentiality concerns that USDA m ght have
regardi ng the rel ease of the western price series. |If the
inclusion of the additional states has inadvertently created a

confidentiality issue for the bal ance of the country, USDA
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shoul d consi der defining an area that includes the Pacific
states of California, Oegon, and Washi ngton, and only add
contiguous states, to the extent that the addition of the those
states contributes to the ability to elimnate the
confidentiality constraints. The Department should not add
states beyond the geography defined in the Dairy Institute
proposal .

JUDGE CLIFTON:. May | interrupt? | would like for you to
tell us what NDPSR stands for.

M5. TAYLOR | still think of it as the old NASS survey, so
you are going to challenge ne. National Dairy Price --

M5. ERIN TAYLOR  Product Sal es Report.

M5. SUE TAYLOR  Thank you for phone in froma friend.

JUDGE CLIFTON: That's great. So National Dairy Product
Sales Report. And tell me who publishes that?

M5. SUE TAYLOR And that is published by AMS.

JUDGE CLIFTON: Al right. And you said, |I'mthinking of
the ol d NASS report, tell us the history of why it is you are
t hi nking of the old NASS report?

MS. TAYLOR The price series that I'mreferring to is, you
know, generally, it can be described as the price series that
is collected for the purposes of establishing the comodity
prices that are used in the mlk price formula. Wen USDA
adopted end product pricing within the Federal Orders in

January of 2000, they needed to have, actually, | don't recall

6158

BARKLEY

TRANSCRIPT OF PROCEEDINGS-VOL. XXXI Court Reporters



© o0 ~N oo o b~ w DN P

NN NN R R R R R R R R R
g A W N P O © O N O O M W N B O

| was going to say nmandatory and auditable prices, |I'mnot sure
that that existed on the very front end. But in any case, nore
specific price series to rely upon for that cal cul ation.
National Agricultural Statistics Service, or NASS, was
the agency that originally had the responsibility for
collecting that data, summarizing it, and publishing it for AMS
and industry use.
JUDGE CLI FTON:  Thank you.
MS. TAYLOR That was later transitioned to AVS.
JUDCGE CLI FTON: Thank you very much. So we're back on
Page 6.
BY M5. VULIN:
Q Starting at "if the Departnent.”
A Thank you.

If the Department determ nes that adjusting the region
defined for price discovery does not overcone the
confidentiality concerns, the Departnent shoul d adopt the
surrogate fornulas as defined in Dr. Schiek's testinmony. These
factors were generally derived by conparing the rel evant NDPSR
survey prices with CDFA audited reports of prices received for
the commodities in California.

Proponents of Proposal 1 have questioned the existence
of a spatial price pattern for dairy commodities that is
essentially West Coast plus transportation costs to the markets

in the East. This price surface is the market reflection of
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the supply and demand bal ance where there are
di sproportionately high volumes of production of those products
in the west, and the disproportionately high consunption of
t hose products in the population centers of the East. The
spatial relationship was reflected in the publication of
regional prices in the NASS price survey when they published
the regional data. It also is reflected in the conparison of
the audited prices received data published by CDFA that was
used by Dr. Schiek to calculate the price formula factors for
the respective products. And it is reflected in the spatial
equi l'i brium nodel results that were introduced into the hearing
record by Dr. Stephenson of University of Wsconsin

The concept of location value of a conmodity is not
unique to dairy coomodities. It is commonly referred to as
basis and can be described as the difference between the |oca
mar ket and a reference price. Basis is comon in nost
commodity markets, and it is not a newterm and it is not a
synonym -- not a cinnanon either -- but not a synonym for
di sorderly marketing conditions. Mst farmers are famliar
with the termbasis, as it is common in the grain markets, such
as the difference between lowa/lllinois corn prices and New
Oleans, etcetera, or lowa/lllinois corn prices in California,
as well as the energy markets, say, Texas oil vs. Brent oil.
Because basis reflects local market conditions, it is directly

i nfluenced by several factors, including:
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Local supply and demand conditions. Local supply and
demand conditions inmpact basis. The prices in deficit areas
generally reflect the price required to attract the product
fromthe surplus supply region for the commodity.

USDA' s Central Federal MIk Marketing -- 1'll start
that again. USDA' s Central Federal MIk Market Adm nistrator
Staff publishes annually a map show ng the m |k production per
capita by state. The map fromthe February 2015 Marketing
Services Bulletin, Nunmber 13, fromthe Central M|k Marketing
Order is reproduced below as Figure 1. The US average per
capita mlk production shown in the map | egend is 646 pounds.
| calculated an estimted per capita mlk need to serve the
donestic market at 549 pounds, sinply by taking the 646 pounds
and reducing it by 15 percent exports. States that produce
| ess than 600 pounds per capita are pictured on the Central
O der map in light or mediumgray and are considered "deficit"”
states. States that produce nore than 600 pounds m |k per
capita are shaded in dark gray and are considered "surpl us"
states. It is easy to see that nost of the deficit states are
in the Eastern part of the country, which means the efficient
and orderly nmovenent of dairy products needs to take place to
supply the needs of the population in those areas. Although
specific products, particularly branded retail products, may be
produced in a deficit area and be distributed nationally, the

flow of dairy commodities is largely fromthe surplus area to
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the deficit area.

Q So nowwe're looking at Figure 1, and you had stated
that it would require 600 pounds per capita in order to serve
the local market, and anything in excess of that would be
surplus, correct?

A Actually, the 600 pounds is the break point that the
Central Order has used in categorizing the shading. For the
donestic market, | estimated at 549 pounds, so we don't have a
preci se match up there, but in general you can consider, and
they do show on the map this specific per capita mlKk
production by state, so you can | ook and see where those break
points. And generally, | think I mght have seen one state
that, if you noved it to the 549 nunber, m ght change shades,
bel i eve | ndi ana.

Q | see that.

A, Wuld be the one state that would flip. But otherw se,
you can generally say light shading and nedi um shading in gray
is deficit in terms of the production of mlk to serve their
own popul ation on a presunption that their consunption is at
nati onal average on a per capita basis. This is a sinplified
way of |ooking at where the surpluses are and where the
deficits are, because as | already said, product will nove for
branded reasons, for other reasons, into different areas. So
for exanple, not all cheese consunmed in California will have

been produced in California. But nonetheless, it gives a good
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overvi ew of surplus and deficit areas.

Q Looking at this map it looks like the entire Wst Coast
Is a surplus area.

A.  Yeah, with the exception of Nevada. But given the vast
vol umes of mlk produced in California, if you think about how
it is actually Nevada can be served fromthe surrounding states
that have that surplus production, that wouldn't be an area to
be concerned about, nor would Mntana or Wom ng.

Q But also California and Washi ngton, the Coastal states,
are all at a surplus?

A, Yes.

Q Then you have another cluster of states that are sone
i ncredi bly high surplus including Idaho.

A Yes. (kay.

Q Thank you. You may continue.

A.  Transportation Costs.

Californiais relatively isolated fromthe rest of the
country being |ocated on the Western edge of the mainland. A
Cali fornia manufacturing plant nust conpete for sales on a
delivered price basis with manufacturers in other parts of the
country. This may be mani fested by the manufacturer arranging
the transportation and pricing the product at the customer's
| ocation or selling FOB manufacturing plant at a di scount
related to transportation costs to what woul d ot herwi se be a

delivered price. |In either case, the all-in price of the
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custoner nust be conpetitive with the supply alternatives and
the net price of the manufacturer is reflective of that
conpetition and the cost to transport the product to the
custoner. Even many of the dairy products narketed at retail
within California are first delivered to converting facilities
to the East of California before being cut or shredded,
packaged and delivered to the retailer's distribution center
for further distribution back into California.

California values are |lower than parts of the country
further east because nore mlk is produced in California than
is consunmed in California, and surplus mlk in the form of
manuf actured products is cleared into the deficit areas of the
country.

Leprino's Distribution and Transportati on Costs.

Leprino's California production is sold worl dw de.

Over 13 percent of our California cheese production and nearly
90 percent of the our California whey products are exported.
Nearly half of our California cheese volume that is sold
donmestically is shipped east of the Mssissippi. Mich of this
cheese is shipped into the m |k and cheese deficit Southeast
market. The cost of trucking cheese fromour California plants
to the Mdwest, where many of our custonmers who produce frozen
foods or shred and package cheese for retail distribution
around the country are located, is in excess of ten cents per

pound, and the cost of trucking to the Northeast and Sout heast
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is roughly 15 cents per pound, plus or mnus a penny, depending
upon location. In order to conpete for those customers, our
pricing needs to be conpetitive with alternative supply sources
in other parts of the country, nost inportantly, in the

M dwest .

Q So you said nearly half of your cheese volunme is sold,
that's sold donestically is shipped east of the M ssissippi?

A, That's correct.

Q And on those products if they go to the Mdwest, they
have at |east a 10 cents per pound cost of trucking, and if
they go all the way to the Southeast, they have up to 15 cents
per pound.

A, Correct, 15. Wwen | look at the data, nost of the data
poi nts were between 14 and 16.

Q So on a large portion, the majority of your mlk you
incur significant transportation costs, the majority of your
m | k products.

A. That's correct.

Q Thank you.

A, Cheese Val uation.

Both the current Class Il fornula and Dairy
Institute's proposal is based upon a cheddar cheese production
nmodel . Cheddar cheese has forned the basis of regul ated
cheese, mlk, and end product price fornula since California

devel oped a separate Cass 4b mlk price fornula in 1989, and

6165

BARKLEY

TRANSCRIPT OF PROCEEDINGS-VOL. XXXI Court Reporters



© o0 ~N oo o b~ w DN P

NN NN R R R R R R R R R
g A W N P O © O N O O M W N B O

USDA repl aced the old BFP with the end product price fornula in
2000. Cheddar cheese was historically the nobst common cheese
produced and was the market clearing product within the conpl ex
as reflected by its inclusion in the Dairy Price Support
Programthat was termnated in the 2014 FarmBill. The
specifications for cheddar cheese are clearly identified in
FDA's standard of identity and | arge vol umes of bul k cheddar
cheese continue to be produced.

G ven the increases in Mzzarella production for which

the vol une now exceeds cheddar production both in California

and in the U S., sone have suggested that the Cass Ill formula
may be -- I'Il start again with that phrase. Sonme have
suggested that the Cass Il formula be based upon Mzzarell a.

In contrast with cheddar cheese, Myzzarella specifications vary
significantly in order to optimze the performance within a
custoner's application. FDA's standard of identity breaks the
Mozzarella category into eight products. Attachment Ais a
tabl e that shows the nane, noisture range, fat on a dry basis,
commonly referred to as FDB, wet fat, and CFR reference for the
vari ous products.

Q Can we turn to that Attachnent A now?

A, Certainly.

Q It's found on the second to the |ast page. So can you
tell us the information that's included in this table?

A, This was a summary created by sone of our folks in our
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product devel opnent group that sinply, well, it's an attenpt to
show, and this is used quite often to help wal k custoners
t hrough the range of Mdzzarella products, to summarize the
di fferent kinds of Mdzzarella cheeses that are described and
defined by FDA standard of identity. In the left colum we
have the name that is used for that particular kind of
Mbzzarella. Then we have, in the second colum fromthe |eft,
the noisture content. And you will see in the top four
products, nonfat Myzzarella cheese, |owfat Mzzarella cheese,
i ght Mozzarella cheese, and reduced fat Mdzzarella cheese,
that, in fact, FDAis not defining explicitly in that standard
of identity, the nmoisture content. O the mddle colum, the
FDB, the fat on a dry basis, are not defined specifically. And
in those cases, they are defining a wet fat for the finished
product. And then on the, in the right colum is the CFR
reference for that particular standard of identity. And in
sone cases, the person sunmmarizing this has pulled rel evant
verbi age that better describes the defining aspects of that
particul ar product.

As you get down bel ow the top four products into | ow
noi sture part skim Mozzarella cheese, you wll note that they
are defining specific noistures, but with significant ranges.
So, for exanple, low noisture part skim the noisture can range
from45 percent to 52. They also are defining a specific fat

on a dry basis. In this case, from30 to 45 percent. But they
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have no definition for wet fat that is explicit in the CFR

Q So between the top four Mdzzarella products and the
bottom four Mdzzarella products, not only do they have
different standards of identity, but they use different factors
to even define those standards of identity?

A, That's correct.

Q Gkay. So I'lIl have you return to the testinmony now, |
bel i eve we're on page 10, beginning with the conplexity.

A, The conplexity of using Mzzarella in the regul ated
pricing nodel should be clear on its face. To satisfy the need
to have a clearly specified product in the dass IIl price
fornul a, one product, such as |ow noisture part skim
Mbzzarella, would need to be selected fromw thin the broader
Mozzarel | a group.

The next filter that would need to be applied to the
el i gi bl e product definitions is form The product formis
intended to be bulk and not differentiated with val ue added
processes. This elimnates the inclusion of retail product and
shredded product, as well as other val ue added processes.
After narrowi ng the Mbzzarella that would be eligible for
reporting to |l ow noisture part skim Mdzzarella that is sold in
unshredded form of bul k size, the eligible volume is much
smal ler than that represented in the bul k cheddar category. W
reviewed our California production and identified the

proportion that would be ineligible for reporting during our
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fiscal year 2014 fiscal year. That volune represented in
excess of 80 percent of our California Myzzarella production.

| do not have visibility to our conpetitor's production
profile, but expect that nmuch of their Mzzarella is simlarly
sold in shredded form given the nature of the Myzzarella
market. |If that is the case, the volume of Myzzarella that
woul d be reportable is roughly 60 percent of the vol ume of
cheddar cheese production in California within the sane period.
Cheddar renmins the dom nant form of uniform bul k cheese
produced in California.

Q So back in Attachment A we learned that if you are
| ooking to use Mdzzarella as the standard, you are going to
have to narrow it to nerely a representative class that is
quite small really, and possibly not representative of the
entire class of products.

A.  That would be correct. |It's inportant in these
products, because of the differences in product specification
have their on cost associated with them and collecting the
prices, the prices are differentiated by product. If you have
a higher fat product, it's going to be a different price than
if you have a skimproduct. And so it is very inportant to
have very clearly defined specifications within a relatively
narrow range in order to have a relevant price and
manuf acturing cost, and yield all matched together. And those

vol umes woul d be, again, nuch smaller. You know, even ny
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analysis that | just laid out, probably is overly generous,
because the range within | ow noisture part skim Myzzarella is

| arge enough that you woul d probably even want to narrow it to
a narrower range of FDB's and noisture within that product
category, which if | had done that, would drop the nunbers even
ror e.

Q So even after we narrow for the type of product, we
have to narrow, if it was processed out of bul k block form
which narrows it even further, so then we have a very, a sliver
of the product commodity space trying to be a baroneter for an
entire comodity that really has maybe not much to do with
that, if we had to rely on Mdzzarella.

A, That's correct.

Q Ckay. Thank you. Starting at bul k cheddar on the
bottom of page 10.

A.  Bul k cheddar renmins the best product upon which to
build the dass Ill price formula. The price for nost
commodity cheeses produced within the U S. is referenced to the
price of spot cheddar cheese traded with the Chicago Mercantile
Exchange or CME. The form of bul k cheddar that should be used
inthe California FMMO Cass IIl formula is 40 pound bl ock
cheddar. To ny know edge, all bul k cheddar production in
California is produced in the block format. Additionally, nost
ot her comodity cheeses, including Mzzarella, reference to the

bl ock cheese, or the block price on the CME. Therefore, use of
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the 40 pound block price is in the fornula is consistent with
California production and returns.
Cheddar Yi el ds.

Dairy Institute's proposal incorporates the yield
factor for cheddar cheese that is enbedded in the FMVO
Gass Il formula. Fat capture and yields range with vat
configuration. The range of fat capture and yields to
California can be expected to be simlar to that reflected in
the hearing records that establish the yield assunptions in the
current dass Il formlas.

Cheddar Make Al |l owance.

Dairy Institute's proposed cheddar nmake all owance
shoul d be anmended fromthe 22.91 cents included in Dr. Schiek's
testinmony, to 23.06 cents per pound cheddar. The 23.06 cents
make al l owance is calculated by adding California's cost from
t he CDFA nost recent audited cost studies of 22.91 cents per
pound cheddar and an adm nistrative additional marketing cost
al  onance of -- there's a denon there -- thought we got this
out -- okay. | would like the record copy to delete the dollar
sign before the 0.15, so it is 0.15 cents per pound on a dollar
basis . 0015.

Q Less than a penny?
A Less than a penny. Not even two-tenths of a cent.
Q | think your overly hopeful attorneys m ght have

i ntervened, so apol ogi es.
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JUDGE CLIFTON:  And Ms. Frisius has signaled that she has
stricken the dollar sign

M5. TAYLOR  This proposed make al | owance is both
consistent with the principle that the make al |l owance shoul d be
reflective of the nost current cost data available and is
consistent with USDA' s met hodol ogy fromthe 2008 Class II11/1V
Final Decision. Specifically, that decision adopted a cheddar
make al | owance based upon the CDFA wei ghted average cost from
its audited cost study rel eased Septenmber 2007m covering
cheddar cheese plant costs for January through Decenber 2006 of
19. 88 cents, plus a sales in admnistrative cost allowance of
.15 cents per pound. The sales and adm nistrative costs is
added because none is captured in the underlying CDFA cost
st udy.
Whey Cream Val uati on.

The Dairy Institute proposal contained in the Notice of
Hearing does not address errors in the valuation of whey cream
inthe Gass Ill price fornula. The issue remains a problem
but the econom c inpact of error varies around the country.
This is an issue that should be addressed through a national
Cass IIl1/1V hearing in the near future. The over valuation is
rooted in both volume and val ue assunptions enbedded in the
current dass Il formla.
The current formula assunmes that all of the fat

received at the plant that is not captured in cheddar cheese is
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recovered and converted to Grade AA butter. This assunption is
i nconsistent with manufacturing realities, and it is
Inconsistent wth the record fromthe 2006-2007, Cass I11/1V
price formula hearing. The existing Class Il price formula

al so assunmes the whey creamis used to produce G ade AA butter,
which is not permitted by USDA's own regul ations.

Whey creamoutlets are very limted in California. CQur
whey cream sales fromour California |ocations are generally to
one of three markets. One in California that seems to have
very limted demand, and two in Wsconsin. Qur prices net well
bel ow the CVE's AA butter nmarket, regardless -- let me re-start
that sentence. Qur prices net well below the CVE AA nar ket
price regardl ess of outlet for our whey cream

JUDCGE CLI FTON: Do you want us to insert the word "butter”
after the AA?

MS. TAYLOR  That woul d be fine.

JUDGE CLIFTON: Al right. Thank you, M. Frisius.

MS. TAYLOR Pricing in Wsconsin is at or below flat
market, that's CVE Grade AA butter -- depending upon the market
conditions. The cost of transport on our whey creamdelivered
to Wsconsin exceeds 54 cents per pound fat. The nunber of
buyers for whey creamnationally continues to shrink placing
addi ti onal downward pressure on whey creamreturns as sellers
are forced to ship whey creamgreater distances to find

mar ket s.
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While we are waiting patiently for a national
Cass II1/1V hearing to address this, the Departnent shoul d be
cognizant in this pronul gation proceeding of the over valuation
as they consider factors adopted in the bal ance of the C ass
[l forml a.

Separate fromthe whey creamtechnical error is the
need to anmend the Dairy Institute butter nmake all owance to
include the, again, delete the dollar sign -- to include the
.15 cent adm nistrative and marketing cost adjustnent. The
butter make al | owance woul d be amended from 17. 24 cents per
pound butter to 17.39 cents per pound.

JUDGE CLIFTON: And let nme coordinate with Ms. Frisius.
Have you stricken the --

M5. FRISIUS: Yes.

JUDGE CLI FTON: Thank you, the dollar sign. Thank you.

M5. TAYLOR  \Wey val uation

The California cheese industry experience of 2007 is a
case study in the setting of mninumregul ated prices above
market clearing |levels. The cheese industry stress was
mani fested in California by consolidation, producer paynent
defaults, and reductions in plant throughput. Although often
characterized as a "small cheese maker issue" it clearly was
not. Several |arge cheese plants w th whey processing capacity
al so experienced significant challenges. Land O Lakes was very

public about the financial difficulties at their CPl plant in
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Tul are, and subsequently sold that plant. Dairy Farnmers of
Arerica ("DFA') was simlarly quite clear that their Corona

pl ant had been a financial drain. Their August 8th, 2007,
press rel ease (Attachnment B) announcing the reduction in

t hr oughput August 31st, 2007, and pl anned cl osure January 1st,
2008, indicated that, "Market conditions and operating results
have hindered success at our Corona plant and in our American
cheese division. W constantly |ook for ways to end | osses and
stinulate profitability."

BY M5, VULIN:

Q And that press release is attached here on the |ast
page, Attachnent B?

A, That's correct.

Q Thank you.

A. In a conversation that | had the prior day with a
Seni or Executive of DFA, | was told that the Septenber 1
reduction was designed to reduce the plant throughput to a
| evel at which the processing of their whey streaminto any
product other than dry whey could be elimnated, thereby
elimnating the | osses on the other nore specialized whey
products produced at the plant. Although I'mnot privy to the
magni tude of the | osses on these other specialized whey
products, one can assune that they had to be very significant
to have justified the increased plant overhead cost per unit of

production that is associated wth the reduced throughput.

6175

BARKLEY
TRANSCRIPT OF PROCEEDINGS-VOL. XXXI Court Reporters



© o0 ~N oo o b~ w DN P

NN NN R R R R R R R R R
g A W N P O © O N O O M W N B O

Additionally, several of the petitioners at the
Sept enber 2007 CDFA hearing testified that they curtailed
cheese production due to the poor whey econom cs. Three cheese
plants struggled to fulfill producer payment obligations and
were placed on the ineligible list for the CDFA Producer
Security Trust Fund. Al of these changes were reflective of
the stress that had been created because the Cass 4b price
generated a mlk price that exceeded the revenue streamof the
finished products being produced by many of the state's cheese
makers.
Whey Fact or

The inclusion of an explicit whey factor in regul ated
pricing had its origin with the inplenmentation of Federal Order
Reformin January 2000. Simlar to California, many cheese
pl ants outside California did not, and do not, have whey
processing capacity. However, the inclusion of the whey factor
wthin the Federal Order systemwas expected to boost the
Cass Il price by a nodest enough anount that a small cheese
maker that |acked sufficient scale to cost effectively process
whey, was perceived to be able to cover the whey portion of
mlk price through prem uns garnered on the specialty cheeses,
if produced. In its first year of inplenentation, the whey
factor contributed 29 cents per hundredwei ght to the Federal
Order dass Il formla.

