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PROCEEDI NGS

JUDGE CLIFTON: W are on the record in
day two of the hearing in the matter of MIk in the
M deast Marketing Area.

This is Cctober 24, 2001 and we are
begi nning at approximately This record is being nmade in
Wadsworth, Chio. It's Cctober 23, 2001. |It's
approximately 8:36 in the norning. The tenperature is |ess
than 70 degrees. Let nme know if you get too cold.

M. Beshore, would you alert ne as to how
you would |ike to proceed?

MR. BESHORE: M. Hollon does have sone
further testinony, which involves proposal four that we
haven't yet touched on and which is not a pooling
proposal. It's the advance price proposal. And he also
has sone opposition to proposal eight and we haven't heard
fromthe proponents on that yet.

We would like to further resume testinony
until a later tine and | believe that M. Herbein may be
ready to proceed this norning and | don't know what ot her
W tnesses may be intending to comment on proposal s one,
two, three and five. So, we would like to defer M.

Hol lon's additional testinony to a |later point in the
proceedi ngs and all ow other witnesses to proceed at this

tine.
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JUDGE CLI FTON: Thank you, M. Beshore,
and | want to applaud your excellent presentation
yesterday. You kept things noving. It was unconfortable
in here and | appreciate very nuch how well you had
prepared everyt hing.

We regard to those who would like to
testify about proposals one, two, three and five, other
than M. Hollon, would you identify yourselves so | wll
know how many of you there are. M. Carlson, M. Wirshaw?

MR WARSHAW M. Herbein will touch on

t hat .
JUDGE CLIFTON: M. Herbein. M. English?
MR. ENGLISH | have M. Yates who w ||
testify.
JUDGE CLIFTON: M. Yates will. Now, with

regards to proposal four, how many intend to testify. M.
War shaw?

MR. WARSHAW M. Herbein will testify on
proposal four.

JUDGE CLIFTON: It's sounding like M.
Herbein is our natural next w tness, would you agree?

MR WARSHAW  Yes.

JUDGE CLIFTON: Then with regard to the
remai ni ng proposals, how many w tnesses expect to testify

with regard to proposal six? | saw none. How many -- and
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this does not foreclose that, but | amjust trying to get
an idea. How nmany expect to testify regardi ng proposal
seven? W kind of had it withdrawn partially, but I
di dn't know whet her anyone else mght |ike to speak to it.

Wth regard to proposal eight? M.
Warshaw, all right. Wth regard to proposal nine? M.
Hollon and M. Carlson. And with regard to proposal 107?
kay.

| don't know to what extent you can make

your travel plans. | know that the weather is expected to
turn severe this afternoon and this evening. | don't know
how long this will take. It looks to nme that we will be

here until this afternoon.

M. Warshaw, would you like to call your
witness at this tinme?

MR WARSHAW Yes, | will. Carl Herbein,
please. And if | could have these nmarked as exhibits.

JUDGE CLIFTON: This is going to be
Exhibit 20. This is M. Herbein's curriculumvitae. M.
Her bein, while you are there, will you say your names and
spell them and identify your enploynent, please.

THE WTNESS: Carl D. Herbein. CARL
D., HE-R-B-E-I-N, and I amthe CPA and managi ng partner
of Herbein & Conpany, a certified public accounting firm

headquartered i n Readi ng, Pennsyl vani a.
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JUDGE CLI FTON: Thank you. We will have
your curriculumvitae marked as Exhibit 20.

(Exhibit 20 is marked for
identification.)

MR. WVARSHAW And if | could have this
mar ked in advance as Exhibit 21.

JUDGE CLI FTON:  And Exhibit 21 is entitle
M deast Marketing Order, Federal Oder 33 and it indicates
presented by Carl D. Herbein, CPA

(Exhibit 21 is marked for
identification.)

JUDGE CLIFTON: Are there additional
copi es, M. Warshaw?

MR. WARSHAW  Yes.

JUDGE CLIFTON: We will go off record
whil e you do that.

(O f the record.)

JUDGE CLIFTON: Do you wish to nove the
adm ssion of Exhibits 20 and 21 before M. Herbein
testifies?

MR WARSHAW | think if they are
acceptable at this point, that would be fine.

