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Mr. Hearing Officer and members of the panel, my name is Geoffrey Vanden Heuvel.  I am a dairy producer with operations in San Bernardino and Riverside Counties.  I am testifying here today on behalf of Milk Producers Council which is a producer trade association with about 175 members located primarily in Southern and Central California.  My testimony is based on a policy adopted by the board of Milk Producers Council at its meeting in December of 2004.

Oppose Return to Cheap Milk Policy of the Past

The main issue before the Department today is whether or not California should return to a cheap milk policy for the purpose of incentivizing through government regulatory action a significant expansion of California manufacturing plant capacity.   Milk Producers Council objects in the strongest possible way to returning to this policy.

Deliberately reduced California manufacturing milk prices was the policy pursued by the Department during the early 1980's.  At that time California producers were exporting distressed milk to far off places almost year around.   It was thought that there might be an opportunity to create a significant California cheese industry to profitably process all that excess milk.  To bring this about, the Department used the minimum pricing authority inherent in the California state order to grant California manufacturers a large milk cost advantage relative to their out of state competitors.  This policy established California 4b prices that at times were well in excess of $1.00 per cwt. lower than the Federal order prices that our out of state competitors had to pay.  This policy facilitated the rapid expansion of the California cheese industry to a point where now California is a dominant player in the national cheese market.  Over the past decade the influence of California both in the marketplace and as a regulatory trend setter has forced the Federal Order program to be adjusted to minimize the difference between the California system and the Federal Order system.  The spread between the FMMO price for cheese milk and the California 4b price has been significantly narrowed and the two systems are basically moving in sync.

What the petitioner is proposing to do and what unfortunately the Dairy Institute is also proposing is to return California to the days of regulated cheap milk.  There are at least two reasons the department should not do this.  

No Need

One, there is no need for a state government granted incentive to significantly expand California manufacturing plant capacity.  Far from having significant amounts of distressed milk being exported from California because of a lack of capacity, we are now witnessing unprecedented importation of raw milk into California from out of state. In addition, where as in the 1980's and 90's Central California communities were actively courting Southern California producers to try to attract them to relocate to the San Joaquin Valley, today communities throughout the Central Valley are actively opposing the location of dairy producers in their communities.  The rate of new dairy expansion has dramatically slowed, while the environmental requirements placed on new and existing dairies makes it highly unlikely that the rate of dairy expansion experienced in the latter part of the 20th century can be sustained very far into the 21st century.  The Dairy Institute in their letter supporting the call of this hearing cite the departure of cheese plants from California and the lack of recent new cheese plant expansion as their justification for requesting a return to the cheap milk policy.  It must be noted that during the past five years the California business climate has caused many businesses, including quite a number of California's dairy producers to leave the state.  The energy crisis, the workman's comp crisis and the overall anti-business environment that lead to the recall of Governor Davis have all contributed to a lack of confidence of investors to make a big commitment to California.   There is no need at this time for the State to dramatically lower producer income for the purpose of artificially stimulating a large expansion in manufacturing plant capacity.

Will Not Work

The second reason the department should not go back to the cheap milk policy as proposed by LOL and the Dairy Institute is that it will not work.  In the 1980's when we last launched a cheap milk policy, the Upper Midwest was the great "surplus" milk area in the United States and the national milk pricing surface was driven off of the Minnesota/Wisconsin price series.  California could exploit this situation with a cheap milk policy which resulted in cheap California cheese being able to undercut the competition which was forced to pay for milk based on a Midwest price series.  This is no longer the case.  The Federal class III price is driven off of a NASS cheese price survey, which is dominated by California and other West Coast cheese plants.  If the state were to return to a cheap milk policy, and the California cheese plants were to attempt to increase market share by discounting prices, those discounted prices would be picked up in the NASS survey.  This lower NASS price would lower the Federal Order milk price paid by our competitors which would deprive the California plants of the advantage the state would be trying to give them.  This policy would ultimately result in no gain for California manufacturers, only pain for California's producers.  

The MPC Alternative Proposal

So what should we do?  Milk Producers Council strongly believes that the current 4b pricing formula produces about the right price.  In our alternative proposal we have suggested only minor changes to the formulas.  We are proposing to change the adjusters to the CME prices for butter and cheese used in the 4a and 4b formulas.  We noted that the panel report of the January 2003 hearing stated on page 12 "The most recent data collected and summarized by the Department shows that California cheese processors received the CME price less $0.0321 per pound in 2002.  Clearly, the price relationships of California manufacturers and the CME must continue to be monitored." 