The explicit inclusion of a whey factor became an
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increasingly challenge for those w thout whey processing
capacity, as whey prices strengthened a few years later. Wth
whey driving up regulated m nimuns by over $3.00 per

hundr edwei ght at tinmes in 2007, plants w thout processing
capacity struggl ed and soon some were shuttered. |In Federal
Order areas, sone plants that are located in dense cheese
production regions were able to recoup sonme val ue by the sale
of whey to consolidators as prices increased. But, as

W sconsin cheese nakers M. Buhol zer and M. Stettler testified
earlier in this hearing, the whey factor was even problematic
for those cheese makers selling to whey consolidators in

W sconsin. The whey factor was al so problematic for

manuf acturers of whey proteins because dry whey values in the
mlk price formulas outstripped returns for protein in |actose.
It was not uncommon in that timeframe for cheese nakers unabl e
to recover the whey value assuned in the Class Il mlk price
fornula to negotiate with their suppliers for relief fromthe
full Cass Il price.

The existence of an explicit whey factor has been
probl emati c for cheese nakers w thout whey processing capacity
regardl ess of whether they are operating in the Federal O ders
or California.

Q M. Taylor, I wuld ask that you just slow down just a
little bit. Thanks.

A.  However, the binding nature of the current California
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State Order and the Cooperatives' Proposal 1, under which
mnimumregul ated prices are enforced on all Gade Amlk
manufactured in California, limts market based approaches to
relief. This lack of a pressure relief valve severely limts
the range of mlk values that can be applied to whey w thout
ri sking significant damage to plant capacity.

Mich testinmony has been incorporated into this hearing
record regarding the inability to economcally process whey in
snmal l er cheese plants. \Wey processing is highly capita
intensive. The extraordinarily high capital costs create a
barrier to entry for small cheese plants. In its raw form
dilute whey froma cheese vat has limted value in the
mar ket pl ace.  Ski mwhey, prior to condensing, is typically
around 6 percent solids. At this |ow level of concentration,
transportation costs quickly consune the historic market val ue
above cost of processing. Sone internediate size plants can
condense their whey for nore econom c transport for further
processing at a large plant. However, the returns achieved for
any intermediate products short of the finished whey that is
used in the mlk price fornulas, fall short of finished product
val ue.

The diversity of whey products al so creates chall enges
relative to explicit inclusion of a whey factor in the
regul ated pricing system Dry whey was historically viewed as

t he | owest common denom nator anongst all whey products. This
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was because it is the nost generic whey product requiring the

| east advanced technol ogy, and returns were generally | ower
than those for the nore highly refined whey proteins. It was

t hought that so long as the m |k price was based upon dry whey
prices, the whey contribution to the mlk price would not be
overstated for those who process whey. This |ong-held
assunption is challenged fromtine to tinme and was proven to be
incorrect in 2007. As nore processors invested in whey
fractionation technol ogy the increased production of whey
protei n concentrates depressed those prices.

Q By way fractionation technol ogy, do you mean further
processing the whey down to a usabl e substance?

A I'mreferring to the splitting of the whey streamto
isolate the protein fromthe carbohydrate, and the |evel of
isolation varies by product, but it is typically done by
ultra-filtration

Q Thank you.

A, Sinultaneously, as older plants producing dry whey were
not hbal | ed, the supply and demand bal ance pushed dry whey
prices up. Consequently, the portion of the mlk price
attributable to the dry whey val ue outstripped the returns from
whey protein concentrate, particularly in operations that did
not al so produce lactose. It was one contributing factor to
replacing the explicit whey factor within the California

Federal, excuse nme, the California Class 4b fornmula with a 25
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cents fixed factor in 2007. Proposal 2 --
JUDGE CLIFTON: |I'mgoing to stop you there. This is
extrenely val uable and very helpful, and I'mgoing to call a
five-mnute stretch break before you resune at the very bottom
of page 15.
(Wher eupon, a break was taken.)
JUDGE CLIFTON: We're back on record at 10:15.
Ms. Wulin, would you help us find our place again?
BY M5, VULIN:

Q Yes, we are on the bottom of page 15, starting at the
headi ng, Proposal 2 Wey Val uation

A.  Thank you.
Proposal 2 Whey Val uation

The Dairy Institute proposal appropriately caps the

whey contribution in the Cass IlIl fornmula in recognition that
44 C ass 4b plants do not even recover a |iquid whey val ue and
the viability of sone of those plants will likely be threatened
by the increased cost burden related to a product that they
cannot, even under best managenent practices, extract a val ue
fromthe whey stream Many small cheese nakers have testified
at prior CDFA hearings that they cannot sustain their
operations at an incremental mlk cost of $1.50 per
hundr edwei ght of mlk attributable to whey. They cannot
achieve the plant efficiency assuned in the formula make

al | onance for cheese, so our outsider perspective of their
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potential margins based upon | ocal specialty cheese sale prices
at retail is likely unrealistic. | cannot speak to how many of
t hese cheese makers are at risk of closing if the increnmenta
m |k cost generated by the whey factor in the fornula is
sustained at $1.50. But | will note that based upon prior
testinmony at CDFA hearings, even the $1.50 per hundredwei ght
mlk may challenge their viability.
Proposal 2 Alternative Wey Val uation

The Dairy Institute proposal to value the whey portion
of the Cass Ill mlk fornula relative to its concentrated
l'iquid whey value is consistent with the philosophy that the
O der will value the nost generic product within a product
group. The record clearly shows that there are scale barriers
to recovering full finished product value fromthe whey market.
Sone plants without sufficient scale to process their own whey
di spose of the whey into their waste treatnent sol utions,
ot hers sell concentrated whey either before or after
ultra-filtration to other cheese plants or whey consolidators.

The WPC 34 price index is the nost common reference
used for the sale of liquid concentrated whey by cheese plants
selling concentrated whey within California. As nmany w tnesses
have testified at this hearing, the prices received for that
l'i quid whey are discounted to reflect that the liquid
concentrated whey requires additional processing with highly

specialized and capital intensive equipnent in order to produce
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a full value product. |If sold FOB seller plant, the price is
di scounted by the buyer for the cost of transport. |If sold on
a delivered basis, the net return to the selling plant would be
the invoiced price, less the cost of transport. The dass Il
formul a should reflect the returns achievable at the
concentrated whey seller's plant.
The Dairy Institute proposal reflects a survey of
cheese plants and was corroborated by M. Barry Mirphy, a
consul tant working with many of the cheese nakers with
insufficient capacity to have econom cally viabl e whey
processi ng operations producing dry products at this hearing.
Wiey Make Al | owance.
To remedy the om ssion of the .15 cents per pound

admi nistrative and marketing allowance in the Dairy Institute
proposal, the whey make al | owance outlined in Dr. Schiek's
testinmony should be increased by that amount. And | will note
that | added "in" and would like that added in the record copy
prior to Dr.

JUDGE CLIFTON:  Prior to what?

M5. TAYLOR Dr. CQutlined "in" Dr. Schiek's.

JUDGE CLIFTON: Onh, Ms. Frisius, do you see? You're
inserting "IN, thank you.

MS. TAYLOR  The revised proposed make -- the revised
proposed whey nake allowance is 23.10 cents before including

transportati on and cooling costs in the formula.
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BY M5. VULIN:
Q And just to be clear, since we had a little mx up on
this earlier, the .15 cents per pound is |ess than a penny, in

fact .15 cents?

A Right. It is mdway between a tenth and two-tenths of
a cent.
Q Thank you.

JUDGE CLI FTON: Would you just read that |ast sentence one
nmore time?

MS. TAYLOR  The revised proposed whey nmake al |l owance is
23.10 cents before including transportation and cooling costs
in the formla.

USDA shoul d not adopt the Cooperative Class Il fornula.

The Departnent shoul d not adopt the Cooperative's
proposal for Class Ill and IV pricing. In essence, the
Cooperatives are asking for price equality with other FMMO s
w thout allowng for equality in the way the price applies.
The proposal sets the Cass IlIl and IV prices in California
equal to what was set in the balance of the FMMO s based upon a
hearing in 2006/ 2007. This proposal was supported sinmply by
the rationale that prices should not be different. They have
not entered evidence specific to the relevance of the fornula
factors to California.

The price levels generated by the cooperatives'

proposal, Proposal 1, have already proven untenable in a |ess

6183

BARKLEY

TRANSCRIPT OF PROCEEDINGS-VOL. XXXI Court Reporters



© o0 ~N oo o b~ w DN P

NN NN R R R R R R R R R
g A W N P O © O N O O M W N B O

onerous version. The price |evels exceed those that were
generated by the Cass 4b fornula, strike did, before
Decenber 2007, when overvaluation led to the financia
difficulties in closure of cheese plants, three cheese plants
being placed on the ineligible Iist for the Producer Security
Trust Fund for failure to pay tinely, and the sale of a
proprietary cheese conpany referenced earlier in ny testinony.
It is not difficult to anticipate the damage that woul d
be done if Proposal 1 is adopted. The proposal, once again
sets up the scenario of signals to producers to increase mlKk
production while signalling to cheese makers to reduce
manuf acturing capacity. Based upon history, that signal w |
be once again nmanifested in increased cheese plant
bankruptcies, plant closures, and a shift in manufacturing
volumes fromCalifornia to other states by multi-state
operators. The proposal would set up a scenario in which even
those of us wth a scale and capability to econom cally process
whey woul d be better off shifting production. In addition to
our cheese naking assets, we have invested hundreds of mllions
of dollars in capital to produce specialized whey products in
our California plants and continue to need to reinvest in order
to maintain markets in a highly dynam c narketpl ace. Adoption
of the proposal would, over the long-term result in a |loss of
reinvestment in California facilities and their eventua

obsol escence and cl osure.
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dass |V Formul as

Leprino encourages USDA to apply the sane principles to
Cass IV price formula as are advocated for Class |11
Regul ated prices nust not provide artificial financial
incentives between the manufacture of Class IlIl and IV
products. The very intent and nature of pooling is to nute the
conpetition for market outlets fromvarious uses of mlKk.
However, a pricing and pooling systemthat conpletely
elimnates the incentive to place mlk in its highest and best
use, or which provides an incentive to manufacture mlk into
| owered val ued uses, does not serve dairy producers,
manuf acturers, or consuners well. To acconplish neutrality,
the pricing fornmula nust be established by consistently
appl ying the same principles to both nmanufacturing conpl exes.
The Dairy Institute proposal takes an even-handed approach to
the two manufacturing classes, utilizing western-based prices
and California-based nmake all owances. Consistent wth that,
the nonfat dry mlk and butter make all owances shoul d be
i ncreased fromthose contained in Dr. Schiek's testinony by an
admi ni strative and marketing allowance of .15 cents, resulting
in revised proposed nmake al |l owances of 17.39 cents for butter,
and of 20.12 cents for nonfat dry mlKk.
Concl usi on

If the Departnent pronul gates an Order that is adopted

t hrough a producer referendum the outconme of this hearing wll
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have significant inpacts throughout both the U S. and gl obal
dairy industries. The production within California of 20
percent of the U S. mlk supply and significant vol unmes of
dairy comodities that also serve the global market nmakes it a
significant force across broad geography.
|f the Departnent pronulgates an Order fromthis

proceeding, it should adopt the Dairy Institute proposal,
Proposal 2. This proposal will allow mlk for manufacturing to
nove nore freely to its higher and better use. That, in turn,
will lead to reduced price volatility and provide a nore stable
plant forumw th which the industry can grow demand. It also
sets prices at market-clearing levels that allow for orderly
marketing. These are critical elenments that will contribute to
the broader industry's ability to drive demand to the benefit
of producers, processors, and consumers.
BY M5. VULIN:

Q Thank you, Ms. Taylor. And is there anything else that
you would like to add in addition to to your witten testinmony?

A. Not at this point.

Q Thank you.

JUDGE CLIFTON: | have a couple of coordinating points with
Ms. Frisius. On page 18, in the paragraph that is entitled
G ass 4 fornulas, as you read the statenent, Ms. Taylor, you
made a couple of words plural, and | propose that we add the

"S" to each of those words now, but |I need for you to confirm
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that's what we should do. So four lines up fromthe bottom of
t hat paragraph, the line begins, "western based price" and you
read "western based prices". Shall we insert an S?

MS. TAYLOR  Yes.

JUDGE CLIFTON: Al right. And again, the last line of
t hat paragraph begins with the word "al |l owance" and you read
"al l owances". Shall we add an S to that word?

MS. TAYLOR  Yes.

JUDGE CLIFTON: Al right. And then Ms. Frisius also
signaled to me in page 17, in the next to the |ast paragraph
actually, the last full paragraph, we struck the word "did"
and she signaled to ne that that has been done in the record.

MS. TAYLOR  Yes.

JUDGE CLIFTON: Al right. Then, Ms. Wulin, shall we dea
with the exhibit?

MS. VULIN  Yes, we would nove at this time to admt
Exhibit 135.

JUDGE CLIFTON: Is there anyone who would like to question
Ms. Tayl or before determ ning whether you have any objection?
Are there any objections to the adm ssion into evidence of
Exhibit 135? There are none. Exhibit 135 is admtted into
evi dence.

(Thereafter, Exhibit Nunber 135, was
received into evidence.)

M5. VULIN.  Thank you, Ms. Taylor, no further questions.
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JUDGE CLIFTON:  Wio will begin cross-exam nation of
Ms. Taylor. M. Beshore.
CRCSS- EXAM NATI ON
BY MR BESHORE:

Q Marvin Beshore.

Thank you, your Honor. Good norning, M. Taylor.

A.  Good norning, M. Beshore.

Q Let me, | want to start with just a few questions about
Leprino's operations and sales, and what's been referenced in
your testinmony today. First of all, not to repeat but just to
set the background, Leprino has six plants in the United States
outside of California, at which six nmanufacture, cheese
manufacturing plants as you testified the other day?

A, That's correct.

Q kay. And they are all in the Federal O der system
buy mlk that's pooled in the Federal Order system

A, W buy mlk, the areas where the plants are | ocat ed,
sone of themthat, froman -- well, first of all, they are all
nonpool plants.

Q Right.

A.  And froman econom c incentive perspective, there's
sonme areas where | woul d expect that all that mlk is pool ed,
but that decision has been nade by the cooperative that
supplies us. There are sone that are |ocated in areas where |

suspect that that may not be pooled full tinmne.
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Q Ckay. In any event, as you testified the other day,
the price of mlk at those plants averages to be at |east the
m ni mum Federal Order Cass Il price.

A. That's correct.

Q Ckay. What portion, if you look at Leprino as a
national production systemand conpany, six plants outside of
California, three plants in California, what portion of
production of cheese is in California versus the rest of the
country?

A, There are going to be certain things that I1'll be a
little bit more vague on because of privately-held conpany and
conpetitive issues. | wll tell youit is significant, you
know, in terns of the California footprint, very significant,
but I will not give you a precise percentage.

Q Can you give nme any nore than significant? Less than
50 percent in California of national total production?

A Yes.

Q kay. |Is it roughly proportional on a total plant
syst em basi s?

A No. Qur California plants are |arger on average than
our plants outside of California.

Q (Gkay. That gives us sonething to work with there.

Now, Leprino's product mx in its plants, is it, do you produce
all of the -- by the way, this infornation about standards of

identity for Mdzzarella on Attachnent A of Exhibit 134 is
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extrenely useful and interesting.

JUDGE CLI FTON:  135.

MR, BESHORE: 135, |I'msorry, Exhibit 135.
BY MR BESHORE:

Q Does Leprino produce all those products listed on
Attachnment A?

A. W do not.

Q Do you produce products that are not |isted on

Exhibit A Attachnent A to 135?

A Yes.

Q Ckay.

A. W produce many of the ones that are on A

Q Ckay.

A, But we do not produce nonfat Mdzzarella cheese.
Q The first one listed?

A, Right.

Q Ckay. Wat else?

A | don't believe that we produce the bottom one, the
Mbzzarell a cheese that's defined as 52 to 60 on noi sture and
greater than 45 on FDB. |'mnot certain of that, but that's ny
sense.

Q Gkay. And your sense is that you think you do produce
t he ot her six?

A Yes.

Q kay. |Is there -- is there specialization within the
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Leprino systemin terns of production of these products, that
is, does one of the plants produce all the, you know, |ow

noi sture part skim Mozzarella for your system or is there
specialization within products at your plants?

A.  There's sone specialization where some plants are
dedi cated to products where we can do full-day runs of a single
product, and there are certain designated plants where we w ||
do snaller runs for a specialized product.

Q Ckay. |Is there, are there any products that are run at
only one plant for full national distribution?

A. | believe we do have, | have not kept up on all of our
flexibility across plants, but | can tell you in the past that,
for exanple, the higher level of fat reduction that was
required for some of those cheeses restricted those products to
pl ants that had greater separation capacity on the front end,
because we don't want to sl ow down the production process by
the additional separation required and so we don't have that
| evel of separation in every plant.

Q kay. Level of fat skimseparation?

A Right. Right. W also have sone plants that are fully
dedi cated to shredding and freezing the product, selling it in
that form \Wat we call our quality |ock cheese, where we are
usi ng individual quick-freezing technology to essentially |ock
in the performance paraneters of that cheese at the tine it's

made. There are sonme other plants that will produce a bul k
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product that is shredded by our customer.

Q Gkay. So the plants that are, could you tell us where
the plants that are dedicated to shredding and distribution of
only that product are |ocated?

A, Tracy would be one of them Lenpore East woul d be one
of them and we have, just to clarify for the record, there is
no Zip code called Lemobore East. W have two manufacturing
facilities in Lenoore, California, and for interna
identification, we refer to one as west and one as east. So
our original Lenpore plant that we acquired in 1986, | believe,
is strictly the 1 QF production of cheese.

JUDCGE CLIFTON: It is what?

M. TAYLOR |IQFis the termthat | used. And that's
represents Individual Quick Freezing. And it's a technol ogy
that Leprino adopted fromthe frozen vegetable fol ks back in
the 1980's. And ny understanding is that Jim Leprino figured
out that if the vegetable guys could freeze peas and keep each
as a unique pea, that, you know, at that point, if people froze
shredded cheese, it would cone out as a big block of ice when
done. And so he figured that we should be able to do enough
research and devel opnent to figure out how to adopt that sane
technol ogy to cheese in a way that enhances the functionality
of that cheese.

BY MR BESHORE:

Q Gkay. And if | understood your testinmony, | don't want
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to get it wong, the Tracy and Lempore East plants are
conpl etely dedi cated TO produci ng product with that technol ogy?

A. That's correct. Lenoore West has that capability. It
al so has capability of producing a block Mzzarella, and it
al so has capability to produce a formthat we refer to as
ri bbon. And ribbon is a proprietary formthat only we produce,
where we, rather than formng the Mzzarella into, say, 6 pound
bl ocks or 20 pound bl ocks for bul k, we extrude the Mzzarella
com ng off the vat, but there's a m xing kneading process in
between. W extrude it into 1 to 2-inch thick ribbons that the
tech services folks would be terrified to have ne try to
describe this, just on an eyeball basis two feet wide in sone
cases, it varies by plant. But in any case, a long ribbon of
cheese that then gets cut up into sizes that we can either put
into thousand pound totes or into smaller packages that then
coul d be used through distribution to small independent
pi zzeri as.

Q Ckay. So the shredded products that are produced at
Tracy and Lenpore East?

A Yes.

Q East? Are they packaged right at the plant and then
sold FOB the plant?

A.  They are packaged at the plant and the sal es approach
w |l vary by custonmer. W have some custoners who pick up at

the plant, and in that case it would be FOB pricing. But the
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vast najority of our customers are priced at their |ocation,
and we have a systemwhere we don't want our custonmers to try
to dictate where their cheese is produced within the system it
Is inmportant for us to retain that flexibility across those
nine plants. And so we will price thembased on the delivered
price that we need to be conpetitive. And then, essentially,
we end up eating sone of that transportation cost, if we are
delivering it froman uneconom c source.

Q Ckay. That's -- you -- that's a pricing -- that's a
product sales policy that Leprino has for its purposes, that
you price, that you deliver it to your custonmer without their
w t hout themdictating the source?

A Yes.

Q Ckay. kay.

A. Now, | should clarify that, of course, we work with our
custoners and many custoners require plant approvals and al
those other quality parameters and work hard to nmake sure that
they are very confortable and we try to naintain the highest
standards on quality regardl ess of where we are producing it.
But the customers do have some collaboration. They generally
wll qualify a set of plants.

Q Gkay. So are the plants in California, Tracy and
Lemoore East, are they the only two plants in the systemthat
are dedicated to just one finished product?

A. W have been changing so nuch of our plant
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configuration, so let me think. They would not be. W
converted our Waverly plant to a fresh ribbon plant within the
| ast couple of years, so they don't have the capacity to flex.

Q So they are producing solely the fresh ribbon that
Vaverly, then?

A. Correct.

Q Is that the ribbon that you described earlier?

A.  Yes, yes.

Q kay. |Is that the only other plant that's specialized
to one product only?

A Qur Geeley facility, the newest in our system alsois
a fresh ribbon plant, does not have the capability to flex into
the individual |y quick frozen product.

Q So the fresh ribbon, let's say from Wverly, where
would it be distributed?

A, That would primarily be distributed into the Northeast
market. Miuch of it would go into that New York, New Jersey
i ndependent pizzeria market. Some may go outside of that
further down the Seaboard.

Q And the plants in Mchigan, what products are, the two
pl ants there, what products or group of products are produced
t here?