JUDGE CLIFTON: Let's see if it is
acceptable. It gives the witness nore freedomw th regard

to covering his statenent if he knows that the statenent
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is an exhibit. Wth regard to Exhibit 20, which is M.
Herbein's curriculumvitae, is there any objection to the
adm ssion into evidence that docunent? There is none and
Exhibit 20 is hereby admtted into evidence.

(Exhibit 20 is received into

evi dence.)

JUDGE CLIFTON: Wth regard to M.

Her bein's statement, which we have marked as Exhibit 21,
is there any objection to the adm ssion into evidence of
t hat docunment? There is none and Exhibit 21 is also
admtted into evidence.

(Exhibit 21 is received into

evi dence.)

JUDGE CLIFTON: M. Herbein, would you

rai se your right hand, please.
Wher eupon,

CARL HERBEI N
called as a wtness, after first being duly sworn,
testified as foll ows:

JUDGE CLI FTON: M. Warshaw, you may

pr oceed.
DI RECT EXAM NATI ON
BY MR WARSHAW
Q M. Herbein, what | would first like to do

is go through your CvV and let ne ask you at the outset,
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does your curriculumvitae accurately set forth your
educati onal and enpl oynment background?

A Yes, it does.

Q Does it also state accurately your
specific dairy-rel ated experience?
Yes, sir, it does.
And your litigation support experience?

Yes, it does.

o » O >»

Running through it very quickly, could you
describe for us briefly your education background?

A Yes, | have a Bachel or of Science degree
in accounting fromElizabethtown Coll ege in Pennsylvani a
in 1968 and | ama certified public account in the State
of Pennsyl vani a.

Q And your enpl oynent background?

A | began ny career in 1967 with the
national firmof what is now Ernst & Young and in 1972
began what is now Herbein & Conpany and have actually had
two jobs in ny life.

Q Coul d you descri be Herbein & Conpany for
us?

A Yes, we are a CPAfirmw th offices
t hroughout Pennsyl vania and we are headquartered at
Readi ng, Pennsylvania and we have a significant portion of

our practice in the dairy foods industry.
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Q Now, your curriculumvitae, and | don't
think we need to go into this, also sets forth profession
and civic associations and designations. | assune again
that that is an accurate description of those activities?

A Yes, it is.

Q Moving then directly to your dairy-rel ated
experience, could you describe for us the experience that
you have had that has been related to the dairy industry.

A Yes and | amproud to say is where ny
experience began. | was born and raised on a dairy farm
in eastern Pennsylvania and | earned the val ue of butterfat
when ny father smled when his tests increased and was
saddened when his tests decreased. So, that was the very
start of it and our dairy practice actually began with the
rate maki ng process with the Pennsylvania M|k Marketing
Board in representing processors beginning the md 70s in
presenting financial information to the m |k marketing
board for the rate making, the mlk hearing process and
that work |l ed to being the being the regular accounts and
auditors for dairy conpani es.

We devel oped sone special expertise in
cost accounting, which has taken us on sonmewhat of a --
what | will call a national ride. Qur dairy practice now
covers the vast mpjority of the United States in cost

accounting and forensic and nmerger and acquisition areas.
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Q Are you the accountant for a nunber of
dairy processors, mlk processors?

A Yes, we regularly do work for about 50
dairy conpani es | ocated throughout the United States.

Q Then again, noving to your specific
[itigation support experience. Wuld you describe that
for us.

A Yes, nmy litigation support experience is
focused heavily in the mlk industry and agai n, having
appeared in Federal Order hearings, many PMVB,

Pennsyl vania M|k Marketing Board hearings and then
outside of the mlk business in other litigation matters
such as contractual disputes, |ost earnings, |ender
l[iability and professional nal practice.

MR. WARSHAW Based on that testinony and
his curriculumvitae, I would nove that M. Herbein be
accepted as an expert in accounting as it relates to the
dairy industry and nost particularly, although I nove that
he be accepted broadly, nost particular in cost accounting
and accounting as it relates to m |k marketing.

JUDGE CLI FTON: Does anyone wish to voir
dire the witness with regard to his qualifications as an
expert in accounting as it relates to the dairy industry
and particularly in regard to his cost accounting

expertise related to mlk marketing? |s there any
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objection to his being accepted as an expert in those
fields? There is none and, M. Herbein, | accept your
testinmony as that of an expert in accounting as it relates
to the dairy industry and particularly with cost
accounting expertise in the mlk marketing area.