The Department has produced updated price data for this hearing.  We particularly appreciate the department’s analysis which discovered that there is a lag between the time the CME price for a particular day is set and when that price influences the California cheese plants’ sales prices.  In our alternative proposal we use data derived from this study.  In the format that the department has published this data in the past, there has been an average price that excluded the high and low differences between the California price and the CME price.  The fact that there are such highs and lows in the traditional table is clearly a function of the lag that exists in the marketplace.  The data in the new format does not throw out the high and the low and therefore captures all of the data, which we think gives the data more credibility.  We used the January 2003 through October 2004 time frame because we believe the adjuster should be based on the most recent data available.  The current $0.0321 adjuster was based on 19 months worth of data, so we too picked a data set that is less than 24 months.   

Dry Whey Make Allowance

With regards to the dry whey make allowance used in the 4b formula, we are proposing a modest increase in the make allowance for dry whey.   The reason for this is that the best cost study on dry whey we are aware of was done by the National Cheese Institute for the year 1999.  The results of this study were entered into the record of the May 2000 Federal Order Hearing.  (see attached exhibit) That study concluded that the average cost to dry whey in the US was $0.159 per lb.  Interestingly, USDA used $0.159 per pound as the make allowance for the FMMO class III formula and all three proposals in the California hearing on this issue in 2003 suggested using $0.159 as the make allowance for dry whey in the 4b formula.  The department decided to use $0.17 per pound as the make allowance and it referred in the panel report to the relationship between the cost to dry whey and the cost to make nonfat dry milk.  Since 1999 when the NCI study was done the cost to make NFDM appears to have increased about $0.02 per lb.   The validity of this approach is confirmed by the communication from West Farm Foods of Washington State (see exhibit).  The West Farm Foods report shows an average cost for making a pound of dry skim whey from their two cheddar cheese plant operations to be $0.176 per pound.  Therefore, we are willing to support a modest increase in the dry whey make allowance in exchange for a "snubber" which will keep the dry whey portion of the 4b formula from having a negative impact on the producer price. 

Snubber Needed

The justification for the 'snubber" comes out of the history and practice of the way the cost auditing branch treated whey solids disposal costs in their audits.  Our understanding is that if a whey solids product had a value in the marketplace the cost to make that product was not allocated against the cost to make cheese.  However costs associated with the whey stream that are not attributable to a marketable whey solids product are included as a cheese manufacturing cost.  We are told that approximately one cent of the cheese manufacturing cost in the study is attributable to the whey solids disposal cost.  Our view is that with a generous make allowance of $0.18 per pound and a cheese make allowance that takes into consideration the excess whey disposal costs there is no reason for the dry whey factor in the 4b formula to be allowed to be a negative factor on the producer price. 

Irrelevant Dry Whey Study

At this point we would comment on the Cost Auditing Branch dry whey cost study.  While the study itself may be an accurate description of what the four plants on the study spend to dry a pound of whey solids, it is not particularly relevant to the process of establishing a dry whey make allowance for a 40# block cheddar cheese milk pricing formula.  Using this study to determine a make allowance for the 4b formula would be like using a per cwt. cost of production study of a small Jersey herd to set minimum California producer prices.  It truly is a case of comparing apples and oranges.  

No Reason to Change Cheese Yield

MPC opposes any change to the cheese yield factor in the 4b formula.  In the last hearing in 2003 as well as the hearing held in 2001 MPC supported an increase in the cheese yield factor.  While we did not get everything we asked for in terms of a cheese yield, the price resulting from the current 4b formula is approximately what it ought to be.   We could make a case that the yield in the current formula is still too low, but we oppose changing it because we have heard no new arguments and seen no new data, which justifies changing what the department did in the 2003 hearing. 

No Reason to Change Make Allowances

Likewise we oppose any changes to the make allowances for butter, nonfat dry milk and cheese.  The data shows that cost of manufacturing these products is bouncing around within a range and that the current allowances are within that range.  It is important to remember that the department is responsible for establishing a 4a and 4b price and that the cost of manufacturing butter, powder and cheese is a factor that must be considered, but manufacturing costs are only one of a number of factors that must be considered.  

Support Price Floor Vital

With regards to the Dairy Institute's proposal to eliminate the support purchase price floors from the class 4a and 4b formulas, we can not think of a greater service the California Department of Food and Agriculture has done for dairy producers nationwide than the price floor implemented in April of 2003.   The almost malicious depression of cheese prices that occurred in the early spring of 2003 was a disgrace to our industry.  The courageous action by CDFA to implement a support price floor in the 4a and 4b formulas in effect shifted the cost of the massive cheese price discounts that manufacturers were offering, from producers who were powerless, to the processors who were in a position to set those prices.  This action was one of the finest moments in recent CDFA history.  The increase in CME cheese prices in the weeks following the implementation of the price floor in April and May of 2003 was dramatic proof of the influence of California milk pricing policies on the national market.  We totally oppose the Dairy Institute's misguided attempt to eliminate this part of the class 4a and 4b formulas. 

In conclusion, Milk Producers Council believes that the minimum prices produced by the current 4a and 4b formulas are about right and that if any changes are made to the formulas they should be minor.  We request the opportunity to file a post-hearing brief.  
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