A. Renus is a string cheese plant.

Q Strictly string?

A, Strictly string cheese. Allendale is primarily a fresh
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ri bbon product, but also has the capability to produce the | QF
product .

Q Gkay. So is there any other plant besides Renus that's
a string plant?

A, W also produce string cheese in Ft. Mrgan, Col orado.

Q Ckay. Let's say you have string cheese custoners in
Texas, where woul d they be supplied fron®

A. | do not see the specific information. | would assune
that they would likely be supplied fromFt. Mrgan

Q And if you had string cheese custoners on the Wst
Coast here in California and other points, | assunme they would
be, where woul d they be supplied fron®

A. | presune also fromFt. Morgan. Now, there are --
there are sone constraints relative to what products can be
made in each of those plants, though, as well. So you may have
national distribution fromeach plant, it's not strictly a
di stance cal cul ation.

Q Ckay. Right. So based on the total product mx and
what plant you can nost efficiently and econom cally make those
products at, is it fair to just generalize and say Leprino's
got a national, it's got a national production system a
national custoner base, products that are distributed
nationally, and it is coordinated in the best possible fashion?

A, That's what we attenpt to do. And of course, with the

addendumthat it is an international custoner base at this
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point. W are focused on the national at the nonent, |
presune.

Q Rght. | was, but thank you for mentioning that. Now,
you indicated, | think, what, ten percent of roughly of

California production is exported, if | remenmber?

A. | believe that it was higher than that.
Q Ckay.
A | believe it was -- let nme | ook.

Q And | was drawi ng fromnenory, which is probably
faulty. Page 9, 13 percent, second full paragraph?

A Yep, that nakes sense. 13 percent on the cheese
production and close to 90 percent on the whey products, which
woul d be the conbinati on of the whey proteins and | actose.

Q Ckay. Do you export cheese or whey fromany of your
other facilities outside of California facilities?

A Yes.

Q \What percentage, if you know, fromthe Federal O der
systemof plants, if | can call themthat, systemof plants
outside of California?

A. | can tell you that all of the string cheese that we
export would cone out of plants that nake get Federal Order
m | k, because that's the only, those are the only plants that,
in which we produce the string cheese.

Q Ckay.

A.  The string cheese exported is largely used in stuffed
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crust pizza, which we have had that benefit of having invented
a technology that allows the cheese to nelt but not disappear
frominside the crust, and none of our conpetitors have done
that, and so we have been in that nmarket since probably the
late "90's. And as we talk, I"'mlooking for ny cheat sheets.
Coul d you ask your question again?

Q Wll, the question was what percentage of production
outside of California is export, cheese and/or whey?

A, Wiy don't | just give you the total conpany --

Q Sure.

A, -- percentages. W're, close to 10 percent of our
cheese is exported, and just over 60 percent of our whey in
various fornms is exported. As | |ook at the data, obviously
California makes up a big portion of that.

Q kay. Very good. Thank you.

JUDGE CLIFTON:. May | interrupt just a mnute, M. Beshore?
The Tracy plant, is that in California?

M5. TAYLOR  Yes.

JUDGE CLIFTON:  And how is Tracy spelled?

M5. TAYLOR T-R-A-CY.

JUDGE CLI FTON:  And the Lenoore plants, they are both in
Cali fornia?

M5. TAYLOR  Yes.

JUDGE CLIFTON:  And how is Lemoore spelled?

M5. TAYLOR L-EEMOORE
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JUDGE CLI FTON:  And | know you' ve covered sonme of this in
your prior testinmony, but | would |like to get it here. In what
state is the Waverly plant | ocated?

M5. TAYLOR Let's just call it New York, it straddles the
New Yor k- Pennsyl vani a bor der.

MR, BESHORE: It seens to show up on Pennsyl vani a
statistics sonetines for sone reason

M5. TAYLOR That's a good point. M understanding is that
we have had that plant since 1978. |'mnot sure who, but it
was sonebody prior to Leprino who decided it was a good idea to
build a plant that straddled two states. And apparently, when
we first started operating that plant, both states wanted to
apply all their inspections, etcetera. And eventually New York
deferred to Pennsylvania in matters of plant inspection, as
wel | as, as | understand it, reporting on the statistics.

MR, BESHORE: Sonebody said the intake was on one side,
probably on the Pennsyl vania side.

MS. TAYLOR That's correct, the mlk intake is on the
Pennsyl vani a si de.

JUDGE CLI FTON:  And how is Waverly spell ed?

M5, TAYLOR WA-V-E-R-L-Y.

JUDGE CLIFTON: Al right. And Geeley and Ft. Mrgan are
both in Col orado.

M5. TAYLOR Correct. Geeley is GREEL-EY.

And Ft. Morgan, is typically abbreviated Ft. MO R G A-N.
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JUDGE CLIFTON: Yes, with the Mdrgan being capital Mand a
separate word.

MS. TAYLOR  Correct.

JUDGE CLIFTON: And then in Mchigan, | knowit's been
spelled in the record before, but | don't remenber, howis
Renus spel | ed?

M5. TAYLOR Renus is RE-MUS.

JUDGE CLI FTON: Al l endal e?

M5. TAYLOR A L-L-EEND-A-L-E

JUDGE CLI FTON: Thank you. | know you have done, soneone
has done that before for ne, but |I thank you. M. Beshore.

MR, BESHORE: (kay.

BY MR BESHORE:

Q Do you know what proportion of your product, and I'I]
just talk national, not export, is sold FOB the plant versus
delivered to custoner's |ocations?

A. | do not.

Q Wuld it be nore than half, less than half? Wich is
the greater?

A. | think that nore than half is on a delivered basis.
The net effect on the economc side is pretty conparabl e.

Q Gkay. You have tal ked about distribution from
California east of the Mssissippi and into the Southeast. Is
that, is that true? Do you distribute fromCalifornia plants

East of the Mssissippi and into the Sout heastern United
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States?
A.  Yes, a great deal of our product flows into the
Sout heast .
Q Fromthe California plants?
A, Fromthe California plants.
Q kay. So to deliver fromCalifornia to the Southeast,

you have a plant in New Mexico, correct?

A. Correct.

Q And you have two plants in Col orado?

A, Correct.

Q And you go past those plants, |I nmean not literally past

the plants, but you take product that's produced West of them
and deliver it to points hundreds of mles, hundreds of mles
east of those |ocations, correct?

A Yes, and that's reflective of the vast consunption in
t he Eastern Seaboard versus the vast production that we have in
our western network.

Q O is it based on the products that Leprino, where it
manufacturers its products as well?

A. There is an inpact by product, but regardless, and we
have, over time, adjusted which products we're producing in
which plants. And even when, nuch of the product that's going
into the Southeast is in the IQF, the quality |ocked cheese
form Even when Roswel |l was producing that same product forum

on a full-time basis, product fromCalifornia was transported
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into the Sout heast.

Q But less than it is now because Roswell is not
producing it, and therefore, you have to transport nore from
California, correct?

A I'mnot sure that it's less. | have not seen that
data. There's a lot of California, because of the fresh
product that we're producing in Lenpbore West, a |ot of that
product is going up to the Upper Mdwest, and so that is
di spl acing some of the QC that we have produced ot herw se
here, so | don't have the data to determne that. But the
nmovenments are not irrational. They are -- they are, it's
because of the demand in the Southeast. There's a trenmendous
amount of demand and we serve a |lot of the large pizza chains,
and ship into their distribution centers in the Southeast.

Q But it is a product of where you produce it and where
your custoners demand it, it's a conbination?

A It's a conbination. Yeah, we wll optimze the system

Q The, what is the fresh product that you reference
that's produced in Lenmoore West that's shipped into the
M dwest, Upper M dwest?

A. That's the ribbon product that | referred to quite
often, shipped into the Upper Mdwest in the thousand pound
totes. As nuch as we would like to think that all custoners
woul d want to have the quality | ocked cheese that we produce,

the 1 QF cheese, there are many custoners who are food
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manuf acturers, whether they are making frozen pizza, or

entrees, or something else of that sort, who have shreddi ng
operations within their production line. So if you can picture
a pizza production line, the cheese application is a very snal
part of that. They already have the equipnment that will shred
and dose it, so they are |ooking for bulk cheese rather than
pre-shredded cheese.

Q Does anybody produce that product in the Upper M dwest,
any of your conpetitors?

A Yes. A lot of those custoners are buying from nmany,
many, different sources, and they will be using Mzzarella that
m ght be in block form not ribbon, so the equipnent is set up
so it is not constrained to only use the ribbon form

Q So is that an exanple of a situation where you say,
product is manufactured in California, shipped to converter
| ocations or processor |ocations outside of California, and
t hen shi pped back into California for consunption?

A Yes, that would be one of those cases, and it would be
shi pped back into California. It could be shipped back in as
retail shredded cheese that's been packaged by those custoners,
or it could be shipped back inin the formof a frozen pizza or
any nunber of other food itens.

Q kay. Now, you have not offered any cost of
production. | nean, any manufacturing cost information from

Leprino for this hearing record. Do you intend to?
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A No. | know !l could pull sonme data relative to
conpari sons, say, of electricity or any number of other things
that are inputs. | can tell you that we, when | have | ooked at
that in the past, and | have chal | enged our production
accounting folks to dissect it in different ways. The
challenge with doing it on a plant basis is we have such
differences across the plants. But if you ook at it relative
to the rate per input, our costs in California are
significantly higher than they are in outside of California.

Q Well, the total production of cheese, these cheeses are
all, you know, you are different products are all specialized
and represent different costs anong them do they not?

A.  For the individual cheese, absolutely.

Q ay.

A. And that's why you get driven toward | ooking at rates
and not rolled up nunbers.

Q There's also not been any price information offered
W th respect to Mbzzarella or any other Italian cheeses for
purposes of mlk price, mninummlk pricing. Do you intend to
provi de any for the record?

A. No, and quite honestly, the net returns for any typica
Mozzarell a manufacturer equilibrate over time with a net return
for a cheddar maker, because there is sufficient flex capacity
across the country by conpani es who can divert mlk into the

hi gher return use that will conplicate the record by what is

6204

BARKLEY
TRANSCRIPT OF PROCEEDINGS-VOL. XXXI Court Reporters




© o0 ~N oo o b~ w DN P

NN NN R R R R R R R R R
g A W N P O © O N O O M W N B O

the Mbzzarella discount to the CVE that offsets the higher
yield. And what's the manufacturing cost? The market forces,
t he econom cs, and conpetition across cheese nmakers drives
those net returns to equilibrate over tine, so it's not
necessary for the hearing record.

Q Solet ne see if |I understand this. First of all
Mozzarella, or Italian, Mozzarella by itself there's nore
Mozzarell a production than there is cheddar production in the
United States today, correct?

A As | said in ny testinony, yes.

Q And if you take all Italian types, there's roughly 50
percent nore production total U S. than cheddar production
correct?

A. | haven't |ooked at all Italian.

Q kay. Well, the dairy product sumrary will be in and
shows that. And it's your position, and | take it that of the
Dairy Institute, that in order to have, that if you were to put
price and make cost information about the Italian types or
Mbzzarella, it would just be too confusing for the Secretary to
figure out in comng up with mnimmprices for producer mlKk
correct?

A It's ny contention that it's irrelevant because it
doesn't represent a cheese that can be very specifically and
uniformy identified. |If you do narrowit to that product that

could be narrowWy identified, as | worked through in ny
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testinony, that's probably a | ow noisture part skim product,
and by the tinme you |ook at that volune, it is nuch snaller
than the cheddar production that's eligible to be reported.
Therefore, it's not worth looking at. On top of that, it's
al so just inconsistent with the concept of going to the nost
generic product. |It's also inconsistent with the concept of,
again, the returns equilibrate.

Q | understand that's your assertion, but there is
absolutely no information in this record in terns of financia
information, price, or cost information with respect to
production and sales of Mdyzzarella or any other Italian types
to evaluate that assertion; isn't that correct?

A. That's correct. But | have put into the record the
fact that you have much | ower volune that would be eligible.
And, in fact, the co-op proposal does not use anything other
t han cheddar, and so it was not sonething that we would have
even considered in the dial ogue.

Q But your economcs, your testinmony with respect to the
results of a mnimumoprice with respect to cheddar are based on
what you assert woul d happen with respect to production of
Italian cheeses for Leprino and everybody el se who does Italian

cheeses as well as cheddar nmanufacturers?

A, I'mnot sure | understand what your question is.
Q Ckay. If we're pricing all cheese at one price,
Cass IlIl at one mninumprice, when you tal k about econom c
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effects, you are not, you are tal king about economc results
for all cheese manufacturers, not just cheddar nmanufacturers.
Wien you assert that there will be constraints in production,
| osses, etcetera, you are tal king about everybody, not just
cheddar manufacturers, correct?

A, Al producers of what | would termcommodity cheese.

Q Gkay. Only producers of comodity cheese?

A. There are going to be sone differentiated products,
whether it's on the cheese side or otherw se, that may have
different effects.

Dai ry Goddess is producing cheese. Bless her if she
can get a nuch higher price at the local farmmarket, but in
California where 40 billion pounds of mlk is produced, the
mar ket must clear through commodity cheese.

Q Ckay. Your Honor, | would suggest this is a good tine
for the norning break, at least | would nmake that notion.

JUDGE CLIFTON: | agree. And I notice that we have got
sone new peopl e that have arrived, and they may want to
testify, and this will give people a chance to greet them

Ms. Wulin, did you have any extra copi es of
Ms. Taylor's testinony? | know a couple of the gentlenen in
the back would |ike that.

M5. VULIN. W have one but we can make nore.

JUDGE CLI FTON: There's some on the back chair. Ckay.

Good. Al right. Let us take a 15-mnute break. Please be
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back and ready to go at 11:17. 11:17.

(Wher eupon, a break was taken.)

JUDGE CLI FTON: W are back on record at 11:18.
M. Beshore?

MR, BESHORE: Your Honor, there is a dairy farner here who
has come to testify, and I'mcertainly perfectly prepared to
yield to himtestifying at this time, and he's prepared to go
forward now.

JUDCGE CLI FTON: Wonderful. | invite you to cone forward,
sir. And I'mgoing to ask that you come up on the platform
next to me. There are sone steps at the opposite end of the

platform Wl cone.

You may be seated. |'Il swear you in in a seated
position. Wat |1'Il do, I'Il swear you in first, and then |'I|
ask you your name, and to spell it, and then we'll go from

t here.
MR. VERBURG  (kay.
JUDGE CLI FTON:  Wul d you raise your right hand, please?
Do you solemly swear or affirmunder penalty of
perjury that the evidence you will present will be the truth?
MR VERBURG Yes, ma'am
JUDGE CLI FTON: Thank you. Pl ease speak into the
m crophone rather than to ne, because that way it will be
captured better. And state and spell your name.

MR, VERBURG (kay. M nane is Jacob, J-A-C OB,
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V-E-R-B-UR G M address is 1142 --
JUDGE CLIFTON: Let ne stop you. W'Ill take a business
address if that's al so where you operate your business.
MR- VERBURG Yes, sane.
JUDGE CLIFTON: Yes. Al right. You may proceed.
MR, VERBURG M address is 1142 North Hart Road, HHA-RT,
Mbdesto, California. 95358.
JUDGE CLI FTON: And Mddesto is |ess than a hundred mles
fromhere; is that correct?
MR. VERBURG Yes, Stanislaus County.
JUDGE CLI FTON: Very good. M. Beshore?
DI RECT EXAM NATI ON
BY MR BESHORE:
Q | thank you very much for comng today, M. Verburg.

And you have some comments you would Iike to nake and pl ease

have at it.
A.  Thank you. | have a witten statenent first and then
after a witten statenment, | have some comments to make about

our sick industry.

I, nyself, and nmy son, we operate Verburg and Son
Dairy, and we are in support of the Federal Marketing O der
proposal put forward by the Cooperatives, and that's
Proposal Number 1.

My dairy operation, like |I said, is in Mdesto,

California. W mlk between 950 and 1,000 cows. | have been
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in the dairy business on ny own for 53 years. Before that, we
were in the dairy business, of all places, in Torrance,
California, which is where we had a Cash-and-Carry, at nmost. |
don't know if everybody knows what a Cash-and-Carry operation
is, but that's where you mlk the cows, you process the mlk
and you sold it through the front door. |In those days, we're
tal king about the '50's now, in those days you could actually
sell your mlk for half a cent to two cents, dependi ng on what
the state said, |less than what the |ocal grocer could sell it
for, because you were processing and selling on the prem ses.

| don't think there's a Cash-and-Carry left today. W were the
| ast dairy to | eave Torrance because they passed an ordi nance
saying we don't want anynore cows in the city. So we were the

| ast ones to | eave Torrance.

As far as the rest of this, I'mjust going to read it
to you. Ckay.
Time and time again, | and other dairy producers have

called California Department of Food and Agriculture (CDFA) to
fix our state pricing system so that | and other dairy
producers in our state are paid prices for our mlk that are in
line with the rest of the country. The failure of the COFA to
fix our state systemhas |ed ne and other dairy producers
across the far state, to support joining the Federal Marketing
Order system

| have been a dairy producer in California all my life.
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Qur state has sonme of the highest costs and of production in
the country, due to high cost of land, dairy input, cost
associated with environmental |abor, which is really starting
to hurt us, and all the other nmany regulations that dairy
producers nust adhere to in order to operate a dairy in the
State of California. Adding the unprecedented chal | enges
created by the ongoing historic drought, nmake the outl ook for
dairy producers here nore uncertain.

| and other dairy producers sinply cannot afford to be
so significantly underpaid conpared to dairy producers in the
rest of the country. As to the cooperative proposal states,
dai ry producers in our state have been paid an average of $1.85
a hundr edwei ght | ower average from August 2012 to May 2015. If
our prices are inline with producer prices in the Federal O der
system we would not have seen nore than 300 dairies exit the
| ast five years, and nmany nore dairy producers questioning
whet her or not to continue -- and my son is one of them

Not only are we paid significantly less than farmers in
other states, we are also at a great disadvantage under the new
Dairy Margin Protection Program Because our prices in this
state are so nmuch lower, the Dairy Margin Protection Programis
much |l ess effective in California, given the fact that all mlk
price used for the MPPP approaching $2.00 higher than the price
| and other dairy producers in our state receive. This program

provi des no real safety net when prices are out.
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| support the Cooperatives' proposal because it wll
align our pricing wwth the Federal Oder system continue our
state quota programthat dairy farnmers have invested in over
many years, and bring the process of determning our prices
infine with the rest of the Federal Order system

That's the end of nmy prepared witten statement. Now,
| want to get personal.

| have one son that refused to mlk cows. He said,
"Dad," he says, "lI'mgoing to grow alnonds." He said, "It is a
lot easier life and it pays better." | lost that son, but he
still, the fact remains is, ny grandson is now farm ng those
al nonds, and he's doing real well. Around ny dairy, there is
no nore open |land, except what | own. It's all trees. Wen
noved there in 1963, when | bought that ranch, there was 27
dairies on North Hart Road, which is two mles long. Today I
amthe only dairy on North Hart Road. There are no others.

| know we're producing nore mlk today than what we did
in 1963, | understand that. But we have gotten nore efficient.
The system has made us nore efficient.

My other son today, he is saying, "Dad, why are we
doing this?" Because | |love cows. But still, we can't
continue the way we're going, it's not going to work. You are
going to |l ose nore and nore of these producers. So | ask this
hearing, please consider these proposals that are before you

ri ght now and today.
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If you have any questions, please, |'ll answer themto
t he best of ny know edge.
JUDGE CLIFTON: M. Beshore.
CROSS- EXAM NATI ON
BY MR BESHORE:

Q Thank you, M. Verburg. | had just one question. |
don't think you covered this. Can you just tell us alittle
bit about how you market your m |k, who you sell it to, and
what your history's been that way. And also, I'lIl just throw
out a second question, you can get into both of them Do you
have any quota and how do you | ook at that?

AL M dairy sells mlk, for 40 years we sold to Berkel ey
Farms which were the Sabbati Brothers, they sold their
operation to Dean Foods. Wen Dean Foods bought it, they
deci ded that they were going to have all their mlk come from
DFA. I'mnot a very co-op m nded-type person. |'mtoo darn
i ndependent to be co-op mnded. Even ny walnuts don't go to a
co-op, okay? And | do have wal nuts.

So when Berkel ey deci ded they had to have co-op mlk, |
quit Berkeley and | went to Foster Farms, which is now no
| onger Foster Farns, but they go under a different |abel today.
But that's where ny mlk goes to today, is to Foster Farns. |
have been with Foster Farns now for about six and a half, seven
years.

As far as nmy quota, |I'mone of the few people in the
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state that is covered by over 80 percent of my production
which is covered by quota. |If you ook at the value of the
quota today, the value of ny quota is over $2 mllion, if |
were to sell it tonorrow norning. So a lot, | hear a |ot of
argunents fromfellow dai rynen saying, "Ch, well, if | had your
quota, | would never go for a Federal Order because you are
going to | ose your quota.” GCkay. | feel so strongly about
this Federal Order that it's going to work and we're going to
be able to keep our quota, that | amwlling to sacrifice that
$2 mllion. That answer your question?

Q Yes, sir

JUDGE CLI FTON: W next has questions for M. Verhburg?
MR. VERBURG You got a pretty quiet crowd here today.
JUDGE CLI FTON: Yeah, but they are thinking. You just --
you just unloaded a Iot, as you know. M. Taylor?
CRCSS- EXAM NATI ON
BY M5. TAYLOR

Q Good nmorning, M. Verburg.

A Good norni ng.

Q M name is Erin Taylor. |I'mwth the US Departnent of
Agriculture, and | would Iike to first thank you on behal f of
the Departnment for com ng here today and taking time out of
your schedule to conme down here and give us your thoughts on
this proceeding. It is very inportant the Department hears

directly fromproducers, so we first want to thank you for
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participating.

You said you ml ked about 950 to 1,000 cows. The
Departnent, in making its findings, has to consider the inpact
on snal | businesses. And the way that's defined, we have cone,
and roughly about a production of 315,000 pounds of nilk a
nonth. Wuld you fit under that small business definition?

