Testlmony of Timothy E Galloway

|' Class I'and Class II Pnce Heanng

o Decembei 2006 P1tzsburgh

. beverage processmg Spec1ﬁcally we make sweetened condensed m1lk ice cream nuxes _

- purchases raw nnll{ year. round from a number of cooperauve and propnetary handlers |

* Introduction -

My name is Tlmothy E. Galloway Tam CEO of Galloway Company located in Neenah
' .'Wlsconsm Galloway Company isa tlurd genera‘uon owned and managed farmly

- busmess We manufacturer concent:rated fluid dlary lngredlents used in further food and -

and beverage bases that are all con51dered Class II products Therefore the maj onty of

B rny cormnents below wrll pertam spemﬁcally to Class II issues. Galloway Cornpany

- _. '111 our area, Our fimshed products are sold nat10nw1de Galloway Company currently

' employs ?0 pe0ple Due to our number of ernployees and yearly dollar tumover we are

B consrdered a small busrness under the Act -We are audited by Federal Order 30

' BackgrOund_'

o | As noted above Galloway Company products are all consrdered Class IL We have a
) ch01ce of dalry 1ng11ed1ents to make our products we can use Class II nnlk use Class II

g nnlk and separate and condense it 1nto useful components use Class II components '
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purchased from Federal Order sources, or we can use components from non- regulated

L "sources Slmrlarly, our customers have a choree for their dalry needs e1ther buym gour

Class II dalry rngredlents or buymg Class IV or unregulated datry components to make

- _' __then products When the cost of my Class I mgredrents gets too far out of hne with what'
can be purchased from Class IV or unregulated sources I and my customers rnay SW1tch . ._
- to the cheaper source.— not due to issues of quahty or service but due to mequmes in

regulated pnces When my custorners swrtch they oﬁen have to install specrahzed '

. _ equ1pment to handle hydranon meltlng, blendrng, pasteurrzanon homogenlzatlon and

| "the llke Th1s equ1pment needs 10.be paid for S0 once the declston has been made itis -

_' permanent - they don t swuch back

._ Let me 111ust:rate In 1995 the Agnculture Stansncs Board of USDA reported that there O

" was a total of 157, 559 ;000 pounds of bulk sweetened condensed whole and skim milk

_-_produced in the Urnted States Ten years later 1n 2005 the same agency reported that
- there was 91 907 ;000 pounds of sweetened condensed whole and skim mllk produced
‘In fact, almost 15 ,000, OOO pounds was lost durrng 2004 I have been sellmg sweetened '
) condensed nn]k sznce 1980 and test1fy1ng at heanngs since 1990 Ibeheve Iknow why
' .thIS dramatxc dechne of n more than 30% has taken place Itis because unwise classrﬁed .
- pnclng dlspannes between 1ngred1ents n Class I and 1ngred1ents in Class TV, or from
unregulated areas grew to a point where ma_] or users deetded to make a smtch and
- hever came back I know of a number of confecuonary companles Wh]Ch formerly used
: Class ]I sweetened condensed m11k but now use milk powders and butter type productsl

fo make then‘ confectzons Of partlcular note one customer made that switch during 2004 '




. whrch was the largest component of the loss menttoned above. Not surpnsrngly thrs

sw1tchmg has- happened over a t:une span Where the- drfferenttal between rn1]k for Class I "

and mzdc for arternattve 1ngredrents has grown from $0.30 over the BFP to the dtsastrous ) L .'

_' Class ].'{la pro gram to the current $0 70 cwt over Class IV sknn

: -Galloway Company is’ also a large producer of ice cream mtxes We are the |
.manufactunng partner for Classrc MIX Partners LLC whtch isa jOll‘lt venture Wlth
Foremost Farms USA. 1 must state my testlrnony today represents the views of-

.:Galloway Company and not necessanly those of Foremost Farms USA lee cream can be_ .
made wrth fresh crearn and condensed skim milk from Federal Order sources, or it can be
made wrth those mgredtents frorn areas not regu]ated by the Federal Orders hke o

' Cahfonua or it can be made frorn Class IV tngredlents lrke NFDM and anhydrous or . |

' concentrated milk fat In May 2000 I test1f1ed at the Hearmg regardmg proposed changes _