THE W TNESS: Thank you.
BY MR WARSHAW

Q First of all, you were engaged by a group
of dealers with regard to this particular hearing?

A Yes, | was.

Q Coul d you describe the scope of that
engagenent, the reason for it?

A Yes, the background, M. Warshaw, with
this engagenent was a contact by the Dairy Association of
West ern Pennsyl vania, which is a group of fluid mlk
processors | ocated in and around Pittsburgh, who are
regul ated by Federal Order 33, and their initial
observation and concern was that they noticed that the
Federal Order 33 PPD was decreasing and that there were
i ncreasing amounts of m |k being pooled on Federal O der
33 and we had a neeting to discuss this matter as they saw
it and they asked ne to investigate this situation and
det erm ne what was happeni ng.

O course, by this tine many of dairy

publ i cati ons were focusing on this phenonena that was
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happening in Federal Order 33 and we then put together a
group of fluid mlk processors and they are actually
listed on the first page of ny exhibit and for the record,
they are Dean Dairy Products, Schneiders Dairy, Turner
Dairy Farnms, Marburger FarmDairy, Inc., Fike's Dairy,
Inc., United Dairy, Carl Colteryahn Dairy, Superior Dairy,
Goshen Dairy, Smith Dairy Products and Reiter Dairy.

And we were asked to perform and anal ysis
of what was happening in Federal Order 33 and at that
poi nt, spoke with the market adm nistrator to determ ne
was there going to be a hearing and was advised that it
was expected that there would be a hearing.

We becane an interested party, obtained
copies of the various proposals that were submtted to the
mar ket adm ni strator and then began our work to anal yze
t he various proposals and to determ ne what positions our
clients wanted to have presented at his hearing with
respect to the activities in Order 33.

Q What was the nature of the analysis you
conducted? In other words, what effect were you trying to
st udy?

A The two primary effects were the potenti al
financial inmpact on the fluid m |k processors regul ated by
this order. 1In other words, if proposals are being put

forward that have a negative financial inpact, we were
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asked to anal yze that and to determne if that was
appropriate and if it was inappropriate, what sort of
presentation should be made to present at the hearing the
effects of that. And the second thing -- this was
actually the first thing, was what is the effect of these
vari ous proposals on the independent producers that supply
much of the mlk to this group of fluid m |k processors.
That was really the initial concern, was the |ower of the
m | k checks to the individual producers, which was causing
strain on the producer conmmunity, the comunities that
supply many of these plants.

Q To put it in the vernacular, so what? |
mean why did your clients care about that?

A They care about their producers, because
t he producers have to be successful so that their
busi nesses can grow and prosper and their is a need for an
adequate supply of mlk in this market. Those of us who
are in the dairy industry on a regular basis are seeing
producers |leaving the industry, retiring, selling out,
goi ng out of business for a nunber of reasons and sone of
t hose reasons are economi CS.

So, it's our client's position that to

have a heal thy producer, is a big step in having a healthy
conpany. So, their concernis -- it is alittle hard to

see at first blush -- if your raw material cost is going
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down, why you woul d be upset about that as a busi nessnman,
but in the mlk industry, when the costs go down, that
could be a very tenporary thing. You could |ose access to
your raw materials and you are quickly out of business,
especially in the mlk business because of the
transportation and shelf life and so forth.

Q Have you had an opportunity to review the
exi sting ml|k marketing order?

A Yes, | have.

Q Are you famliar with the orders which
regul ated the area which is now covered by Order 33 prior
to January 1, 20007

A Yes.

Q Are you aware of any changes in the manner
in which producers were paid, which was affected by the
enactnment of Order 33 -- or the effectiveness of Order 33
on January 1, 20007?

A Yes, there was a change in when the
producers were to be paid.

Q What was that change?

A The advance paynent was originally the
| ast day of the nonth and it was noved to the 26th of the
nont h.

Q Did you have an opportunity to study the

effect of that change?
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A Yes, | have.

Q Turning to the first page after the title
page of Exhibit 21, is that an exhibit which shows us the
effects of the changes which took place on January 1,
20007

A Yes, and there is actually a second change
that | didn't conplete nmy answer. At the bottom of the
page, we also note that the final paynment was changed from
the 18th to the 17th, so in effect what happened with the
Federal Order reformon 1-1-2000 for January of 2000 was
that the regul ated handlers had to pay the farners
earlier.