A. No, I"'mover that.

Q And you stated you have over 80 percent of your
production covered by quota?

A, Yes, ma'am

Q Is it your opinion that that quota and that extra val ue
you get fromthat is hel ping you keep busi ness goi ng when you
feel that the prices aren't currently aligned? You are not
getting an adequate price as conpared to other producers in the
rest of the country?

A. Correct.

Q Ckay.

A. That's correct. The quota right now, last tine |
checked, quota was bringing back a net return of about 16
percent. So nowhere el se can you get an investnment today in a
bank and get 16 percent back on your investnent. GCkay? So
qguota has al ways been an excellent deal, and that's why | own
as much quota as what | own.

Q How |l ong have you owned that quota? Have you been

pur chasi ng as you have been getting --
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A. | have been purchasing over the |ast, alnost when
Gonsal ves Pooling Act canme in, which is what created the quota
system when M. Consalves created that in the legislature,
that's what | received, | think, sonething Iike 120, 130 pounds
of quota, because | was only mlking at that time 72 cows. So
over the years, | have always, when | increased ny herd,
increased ny quota, because it's always been a good deal. A
| ot of guys bought new pick ups and new cars for their nother,
but not me. | bought quota.

Q Thank you very much.

JUDGE CLIFTON: So, M. Verburg, you understand that if the
USDA proposes that there be a Federal MIk Marketing Oder for
California, that the proposal would then be voted on by people
such as yoursel f?

MR. VERBURG Yes. Yes, | understand that. And believe it
or not, I'ma citizen of this country now, so | can vote.

JUDGE CLIFTON: You say that as if it's not been al ways
true.

MR VERBURG Well, it's been true for the last 25 years.
But you got to renenber, nom and dad showed up in this country
at Ellis Island in 1952 with ten squalling brats. Gay? And I
was one of the ten squalling brats.

JUDGE CLI FTON:  You were a squalling brat in your younger
years?

MR, VERBURG Weren't we all? Just ask your nother
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JUDGE CLI FTON: Fromwhat country did your parents come?

MR. VERBURG W are all emgrated from Hol | and.

JUDGE CLIFTON: Holland. And is Verburg a dutch nane?

MR. VERBURG Onh, absolutely. Yes, it is.

JUDCGE CLIFTON: It doesn't seemto have enough vowels to be
Dut ch.

MR. VERBURG You are tal king about soneone that's from
Friesland, not fromHolland. GCkay? |If it's Fries, which the
other half of the dairy population is Fries, okay? That's the
province of Holland that's clear up against the German border,
Ckay? That's Fresland. Gkay. |In Holland we al ways called
thema "Frases stive kopf, sic" which nmeans a free stiff head.
Because they were very stubborn individuals, not that Dutchman,
because | think I just explained to the gentlenen back here a
little while ago, | said, "You know, when it comes to Dutchnen,
wooden head, wooden shoes, wouldn't |isten."”

JUDGE CLI FTON: Do you know how to spell Fresland?

MR VERBURG  Yes.

JUDGE CLIFTON: Howis it?

MR. VERBURG F-R-E-S-L-A-N-D, freeze | and.

JUDGE CLI FTON: Thank you. W else would Iike to question
this producer?

MR. VERBURG He's got a question, | just knowit.

JUDGE CLIFTON: Are you talking about M. H Il right here?

MR. VERBURG No, | don't know the gentleman's nanme, but |
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can see it on his face.

JUDGE CLIFTON:. M. Vetne, do you have any questions for
M. Verburg?

MR. VETNE: No, but I'mgoing to wal k up here anyway.
just wanted to bond with you a little bit. | was one of --

JUDGE CLIFTON: Identify yourself, please.

MR. VETNE: |1'mJohn Vetne, I'ma representative for Hil nar
Cheese, and | was one of three squalling brats that arrived in
this country in 1952 from Norway, not too far away, ya?

MR VERBURG Yeah. But | didn't think that was your
questi on.

JUDGE CLI FTON: Does anyone el se have questions for
M. Verburg? None. You do get off lightly, sir.

MR. VERBURG | have been lucky all my life. The reason |
have been lucky all nmy life is because this country let ne in,
and that's why | have been lucky. [|'mproud to be an Anmerican
citizen.

JUDCGE CLI FTON: Ms. Taylor, | know you hate to foll ow that,
but wel come back. And thank you both Ms. Tayl or and
M. Beshore, for yielding the floor. And M. Beshore, you nay
resume your exam nation of M. Tayl or.

CONTI NUED CROSS- EXAM NATI ON
BY MR BESHORE:
Q Marvin Beshore. Thank you, your Honor

Ms. Taylor, when we left off, if | remenber, we were,
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some of the discussion was with respect to the use of cheddar
costs, the cheddar, cost of manufacturing cheddar as a proxy
for cost of nmaking all cheeses with one Class IIl price, and
you indicated that you felt the costs of making Mozzarella or

Italian cheeses and cheddar woul d equilibrate over tine, that

they woul d be cl ose because -- is that a fair?
A. | think you m sunderstood ne.
Q Ckay.

A It's the net returns that equilibrate over time. You
have different yields, different costs, different prices
received, but it is the margin that re-allocates mlk to
what ever the higher margin product is.

Q Are you -- is there plant capacity that can switch from
one to the other in terms of the higher return?

A, Yes. Divisco has flex capacity of significance. |
bel i eve that Forenost Farns still has capacity, | believe that
Land O Lakes still has capacity that can flex between cheddar
and Mbozzarella production. Additionally, over time you wll
see new plant investnments that convert plants, if again, the
margi n on one cheese exceeds the sustained margin on anot her
cheese.

Q Ckay. So as far as pricing of mlk for cheese is
concerned, while there are at anytinme different returns perhaps
fromdifferent products, over tinme you are satisfied with one

m ni mum regul ated price because over tine the returns wll
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equilibrate or equalize?

A.  Yes, and specific to commodity cheeses.

Q Is that what Leprino makes, commodity cheese?

A, Yes. | would say that the Mdzzarella space, we have a
fair anount of specialization within that space. But we're
still disciplined in the marketplace relative to the
alternatives, |like any other comodity cheese.

Q Gkay. You have suggested in your testinony that if
there is, that there's substantial risk in setting the
regul ated price too high, over regulating prices results in
di sorderly nmarketing, etc., I'"mon page 3. Can you tell us,
since the current prices were established in the Federal Order
systemin 2000 with Federal Order Reform what disorderly
mar keting has been created by the Federal Order prices?

A. There -- in the area of discretionary application of
that mlk price due to nonpool plants in areas where the
| ocation value is | ower, there has not been disorderly
marketing for, because, for exanple, in the Pacific Northwest,
all the primary cheese assets are owned by cooperatives and
t hey have chosen not to be bound by the Cass IIl formulas, as
| understand it. They don't use the NDPSR in their formula at
al | because it overval ues the cheese price.

Simlarly, in 2007, when the whey val ue exceeded what
could be returned by cheese makers who didn't have that whey

capacity, and in sone cases cheese nmakers who had fractionation
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capacity but the returns didn't neet the sweet whey assunption
in the fornmula, because they were not bound by m ni mum

regul ated prices being nonpool plants, they negotiated safety
val ve rel eases, and so in those cases, had they been bound into
the regul ation, as Proposal 1 suggests, there would have been
di sorderly marketing.

Rel ative to cases where the Class Il price applied and
created disorderly marketing because those cheese plants were
in areas where essentially you have to participate in the Oder
regulations in order to conpete for mlk, those areas |I'm not
sure | can come up with a specific disorderly marketing
condition. Many of those al so have hi gher value, m |k higher
val ue cheese returns because they are so close to the
consunption areas.

Q Ckay. So you are saying the Pacific Northwest is an
area, but let's set that aside for the nmonment. Can you tell me
what other areas or plants or players you are tal king about
Wi th respect to the 2007 situation in the Federal Order systenf

A, Again, we nay be defining things differently and
preci sely, because sonme of these are, you know, they are in
areas that are regul ated by Federal Orders, but the Federal
Order price is such that either that or their ownership
structure is such that they are not bound to that Cass Il
price. |'mthinking of places |ike the Southwest, where

understand that the JV between G anbia and the co-ops drive a
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price on a product price fornula that is separate fromthe
Cass Il formula. And so by its nature result in prices that
sonetines fall below Class IlIl. | believe that the same woul d
be considered for the plant in Dalhart, Texas. | don't recal
the particular situation in 2007. | have also been told that
there were and Utah cheese plants that, again it is, right now
we don't have an Order that specifically --

Q There was no Oder there in 2007

A.  -- covers that geography, but ordinarily sone of those
pl ants woul d have paid on dass IlIl and negotiated with their
m |k suppliers during that period to pay a |lower price that was
nore appropriate based on their returns. And so the |lack of
di sorderly marketing in that period west of the M ssissippi
was largely related to the lack of a binding price.

Q Now, do you have personal know edge of the ternms of the
joint venture between, with respect to d anbia and Sout hwest
Cheese?

A. | do not have know edge of the specifics.

Q kay. So any testinony that you are giving with
respect to what prices may be payabl e by Sout hwest Cheese for
mlk at that plant, are not based on your personal know edge?

A, That's correct.

Q And, of course, in terns of my question was in 2007
now you tal ked about Utah, but there was no Federal Oder there

in 2007. You understand that, correct?
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A, That's correct.

Q Sothenin terms of 2007 problens in the Federal O der
systemyou are citing Sout hwest cheese for which you have no
per sonal know edge of the transactions, and the Dal hart plant,
isthat it? Are there any other, do you have any ot her
exanpl es of issues that you would cite?

A.  There were, mny understanding again, Pacific Northwest
we have cheddar production nade by cooperatives. And ny
understanding is that it is not isolated to 2007 in that case.
But because the NDPSR price is a weighted average across the
country, and that average represents sone |ocation val ue east
of Washington State, that they do not pay a mlk price that's
based on the NDPSR survey. They have that discretion, both
because, again, cheese in the Federal Order, typically cheese
mlk is not obligated to be part of the regulation,
addi tional ly, because they are cooperatively held.

Q Gkay. So because they are cooperative plants they
don't count basically, is your view?

A (Oh, certainly they count, they are an inportant part of
the market. But relative to disorderly marketing, because they
are not obligated to pay the price that otherw se overval ues
mlk, it didn't create disorderly marketing.

Q In terms of what was paid, what's been paid for mlk in
the Pacific Northwest, you would agree with me, would you not,

that the mailbox price information that's regularly conpiled by
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the federal Market Adm nistrator and published as part of this
record would indicate what's being paid to producers?

A. \Wat's being paid to producers, correct.

Q Gkay. And if that's being paid by producers by
cooperatives, they are, they nust be getting the nmoney
somewhere to pay it to producers, correct?

A.  Yes. And the cooperative has a range of outlets, both
fromtheir own production which covers a narket basket of goods
that goes well beyond cheese, so it can be com ng fromthat.

It also could be comng fromrevenue on their bulk mlk sales.

Q Ckay. So, let me ask this. Have you done any, as
understand it, your testinony and the Dairy Institute position
W th respect to pricing in the Federal Order system is that
the relief valve of depooling provides a significant revenue
protection for purchasers of mlk in Federal Order systemthat
you don't see in Proposal 1 and is a mgjor factor in opposition
to Proposal 1; is that correct?

A. It's not revenue protection, we're tal king about cost.

Q kay. Cost. That the cost that, that the depooling
option, fromyour perspective, reflects a cost of mlk that is,
reflects a cost of mlk factor that is inmportant and not
reflected in Proposal 1, correct?

A 1'll depart from depooling because | think depooling
inmplies that the mlk is nornally pool ed, and say that the

opti onal pooling and participation provides a relief valve
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agai nst regul ated prices that are above narket clearing |evels.

Q Gkay. And, therefore, if it applies, if it involves
any relief at all, would have to mean that the buyers are
paying | ess than the mninmumregul ated price, the nonpoo
buyers, correct?

A, Not necessarily.

Q Wll, if they are still paying the mninum cl ass val ue,
what's the relief?

A. There are decisions to be made relative to, let's say
that you ordinarily pooled and you see an econom c opportunity
for a short time, it may be that the repooling provisions are
such that that will inpact, you know, your decision to be in or
out in any given nonth.

Q Have you done any studies for this record of the
economi cs of pooling, electing not to pool, depooling, and
actual prices paid for mlk for the manufacture of cheese in
any Federal Order markets?

A, No.

Q Let me -- the map regarding production and consunption
shifting topics here. | just have a couple of nore | oose ends.
On page 8 of Exhibit 135. That doesn't reflect any export
consunption, correct?

A, Correct. And that's where the mddle of the page 7 |
noted that if you just do a kind of broad adjustnent, the

646 pounds reduced by 15 percent exports, then the donmestic
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consunption would be inplied to be 549,

Q (Ckay. But the western states are mmjors, including not
just California, but |daho, Washington, Arizona are major
exporters of manufactured dairy products, are they not?

A Yes.

Q Wth respect to the request to include a .15 cent
add-on to nake al | owances, whey nake al |l owance, or cheddar nake
al | onance, or western-based prices, that .15 factor in the
Federal Order fornulas is based on data fromwhat, the Reform
process?

A. That's correct, so it's probably | ow.

Q Ckay. But it is good enough as long as we get it in
t here?

A At the nonent it is, until we have such tine to have
sonme broader study on the issue.

Q Wiich mght apply to prices as well, they are good
enough now until we had a national hearing to potentially
change then?

A No, | wouldn't agree with that. | think that you
significantly risk plant capacity in the application of your
proposal. The magnitude of the overvaluation is nuch nore
significant. If we're off on this .15 by a factor of 2, if
really it should be .3 at this point, just know ng our own
cost, | would be confident to say that that factor should not

be lower, if anything it's higher. W are off by less than
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two-tenths of a cent per pound. W are not multiplying that by
10. Pretty mninmal.

Q Just so we understand, and there's no question here,
it'"s fine to be off low, but you don't want to have any
possibility of being the least bit high in prices, correct?

A. No, actually, if we're off on this, it would nmean that
we're going to be overvaluing mlk. But we're off by, we're
overvaluing it by a nuch snaller magnitude .15 to .3. Let's
say that the administrative and sal es costs are doubl e what
we're estimating here. That's a much | ower nagnitude of being
off. You know, if we corrected it, we would have a | ower
regul ated price.

Q R ght.

A, But what you are tal king about is potentially a
regul ated price that's off by, you know, north of a dollar, not
overestimated by --

Q Rght. W're talking about the dollar plus that
M. Verburg just testified about, that is the difference
between what he's paid for mlk and what producers in the rest

of the country are paid for mlk for the same purposes,

correct?
A. | mssed his testinony.
Q You did?
A | did.
Q That's a shane. GCkay. On page 6. You have stated
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that this is the second full paragraph, first sentence.
“Proponents of Proposal 1 have questioned the existence of a
spatial price pattern for dairy commodities that is essentially
West Coast plus transportation cost to markets in the East."

Now, are you talking about testimony there or are you
just making a, you know, a rhetorical assertion?

A As | listened to M. Hollon's testinony at this
hearing, ny recollection of his answers was that he did not
acknow edge any kind of a spatial price relationship for
commodi ties across the country.

Q That's what you heard?

A. That's what | heard.

Q Dd you hear M. Schad's testinony?

A. | was gone fromthe hearing for a week, so | |istened
part of those days, but also had a different nmeeting for part
of those days, so |'mnot sure. | heard sone, but not all, of
his testinony.

Q Ckay. Is it possible that, or isn't it correct that,
just as the USDA recogni zed that there are varying FOB prices
for dairy commodities throughout the country, whether they be
butter, powder, cheese, but there should be one price as a
policy that Proposal 1 recognizes a fact of there being
different FOB prices in sone areas but advocates a price policy
of one price. |Isn't that the fair representation of

Proposal 1?
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A I'mnot fighting the idea of having one nanufactured
mlk price. 1In fact, |I'"'man advocate, in that nust be val ued
at the |l owest value return market to which the regul ations
apply, otherw se you inperil plant capacity.

Q Ckay. So the |Iowest one price, no average pricing, the
| owest narrow set of FOB prices that apply, that's your
recomrendat i on?

That's a cross-exam nation question, | can ask her if
that's her recomrendation?

JUDGE CLIFTON: I'll hear your objection, but I'"mgoing to
allow the witness to answer. She's doing perfectly fine on her
own.

MR ENGLISH | think she is, but it nmay be perfectly fine
except when you start characterizing what she said before. And
| don't think she ever used the word narrow and | just have had
this concern in the past that this woul d have been an attenpt
to re-characterize. And that's ny objection

JUDCGE CLI FTON:  Your objection is noted. M. Beshore,
woul d you ask your question again?

MR, BESHORE: | think | would like it to be read back

JUDGE CLIFTON: Al right.

(Thereafter, the requested testinony
was read by the court reporter.)
JUDCGE CLI FTON: W're back on record. M. Taylor, you may

respond.
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M5. TAYLOR  Wien you look at the Dairy Institute proposa
whi ch advocates the use of commodity prices from originally it
was the full western area, but as | described in ny testinony,
the intent is, you start on the Wst Coast, Washington, O egon,
and California, and then extend east to the point where you
essentially overcome sone of the confidentiality issues on the,
on any concerns from USDA s perspective. |If, in fact, USDA
were to find that Washington, Oregon, and California, were
i nappropriate grouping of states, it would be very difficult to
argue that that's a narrow set given their total mlKk
production and al so commodity production that woul d be included
in the survey.

MR, BESHORE: (kay. | have no other questions at this
time, your Honor. Thank you, Ms. Tayl or.

JUDGE CLI FTON: M. Vetne?

CRCSS- EXAM NATI ON
BY MR VETNE:
Q John Vetne, representative for H |l mar Cheese.

Ms. Taylor, you were -- you were asked a question or
two about m |k going for manufactured use that is not pool ed,
there was sone concern about the term nol ogy depool ed or not
pooled, I'll use not pooled. And do you recall that, first of
all, are we on the same page?

A | think there were nultiple questions so as you

progress | should catch it.
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Q Ckay. W're in the sane nei ghborhood, let's see if we
can get to the right house.

And as | recall, you questioned the extension of that
to a conclusion that the buyers did not pay class price or an
equi val ent non-conpul sory value for the mlKk

Do you recall your answer there?

A, Is this in regards to the Pacific Northwest and other
areas largely in the west?

Q O any market, yeah.

A, Yes.

Q Well, any market in which mlk was not pool ed, and
there was a question about whether class prices are being paid
or not.

Do you recall that?

A, Yes.

Q Gkay. Wuld you agree with ne that in narkets to the
west of the equilibriumline, let ne put it that way, west of a
poi nt in geography where the average is reached, that fromthat
poi nt west, and further west you go, there would be a challenge
to pay a regul ated price because the price surface shows a
| ower val ue than the average price at those | ocations west of
t he m dpoint?

A Yes, that would be correct, particularly if it was a
cheese plant that had same economics as are reflected in terns

of yield and cost structure, as are reflected in the fornmnulas,
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the regul ated formul as.

Q So if such a plant's or such a mlk supply, let's put
it, not the plant, mlk supply, whether it is the plant's
producer patrons or cooperatives supplying the plant receive
m |k that was not pool ed, that usually occurs on occasions
where the classified price is higher than the blend price,
correct?

A If it's depooled, it would generally be because the
classified price is above the plant price, there could be mlk
that's not pool ed for many other reasons.

Q Yes, okay. Wen there is that inversion in class price
val ues versus pool price values, would you not expect that the
difficulty of a cheese manufacturer or pool supplier to pay
class prices would be even greater if during those nonths a
contribution to the pool had to be nade as opposed to ot her
nonths in which there mght be a draw?

A, Wen mlk is depool ed due to conpetitive reasons in
sone markets, the plant may still pay out that. |If they don't
have to pay that out for conpetitive reasons, then it does
provi de a cushion to sone extent for those nonths in which they
do participate and adhere to the class price.

Q And there are sone other regulatory factors which
i nprove the plant operators or mlk suppliers' ability to pay
dairy farmers for mlk that is not pooled, and one of those is,

there's a savings, tenporary or otherw se, of the
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admi ni strative assessnment, correct?

A Yes.

Q Gkay. Does Leprino nake sonething that | buy in the
store called fresh Mdzzarel |l a?

A If you are referring to the Mdzzarella balls in brine,
we do not.

Q Ckay. Yes, that's what I'mreferring to. |Is that a
whole mlk Mzzarella? Hgh fat?

A. | believe so, but I"'mnot specifically know edgeabl e
about it.

Q kay. Do you make sonething called stirred curd
Mozzarel | a?

A. W do not. Al of our product is pasta filata.

Q Pasta filata? Wuat's filata mean?

A Taken together | can tell you that it refers to the
stretching and kneading process within Myzzarella cheese
maki ng. |'mnot sure which piece neans which part.

Q kay. Your plant in, that straddles the
Pennsyl vani a- New York line in Waverly, some state, city called
Vaverly in one of those states, does the nearby mlk shed
extend into a portion of Pennsylvania that is not regul ated by
a state pricing and pooling systenf

A, W purchase all of our mlk in that area froma
cooperative so | don't have all of the details. M

understanding is, in the Northeast, of course, we're nonpool
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plant, so the co-ops decisions around whether to pool or not
are nade on an econom c basis. But largely the mlk that we're
buying I woul d expect to be associated with the Northeast
Federal Order, and ny understanding is that the Pennsylvania
M1k Marketing Board does not regulate Class Il mlk, soit's
not -- the mlk may be procured froman area that doesn't show
up on the map as being part of the Federal Order but resides in
Pennsyl vania, but |I'mnot sure that the pricing gets inpacted
by the existence of the state pricing system

Q Are you aware there are sonme regul atory obstacles in
the Northeast order to bringing mlk into the pool and taking
it off the pool on a nonthly basis?

A Yes.

Q kay. So you don't know whether the mlk that you
receive fromthe cooperative includes mlk that the cooperative
m ght elect to participate in unregulated transactions in
Pennsyl vania, sinply surplus to that market, but not priced by
the state authorities?