_ to the ﬁnal ruIe that I lcnew 1ce cream mix competltors were usmg non—Class I fat ..
.sources dunng the extremely h1 gh and volat11e butter pnces of 1997 and 1998 I can now |

) 'testrfy that th_lS oceurred agatn durmg the butter pnce run- up in 2001 and 2004 5.1t wrll -

_contlnue to oceur whenever Class II tngredtents get further out of lrne Wlth altematrve '

' :1ngred1ents

*Gal]oway Cornpany also produces non- standard of 1dent1ty beverage bases that conta:m '
' some datry components Here too we have no problem us1ng alternatwe tngredtents that -

provrde better value if Class I mgredtents get out of ltne wrth htstoncal dtfferences




- Although I do not make other Class 1T products I beheve that the abrlrty, and desrre to
o -substltute Class IV or unregulated 1ngred1ents for hrgh pnced Class I mgredlents is the _

o “sarne for all other Class H products

' What 8 baffhng fo me is that the proponents of this proposal clalm they want” to raise the
o " ._..blend pnce for producer rnrlk Yet this proposal Would create a greater dlscrepancy |
" between Class 11, and Class IV and unregulated 1ngred1ent pnces As shown in the
o examples above th1s will undoubtedly reduce blend dollars avarlable from Class I as end

© users Wl]] substltute Class I ﬂu1d mgredlents with Class IV and unregulated 1ngred1ents :

L Mllk not used to make Class I products will have to fall 1nto Class III'and. IV uses as the

' data mdlcates Class Icontmues to contract in volume Addmonal productron n Class III
and IV will create add1t1onal surplus Wh.lCh w1ll dnve down pnces whlch leads to less '
. blend money. In add1t1on less Class I demand wrll cause less competltlon for mrlk _

- between handlers and therefore smaller farm prernrum dollars

o .What § even more bafﬂmg 1s that this pr0posal adm1ts that NMPF supported the recent
prOposed changes il Class IV and III rnalce rates That proposal w111 depress farrn

_. ...mcome and raise Class IIT and IV processors income. This proposal wrll do the opposxte g

-t wrll raise fann income and reduce Class I and I processor income. - Could this result_ R

._be due to NMPF members havmg more assets tred up in Class Il and IV processrng, _

o thereby mote to garn and less assets: 1n Class I and I, thereby less to lose‘? Apparently

- o what 18 good for the goose is not good for the gander




: "'Co_mments related sp ecifiealh? to ‘the'-NMPF proposal -
Emergency Consideration

E _Havmg the perspecttve of testlfytng at many natlonal hearmgs over the years. I.would
contend that the scope of the consrderatrons 1nvolved In changmg well estabhshed prrce
relatronshlps between nnlk Classes bIend prices wrthm and between Federal Orders and

'. appropnate values for Class I and I make rates and drft‘erentlals ate too complex to be

- properly addressed nan emergency heanng

. The proponents mdlcate that they have repeatedly tned to potnt out that proposed
changes in make rates for Class v and III wxll affect Class I and II as if th1s was an
L umntended consequence Far from an unrntended consequence th1s 18 Just what was

expected when Class IT was t1ed to Class IV under the ourrent rule. Dunng the many

" years and heanngs that estabhshed the current rule it was deterrnlned that there needed to - -

- be thls drrect tie between the classes As noted above and ﬁtrther drscussed be]ow the -

exact same factors that detennrne the rnake cost for Class IV products are the factors that- -

' .'detennme the make cost of Class I products As Class I manufacturers can alternate

_ between Class IV components and Class II milk or components there must be a d1rect tie

| _between the pnce formu]as to prevent dlsorderly markenng




jThe proponents also argue that an emergency rule is requrred as they peroewe an rnabrlrty

N 'to obtarn In1llc for ("lass T'and II needs and to prevent mcreased de—poolmg Ican

categoncally state that Galloway Company has never shut down or turned down an order

| because we have not been abIe to obtaln Class I mgredrents In add1tron, recent changes |
. toF ederal Order 30 and snnllar changes to other orders WErS’ des1gned to severely cut

, back on de-poolmg opportumtres In short we see 1o reason for an emergency rulrng

. Undue Hardship To Produ_cer's-

.The proponent s state that 52% of milk pooled in Federa] Orders m 2005 was Class I and |

.II Lets be clear 39% was pooled in Class I and 13% was pooled m Class II.