Q And again, this exhibit shows us the
effect of that?

A Yes, what | have done in this particul ar
exhibit is taking from Septenber of 2000 through August of
2001 and taken the entire pool of Federal Oder 33 and
calculated the effect of the change in requirenents to
anal yze for this hearing and for the record and for USDA
what financial pressures this placed on the regul ated
handl ers and there are two things that happened that are
significant and the easiest to handle, which is kind of a
by- pr oduct.

There is an annual interest cost

associated with this for the value of the noney cost.
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Wien we pay sonething earlier, there is an econom c cost
associated with that. That econom c cost in the advanced
paynent has been cal cul ated using a seven percent val ue of
noney or interest rate at $823,335 and the final paynment
change has a cost of $1, 840, 363.

The effect that this has, M. Warshaw,
upon the financial condition of the regulated handlers is
that it's very typical in the dairy industry to have lines
of credit, where the conpani es have arrangenents wth
banks typically to finance their accounts receivable
inventory. And when we have a raw material, as we do in
the dairy industry of raw mlk, with required paynents on
a certain date, you |l ose the opportunities that many
busi nesses have in being able to juggle receipts and
di sbursenents a day or two one way or the other. 1In the
m |k industry, of course, you can't do that.

So, when USDA advanced those paynents, it
caused the conpanies in many cases, to need to draw on
their line of credit earlier, so it absorbed sone of their
credit worthiness and reduced their line of credit
bal ances.

Q It cost them nore
A And cost themnore interest. So, this
first page shows the effect of that. So, for exanple, in

t he advanced paynent which averaged 81 mllion dollars,
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essentially what we have done is noved 81 mllion dollars
four days earlier fromthe processor to the farmand that
four-day w ndow of econom c cost is the interest of
$823, 000.

Sane is true with the final paynments where
we have a final paynment novenent of one day of 113 mllion
dollars, so it's sizable and it's placed financial strain
on the processors and | thought it was inportant to have
this as a basis upon which USDA could review one of the
proposals that is before this hearing.

Q You are not suggesting that these dates be
changed back to the pre-January 1, 2000, are you?

A No, | am not suggesting that. Qur clients
have adjusted their financial affairs to accommpdate these
requi renents and we believe that industry is in conpliance
wi th these paynents requirenents, but it is a fact that |
believe this hearing shoul d consider.

Q And in return, of course, there was a

benefit to the farners by being paid earlier.

A Yes.
Q And nobody is begrudgi ng that benefit.
A No, there was a -- there has been an

effort, especially in this order and with this group of
conpanies to attenpt to help the producer comunity in

many ways and this is one of the ways that that has been
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acconpl i shed.

Q Now, let nme ask you to turn to proposal
four. Wat do you understand proposal four to do?

A Proposal four is designed to increase the
amount of the advanced paynent.

Q Have you -- that would increase the anmount
of noney which the producers would have to pay up front
for the mlk?

A That is correct.

Q Have you anal yzed proposal four for what,

if any, effect it will have on the processors?

A Yes, | have.

Q Is that set forth in the next page of
Exhi bit 217

A Yes, it is.

Q Coul d you tell us what you found?

A Yes.

Q And refer to the exhibit obviously when

you are doing that.

A First of all, the tinme period for ny study
was Septenber of 2000 through August of 2001 using the
information from Federal Order 33 website to anal yze the
effect of this change in this particul ar proposal.

Again, this exhibit shows ny cal cul ations

of the higher advanced paynent which averages just a bit
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over $8, 000,000 and again, | have utilized a seven percent
interest rate to analyze the cost and have cal cul ated the
nunber of days that this advanced paynment woul d be
out standing until the next nonth.

And this is a nonthly occurrence, because
we are required to nmake these advance paynents each nonth
and the bottomline of this is that we will be extracting
$8, 130,882 fromthe processors. That goes to the
producers in a higher ambunt and earlier than the final
paynent. The interest cost is actually the difference
between the final paynent -- the advance paynent and the
final payment and that is when this $8, 000,000 woul d be
out st andi ng.