A. Correct, | would not know that.

Q Andit's also not too far fromthe Wstern New York
State Order, which is a pricing and pooling |ocation, state
mlk pricing and M1k Pooling |ocation, correct?

A, Correct.

Q And you don't know whether the mlk that the

cooperative delivers to you may be mlk that is priced under
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the state systenf

A, That's correct.

Q Gkay. You indicated that your cheese is marketed to
buyers under two major alternative pricing systems for your
conpany. One is, you make an agreenment and agree to ship
finished cheese to | ocation your buyer says to deliver it to
and you price it at that |ocation, you take care of
transportation; is that correct?

A, Correct.

Q That's one. And you also sell cheese FOB your plant.

A buyer will purchase the cheese, take title at that point, and
take care of transportation; is that the other one?

A. Correct.

Q kay. Wuld it be correct to say that the AMS NDPSR
system does not allow for simlar nmarketing options for cheese
pl ants because mlk is priced FOB the storage facility?

A. Ckay. So you are bringing up an interesting nuance
that | think is a problemwthin the data collection for NDPSR
My understanding is that the price to be reported if that plant
is being sold directly fromthe plant is supposed to be
reported FOB --

JUDGE CLIFTON: Start again. The price to be reported if
and then start again.

M5. TAYLOR If it is sold --

JUDGE CLIFTON: If what is sold?
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MS. TAYLOR The cheese or any other reportable product.
So it would apply to cheese, butter, nonfat dry mlk, and whey.
That if it is sold fromthe manufacturing plant, that the, |
believe the price gets reported FOB nmanufacturing plant.
However, if the manufacturing plant noves that product to a
storage location prior to its further distribution and
delivery, the price is reported FOB storage |ocation, which, if
that storage location is |ocated close to the plant |ocation,
probably doesn't significantly inpact its |ocation val ue.
However, one thing that we have encountered is, for exanple, we
do produce some nonfat dry mlk in our Geeley plant.
BY MR VETNE:

Q Geeley?

A. Geeley, Colorado.

Q Yes.

A, And | becane aware that because we were noving that
product to Mchigan for storage and absorbing that cost,
essentially the NDPSR price that we were reporting incorporated
that gain in location value as we noved it East, it was
reported, essentially we ate the transportation to the extent
that that gets rolled into the survey price.

Q Gkay. So if you had storage of the -- to the extent
you have storage of that product in Colorado and you reported
FOB the Col orado location, you report a | ower price because you

have not yet, the system has not yet attached a | ower a
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transportation cost to that novenent.

A. Try to nmake sure | understand. The price reported in
Col orado woul d be reflective of the |ocation value of that
product in Colorado. Once we nove it to a |ocation further
east, if it goes into storage rather than going directly to a
customer, the price gets grossed up effectively to the |ocation
val ue that exists in that area where we store it.

Q kay. So let me see how !l -- so powder, for exanple,
from Col orado, could be reported at two different prices; one,
a price at the Colorado |ocation, FOB the Col orado | ocati on,
whi ch would be a |ower price than a price say in Mchigan
correct?

A, Yes. But that option is not ours the way the NDPSR
survey is witten. Once we nake that novenent, we have no
option relative to netting out the transportation costs that
drove that higher val ue.

Q Soif you soldit, if you sell it FOB Col orado and your
buyer nmoves it to Mchigan, you report one price, which is
| ower than if you nove it to a storage location in Mchigan and
then you report the higher price and that higher average gets
i ncorporated into the NDPSR survey?

A. That's correct.

Q Ckay. And are you aware that USDA' s questions and
answers on that kind of transaction is that that kind of

noverment is or should be reflected in the make al | owances part
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of the marketing costs?

A. | have not had those direct conversations. | have
heard that some others have gotten that response.

Q Gkay. You had a series of questions and answers, as
recall, you used the termflex nmovement of shifting of mlk
suppl i es between different products produced by the sane
conpany to cheddar or Mdzzarella back and forth dependi ng on
which is the highest and best return to the conpany at the
nmonment, correct?

A, Yes.

Q Recall that? For a broader producer mlk supply, not
l[imting it to a manufacturing plant operator that has both
ki nds of plants, would you not expect producers in the narket
to respond the same way by shifting their available mlKk
supplies to the highest and best use within those two
categories at any given tine?

A. | think that those adjustnents, if you are talking
about incentives within the sane product group, probably happen
nore gradually in that when a conpany decides to give up mlKk
they al so have the penalty of unabsorbed overhead, and they
al so have the constraints relative to satisfying those
particular custoners, and so it's not sonething that's
generally done for mnor disparities in returns. And | would
expect any di sconnects on a short-term basis between, say,

Mozzarell a production, econom cs in cheddar to be very mni nal
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by contrast with what | tal ked about the other day in Part 1 of
ny testinony, where across product classes, the butter powder
conpl ex versus the cheese conpl ex, sonetines those disparities
are closer to the $2.00 range. And so | woul d expect the
reallocation to happen nore readily with those kinds of

di sparities than on a short-term basis between, say Myzzarella
and cheddar. It would have to be a | onger-term di sconnect

bet ween Mozzarel |l a and cheddar. And | just don't see that
happeni ng because of the nunber of conpanies that have the
internal flexibility to do that re-allocation. | don't see
that | evel of disparity between the conpl exes.

Q Based on your observations of the market for mlk to
those two commodities, would you say that although there may be
slightly different incentives to produce one over the other,
that the disconnect is not as great as you m ght see between,
say Cass IV kind of products and Class Il kind of products?

A Yes.

Q kay. kay. Finally opening your statement. And |I'm
on paragraph, page 2, about 6 lines up, well, five |lines up.
The lines start with the word "values". That clause is a
"l evel that does not exceed values after allowing for" do you
see that line?

A, Yes, yes.

Q Ckay. | inferred when | read this, that you meant

product values, but | want to nmake sure that finished products,
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dai ry product val ues?

A. | wasn't thinking that narromy. | was thinking nore
broadly. The, you know, the overall mlk price that's the
conbi nation of prices received yields and cost of conversion.

Q Prices received woul d be received for products?

A. Correct.

Q Cost of conversion wuld be nmanufacturing all owance,
correct?

A, Correct.

Q And after that is done, you end up with the mlk price,
correct?

A. Extended by a yield, yes.

Q Ckay.

JUDGE CLIFTON: I'msorry, what was your response?
MS. TAYLOR Extended by a yield, yes.
JUDGE CLI FTON: By a yield.
M5. TAYLOR By vyield.
BY MR VETNE:

Q I'mstill not understanding why | was wong to read in
the word product. The mnimumregul ated price of mlk
California nmust be set at a |evel that does not exceed val ues
after allow ng for reasonable returns.

A M interpretation of your question was that you were
narromng it to the price of the product.

Q Ckay. GCot it. Nowl'mon page 5. The paragraph that
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ends on top of page 5. You refer to the "hearing record
reveal ing that the whey factor in the current Cass IIl price
fornul a overval ues the whey relative to what can be achi eved by
smal | cheese nakers."

| was left with the inpossible inpression that |arge
cheese nakers have done just fine with the whey formula. 1Isn't
it true that there have been tinmes when it is overvalued for
anybody that doesn't nake dry sweet whey?

A Yes, that has been the case. At times, when the
protein the nore highly fractionated whey products sonetines
don't achi eve the same value returns as the dry whey, and
probably rather than refer to, in this sentence, small cheese
makers, | nore appropriately should have referenced cheese
makers with insufficient scale to economcally process whey.
Because, in fact, | think M. Mirphy's testinmony and ot her
testinmony that we have had, would indicate many people who have
plants that are up to, say 2 mllion pounds of mlk. | think
M. Mirphy was referring to volume of whey. | don't recal
that it was one and a half mllion, but in any case, they are
not insignificantly sized plants that still struggle to put in
the equi pnent and efficiently process the whey.

Q Al right. Your testinony, as | read it, pays
particular attention to the inportance as well as the
difficulty of establishing economcally sound Class Ill and IV

prices, correct?
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A Yes.

Q Gkay. Now, the systemregulates Class | prices, the
price for mlk going into a package or a bottle, which is then
sold, but for those products, the regulations do not fix the
margin, correct?

A, That's correct.

Q It doesn't come at you both fromthe top and the
bottom it's just the bottom the price for mlKk.

A. That's correct.

Q And that is also true for dass Il products?
A. Correct.
Q dass Il and IV involve unique regul atory econom c and

policy factors, because it is based on the cal culation that
takes a product price and produces a mlk price, and in that
cal cul ation, the manufacturer only has what's left in the

m ddl e.

A. That's correct.

Q And if manufacturers of any of those products that from
whi ch the regul ated prices are derived, first individually, if
i ndi vi dual manuf acturers sought to recover sone of that
I nadequate nmargi n or overval ued product price from buyers, they
woul d face resistance in the conmodity market conpetition
because ot her buyers would offer it lower. There is that
probl em when you are trying to pass on that cost, correct?

A, Yes, there are two problens with the construct. One
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is, obviously conpetition fromalternative supply sources

al ways discipline what you can recover fromthe marketpl ace,
regardl ess of what product that you produce. But additionally,
it isthe circularity that you point out. Were, if you do
have the ability, and maybe the overall narket has the ability
to raise the prices, the rigidity of the end product price
fornul as neans that that translates into a higher mlk cost.

It doesn't better your situation overall if the entire conplex
goes up. If you are a first adopter and are able to achieve
that price, you may have a benefit for a period until the rest
of the market --

Q So | understand. |If the manufacturer's collectively
seek to recover their costs or inadequate margins fromthe
market, if they collectively raise their prices, does no good
what soever because the regul ated price raises right along with
t he sanme boat ?

A. Correct.

Q And that is a constraint that does not affect C ass |
and Cass | pricing?

A, That's correct. They still have the constraints from
t he market pl ace and consuner demand issues, but their mlk
price is not tied to the finished product val ue.

Q Soif thereis to be any return on investment for the
Cass Il and IV products, it has to be built into how you

neasure the product value and the nake al | owance provi ded?
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A Yes. One other way to look at it is that's true within
t hat cheddar conplex, if you can differentiate and get a better
price, a higher yield, a |lower cost, any of those factors are
hel pful. But over time, even if you get that benefit because
of the alternatives that manufacturers of cheese tend to have
to go into different cheeses, the market will still discipline
that margin back down to what a cheddar guy can get.

Q Gkay. Thank you. | nove to page 12 of your testinony.
The first sentence, first |ine under the headi ng whey
valuation. Are we on the same page and the sane |ine?

A, Yes.

Q Gkay. You refer to 2007 as "a case study in the
setting of mninmumregul ated prices above market clearing
l evel s." Lest anyone listening come to what | believe an
erroneous conclusion that you're pointing a finger at the
regul ators for deliberately choosing a price that was above
mar ket clearing |evels, what happened in 2007 is not because of
the, it was the intention of the regulators to set a price,
when that, whenever that fornula was adopted above market
clearing levels, correct?

A. Correct. They didn't understand fully the nmarket.

Q Wll, naybe nobody did, but there were, the market for
whey products noved in a way perhaps not anticipated at the
time the fornmula was created.

A. | think that's necessary.
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Q So what we have is, in 2007, is an exanple of
uni nt ended consequence, correct?

A. Correct.

Q Gkay. A consequence of perhaps providing a formula
that was too rigid in its construct by choosing one whey
product for which to value all uses of whey?

A. | would agree with that, but it goes beyond the
deci sion between dry sweet whey and fractionated products. It
was driven also by the fact that many cheese nakers don't have
the capacity to efficiently process whey at all, sone of the
testi mony we have heard earlier.

Q Gkay. Wuld it be your reconmendation to the
Departnent in deliberation on this hearing, to | ook carefully
for potential unintended consequences whenever the price
formul a, however the price formula is set?

A Yes.

Q Thank you. And then, finally, let's see. Well, naybe
not finally. Page 15, two lines up fromthe bottom of the page
you refer to 44 Cass 4b plants that do not even recover liquid
whey value. In context, this mght be confusing just so we all
under st and what you are referring to. Wen you say Cass 4b in
this one place, you are referring to a California

classification of mlk used to produce cheese.

A1 am And | appreciate you focusing ne in on that
nunber, because as | read it, | recognized that | did not
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update that to the nost recent data, and | believe the nunber
should be 36, if I'mdoing math fromthe stand properly.

Q Gkay. The 44 plants that you were referring to cane
off of a CDFA |ist of cheese plants that do not have a
conpl i mentary whey manufacturing operation

A, That's correct.

Q And your nodified nunber of 36 cones froma nore
updated CDFA |ist of cheese plants; is that correct?

A, That's correct.

Q Good. Thank you.

JUDCGE CLI FTON: Ms. Taylor, shall we amend the record
copi es accordingly?

M5. TAYLOR  Yes, please.

JUDGE CLIFTON. Al right. M. Frisius, page 15, second
line up, we'll strike the nunber 44, and Ms. Tayl or what nunber
do we insert?

MS. TAYLOR  36.

JUDGE CLI FTON: Thank you.

BY MR VETNE:

Q Ckay. And then finally, | have been scratching ny head
for awhile because you and other w tnesses have used, |I'm
| ooki ng at page 16, have used the term WPC 34, and soneti nmes
that reference nmeant a finished dry whey product which, as |
understand it, the dry whey product is 34 percent protein; is

that correct? The finished dry whey product that is referred
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to as WPC 34.

A, That is correct.

Q Gkay. And there's sonething else that is not a
fini shed product which also gets the designation of WPC 34.

What in the wet product does the 34 refer to?

A. It does beconme confusing because the wet product you
could think of the concentration of solids overall in the wet
volume, but, in fact, that's not what this refers to. Wen
peopl e tal k about liquid WPC 34, they are tal king about a whey
product that where the whey stream has been pushed through
ultra-filtration to concentrate up the protein from sweet whey
usual ly is about 12 percent protein, so they are splitting off
enough the carbohydrate streamto get the protein as a percent
of total solids in the solids conponent to 34 percent, but then
the concentration in terns of how many solids there are for
the, say a hundred pounds of wet whey, may vary fromplant to
pl ant and operation to operation. So the 34 refers strictly to
the protein as a percent of total solid.

Q kay. Wether it is wet or dry?

A. Correct. Actually, there's a nuance | probably
shouldn't even go into. You also hear people tal k about.

WPC 35. M understanding is that 34 is actually the protein
content of dry WPC 34, and it's -- the difference is that you
have 3 and a half percent noisture in rough terms in dry whey.

Q In the finished narketabl e product?
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A. In the finished -- yeah, right.

Q Soif we're talking about wet WPC 34, we're talking
about sonething that comes in liquid form is delivered to a
whey plant that converts liquid whey into sonme sort of finished
product, and that the expected dry product fromthe wet
product, is WPC 34?

A, That's correct.

Q Because all that's required to be done is to renove
wat er ?

A, That's correct. And it mght be that sonmebody uses a
WPC 34 liquid whey streamto further fractionate into 80 or
i solate, but ny understanding is that even in those cases the
pricing between buyer and seller tends to be based only the WPC
34 market .

Q And the WPC 34 market to which you are referring in
response just nowis the dry WPC 34 mar ket ?

A, That's correct.

Q Ckay. And what you hope to happen as a result of this
proceedi ng, and perhaps even in a broader basis, is to find a
way to survey transaction prices that include wet WPC 34?

A, That would be the ideal.

Q Ckay. Thank you.

JUDGE CLIFTON: M. Taylor, I'mso glad M. Vetne asked
about this. |Is there, on the Chicago Mercantil e Exchange, an

itemthat relates to this?
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MS. TAYLOR  There is not. But USDA AMS through their
Dairy Market News reporting, collect prices and publish them
every Friday in the Dairy Market News. | believe they are
actually available online a little ahead of that, but they are
contained in the weekly Dairy Narket News.

JUDGE CLIFTON: And surely the industry has figured out a
way to either call the liquid liquid or to call the powder
powder so that when we see WPC 34 we know which is being
di scussed, but it is not typically done, is it?

MS. TAYLOR  \Wen people are generally referring to WPC 34
Wi t hout adding the qualifier liquid before or after, you can
think about it as probably a dry product. |If they are
referring to a condensed or liquid product, | would expect them
to use that as a nodifier

JUDCGE CLIFTON. Al right. So |ooking at your page 16, you
are tal king about using the powder index to value the |liquid
concentrate?

MS. TAYLOR That's correct.

JUDGE CLIFTON: So I think you probably explained it
perfectly in this paragraph, but could you tell me again, just
what is it that you want to be used and how?

M5. TAYLOR Ckay. The ideal, going back to the basic
construct of mnimummlk price regulation, to value the nost
generic product formthat is achievabl e under good managenent

practices across the regulated entities, the ideal would be to
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val ue condensed WPC 34. And, you know, as | would also say on
the mlk side, but is no | onger avail abl e because of
[imtations in volume, the ideal would be to survey the price
transacted on | oads of liquid WC 34 and use that as a price
reference. Because the concentration in ternms of the solids
within that liquid would vary, that would have to be put then
onto a solid equival ent basis.

If a survey cannot be done, then we go to the
met hodol ogy that was el aborated in greater detail by Dr. Schiek
in his testinmony that uses the WPC 34 index and transl ates that
back into a |liquid equival ent basis using the normal whey
makes, well, it converts first over to a dry whey equival ent on
protein. You apply the regular whey makes, but there is also
an adjustment in return based on transportation cooling costs
which are typically incurred to get that liquid WPC 34 between
the originating plant and the plant that's going to be
processing it into the final product.

JUDGE CLIFTON: So if one is referring to the concentrated
liquid WPC 34, is the lactose still in there?

M5. TAYLOR There is still sonme |lactose left in there, not
all of the residual 66 percent would be | actose, but much of it
woul d be. And the extent that you then further separate the
protein fromthe |actose, WC 80, if we ignore the fact there's
a bit tiny noisture in the dry product, you can say probably

has al nost 20 percent | actose.
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JUDGE CLI FTON: Who next has questions for Ms. Taylor?
Ms. Taylor?
CRCSS- EXAM NATI ON
BY M5. ERIN TAYLOR
Q Good afternoon, Ms. Taylor.
A.  CGood afternoon, Ms. Taylor.

Q | cannot wait to see the transcript of Ms. Tayl or and
Ms. Tayl or.
Could you -- can we first start off, you had some

conversation with M. Beshore on Leprino' s cheese operations
mai nl'y, but could you give us just a brief overview of
Leprino's footprint in whey processing?

A. Sure. W produce sweet whey in tw plants. One is
Vaverly, New York; one is Alendale, Mchigan. Allendale's
whey processing al so includes the condensed whey that we
condense in Rermus and transport down to Allendale for further
processing. The Renus plant is alittle less than a mllion
pounds of mlk a day, so it falls within that plant size where
you cannot economically process whey.

As we nove west of the M ssissippi, we have, in our
newest plant, our Geeley, Colorado plant the capability to
produce WPC 80 and WPI in lactose. |'mgoing to have to double
check ny cheat sheet. [I'Il nove to California next as | |ook.

In California we produce WPC 80 in both Lenpore plants.

In our Tracy plant, we concentrate and ship the retentate to
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Lembore West. We produce lactose in all three plants. And in
anmnent | wll tell you what we produce in the other Col orado
plants. Too many papers.

JUDGE CLIFTON: | applaud you in bringing them because so
many W tnesses woul d just keep answering "I don't know, " "I
don't recall,” "I don't have that here," and | thank you for
bringing your materials.

M5. TAYLOR Ft. Mdirgan is WPC 80 and | actose; G eel ey,
believe | already covered, WPI, WPC 80, and | actose; Roswell is
WPC 34 and | actose. | believe that covers all nine plants.

BY M5. ERIN TAYLOR

Q And do you solely process whey fromLeprino' s cheese
operations or do you al so buy additional whey for processing?

A, W solely use our own whey.

Q GCkay. On page 5 in the mddle paragraph, talking about
the dass Il fornmula, you tal ked sone about product yields and
t hat product yields should represent the yields that are
reasonably attained by regulated entities.

Is it your opinion that the yields currently in the
Federal Order fornulas are relatively reflective of the yields
incurred by cheddar manufacturers in California?

A, Yes. As | noted in ny testinony, there's a range of
fat captures, and the fat captures will be what nove that yield
around primarily. There's a range that's achi evable by vats,

and so | suspect that there's a range of yields achievable
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within plants in California, but | believe that 90 percent fat
capture assunption that is enbedded in the yields in the

exi sting Federal Oder fornula, is still reflective of the

yi el ds achi evable by plants with ol der vats, and we still have
some plants with older vats in California.

Q You have touched on this a few times, but just to be
clear. Wwen it comes to price discovery, as the Dairy
Institute had proposed western survey of prices to use, and
there were sone confidentiality issues raised by USDA. So it
i's your position of Leprino and the Dairy Institute or just
Leprino's position that we could | ook at ways to find sone
western price series that would avoid those confidentiality
I ssues?

A. | have not had final conversations with the fol ks at
Dairy Institute, although they reviewed ny testinony and did
not raise any concerns on that methodol ogy. And having been
part of that discussion, ny expectation is that they would
concur, but | can't speak on their behalf at the nonent.

Q Ckay.

JUDCGE CLI FTON: Do you think you woul d be able to answer
that question while we're still at this hearing?

MS. TAYLOR  Yes.

JUDGE CLIFTON: Ckay. Geat.

M5. TAYLOR |I'mgetting some nods yes.
BY M5. ERIN TAYLOR
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Q I'msure that will showup in brief, also. On page 10

in your discussion of cheese valuation, talking about filters

on what products -- | think this is in regards to what

products, how you would get down to sone commodity products and

what woul d or would not be included. |In the mddle parag

raph

you tal k about elim nating retail product and shredded product.

And this is a discussion, | think, on why Myzzarella would not

be practical to be part of the fornulas because you have such a

smal | vol une.

So when Leprino, do you sell your Mzzarella as bul k
and which coul d be considered a conmmodity or do you sell it
already wth sone value added to it or both?