' Therefore any alleged hardshlp caused by retaunng the current Class I and I formulas 18
pnmanly the burden of Class I. If the prOposals are adoptcd there w1ll be an undue :
_‘.hardslnp on Class II processors who elect to continue to use Class IT mgredrents but need g
to stay competltrve Wrth other processors who use altematwe 1ngred1ents And there wzll_ :
 be an umntended further hardshrp to produeers 1f the proposed changes are 1rnplemented ) a

as non-Class II subst1tut1on will eause as decrease in blend and premlum income.



. The Adequacjf'of Current Class T and II P'ricing Vis a'Vis.DisOrderly'Marketing

| | As stated'preuiously, Galloway Company does not have a problem obtammg Class g

' mgredtents The proponents don t even alle gea problem w1th Class I'I - they only cite .

. rising Class I over—order prem1ums And frankly, what s the problem W1th increased -

'Class Ipremlums if the proponents are to be taken at thelr word about” ratsmg producer N

lncome‘? What are the proponents who I suggest supply the Vast maJ onty of the mtlk

: used in Class I domg with those over-order prcmlums 1f not passmg them back to thetr _ :_- N

| producers thereby ralsmg thelr 1ncome'? F inally the Actis concemed about prowdmg a
' safe and sultable supply of mllk for the bottle Idon’t beheve the act requ1res any '
| mechamsm to prov1de milk for i ice cream yogurt, cottage cheese sweetened condensed

'mﬂ.k and other Class I products R

If there i 1s any drsorderly marketmg in Class I, I would suggest that it is the declmmg

. portlon of Class I milk used to make Class iI products because the make cost of $0 70

- cwt is too h1gh by the amount of hydratmg the solids. It assumes that Class i processors -

| would convert NFDM into plam or condensed sklm before blendmg w1th other
- mgredlents and processmg In fact N'FDM is often Just adcled to the proccssmg vessels L

and blended and heated W1tl1 other mgrechcnts 50 there 1s no separate hydratzon step




o ‘New Class II Formulas - Skim -

| ) | The prOponen‘rs allege that the current fonnulas art1ﬁc1ally bind. Class II to Class v m11k
pnces There is nothrng arttfictal about it As stated prevrously thls was a conscious,
_ -dehberate and panrstakmg process leadmg up to the current rule that specrﬁcally ties -
| -Class I to Class IV: Itisa clear: TeCO gmuon that prevents dlsorder]y marketmg by
| ._.havmg an appr opnate relatlonslup between Class II and IV malce rates for similar

- condensing processes.

- The proponents pr0pose a new calculauon for the Class 18 Sklm value. They clalrn that =
the change merely avoids the redundant appl1cat10n of the cost of drymg condensed skrrn g
h mllk It does that but also much more. The devﬂ is always in the detalls The proposal
: postulates “In its s1mp1est form, the current Class II sktm mllk pnce is calculated as:
. (NFDM pnce X 8 9) $1 24?4 —$0 70” Yet the language of the order is “the Class I
) slclm nilk pnce per hundredwel ght shall be the advanced C]ass v slom milk prrce
computed n paragraph (q)(2) of this section plus 70 cents” In other words the current
| _order is exphcrtly tyrng the Class IT sklm pnce to the Class IV sktm prrce not just to
-NFDM as the proponents would have us bel1eve Any changes made to the calculatron
Class v drrectly 1mpacts Class II We have _;ust had one heanng on. Class v make rates -

: and are about to have another about the enttre Class v calculat1on Class II needs to o

o reﬂect whatever changes are made fo Class IV




o Thrs proposal Would create a pornt-rn -time fixed drfferenhal between the cost of NFDM

and Class II sknn rnznus therr 1nterpretat1on of today 5 condensmg and hydratmg costs It

does not state as 1t should that the condensmg cost is dynannc and has to be the same as.

that whrch is 1ncluded in the Class v sk_tm formula To malce condensed sknn

sweetened condensed skrm mrlk or NFDM requires the same condensrng process and the T
. same costs It Would be arbrtrary and capncmus for the order to allow a rnake raté for s a

.' process 1n one class that isa d1fferent make rate for the sare process in another class

. Otherw1se a processor in one class could enjoy a hlgher margln rnaklng solids in one -

. class than maklng those sohds in another class or processors of the same- solid in another

-class purely through the operatron of classrﬁed pricing. Thrs is not the mtent of the Act .