And the annual cost to all regul ated
handl ers in Federal Order 33 based on the year that |
studied is $402, 311.

Q Is that a cash flow issue or is that an
actual revenue issue?

A Yes, to both, M. Warshaw. First of all,
it's a cash flow issue, because as | nentioned earlier,
t he average regul ated handler draws on a line of credit to
make these paynents, so we'll be drawi ng earlier on our
line of credit of $8,000,000 on an aggregate for the 21
days between the advance and the final paynment and that

woul d be an $8, 000, 000 dr aw.
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And there is also a cost associated with
that and that is the econom c cost that happens each nonth
when we make these higher paynents and at a seven percent
interest rate, that amounts to $402, 000.

Again, if USDA in analyzing this w shes
use a lower or a higher interest rate, it's sinply a
matter of making that calculation and | believe that there
has been a down tick in the interest because of the
current econom c circunstances since | made this anal ysis,
but it's ny understanding and reading that the current
very low |l evel of interest is not expected to be |ong,
long termand these federal orders are expected to stay in
pl ace and operate in to the future, so | believe seven
percent is a reasonable anobunt to use.

Q And this is an anmount that woul d be
repetitive each year into the future if proposal four were
to be adopted?

A Yes.

Q The point of this is -- | guess the
processors have already switched to the January 1, 2000
change. Wiy not just accept this change?

A The position of our clients and | believe
t he appropriate position is the way to fix the producer
paynent situation, to get the producers nore noney in

Federal Order 33, is not to tinker with the paynent
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mechani sm but to tighten up the pooling provisions in the
order. So, we believe -- we understand the producer
groups wanting to inprove their econom c circunstance
because they have been harmed in, but we don't believe
this is one of the ways it should be down, because that
harnms the processors and we are posted that.

Q Moving then to this pooling issue, did you
have an opportunity to study the effect of paper pooling
on the producer price differential?

A Yes.

Q And the next day to this exhibit, does

t hat address that issue?

A Yes, it does.
Q Coul d you explain that exhibit to us?
A Yes, essentially what we have done here

for the period January of 2001 through August of 2001 is
to utilize information, again produced by the market
adm nistrator, to analyze the effect of mlk that was not
historically pooled in Order 33, that was pool during this
age nonth period and we did a but for calculation. If it
weren't for this not historically pooled mlk comng in to
this order, out what woul d be PPD have been?

And the effect, to cut to the chase, is
shown in the far right colum and we have during this

ei ght nonth period an average reduction in the PPD of 55
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cents per hundredweight with a fairly significant range
from31l cents at a low and a high a 72 cents.

This is really noney out of the pockets of
the producers that supply mlk to our clients and we
believe that a tightening of the pooling requirenent
shoul d be acconplished and we believe that woul d be good
for the producer markets and in turn, that is good for the
processors.

Q Let nme ask you about that. Wy is a good
for the processors?

A It's good for the processors because it
affords a higher price of mlk to the producers that are
serving this market and is the main issue. The fluid mlk
industry is largely a localized market. Fluid mlk travel
several hundred mles fairly easily, but beyond that, it
really doesn't, because of the cost and the shelf life
situation.

So, a processor located in Order 33 |ikes
to have a raw m |k supply within his comunity. It saves
on transportation | eading that processor to be successful
so that he can add cows. W have a need for mlk, so the
econom cs of the farnmer are very critical.

Q Isn'"t it also true that this affects the
amount of noney that the processors have to pay for their

mlk, to attract mlk into the area?
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A Yes, that is another finding an hour
review of this. Wen the PPD goes down, they need to pay
voluntary premuns, quality premuns or just sinply
supplied prem uns by the processors goes up and that has
an econom c i npact on the processors where those prem uns
can't be passed on through to the custoners. So, there is
a downsi de that we have an inexperienced here recently.

Q Let nme ask you whether or not you have any
comments on the proposals, a couple of the proposals.

First of all, turning to proposal nunber three, to you
have any comments regardi ng the proposal ?

A Yes, proposal nunber three has been
reviewed with the processors that we are representing at
this hearing and we believe that a requirenment of three
days of production would be in order to tighten up pooling
requirenments.

Q O her than that conment, are you in
agreenent with proposal three?

A Yes.

Q Let's turn then to proposal eight. That

is a proposal submtted by your clients?