A. Both. | would consider the shreddi ng and indivi dual
qui ck freezing process to be value added. | woul d consider
much of what we do in terns of inproved functionality and
custom zing for specific applications to be value added. So we
do have sone that is, well, first of all, it all conpetes on a
very commoditized basis nonethel ess, you have sone
differentiation but not much, but in terms of the volunme that
is sold unshredded, | think | have in here that essentially
when | narrowed down to just the | ow noisture part skimthat is
sold in bulk, and that includes block or ribbon, I have
excl uded nmore than 80 percent of our vol une.

Q Ckay.

JUDGE CLI FTON: And what size is is the block?
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M5. TAYLOR  CGosh, | know I should have asked that question
back at the office. | think it is 6 and 20's, and so sone
peopl e m ght even argue that the 6 pounders are too small to be
consi dered bulk comodities, but | believe that we do 6 pounds
and 20 pounds. |'mnot absolutely sure.

BY M5. ERIN TAYLOR

Q On page 11 there is a discussion starting your
di scussion on the cheddar make all owances, and | take this as
a, perhaps as in the same as before, Leprino's position that we
shoul d add an additional amount on for adm nistrative marketing
costs, and that mght be a Dairy Institute position later, but
ri ght now you are speaking just for Leprino?

A. | believe that Bill Schiek pointed to this during the
end of his testimony. | was witing mne and discovered the
om ssion while he was on the stand, so he did not have a | ot of
time to digest it and so just signaled it in response to Chinp.

Q Okay. Currently, plants in California, if they don't
have that, if they don't have that factor currently in that the
make al | owance as adm ni stered by CDFA, can you expand, have
they just adjusted to that reality and are they eating that
cost or have they sonehow been able to account for that
somewhere else in their total selling of that product.

A One thing that's unique to California versus the
Federal Order system is California is using the CVE rat her

than a survey price. The price assunption that gets buried in
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the California 4b fornula, gets adjusted fromtine to tinme by
hearing based on, the Departnent will issue an exhibit that
shows, | don't recall whether it is 24-nonths or nore,

believe it is a hearing exhibit here, of price history, through
whi ch then you determ ne what the average price received in
Californiais relative to the CVME. But the fact that you are
not in that loop with the survey, | believe provides a little
bit more flexibility.

Q kay. Oten we hear that the Federal Order systemit's
that circularity, and here you are saying that circularity
currently mght not exist in California when it comes to that
factor?

A. Correct. It is not a direct circularity, areel tinme
circularity.

Q ay. On page 11, discussing the current formula, the
first full paragraph, page 12, excuse nme. The current fornula
and this is Cass IlIl fornula, assumes that all fat received at
the plant that is not captured in cheddar cheese is recovered
and converted to Grade AA butter, and the whey creamthen is
also priced at the Gade AA at the dass IIl butter price,
butterfat price. But is there not an adjustnent in the fornula
to account for the fact that not all the fat stays with the
cheese, and that's found in the protein portion of the
Cass Il price?

A, You want to get into a big ditch for --
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Q | don't want to get too far in that ditch

A. Ckay. So howit works is, you have, within the cheddar
yield assunptions in the protein fornula, an assunption that 90
percent of the fat is captured in the cheddar cheese.
Actually, if | can come up with the formula sheet, | wll be
nmore specific as to which piece of the formla.

Ckay. So the 1.383 factor in the protein fornmula is

t he pounds of cheddar cheese that are produced froma pound of
protein. The balance of the fornula is trying to make a
correction for the fact that cheddar nakers are using all of
the fat for cheddar cheese but they are paying for the
butterfat conponent at the butter value. And as you trace that
bal ance through, the 1.572 is the yield of cheddar cheese from
a pound of fat, and then it's reduced by the butterfat price
times .9. That reduction nmeans that you have ten percent of
the fat that is still valued at the full AA butter price. So
for one, you have an assunption there's no loss in the system
and as you go through cheddar manufacturing economcs, you wll
find that probably you | ose at |east nmaybe instead of
recovering ten percent of the fat that goes in the vat in the
whey cream you m ght recover seven or eight percent. And so
that factor, that .9 probably needs to be .92 or .93. And then
on top of it, it leaves the rest of the fat valued at the AA
butter market, and the whey creamreturns are much | ower than

the AA butter.
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Q The whey cream | don't know if you were here
yesterday, | think it was yesterday, soneone tal ked about Pro
Cream Were you here for that conversation?

A. | recall hearing it.

Q | was just wondering if that term Pro Cream is
synonynous W th your whey crean?

A, No, no. The whey creamis separated fromthe whey
after it comes off of the vat and before it's nmade into either
dry whey or WPC and/or WPl and | actose, or just as a perneate
going out to animal feed.

The Pro Creamthat was referred to yesterday is a high

fat protein product that, as | understand it, is generated in
t he production of whey protein isolate. So that's confirmation
that, in fact, you are not able to capture and all of the fat
over into the whey creamside. Sone of the fat resides back on
t he sweet whey side or whatever else you are doing wth that
whey stream

Q Ckay. There was a |lot of discussion with both
M. Beshore and M. Vetne on 2007. And | think you have el uded
toit, but just so there's clarity in the record, could you
just explain for the record what occurred in 2007 and how you
feel cheese manufacturers were, froml take from your
testinony, harmed in that instance?

A, Certainly. The victimof nmy own preparation, |I have

price levels that | would like to refer to.
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As | mentioned during ny testinmony, | think, well,
actually, I"'mgoing to backtrack a little bit to, | think that
one of the proponents of Proposal 1 made a comment that whey
val uati on has been enbedded in mlk prices going back to the
1960's, and | would like to observe that to the extent that's
true, it's because it was a cost and constrained the ability to
pay. And there is lots of information out in the public
sector, including a fair nunber of papers by Truman G af, a
professor at UW or at Madison, | believe, that reflect the
fact that whey processing was a | ost proposition in that
peri od.

When you get to Federal Order Reform that was really
the first tinme whey was captured in an explicit end product
price formula, and it was done at Federal level. Although, I
will tell you that |I and Leprino at the tine thought that that
was a bad i dea because there was no value for dilute whey
traded in the market, there was a little bit of a, | guess a
casual, but in truth we all fought it, an attitude that it was
contributing very little to the mlk price. And so yes, it was
a bad idea. But would it cripple the industry? |'mnot sure
anybody expected it to cripple the industry. So when you | ook
at the whey contribution to the regulated mlk price, that
first year it was |less than 30 cents a hundredwei ght.

What happened in 2007 is, you ended up with a very high

whey price, and part of that was related to worldw de protein
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demand being very strong, and it got the mlk price that was
the portion attributable to whey up above $3. 00 per
hundredwei ght. And so fol ks who m ght have been able to absorb
20 cents a hundredwei ght, were then in a position where if they
weren't recovering any of that whey val ue, they were under

wat er by a very significant margin. And so we went fromthis
no harm no foul situation because whey prices historically had
been so low that they really didn't generate that nuch inpact
on the mlk price, to sonmething that was crippling, and that's
really what drove the 2007 situation.

At the sane tine as you ended up with those without
processing capacity being crippled, you had a lot of fol ks who
had i nnovated and invested in high | evel whey fractionation
technol ogy that were al so under water because sweet whey prices
exceeded the returns fromeven the protein concentrates for a
period in there. Now, they were not under as nuch financi al
di stress as the fol ks who had no whey processing capacity at
all, and largely the fol ks who went bankrupt, or in California,
FNA cheese which had cheese plants that weren't tinely, | think
they were up around 2 mllion pound a day plants, but they
didn't have a full whey solution, they ended up with producer
paynment probl ens, and eventually were forced, under financia
stress, to sell. Saputo acquired those plants.

Q Ckay. And | think, and later in your testinony you

tal k about how at that tine, in your opinion, |ots of people
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started producing these different fractionated whey products,
so prices for those products went down, where | ess people were
producing dry whey so those prices went up, and that was the --
['mtrying to get, that's kind of a very sinplistic view of the
nunbers that you just put out there.

A. Yes. W have had that general migration. |It's been
pai nful enough, | would say, even this year in certain
products, higher level products. That | am picking up that
there are sone folks who are starting to add capacity on the
sweet whey side, their dry whey side. | have to apol ogi ze,
al ways think of sweet whey, or of dry whey as sweet whey
because it has so nmuch lactose. | think there was an earlier
W t ness who expl ai ned that sweet whey is produced not from an
acid environnent to coagul ate the cheese. And so dry whey can
be sweet or acid, so not to confuse the record. But in any
case, there are times this year that the returns fromthe
hi gher val ued products have been unfavorabl e enough that ny
understanding is that there are fol ks who are starting to add
capacity for dry whey just so that they can flip capacity.

Until now, | would say nost plants, because of the high
expense, capital expense with whey processing, have not had the
capacity to nove between dry whey and fractionated wheys.

Those with fractionation capability quite often will have
capacity to nove between |l evels of protein, but with dry whey

versus fractionation, usually we haven't had flex capacity in
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the industry.

Q Ckay. On page 14 at the bottomyou have a sentence
whi ch says, "however, the binding nature of the current
California State Order and the Cooperatives' Proposal 1 under
whi ch minimumregul ated prices are enforced on all Gade A nmilk
manufactured in California, limts market based approaches to
relief.”

As | understand the current regulations in California
is that, even if a plant is isn't pooled, you still have to pay
m ni mum cl assified prices --

A, That's correct.

Q ~-- for that mlk.

A, That's correct.

Q And | want to better understand then, how, if the
Cooperatives' proposal were all plants are pooled and you woul d
have to pay those mninumprices for mlk as you currently do
under the system how that's different than your current
situation?

A It's the price |evel.

Q Ckay.

A.  And that goes back to, | think that there is risk in
havi ng mandatory pricing and pooling, regardless. And, in
fact, amaware of some conpanies that chose not to build plants
in California over the |ast few decades, precisely because the

regul atory risk that's associated with not being able to get
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outside of that system But in any case, if the price is set
| ow enough, then you have the ability to adjust to the narket.
But if it's set, as the co-op proposal is in ny opinion, at a
| evel above what can be achieved, then it's an even bigger
probl em

Q kay. So the, kind of like the main underlying problem
Is not necessarily the fact that everyone would have to be
pooled, it is that the price |evel of which you woul d be pool ed
at would be a Federal Order national price and not the
California specific price.

A. W can live, as has been shown by our investment in
California over the last 30 years, we can live within a
mandatory pricing system don't necessarily think that it is
the right policy solution, but we can live within it so long as
the prices are set |ow enough. | think that there are a |ot of
ot her bad nmarket consequences of that system as | described
when | tal ked about mandatory pooling and pricing the other
day, in that it retards the novenent of mlk to the higher and
better use across manufacturing classes. So it's, froma
policy perspective, | think it has negative consequence for the
industry at large. But froman econom c, day-to-day business
operation, so long as those prices are set |ow enough, we can
have an econom cally vi abl e operati on

Q Ckay. On Proposal 2, the bottom of page 15, when you

tal k about the Proposal 2 valuation, you said the Dairy
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Institute proposal appropriately capsulates contribution. Can
you expand on why you feel those, the floor and the cap is
appropriate for California?

A | tried to wite this section in a way where | was
clear that I'mnot, | don't have the data to say, you know, is
$1.50 as the top end, the right top end? Maybe $1.00 is, maybe
$1.75 is. | don't have that data, but the concept of a cap,
and a cap in a price level that we aren't jeopardizing the
ability to manufacture viably for those entities that can't
process whey | think is appropriate.

Q Ckay. And the nunmber you anmended to say 36 Class 4b
pl ants, and you pulled that for some updated CDFA list. | just
want the source of that nunber, what |ist or what year does
that reflect?

A. | believe this has already been entered into the record
and sonmebody m ght be able to help me with an exhibit nunber.
96?

Q Thanks. One of ny |ast questions. On page 18 you are
tal king about Cass IV formulas. 1In the mddle of that
par agraph, the sentence begi nning "however" reads, "however, a
pricing and pooling systemthat conpletely elimnates the
incentive to place mlk in its highest and best use or which

provi des an incentive to manufacture mlk into | ower val ue uses

does not serve dairy producers, manufacturers, consuners -- or
consunmers well." That's a statenment that has been said here
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and, you know, | have heard many times outside of any Federa
Order rule making, so | would ask that you expand on that
statement a little bit and how you feel that, | guess,
Proposal 1 would not allowmlk to nove to its highest and best
use.
A. That refers to what | elaborated on relative to

mandat ory pooling. |If you apply the Federal Order regul ations
as they are applied everywhere in the system where
manuf acturers are not obligated to participate, | think that
you wi Il have sone nanufacturers who opt to stay out of the
system and there will be nore conpetition because they will
have that revenue to bid away mlk froma | ower val ued use. So
| think over tinme you end up with mlk noving nore easily and
reduced volatility because you will end up with those
adj ustnments in production as a result of that novenent.

The reference to incentivizing manufactured mlk into
| ower valued uses is a reflection of my concern, both based on
hi story and based on sone questions that were asked here about
the bal ancing class. That at times have been sone inherent
bi ases to favor one class versus the other. And generally,
that's favoring the butter powder class over cheese. And in
the past there was a, there was a prior Drector of the Dairy
Marketing Branch, | believe, in California, who, in private
conversations, maybe even in public conversations would say

that, "of course you buy, you give nore margin to the butter
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powder guys rather than the cheese guys.” And it was prem sed,
as | understand, a little bit on the fact that there was,
butter powder was perceived to be a bal ancing class and
probably less efficient plant utilization as a result.

| think in today's narket where powders, in fact, are
probably traded in much greater volunmes in the world narket,
and have a trenmendous anount of demand, and where manufacturers
are building powder plants specifically to satisfy that denmand,
it's very difficult to justify trying to bias mlk flow froma
mlk price policy perspective one direction or the other. And
to the extent we do, | think we do it at our own peril and to
damage the U.S. industry.

Q Gkay. And so in your final conclusion paragraph, you
say, "this proposal will allow mlk frommnufacturing to nove
nore freely to its highest and best use,” and you are of that
opi ni on because plants have the ability to not participate in
the pool under the Dairy Institute proposal, where they don't
have that ability under the Cooperatives' proposal

A, That's correct.

Q Ckay. And just a couple clarifying questions on your
Attachment A Under, for exanple, |ow noisture part skim
Mozzarella cheese, it gives the percentages, but there's a
number 46 to 52 in the brackets. Wsat is that, if you know?

A, You know, that's a very good question. It wasn't until

I was |ooking at it while | was testifying that | noticed it,
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and so I'mnot sure what that's intended to be. | believe that
the nunbers above it are the nunbers fromthe actual CFR, but |
can clarify that and get back to you on that.

Q And can you, just for the record, describe what the fat
dry basis neans and the wet, define what wet fat neans?

A.  Fat on a dry basis would be a calculation of the vol ume
of fat in proportion to the volune of total solids in the
cheese. The wet fat would be the volune of fat in relationship
to the total volume of the cheese, including noisture.

Q Gkay. I think my colleague has a few questions for
you.

CRCSS- EXAM NATI ON
BY M5. MAY:

Q This is Laurel May from USDA. | have a | ot of
questions and | think maybe it woul d be better for ne to screen
themw th ny colleague to make sure that they aren't conpletely
dunb so that you don't all have to sit through that, and then
we can cone back

JUDGE CLIFTON: Yes, let's find out, the gentleman from
Nestle, let me know what your time constraints are today. You
are here all day? W nderful. Good. Are you content to |let us
conplete Ms. Taylor's testinony before you testify?

MR KLUESNER  Yes.

JUDGE CLI FTON: Good. Excellent. Thank you. The answer

was yes. Al right. Wy don't we break for lunch and

6267

BARKLEY

TRANSCRIPT OF PROCEEDINGS-VOL. XXXI Court Reporters



© o0 ~N oo o b~ w DN P

NN NN R R R R R R R R R
g A W N P O © O N O O M W N B O

Ms. Taylor, I"'msorry, | know you have another presentation to
wor k on, and you probably hoped you would be able to begin, but
that won't happen yet.
Let's see. It's already alnost 1:20. So pl ease be
back and ready to go at 2:35. 2:35.
(Wher eupon, the lunch recess was taken.)

---000- - -
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THURSDAY, NOVEMBER 5, 2015 - - AFTERNOON SESSI ON
JUDGE CLIFTON:. W're back on record at 2:36. M. My?
CRCSS- EXAM NATI ON
BY M5. MAY:

Q Thank you. This is Laurel May with USDA, and |
luckily for you, winnowed it down to two questions through
| unch.

Ckay. So ny first question is on your discussion about
the DPMRP prices for 40 pound bl ocks of cheddar cheese. And |
was under the inpression that we also collect information on
500 pound barrels of cheddar cheese and that those prices are
considered into the average that we use for that cheddar cheese
price. Are you suggesting that we don't use that?

A It's a starting point. | assume that what you are
referring to is the sane thing as | referred to, the NDPSR?

Q Sorry, yes.

A, And you are correct that we are proposing that the
NDPSR cheese price that includes barrels not be used in the
California Order. To ny know edge, there's no cheddar barrels
produced in California, soit's not relevant in California.

Q (Gkay. Good thing we asked.

A, There is sone additional basis risk that cones wth the
NDPSR barrel inclusion and there's some technical errors in the
existing formula that | can el aborate on, but it mght be a

ditch you aren't interested in inviting.
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JUDGE CLIFTON: | would like to hear it. Yeah. |If there
is sonething, if there is a glitch that causes it not to work
the way it is, even though that may relate to other orders, we
woul d rat her know sooner rather than |later.

MS. TAYLOR  Thank you, Judge.

The cal cul ation of the NDPSR cheese price under the
current orders does a wei ghted average of the block price and
the barrel price, plus 3 cents. The origin of the 3 cents,
well, let me back up. The barrel price is adjusted fromthe 39
percent noisture price to a 38 percent noisture price, and
barrel cheddar is typically used for processed cheese, and the
buyers of barrel cheddar are interested in the solids, and so
it istypically priced at not per total volune, but per pound
solids, that's the practice in the industry. So the, as |
understand it, nost barrel is traded in a way where they nay
index the CME price, but the CME price is at 39 percent, so
they will calculate a price per pound solid by taking that and
dividing it by .61, the .61, 61 percent solids that would be in
a 39 percent noisture price, and that determnes a price per
pound sol i d.

What USDA does in naking that adjustnent from 39
percent noisture barrel to 38 percent, is essentially they are
grossing it up. You can take the 39 percent price and multiply
it by .62 over .61, and so they are adding onto the 39 percent

price, a value that noves with overall cheese prices. That
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m ght be relevant, but the conbination of that noisture

adj ustment to get to 38 percent, with a 3 cent add-on, is
doubling up the adjustnent. The 3 cents was derived back in
the late '90's based on observations that the typical spread
bet ween bl ocks and barrels was 3 cents, but that was using a 39
percent noisture barrel price. |If you were to do that sane

cal cul ati on based on 38 percent noisture barrels, you woul d
find that there's very little difference. And so there's this
doubling up within the current factor.

BY MS. MAY:

Q So your use of the term"technical error" is referring
to this doubling up --

A. Correct.

Q ~-- issue? Gkay. kay. That satisfies mne.

Judge difton, did that satisfy you?
JUDGE CLI FTON:  Yes.
M5. MAY: Ckay, good.
BY MS. MAY:

Q So then ny other question was a real sinple one, I'm
sure, for you. On page 17 of the very last |line you say that,
you know, the proposal would set up a scenario in which all
these things make it so that it would be, you would be better
of f shifting production. Wat do you nean by shifting
production?

A I'mreferring to conpanies with nulti-state
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manufacturing capacity. And so what |'mreferring tois to the
extent that capacity is available wthin our system in our

pl ants outside of California, and specifically plants further
east, shift production out of the California plants over to
plants in the east. And we have been building out additiona
capacity in Colorado. | already nentioned the Geeley
facility.

The Greeley facility was planned in three phases. W
have conpl eted two phases and we are very close to pulling the
trigger on the third phase. It will be relatively soon that we
will nove forward with the construction on the third phase.
And so it would be redepl oying some volunes of mlk to other
pl ants.

Q \Were it would be nore favorable conditions for you to
be priced and produce?

A. Correct.

Q Ckay.

A If we end up paying a Federal Order price here that
represents, again, a location value that's further east, then
we woul d be incented to nove, nove that production over to the
areas that are closer to what's assuned in the Federal Order
price.

Q kay. Thank you. That's all | have.

JUDGE CLI FTON: Who next has questions for Ms. Taylor?

M . Beshore?
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CROSS- EXAM NATI ON
BY MR BESHORE:
Q Marvin Beshore.
Just a couple of follow ups. On the block barre
i ssue, Sue, to be fair, that issue has been fully litigated in
prior hearings and deci ded agai nst the position you advocat ed,
by the Secretary, correct?

A.  The argunments have been made, |'mnot sure whet her
litigated is the proper term

Q | wll take that back. The argunments have been made,
the same ones that you nade today you have nmade in prior
hearings, and the current fornmula has been the one determ ned
to be appropriate by the Secretary.

A, That's correct. And I'mnot convinced that those who
made that decision understood the issue.

Q Really?

A, And hopefully further elaboration in different terns is
hel pful .

Q You really don't think the Department on those hearing
records, which were very el aborate and argued and testified to
on those issues, you don't think the Departnent understood what
it was doi ng?

JUDGE CLIFTON: | think that's a little unfair. What
Ms. Taylor said was that she did not think that the Depart nent

fully understood, and | think you just asked if the Departnent
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didn't know what it was doing?

MR, BESHORE: Understand | think |I said, what it was doing
in in making that decision.

JUDGE CLI FTON:  Yeah. Well, you know, she has her opinion,
you have yours, and anyone has the opportunity to read what the
Secretary did or did not say about the issue, but | would |ike
to you reword your question if you would |ike her answer on
this.

BY MR BESHORE:

Q I'mnot sure how!| would reword it. | understood her
| understood her to say that the decision was nade w thout the
deci si on nmaker understanding the subject matter of the
decision. |Is that what you said, Ms. Taylor?