L er the current rule In addrtlon the condensmg costs in the proposal are not documented

but merely mdustry estrrnates and at the lowest end of their own reported range. We

] Just coneluded a full hearmg w1th many documented studres on the cost of condensrng in-

Class IV, Whatever numbers are part of the ﬁnal rule in that hearmg should be used in

' determnnng the Class i sk1m pnce as a funct1on of the Class IV sklrn price.

In summary any changes to the Class I make cost and/or d1fferent1a1 shouId be based on

B dooumented cost of condensxng and be the same as that whlch is used as the condensmg

‘cost in the Class IV as is the clear. 1ntent of the current rule We should also wart until

there isa ﬁnal Implernented Class IV make rate so that the condensrng costs are the same |

_F inally, we should make sure that it is clear Class II sk1m vaiue is tred by referenoe to
_Class IV skim vaIue 50 that when there isa future change in one oIass 1t erl affect the | '.

' other in a like mapner. ThlS is conszstent wrth the intent of the current rule.




L _Nerv Class II Formula - Butterfat

The proponents clarrn that butter is not a v1able substltute for cream 1n nrost Class II
- products That may be true when consrdermg salted colored ﬂavored butter in some
very white, lrghtly ﬂavored products However it is not true fot a number of confeotrons.
1ce creams, yo gurts and beverages which can and do use other Class v fat products hke '_ :
| _ anhydrous mrlk fat, butter oil, butterrmlk and concentrated milk fat. These products can,
and are, bemg used to replace Class II rngredrents in Class o products, I earlrer testrﬁed y
- to the wrde scale replacernent of Class I sweetened condensed milk in the confectronary |
| 1ndustry The confectrons strll need mrlk fat to make them taste and perform properly If :
: you read the mgredrent declaratron of the candy it strll clamls some source of skrm rnrlk
' solrds and milk fat —it Just comes from a d1fferent Class. 1 also testrﬁed that I know ice -
cream manufactures are substrtutmg anhydrous mr]k fat and concentrated rrulk fat in 1ce
. cream. Although Galloway Cornpany uses ﬁesh cream in our mixes, durmg the huge run.
o up n butter pnces n 1998 we experrmented with concentrated mrlk fat wrth acceptable

,results |

The proponents. also make the staterncnt that if butter minus a make allowance plus a
' Class I drfferentral isnot approprrate the drfferennal for Class IT fat should be the _' :_ ':
_ .mlnlmum Class Ibuttcr fat value The only justrﬁcatron for thrs change is vague

- language about Class Iand IT- supplres being complementary and that much butterfat for o

| Class II comes from Class Ioperatzons

10 .




. .F1rst there 18 o deﬁnltlon or 1Ilustratror1 prov1ded for complementary In fact it could
be Well argued that many- Class II products are much closer to Class IV than Class I in -

- that they are produced. close to the source of raw materlals rather than the consume1 ‘have

B long shelf lrfe and sh1pped great d1stances for d1str1but1on For Lnstance I have testlﬁed '

. that Galloway Company shxps all three of its product lrnes throughout the country In .

| - fact we are the sole suppher of many of the products we sell because of thelr urnque

: propemes ‘And there are many other 1nstances of hard i ice cream, yogurt, and beverages

'that are only produced at one, or at maost, several factones and yet supply the entire

- country.

- There is rio documentanon to the claun of how much Class II butterfat comes from Class
'. I sources It is hkely that much of the excess Class I fat ends up in mtemal Class 1T and
IV operatrons of the processor However there are 2 number of Class II processors not '
part of Class 1 operatrons Galloway Company makes a nurnber of hi gh fat products and
1is fat deﬁcrt frorn our Class I nnlk In my 26 years wrth the ﬁrrn I do not recal] us
buymg a smgle load of surplus cream from a botthng facﬂrty Our addrtlonal fat comes
from butter;’powder fac111nes or slﬂm based cheese processors I am aware of 2 number