A Yes.
Q What does that proposal attenpt to do?
A One of the issues that created some nar ket

instability in the past has been the ability to what |
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will call junp in and out of the pool and we believe and
our studi es have shown that causes instability, causes
mlk to want to nove in directions that it wouldn't
normal |y nove

So essentially what we are saying in this
proposal is that we believe that if a handler elects out
of the pool, they shouldn't be allowed back in for a

si x-nonth period of tine.

Q Wiy is that?
A For stability purposes in the marketplace.
Q Wiy is there instability caused by being

able to de-pool and pool ?

A The experience we saw in the latter 1999.
We had a very unusual class-price inversion. It caused
the handlers, the Class Ill handlers to have an econom c

incentive to junp out of the pool because the blend price
was | ower than the Class IIl price and that cost the sale
of surplus mlk and the cost of mlk to a Cass 1|1
processor to be sonewhat at odds with one another for a
short period of time and that caused instability in the
surplus mlk market, particularly in western Pennsylvani a
where we saw this firsthand.

Q Did it have an adverse inpact on those
processors to stay in the pool ?

A Yes, it did because the producers that
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were regul ated by the processors who brought the mlk from
the producers that remained in the pool had a | ower pool
val ue than they would have had had that de-pooling not
occurred, so it affected the producers as well.

Q Did it have any special effect on

Pennsyl vani a processors?

A Yes, it did.
Q What was that?
A The Pennsyl vani a processors found out

after the snoke cleared that the Pennsyl vani a producer
paynent requirenments were that class price had to be paid
and consequently we had one of the circunstances where a
| egal federal ordered price for Order 36 at this tine was
not sufficient to cover the Pennsylvania requirenents.

So, the handlers had to pay their
producers nore than they originally anticipated. So, that
was anot her, | guess, issue that caused instability in the
mar ket pl ace and those handl ers were then required by the
Pennsyl vania m |k marketing board to nmake those paynents
and those paynents were nade.

Q Do you have any problemw th DFA' s
proposal to do away with the free ride portion for section
that is covered here?

A None what soever.

Q You woul d have no problemw th their
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proposal nunber two?

A No, we believe that is consistent with the
position of the processors that we represent.

Q Then finally proposal nunber nine,
essentially we agreed to replace that with proposal nunber
three with the condition that we are in favor of a
t hree-day touch base period instead of two?

A That is correct.

Q Do you have any opinion whether this
shoul d be handl ed as a energency matter as opposed to
al l owi ng comment period on proposed changes?

A It's ny opinion that USDA shoul d proceed
on an energency basis. | was present yesterday and |
heard the testinony yesterday and agree with the w tnesses
t hat requested energency proceeding. | believe that the
econonm ¢ damage to the producers is sonething that should
be dealt with as soon as possible.

MR. WARSHAW No further questions at this

JUDGE CLI FTON: Thank you, M. Warshaw.
Addi tional questions, please, for M. Herbein. M. Yale.
CROSS- EXAM NATI ON
BY MR YALE
Q Good norning. Ben Yale on behalf of

Continental Dairy Products. | tried to wite as fast as |
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could and still be able to read it, so | hope | don't
m squote this. A couple tines in your testinony you
t al ked about the econom c needs of the farnmers and early
on you sai d sonething about producers have to be
successful so that their business can grow and prosper.

Do you recall making a statenment simlar to that?

A Yes.
Q And you agree --
A Yes, it's been ny experience in

representing processing dairy conpanies that to have
heal thy producers in the marketplace is essential to good
econom cs for a processor, because if you don't have an
adequate supply if mlk and you are in the dairy business,
ice cream fluid mlk, whatever it m ght be, and you have
to inport that mlk, there is a cost associated with it
and there is also a quality issue. Sonehow, m |k that
travel s many, many, many nmles doesn't seemto be quite as
good as mlk that is close at hand.

| amrepeating what | have heard from our
clients. The ability to help the farmer manage his
busi ness and produce a high quality mlk is much easier if
the farmer is within 30 or 50 mles of your plant that if
he is 500 or 1,000 mles away where you really can't see
hi m

Q It goes along with the other statenent
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made a little nore recently that econom cs of the farner
is very critical, so the sanme thing --

A Yes, that is ny personal opinion.

Q You woul d agree, would you not, 