A, Wiat | would say is that we have it in the hearing
record in 2006, 2007 --

Q 2000 also, | think

A. | don't know whether that was the case or not. But in
any case, |ike interpersonal communication between nme and you,
Marv, there can be sone confusion along the way, and that
doesn't necessarily change the facts or change -- there's no
problemin goi ng back and havi ng anot her conversation about
things that you don't think are factually correct.

Q kay. | just wanted to nake sure this record was clear
that that issue had been fully discussed in prior records.

A. It had been a topic within the hearing.
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Q Ckay. Now, let nme ask this. | would like to just run
t hrough Leprino's plants, and if you can, tell ne when the |ast
year of capacity expansion has occurred or nmulti-mllion dollar
substantial capital investnents made in the facilities. |Is
that -- do you understand what |'m asking there? Either, you
know, capacity expansion or nulti-mllion dollar investnent in
the facilities, and if you can't hit the year, as close as you
can.

A Marv, I'mnot sure that | can tell you off the top of
ny head precisely. | can tell you that we update all of our
plants on an ongoing basis. And as | think across our plant
system I'mnot sure that there's a single plant that woul dn't
have had multi-mllion dollar investment within the |ast year.

Q Ckay. How about capacity expansion? You mentioned
G eeley, of course, which is the newest plant in the system
right?

A Yes.

Q Ckay. And that has been, that's projected for its
second expansion after the initial construction, if |
under st ood you correctly.

A. Correct.

Q How about other capacity expansions, and |'mtalking
outside of California now, or start outside of California.

A. W, operationally, have made sone adjustnents that have

I npacted capacities in a range of plants. | can't off the top
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of ny head tell you precisely when each of those occurred.

Q Gkay. Has that, have those operational changes which
i nvol ved, would involve capital investnent | assune?

A Yes.

Q Wuld they have been nmade at all of the other five
| ocations in the Federal Order systemw thin, let's say, the
| ast ten years?

A No.

Q Sone further back than that?

A.  There are sone of those that have not been extended to
all plants.

Q Gkay. Wat's the second newest plant, Leprino plant in
the Federal systen? 1Is it the second plant in M chigan?

A, No.

Q Roswel | ?

A.  How do you define new? W conpletely renovated a
plant, had it fully shutdown, it's like newin many ways, we
have owned it |onger than Roswell.

Q Wich one is that?

A, Ft. Morgan.

Q Gkay. Wen did you add the second plant in Mchigan?
A | Dbelieve 1988.

Q And when was the Roswel | plant built?

A. | mght have ny dates wong, so | believe that, |

believe that we built Ft. Mrgan originally in 1992, and
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acquired Roswell, | believe, in 1994, and it was a cheddar
pl ant, a cheddar barrel plant | believe when we acquired it
from AWPI .

Q Gkay. Geat. Thank you. To your know edge, were
there any bankruptcies of cheese manufacturers in the Federa
Order footprint area, whether they were pool plants per se, in
the 2007 -- 2006, 2007, whey price run-up period?

A. | have a recollection of sonebody telling ne that there
were, but | don't know precisely. And | also want to circle
back to your |ast question, which was that the nost recent
pl ant that was built before G eeley?

Q Yes.

A, That would be Lenoore West.

Q Ckay. | was -- | was limting nmy question to the
Federal, to the non-California system So Ft. Mrgan would be
correct in that -- inthe -- in the outside of California?

A | believe it would be Roswell if you go to actua
ownership, and then Ft. Mrgan before it, but Ft. Mrgan had a
substantial renovation nore recently than we acquired Roswel |.

Q Very good. Thank you. Now, | guess | just have one
final question. |Isn't there, in terns of price regulation
policy, isn't there a risk of setting regulated mninmmprices
too low, as well as the risk you have testified to of setting
them too high?

A. | don't believe so.
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Q Really? No risk?

A. |, you know, there are a |ot of areas of the country
and a |l ot of areas where the world exists in quite good harnony
relative to the trading of mlk on a day-to-day basis, and so
prem unms devel op and they exist. There's nothing that incents
a processor to gut their mlk supply. W ship out probably 20
percent of the volume that we bring in, so we have to make sure
that our mlk supply remains healthy, and |I think that that
keeps the system honest.

Q | think you answered a different question than | asked,
and that, the question you answered was, | think, is it
necessary to have a mninmumregul ated price at all? And
think you said, in your opinionit's not. Am|l correct?

A, Yes.

Q Ckay. Now, ny question was, when you do have m ni num
regul ated prices, when you set themon the lowend, isn't it
possible to create the situation where the purchasers of mlk
are not incentivized to be efficient?

A No. If the regulated price is set too |low, then
conpetition will keep the drive for efficiency.

Q In other words, in your view, if it is set too low, it
won't be effective in the marketpl ace?

A If it's set below nmarket clearing levels, it won't
dictate the total price. Wat's required to bring forth a mlk

supply dictates the total price
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Q But isn't it the case that if a mninum if purchasers
of mlk can buy it at values that are what | woul d consider too
| ow, they are not, they don't have any incentive to be
efficient, sufficiently efficient to, as efficient as if it
were higher, put it that way.

A Well, first of all, low and high don't have as nuch to
do with the plant decisions as what the margin is, what the
relative relationship is to the value they are receiving. So
you can have a low price that gives you a big nargin or a high
price that gives you very little margin.

Q Well, let's nake themrelative to the margin, |ow
relative to the margin versus high -- that is, |ow providing a,
you know, a nomnally, or a, you know, a high margin, and high
providing a nomnally | ow nargin.

A, kay. And you are asking about the scenario where it
woul d be a high margin.

Q Yes, that's right. |Is there not an incentive in that
situation, is there not built into that situation the possible,
a lack of incentive for efficiency on the buyers?

A | don't think so. You would be a profit maxim zer, and
so even in that scenario you would try to be as efficient as
you can. Additionally, if the margins are sufficient and
attractive, you will invite additional investment in the
industry as well as innovation.

Q Thank you.
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JUDGE CLIFTON: Ms. Taylor, what were you expl ai ni ng when
you sai d sonet hing about 20 percent of the volume we bring in?
There's no incentive to gut your supply of mlKk.

M5. TAYLOR COh. As a cheese maker, it is inportant to be
close to your mlk supply because the cost of transport of your
inputs far exceeds the cost of transport of your outputs. And
so in rough ternms, the volume of our finished products is
equi val ent to about 20 percent by the tinme you add up the
cheese, the cream and the powders, 20 percent of the volune of
the mlk that comes into the plant. W, our objective is to be
able to procure milk within a 50-mle radius of our plants.

JUDGE CLI FTON:  Wio next has questions for Ms. Tayl or?

M. Vetne?
CROSS- EXAM NATI ON
BY MR VETNE:

Q John Vetne representative for Hilnar.

The history of dairy in Anerica, as | recall, is that
when the AMAA was created, m |k narkets were very local, and
product markets were simlarly fairly local. Do you recall
readi ng that and hearing that tal king about it?

A Yes.

Q (Gkay. Today's market, product markets, are national

and international, correct?
A, Correct.

Q In order to conpete in national and international
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markets, you can't be | ax about efficiency. You have to try to
beat the efficiency of your conpetitor everyday, correct?

A. Correct.

Q In fact, there is an international player in dairy at
New Zeal and where there is no regul ated price and they, in
fact, have produced sonme of the nost efficient production of
dry mlk products in the world, and narket those dry mlKk
products because of their efficiency, correct?

A, That's correct.

Q ay. Thank you.

A, And they have just doubled their Mzzarella capacity.

JUDGE CLIFTON: Are there any other questions for
Ms. Taylor? 1s there any redirect?

REDI RECT EXAM NATI ON
BY M5, VULIN:

Q Ashley Wulin, Dairy Institute of California.

First, just a mnor point. Wndering if we can | ook at
the first page and nmake an edit to the date. W had
optimstically put Novenber 4th in case Ms. Taylor made it on
the stand then, but today is the 5th. So for accuracy, | would
ask that the Court strike the 4 and turn it into a 5.

JUDGE CLIFTON: Al right. And, Ms. Frisius, top page of
Exhi bit 135. Thank you.

BY M5, VULIN:

Q Thank you, your Honor.
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So I'"'mgoing to bounce around a little bit. First,
during his first cross-exam nation of you, M. Beshore asked
you if it was your opinion that a farmer in California should
be paid less than the Cass Ill price that all other farmers in
the United States are paid. But not all farmers in the United
States are paid the regulated Class IIl price; is that correct?

A. That's correct. And | don't recall that question, even
up there.

Q Ckay. So if that was a predecessor question, then
that's sonething you would want to correct?

A. That's correct. They are not all paid through
Gdass Il

Q Thank you, Ms. Taylor. And fromMs. Erin Taylor had
asked you a bit about the history of whey pricing. And is
there anything that you would like to add to that testinony?

A Sure. | was just, | referenced, anong other things, a
nonograph fromDr. Truman Gaf, and that's GR-A-F, relative to
the econom cs of whey. And nmy argunent was, that to the extent
t hat whey value was reflected in mlk prices prior to 2000,
they were reflected through the survey price of manufacturers
in Mnnesota and Wsconsin. And during nuch of that period,
and | haven't taken a full look all the way through the '90's
as to when that pivoted, it was reflected through a |oss, and
so a reduction in the mlk price. Wichto nmeis very

different than reflecting it as an assumed profit and applied
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across peopl e who don't have that capacity.

One of the docunents | was referring to is on
Mark Stephenson's website. It is called Econom cs of the \Wey
Problemby Truman F. Graf. It is an Extension Publication from
Novenber 1976, Nunber 117. And in that there is a table on
page 4 that shows the U S. wholesale prices for dry whey from
1970 to ' 76, as quoted by ERS USDA Dairy Situation. The prices
are largely ranging from it looks like a low of 4.8 cents to a
high of 7.65 cents, with the exception of 1974 got up to 9.41
cents. The rest of the prices are largely in that, you know,
five to five and a half cent range, plus or mnus a half cent.
And in that sane docunent --

JUDGE CLIFTON:. |I'mgoing to interrupt, | wuld Ilike you to
give ne those nunbers again. Now, these nunbers from'70 to
'76, are these showi ng |osses or are these show ng sonething
el se?

M5. TAYLOR I'mgoing to give you the prices and then
separately in the document there is a cost estimate. And so |
can give you the precise nunbers for the years rather than
characterizing them
1970 is 5.59 cents; 1971, 4.84 cents; 1972, 5.63 cents; 1973,
7.65 cents; 1974, 9.41 cents; 1975, 6.02 cents; and 1976, 6.25
cents. Again, it is a table on page 4, and then on the
Page 20 there is discussion of processing econonm es that says,

"USDA estimates indicate that present drying costs are 8 to 9
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cents per pound of human grade non hydro scopic dry whey."
BY M5. VULIN:

Q Sothat's an 8 to 9 cent cost?

A. Correct. And so that data is what |ed ne to believe
that cheese manufacturers were | osing noney on the production
of whey, and therefore, to the extent that it did get enbodied
in the survey price, it was a reduction in the ability to pay,
to pay, and therefore, a | ower survey price.

Q Thank you. So now | have turned to Attachment A in
your testinony, Exhibit 135. And previously we had tal ked
about these ranges. So right now |I'min the noisture col um,
in the |ow noisture part skim Mzzarella cheese row, and that
has the 45 percent to 52 percent range, and below that it says
46 to 52. Were you able to figure out what this is, and do you
have any opinion on if we should keep it in the docunent?

A Yes, | did discuss this wth the author of the
docunent, and those ranges are internal notes. So those ranges
do not appear in the CFR  Therefore, | recomend that we
stri ke those nunbers that are found within the parentheses. So
for | ow noisture part skim Mozzarella cheese, the noisture
range of 46 to 52 woul d be struck.

JUDGE CLI FTON: Let ne ask you sonething, you know, so
let"s read it, start, Ms. Taylor, it doesn't say 45 percent to
52 percent, it says greater than 45 percent to |ess than or

equal to 52 percent, right?
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M5. TAYLOR  Correct.

JUDGE CLIFTON: So the 46 to 52 just interprets that,
right?

M5. TAYLOR It was an internal interpretation, and when |
asked the author, given the CFR could you have a | ow noisture
part skim Mozzarella that satisfies the standard of identity
that is 45.1 percent. And his answer was, he assunmes you can,
and so | think rather than us |eave our interpretation on the
tabl e, we should renove that because that's not specifically in
the CFR

JUDGE CLIFTON: | see. | see now how you have to be very
precise wth these things. Al right. So, Ms. Frisius, are
you on this table, Attachment A?

M5. FRISIUS: Uh-huh

JUDGE CLI FTON: And, Ms. Taylor, we'll strike as you call
it, so please |lead us through everything you want stricken

M5. TAYLOR Pl ease strike under |ow noisture, part skim

Mbzzarel |l a cheese, noisture 46 to 52, and in the FDB col um,
30 to 44. In the next line for part skim Mzzarella, please
strike 53 to 60; and in the FDB 30 to 44. In the |low noisture
Mozzarell a cheese whole m |k, moisture, please strike the 46 to
52; and then in the bottomrow, the Mdzzarella cheese noisture,
pl ease strike the range of 53 to 60.

JUDGE CLI FTON: Thank you.

M5. VULIN.  Thank you, M. Tayl or.
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JUDGE CLIFTON: Now, while we're there, I"'mjust referring

on the very last box to the right hand side, and we have got a

cite to the Federal Regulations, and we all know what

| ooking at it, but do you want us to fix it?

it is

M5. TAYLOR Yes, please. It should be 21 CFR instead of

the CFR 21.

JUDGE CLIFTON: Al right. M. Frisius, do you have that

al so? Thank you. Al right. Go ahead.
BY M5. VULIN:

Q Thank you, your Honor, good cat ch.

So, Ms. Taylor, M. Beshore asked you a question to
whi ch you responded that you recalled, it was your recollection
that the cooperatives did not recognize the spatial val ue of
t he products.

A Yes.

Q And were you in attendance at this hearing on
Sept enber 30th, 20157

A Yes.

Q And were you present that day for M. Hollon's
testi nony?

A Yes.

Q I'mgoing to read you an excerpt fromthat testinony
that's currently avail able on the AVS website. The page is
1366, it will be M. Chip English questioning, and M. Hollon
answering the questions. So:
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"QUESTION:  So going back then, to the regul ated price

as well, the ass i utilization in a given market w ||
i nfluence nail box prices, correct?
MR, HOLLON ANSVERS: Yes.

MR. ENGLI SH: Does proximty to major popul ation

centers, for instance, on the East Coast, have an inpact on

mai | box prices?

MR HOLLON: It may.

MR ENGISH Isn't it a fact that major products used

in classified pricing such as cheese, butter, and nonfat dry

mlk, tend to sell at higher prem unms the nore east they nove?

MR HOLLON: |'mnot aware of that.

MR ENGLI SH: You are not aware that cheese products

sol d, say into New Jersey, command a higher price than cheese

products sold in Chicago?

MR HOLLON:  No.

M. ENGISH And if | asked that question about other

geogr aphi cal regions, the answer woul d be the same, you are not

aware of differences?
MR. HOLLON:  Correct.”
I's this consistent with your recollection of the
Cooperatives' testinmony?
A Yes, it is.

Q No further questions. Thank you

JUDGE CLIFTON: Ms. Taylor, | would |ike you to | ook at
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page 7, and your Footnote 3 is one that we did not read into
the record, and | can't, just |ooking at Page 7, | can't quite
find what it is a reference -- what reference it is to.

M5. TAYLOR It is intended to be a reference to Figure 1,
t he nap.

JUDCGE CLIFTON. Ckay. So it is where we could find
Figure 1?

MS. TAYLOR  That's correct.

JUDGE CLIFTON: Then | would like you to read into the
record that link so that people who want to find that can do it
easily.

M5. TAYLOR Certainly. It's the federal, the Centra
Federal Order website, ww. fnmacentral.conl publications.

JUDGE CLI FTON: Thank you very much. Al right. Any other
questions for Ms. Taylor? M. Taylor, thank you so much. |
appreci ate the docunment and your testinony.

M5. TAYLOR  Thank you.

MR, ENG.lI SH:  Your Honor, Chip English. Steve Kl uesner
from Nestl e.

JUDGE CLIFTON: Welcome. | believe we will be marking this
as Exhibit 136, is that correct, M. Frisius?

MS. FRISIUS: Correct.

JUDGE CLIFTON: |'mmarking mne as Exhibit 136.

(Thereafter, Exhibit Nunber 136, was

mar ked for identification.)
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JUDGE CLIFTON: We'll wait just a mnute until everyone has

a copy. It appears they have been distributed. I'mgoing to

swear you in in a seated position. Wuld you raise your right

hand, pl ease?

Do you solemmly swear or affirmunder penalty of

perjury that the evidence you will present will be the truth?

MR, KLUESNER: | do.

JUDGE CLI FTON: Thank you. Please state and spell your

name for us.

MR. KLUESNER M nane is Steven Kl uesner, that's

ST-E-EV-E-N, K-L-UE-SNER
DI RECT EXAM NATI ON
BY MR ENGLI SH.
Q ood afternoon, sir
Wul d you pl ease read the first paragraph of your
statement and then I'mgoing to ask you a few questi ons.
JUDGE CLI FTON:  And before you do that, | want M. English
to tell us again who he is.
MR. ENGLI SH: Sorry, he is here on behalf of Nestle.
JUDGE CLIFTON:  No, | nean you.
MR ENGAISH  (Oh,
JUDGE CLI FTON:  Chi p Engli sh.
MR. ENGLI SH: Thank you, your Honor.
My nane is Chip English and I'man Attorney for the Dairy
Institute of California, Proponents of Proposal 2. And | am
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presenting the next witness, who is M. Kl uesner of Nestle.

JUDGE CLI FTON:  You may proceed.

MR. ENGLI SH: Thank you, your Honor.

MR. KLUESNER: My nane is Steven Kluesner. |1'mthe G oup
Manager for dairy responsible for Nestle North Anerican
Procurenment, and today | amrepresenting all Nestle businesses.
In my role, | amresponsible for mlk and dairy ingredients
procuremnment for Nestle brands in United States and Canada.

This includes procurenent relationships with individual dairy
farmers, cooperatives, and proprietary handl ers and
manuf acturers. Prior to ny position | currently hold with
Nestle, | held positions with Nestle G obal MIk Products
Procurenment in Switzerland; Forenost Farnms USA, Wsconsin; and
Wells Enterprises in lowa. | hold a Bachelor's Degree from
lowa State University in Agricultural Studies with an enphasis
in Dairy Science. | devel oped today's testinony in cooperation
wth Nestle staff and present it today with authorization from
Nest| e | eadershi p.
BY MR ENGLI SH

Q Solet me work up fromthis. You were at Wells
Enterprises. A nunber of us in the roomknow exactly where
that is, but not everybody does. Could you tell us what Wlls

Enterprises was and what your position with them was?

A, Yeah, | was an Assistant Procurenent Manager for Wlls,
at the tine it was called Wlls Dairy, Inc., it is a
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privately-owned ice cream nanufacturer in |owa.

Q Not going to put a plug in for the blue bunny?
Not t oday.
| guess not. How long were you there?

| was there for four years.

o > O »

Ckay. And then where did you go next?

A After that | went to work for Forenost Farns in
Bar aboo, W sconsi n.

Q \Wiat did you do for then?

A |1 was the Director of Fluid MIk Marketing.

Q And how | ong were you there?

A. | was there for five years.

Q Gkay. And then what was your position, what were your
actual positions with Nestle?

A Wth Nestle, prior to going to Switzerland I worked on
the Nestle dairy teamas a Procurenent Manager for five years,
where | was responsible for the fluid dairy ingredients and the
hedgi ng of nonfat dry mlk and butter. And after five years, |
went to Switzerland where | was on the global team now I'm
managi ng the purchasing of global powders for 43 different
countries.

Q And how long were you in Swtzerland?

A | was in Switzerland on a mssion for two years.

Q And how | ong have you been back?

A. | have been back for four nonths.
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Q And | ook, you got to cone to Covis.

A. Not quite like Lake Geneva, but it is nice.

JUDGE CLI FTON:  You know, so far, | want to be him
BY MR ENGLI SH.

Q Al right. Wy don't you continue with your statenent,
Sir.

A, Ckay. Nestle in the United States includes: Nestle
USA, Nestle Nutrition, Nestle Purina Pet Care Conpany, Nestle
Waters North Anerica, and is part of Nestle S.A, the world's
| argest food conpany, headquartered in Vevey, Swtzerland.
Nestle S. A enployes over 330,000 globally and operates over
390 manufacturing plants, of which Nestle USA is the |argest
i ndi vi dual nmarket and enpl oys 23,000 and operates 25
manufacturing facilities and 43 distribution centers focused on
maki ng branded food and bever ages.

Nestl e USA currently operates plants that utilize fluid
dairy products: |Ilce creamfactories, California we have two
factories; one factory in Indiana; one in Maryland; and one in
Ut ah.

We have evaporated m |k factory, one located in
California. A fluid beverage factory, one located in Indiana.
A prepared foods factories, one |located in South Carolina; one
in Arkansas; U ah; and one in Chio.

Nestle nutrition factory |located in Wsconsin; and

confection factories located in Wsconsin and Illinois.
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1. Currently, in California we are buying fluid dairy
ingredients for our two ice creamfactories and our baking
factory. Each receive, excuse ne, the baking factory is the
evaporated food factory for clarification, I"'msorry, the
evaporated mlk factory. Each receives fluid mlk and fluid
dairy ingredients as contracted, either from supplying
cooperatives or frompatron supply. Nestle is not paying
non-cost-justified up charges for the mlk we receive. Nestle
is testifying to the current situation of fluid dairy
procurement in California as being orderly.

2. | testify today in support of the Dairy Institute's
Proposal Number 2, which would operate without mandatory price
regul ation, allowing us to purchase mlk priced in California
as Federal Orders currently do in the rest of the U S. Under
the Cooperatives' Proposal 1, Nestle plants in California would
be required to pay the higher FMMO cl ass prices, while our
conpetitors in other FMMO regions are not required to do so.