N of other Class I processors Who do the samme,

-The prOponents arguments for the proposed changes for pncmg Class 11 fat fall well |
short of the mark for accuracy, specrﬁcrty and ratlonale to requlre any change in the Class '
I butterfat formula The current rule clearly reco gmzes that mrlk fat in Class O mustbe

B tied to the sarne make allowanees as Class v plus a reasonable d1fferent1al

11




" “Constraint® and ‘_In'c_'iden-ta'l!y-'R'_ela'ted’.'_

- The proponents argue that the recent nlake alIowance hearm 13 Was merely about

: estabhshlng a W1de enough margm to cover cost That must be a Very depressmg thought

: for the hundreds of cooperatlves and propnetary plants makmg products such as cheese

" and butter who thought they were in. busmess to make a proﬁt 1 contend the purpose of

- the make rate heanngs were to have reahsuc make costs so these busmesses can once

agam be pro fitab]e :

| tis true that Class I and I products are not constramed by h1gher product pnces to set
thelr mrnlmum pnce But it is absolutely wrong that Class II producers are able to pass
- 'Ion hrgher costs at w1ll to the marketplace as implied by the proponents Instead our

.pnces are constramed by the relatlonshlp between Class N and Class II rrulk Teven

. have fonnula pnce customers wh1ch 1equ1re us to demonstrate Whlch 1ngred1ent selecnon =

IS more cost advantageous and then make it that way. C]ass 1} products made ﬁ‘om Class |
'- II tngredtents are more than 1nc1dentally related to the Class IV make allowance Asis
_ _clearly and consmtently stated in the current rule, Class Il milk is constra:med by :

subst1tut10n of less costly Class IV mgredrents

12



._ Cost of an Adequate Supply of Raw Class II Milk _

The proposal dlscusses the costs invo lved in supplymg Class I and H m1lk - 48 1f these |

_ _costs only apply to those cIasses In most parts of the country the mt].k used for each

- class is mterchangeable as the vast maJ orxty of all productlon is. Grade A m1lk Many

. _ | Class il products do not need to be Grade A, Apparently, the proponents beheve that

| _ 'producer cost increases for Grade A status shou]d be bome entzrely by Class 1 and II - o

: which, usmg the proponents terms is the real perversmn '

. .The proponents are Womed that not addressrng these issues- wrll result in not havmg a

stable supply of mtlk and w1ll result in more depoolrng These comments are made W1th _

. .mo substantratmn Or support. I have testtﬁed that we have no problem securing Class i

| '_mllk under the current rule, and that the abrhty to de-pool in many orders has been
 seriously curtarled Ihave testlﬁed that there is no requlrement in the Act to provrde milk '
' :for Class II Therefore there isno ratlonale for changmg the Class II price formulas

- based on supply issues.
~ Class II Formulas Should Inclli_de_Class IV Price Form_u_las By Reference
As clearly stated in the current rule and as testtﬁed to here today the Class v pnce
R 'formulas must be referenced 111 the Class I prlce formulas The same value for -

condensmg in Class IV must be used for Class II as there Is drrect subst1tut1on between -

: mgredrents of each Class To' set a ﬁxed pomt in tlme Class H drfferenual w1thout direct

13




: reference to the Class IV make allowance Would destroy what is clearly the rntent of the
- current ruIe to t1e the pnce formulas Tl:us 18 partrcularly pertment as we. approach the S

Class IV make rate ballot and Class IV formula pnce hearmg

- Conclusion

__.The proponent s ratlonale for changes to Class it skim and butterfat pncmg and resultmg' _

" proposed formulas are lllusory, superﬁc1al capncrous arbltrary or wrong There isno

mandate that there has to be a supply of milk for Class II products There isno '

' demonstratlon that there is a lack of Class II milk or 1ngred1ents for Class IT proeessors

therefore no emergency There is no- substanuatron of the atnount of potent1al lost

"producer revenue in Class i from potenttal changes in Class 1\ make rates —a small
amount at best given the low ut1llzat1on in Class IT. There is no showmg as to why the
 well consldered ratronale of the current rule to tie Class IV pnces and Class II pnces by

' reference should be mvahdated There 1s no demonstratron that Class I mgredlents do

not havmg the same make cost problems that affect Class v 1ngred1ents In short we

have nothmg but naked clauns and the assertron of producer hardshlp
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