In the Cooperatives' proposal, all plants are pool plants
requiring mandatory pooling. 1In all other Federal Oders, the
handl ers deci de whether to associate with the O der pool or,
excuse me, with the Order pool if it benefits themfinancially
to do so. |If they do not associate with the pool, USDA does
not mandate the price plants nust pay for lass IIl, Ill, and IV
usage. So if Nestle suppliers decide they want to associate

wth the pool, Nestle wll continue to pay the price negotiated
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with the supplier when Nestle would not be required to pay the
regul ated mnimum price unless they chose to do so.

3. Mandatory pooling within the Oder of California
woul d put Nestle's business at a conpetitive disadvantage to
conpetitors operating in orders that do not have the sane
pooling requirenents. These differences in conpetitive nature
woul d cause a change in manufacturing strategy, potentially
resulting in manufacturers eval uating replacing current
production with open capacities in other states resulting in
| ess overall demand for dairy products in California.
Manufacturing plants need to be conpetitive with plants in
ot her Federal Orders. By not being consistent with Federal
Order rules in all regulated areas and making all plants only
in California regulated, would destroy our ability to conpete
with others |located outside of the state. Nestle has a |ong
history and a huge investnment in the California dairy industry.
Wth the size and scale of our operations in the state, and the
| ow margin nature of the ice cream business, we cannot function
in a non-conpetitive environnent. Inconsistent rules across
Federal Orders would require re-evaluation of current Nestle
manufacturing strategies and bring focus to other parts of the
U. S.

4. Nestle purchases a |large percent of the California
dairy, of California dairy products, fromdairy comuodities,

fluid supplies donestically to powders internationally. The
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proposals to inplenent Federal Orders in California would
result in higher prices under the Cooperatives' proposal, also
maki ng i nternati onal purchasing decisions now subject to

reeval uation. Procurenent decisions have to be driven by the
economics and the ability to source products at prices that
make our operations financially viable. Enhanced product
prices caused by higher regulated prices that are not present
in other regions of the U S. or globally, and that are
unsupported by narket realities, make the purchasing of
products fromCalifornia less likely. The current systemthat
enabl es the devel opment of supply for international business
over the past ten plus years would not be viable any | onger and
woul d cause a shift of focus to other |ess regul ated regions of
the world for grow h.

We currently have a strong relationship with
manufacturers in California and would |ike very nuch, and woul d
very nmuch like to continue to procure dairy ingredients in the
state. Nestle would like to see a consistent approach to
regul ation across Orders allowi ng our businesses to continue to
be conpetitive and grow in comunities we have established
manuf act uri ng.

Q Thank you. Now, when you discuss sone of your
conpetitive situations, your plants in California, is there a
facility in Nevada that you feel like you conpete against?

A.  Yes, very nuch, yes. Very nuch.
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Q Wiat is that facility and where is that | ocated?
A. There's a conpetitive ice cream manufacturing facility
i n Henderson, Nevada owned by Unilever, | believe.
Q And to your know edge, are a nunber of ice cream plants
| ocated in Federal Orders nonpool plants?
A.  To ny know edge, yes.
Q And, in fact, you worked for Wells, and despite ny | ame
j oke about the blue bunny, to your know edge was that a nonpoo
pl ant when you were there?
A. It was a nonpool plant, correct.
Q Your Honor, | nove adm ssion of Exhibit 136
JUDGE CLI FTON:  Woul d anyone |ike to question M. Kl uesner
bef ore determ ni ng whet her you object? No one. |Is there any
objection to the adm ssion into evidence of Exhibit 136? There
are none. Exhibit 136 is admtted into evidence.
(Thereafter, Exhibit Nunmber 136, was
received into evidence.)
MR. ENGLI SH: | have no further questions of this witness.
He's available for further exam nation.
JUDGE CLIFTON: Wio will ask the first questions of
M. Kl uesner? M. Beshore.
CRCSS- EXAM NATI ON
BY MR BESHORE:
Q | tried to ook around for other volunteers but didn't

wor k. Marvin Beshore.
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Good afternoon, M. Kluesner.

A Hello.

Q Let'stalk alittle bit first about, you know, your
pl ants, and their products, and sources of supply, and sales
areas, that sort of thing. So if we |ook at the ice cream
factories, I'"'mjust going to go through 136 here. Two
factories in California. Do they nmake products other than ice
creanf

A. No, they do not.

Q O other novelties?

A.  They nake novelties, that's correct, yes.

Q Gkay. Wat | think your testinony indicates, you
purchase fluid mlk as well as dairy ingredients for those
plants; is that correct?

A. Correct. For one of them fluid mlk. The other
one's, the other plant does not take fluid mlk directly, but
dairy ingredients.

Q \Were are there, to differentiate here, where are the
two | ocated, what cities?

A One is located in Tulare the other one is located in
Baker sfi el d.

Q Wich one takes fluid mlk, which one doesn't?

A. Bakersfield takes fluid mlk, a small anount.

Q ay. In addition to fluid mlk, what other dairy

ingredients are used at Bakersfield?
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Q
portion
portion

A
less th

Q
pr oduce

A

Q
t hat pl

A

> O > O

Q

this re

fornulations. Can you tell us what whey product you are

buyi ng?
A
Q
A

Condensed skim cream whey.
Do you use powder at all?

No.

Ckay. So what portion, you said fluid mlk is a snal

of the total ingredient mx there roughly, what

?

| don't know exactly the percentage, but it would be

an five percent.

Ckay. |Is that supplied from cooperatives or your own

rs or how do you get the mlKk?

It is supplied from cooperati ves.

Ckay. Now, at Tulare there's no fluid mlk received at

ant, | take it?

Correct.

So what dairy ingredients are purchased there?
Cream and condensed ski m and whey.

Any powder ?

No.

Ckay. Wen you say whey, there's been lots of talk in

cord about all the various whey products and

Just sweet whey powder.
And that's the only whey product?

Yes.
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Q Ckay. What is the distribution area of the products
that you nmake at your California factories? And I'll| take
Bakersfield first.

A.  Bakersfield is national, wth not all of it, but
dependi ng on what's manufactured on which line, you could have
national distribution.

Q How about Tul are?

A. Tulare is national on pretty nuch everything they make
there, but there's alimt to the anounts.

Q Ckay. Now, are the dairy ingredients, setting aside
the small portion of fluid mlk, which | understand woul d be
subject to mninmumprices set by CDFA, correct?

A. Correct.

Q Ckay. Are the dairy ingredients that you purchase in
the California plant subject to m ni num CDFA prices?

W pay the m ni mum CDFA pri ces.
Ckay. But are you required to pay the m ni num CDFA?

Yes.

Yes.
For the creanf

A

Q

A

Q

A

Q For the condensed ski nf
A

Q

A Yes.

Q

For the whey?
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A. Wiy, | do not recall specifically on whey.

Q Fromwhat sources do you acquire the cream and
condensed skimfor your California plants?

A. The majority of it is within the State of California.
There is a snmall amount fromtime to tine that would come from
outside the state.

Q Gkay. Is it fromcooperatives fromother proprietary
handl ers or --

A Both.

Q Ckay. And it is your testinmony that when you purchase
those ingredients from let's just take other proprietary
handl ers, that they are subject to m nimum CDFA pricing?

A Yes.

Q kay. Let's nove to the ice creamplant in Indiana.
What dairy ingredients do you acquire, do you purchase there

for its production, fluid mlk or just --

A.  Cream and condensed skim fluid mlk and whey as wel |
Q Ckay. |Is that a, that's a nonpool plant, | assune?
A, Correct.

Q How nuch?

JUDGE CLIFTON: | have got to slow the two of you down a

l[ittle bit. Don't answer himuntil you know the court reporter
has finished typing what he said, okay?
MR, KLUESNER:  Sorry.

JUDGE CLIFTON: | interrupted you, you were tal king about
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I ndi ana, | think.
BY MR BESHORE:

Q Yes. What percent of the dairy ingredients is fresh
fluid mlk as opposed to the cream condensed --

A Very snall. Again, it is.

JUDGE CLI FTON:  You are not following ny instruction.
MR, KLUESNER: Sorry, I'ma slow | earner.
MR BESHORE: |'min the same boat, | think.

BY MR BESHORE:

Q Wiat products are made there?

A lce cream and novelties as well.

Q And what's the distribution area?

A It's mainly in the central part of the U S., sone does
travel back and forth depending on what was nanufactured on
what |1 ne.

Q What city is or town is, what's the address of the
I ndi ana pl ants?

A It's Ft. Wayne, Indiana.

Q kay. The Maryland plant, where is that |ocated?

A It's located in Laurel, Maryl and.

Q And what are the ingredients that, what, first of all
what products are nade there?

A lce cream and novel ties again.

Q And what's the distribution area fromthat plant?

A, Mainly the East, but there is sone distribution that
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goes to other parts of the U S., depending on the |line and
what' s manufactured there.

Q Ckay. So what are, what dairy ingredients do you use
at the Laurel plant?

A. Again, a snall amount of mlk. Less, | would say

again, less than five percent cream and condensed skim and

whey
Q And that's a, that's a nonpool plant?
A, Correct.
Q \Wiere is the plant in Uah |ocated?
A Salt Lake.

Q And sane set of questions on that plant. Wat do you
make and where do you get the ingredients?

A, They nmake nmainly ice creamthere. It is for specific
areas that at higher elevations, and it's a very, very small
plant, with very small [ines.

Q Gkay. Thank you. Now, the evaporated mlk factory in
California, where is that |ocated?

A It's in Mdesto, California.

And does it make strictly just evaporated canned m | k?
Yes, it does.
Ckay. What's the distribution area fromthat plant?

National |y.

o > O > O

In fact, that's one of only two canned mlk plants in

the country anynore, right?
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Yes.

The other one is in New York?

> O >

Yep.

Q Gkay. What are the ingredients for the evaporated mlKk
factory?

A MIlk only.

Q Fresh mlk only?

A. Correct.

Q kay. |Is that supplied fromyour own producers or
cooperatives?

A Both.

Q In part 1 of your statenent on the second page, you
make the statement, "Nestle is not paying non-cost-justified up
charges for the mlk we receive." 1s that is an interesting
phraseology in ternms of what you pay for mlk. Do you pay
premuns on the raw mlk, on the mlk you are purchasing for
your evaporated mlk factory?

A Yes, we do.

Q And do you consider themcost justified prem uns?

A Yes.

Q Gkay. And so in what respect are they cost justified
fromyour perspective?

A, Cost justified in the fact that we would have to pay a
premumfor our own mlk supply from producers as well.

Q kay. And --
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It is.

So you pay your own producers a prem un?

> O >

Yes.

Q And therefore, your cooperative supply is going to
going to get a prem um al so?

A. Correct. Yes.

Q kay. Does the cooperative, you know, bal ance your
needs at that plant?

A.  Yes, that's one of the reasons that we buy outside mlk
is for balancing the manufacturing.

Q Ckay. The fluid beverage factory in Indiana, what
| ocation is that?

A, That is in Anderson, |ndiana.

Q Is that a relatively new plant?

A Yes, it was built in, well, started production in 2007.

Q And what products do you make there?

A Cass | mlk, and coffee creaners, and nutritiona
bever ages.

Q Wiat's the distribution area for the plant?

A, National.

Q Do you, what are the, is it solely raw mlk supplied to
that plant? |Is that the sole dairy ingredient or do you have
ot her ingredients?

A. | didn'"t understand your question, |I'msorry.

Q Your dairy ingredients at Anderson, is it solely farm
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mlk or do you purchase other ingredients for those products?

A It's farmmlk and then there are sone nonfat dry mlKk
that goes in there, other ingredients sugars, and different
things for manufacturing, and sonme MPC that's used in the
nutritional side of the business.

Q kay. So is that a pool plant or a nonpool plant?

A It is afully regulated plant on O der 33.

Q Gkay. And the mlk supplies to that plant, are they
Cooperative or independent supplies?

A, They are Cooperative.

Q And are those supplies acquired at a prem unf

A, Yes, they are.

Q The plant in South Carolina, where is that and what
products does it make?

A, Gafney, it's prepared foods. It would be any sort of
frozen neal .

Q Any fresh mlk purchased at that plant?

A, No, those are, any of the prepared food plants woul d be
cream and condensed skim It's very small anounts.

Q kay. So that, the South Carolina, Arkansas, Utah, and
Chio, I'mgoing over to the second page, all those prepared
food plants, the dairy ingredients are cream and condensed
ski n?

A Yes, used ingredients, yes.

Q And no fresh m|k?
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A No fresh mlk at all.
Q Gkay. The nutrition factory in Wsconsin, what
| ocati on?
A. That's in Eau Caire, Wsconsin.
Q The fanous Eau Claire, maybe infamous. Wat dairy
i ngredi ents do you purchase there?
A. That is a 2 percent mlk that we buy for manufacturing.

Q So is that acquired fromproprietary or cooperative
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sources?
A. Sorry, | have to think back. | have only been back
here for four nonths, | got to think for a mnute. That I

believe is froma proprietary supply.

Q Is the Eau daire plant a pool or nonpool plant?

Nonpool .

What do you nake there?

What's the distribution in the area for that?

It's national.

o >» O >» O >

A.  Chocol ate, caranel, mainly condensed skim or
evaporated m |k, or sweetened condensed m |k

Q Wuat's the location in Wsconsin?

A, Wsconsin is Burlington.
Q And Illinois?
A

I1linois is Franklin Park, that's the nmi n one.
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Q I'msorry?

A Franklin Park.

Q And did you say what, condensed skimand sweet ened
condensed?

A Sweetened condensed mlk, correct. And there is some
butterfat that goes in there as well, typically AW

Q No fresh m|Kk?

A No.

JUDGE CLI FTON: Butterfat typically what?
MR. KLUESNER: AM-, it's basically butter oil
JUDGE CLI FTON: And does AMF stand for?
MR. KLUESNER: Anhydrous M|k Fat.
JUDGE CLI FTON:  Thank you.
BY MR BESHORE:

Q ay. Thank you for that, for that information on your
plants there, M. Kluesner. Fromyour purchase of mlk in
California directly fromindependent farners, how, w thin what
geographi ¢ range of your plant of Mddesto are your farners
| ocat ed?

A1 would guess within 40 mles.

Q Wiat's the prevailing premumon farmmlk in that
area, pay price?

A. | would rather not answer that question.

JUDGE CLIFTON:  You are not required to.
MR, BESHORE: | think he knows the rules.
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BY MR BESHORE:

Q Now, you say in point nunber 2 on page 2 here, that you
woul d i ke to, |I'm paraphrasing, but basically you want to be
able to buy mlk at prices that are not subject to m ninmm
regul ation.

A W would like to be able to buy mlk if regul ated,
consistent with our other factories across the nation.

Q Okay. Now, let's just take your, let's take the, well,
actually, in California which plant uses the nost, obviously
the Mddesto factory would use the nost fresh mlk, | assune.

A Yes, in fresh mlk form yes.

Q Are you famliar with the status in mlk supply of your
only conpetitor in the country for that plant, what it pays for
mlk?

A, Mst specifically, no.

Q You are not?

A No.

Q But you want to, if you, wouldn't that be inportant?

[f you want to pay what your conpetitor's pay, you only have
one conpetitor for that plant in the country, and you don't
know what it pays for its mlk?

A Wll, | would assunme | would know if they were going to
pay roughly, well, | would have an idea. | wouldn't know
exactly what they were going to pay, but | would have roughly

an i dea.
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Q They are going to pay Federal Order price plus
sonet hing, right?

A. | don't know that specifically.

Q Well, you said you knew, you thought you knew roughly
what they would pay. Wat did you nean by that?

A, You asked nme if | would know exactly what they woul d
pay. Not exactly, you asked nme if | knew what they woul d pay,
and | said no, but it would probably be sonewhere around a
regul ated price. | would not knowif it was higher or |ower.

Q kay. Now, you have national distribution from your
ice creamplants in California. So do you know what your
conpetitors across the country are paying for their ingredients
for ice creanf

A, Not specifically, no.

Q Do you know general | y?

A, Again, roughly, I would have no idea if it was exactly
the regul ated price.

Q You do know that the mininmumregul ated price that you
have in California is lower than that in the rest of the
country, correct?

A Yes.

Q Now, you expressed concern in point 2 here about
whet her you woul d be required to associate with the pool or
not. Do you, have you ever done a cost study on what the val ue

is, if any, of being pooled or not being pooled as an ice cream
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manufacturer in the in Federal Order marketing areas?

A.  Lately, no, | have not.

Q But you say "mandatory pooling would put Nestle's
wthin an order of California's,"” this is point nunmber 3,
"woul d put Nestle's businesses at a conpetitive disadvantage to
conpetitors operating in Orders that do not have the sane
pooling requirements.” Wuldn't that depend on what your
whet her, regardl ess of the pooling requirements, wouldn't it
depend, depend on what your conpetitors were paying there?

A. It cones back to price level, yes. | nmean, it depends
what the price [ evel woul d be.

Q So let ne ask the question again. Have you done any
study on what difference, if any, mandatory pooling woul d have
on your cost of mlk on an annual basis?

A.  Have | done personally? No, | have not done
personal ly.

Q Has your conpany done such a study?

A.  Conpany? No.

Q Have you seen any such study presented to you by anyone
associated with the Dairy Institute teamhere today?

A. | have, yes.

Q At cost study relating to mandatory pooling?

A | saw a, yes. | saw the nunmbers that were put together
by the Dairy Institute of California that woul d show what the

di fference woul d be between, basically between Proposa
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Nunmber 1 and woul d Proposal Number 2.

Q Gkay. And was it your assumption that those
differences were the product of nmandatory pooling?

A.  That is my assunption, yes.

Q Ckay. Point nunmber 4, | have -- I'mhaving a little
troubl e understandi ng exactly what this is about. 1Is this
mainly directed to international sales?

A, Miinly, yes.

Q Ckay. Do you sell, what, evaporated mlk
i nternational ly?

A. W do sell sonme internationally. W are a |arge buyer
of powders internationally of the U S

Q For what uses?

A, Many different uses.

Q ay. | didn't -- yeah. And the reason | asked for
what uses. They are not, as a |large buyer of powders, it would
seem from your explanation of the products made and the
i ngredients used at these plants, that you are not buying the
powders for your own use, primarily.

A Not inthe US., but for our own use in the 43 other
countries that we do business.

Q Gkay. Wen you say in the first sentence of 4,
"Nestle's purchases a | arge percent of California dairy
products fromdairy comodities.” You are referring there to

your purchases of condensed skimand cream and whey | take it?
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A, Yeah, | mean it could be condensed skim cream whey
cheese, butter, so this is, there is a nultitude of different
things. | don't think there's any dairy product that's
manuf actured that we do not buy.

Q Ckay. But you buy them Nestle buys themfor other
operations other than your dairy manufacturing plants?

A. The majority of it would go into all the plants
donestically that | have listed, and | have not listed the
i nternational plants or needs.

Q Gkay. I'monly talking about the donestic plants. But
you are not using cheese as an ingredi ent anywhere though
right?

A Yes, we are.

Q Ckay. Wiere did | mss that?

A. Cheese is an ingredient that falls underneath our
Nest| e USA business, Nestle pizza division, and our prepared
foods division as well. I'msorry, | did msspoke in the fact
that we do take cheese into prepared foods when we were talking
about earlier.

Q kay. So anong the plants listed here, the prepared
foods factories would be ones that use cheese, as well as the
ot her ingredients you nentioned.

A Prepared foods, yes. To clarify what's listed on the
testinony here, are the factories that only take fluid

ingredients. W do have factories that use many different
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dairy ingredients across the nation that are not |isted here.

Q Gkay. And, okay. Thank you. That's all | have right

at the nmonent. Thank you, M. Kluesner.
JUDGE CLI FTON:  Wo next has questions for M. Kluesner?
Ms. Tayl or?
CROSS- EXAM NATI ON
BY M5. TAYLOR

Q Good afternoon, M. Kl uesner

A Hello.

Q I'mErin Taylor with the USDA. Thank you on behal f of
the Departnent for coming here today and expressing the views
of Nestle. W do appreciate that.

Just a few questions. | first won't ask you ny snall
busi ness question because with however many enpl oyees, |'m
pretty sure you would not fall under that definition.

For your, since this is about California, for the mlk
that you purchase in California, could you give us a rough
estimate on what is supplied by cooperatives and what is
suppl i ed by independent shippers, if you don't m nd?

A, As far as what ingredients are supplied? |Is that your
question?

Q Yes.

A, Ckay. From we have cooperatives would be condensed
skimand creammainly, and mlk. And then fromindependents,

we get creamsupply froma few small ones, a few snall
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suppliers.

Q Fewsmall plants?

A Well, small supply that we get from probably Iarger
plants, but it's a smaller supply.

Q Ckay. Under the current California systemyou do pay
California State Order m ninum prices, even though your plants,
| think you said your plants are not pooled in California?

A W pay the mininumprice in California.

Q You pay the mnimum price.

A Yeah.

Q kay. | take it from your nmain concern wth
Proposal 1 and why you support Proposal 2, it gives your plants
the option to pool just like in the other ten Federal Oders
currently, there's pooling provisions that allow plants to pool
if they qualify or opt not to pool?

A, That is correct.

Q And so you don't necessarily have a concern with, or
maybe you do, you can explain. |If you have a concern as to the
prices that would be in a Federal O der system whether they be
the prices as proposed by the co-ops or the prices as proposed
by the Dairy Institute, so long as you had the ability to opt
whet her to participate or not. Ganted, |I'msure you would
like the | ower price, but your main issue is with the pooling?

A, Correct. That's correct. |If the price was the sane

across the nation, it wuld, we wuld |ook, or it wuld be good
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to have consistency across the ability to in the pool status as
wel | .

Q Gkay. And ny final question is just about your whey
purchases. You purchase nostly dry sweet whey?

A, For ice cream manufacturing, yes.

Q And how do you, there's been a | ot of conversation
about whey purchasing. Could you el aborate generally how you
determ ne the price that you purchase that for?

A It varies. Mst -- it would be market indexed pricing
for the whe