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The organic milk category has experienced incredible growth over the past decade, reaching roughly a
half Billion dollars in retail sales in 2005. Exploding growth rates present a number of challenges to a
relatively young industry. In 2005 alone, there were several key issues facing the industry: an industry-
wide shortage of raw organic milk supply, challenges to the rules governed by the NOSB, an emerging
debate over the reasons why consumers buy organic milk and dairy products, and a perception that
larger companies entering the industry want to weaken the integrity of the organic label. So the
questions become: how do you accurately forecast demand far enough out to ensure that you’re growing
supply fast enough to keep up? Is the regulatory environment able to handle the challenges inherent in a
much larger and more competitive industry? Can bigger companies enter the organic space without
experiencing backlash from industry insiders?

Why do people buy organic foods and beverages? There’s been a shift in how consumers think about
food and their diet and their overall health and well-being over the past 20 years. 75% of Americans
believe that diet is a better influence on their health than medicine. We’re no longer looking for that
“magic pill” to solve all of our problems. More specifically related to organic, over 60% of consumers
believe that lowering their exposure to potentially harmful chemicals will lead to better health.

In fact, consumers choose organic foods because they believe that organics are healthier for them and
their families. Health and Nutrition is the predominant reason people purchase organic foods. For
organic dairy, the concerns about added chemicals in foods are the key purchase drivers. The order of
these specific concerns change every few years as the media reports on new studies, but the top three
reasons people buy organic dairy are consistently their concerns about how growth hormones, antibiotics
and pesticides are going to affect their health.

Overall, the organic food/beverage category is growing at an extremely strong pace. Demand for
organic products is tripling every 4-5 years.

Within organic, Dairy is one of the largest & fastest growing segments, growing at roughly a 25%
compound annual growth rate. And within Organic Dairy, milk is the largest segment. If you use IRI
data for the Grocery channel as a proxy for the industry, organic milk sales will have doubled in less
than 3 years! Somewhat surprisingly, the growth curve has actually become more steep a couple of
times in the past 2 years. The first, shorter growth spurt occurred in the summer of 2004 when
conventional milk prices increased dramatically, shrinking the price gap between organic and
conventional. The second time was late last summer through the fall.

According to the 2005 Whole Foods Market Organic Trend Tracker, nearly two thirds of Americans
claim to have tried organic foods and beverages. This was an 11-point jump from 2004. 27% say they
are consuming more organic foods than they did one year ago and 10% consume organic foods several



times per week (up 3 points from 2004). According to IRI’s household panel data, organic dairy is in
the refrigerators of over 4% of US households.

I’m sure you’ve noticed more and more organic products in your own grocery shopping trips. Most
food categories grow in the low single digits annually. So grocers take notice when a category is
growing at these rates. As of mid-January, organic milk is now sold in the vast majority of grocery
stores (the stores that represent 89% ACV). All Wal-Mart Supercenters carry organic milk and most
Club stores carry some organic food items.

What does all this demand growth and increased availability mean? Well, it means we’ve got an
imbalance between demand and supply right now. Over the past year even the media has expressed
interest in the topic, reporting on the spike in demand. In a nutshell, it takes three years to transition
land to organic and one year to transition cows to organic. So, if you aren’t accurately forecasting
demand three years out, you may not have enough supply when you need it. That’s what has happened
to the organic milk industry. Recall those two “growth spurts” in the sales growth graph? That’s the
difference between having enough supply and not having enough supply. This is a significant challenge
that the organic dairy industry faces.

You might ask, what is different about organic milk supply vs. conventional milk supply? In many
respects, the challenges of being a dairyman are the same whether you farm organically or not. We’re
all affected by rising energy costs and bad weather, for example. And so are organic and conventional
farmers. Feed costs are the major production cost — so when feed prices go up, it’s harder to make
money. And, organic dairies have spring flush, too.

But there are many differences between organic dairy farming and conventional dairy farming outside of
just the regulations. First and foremost, the pay price for organic milk is not linked to the conventional
milk market. We pay our processors and producers a premium for producing in accordance with the
National Organic Program. We sign contracts with each farm or co-op that includes what we will pay
them for their milk and for how long. Usually these contracts are longer-term, multi-year agreements.
And the price is based on many factors, but it’s a market-driven price. | often joke that our business is a
perfect case study for an Econ 101 course.

There’s also no commodities market for organic feed. And organic feed costs are significantly higher
than conventional feed. Remember the growth rates for organic foods overall? Well, one of the fastest
growing categories is organic meats — beef and poultry. And unfortunately for us, those animals eat
much of the same food as organic dairy cows eat. With the 3-year transition period for land, it’s going
to take a while for the organic feed world to catch up with demand, so prices are at an all time high.

In addition, we’ve had some new entrants into the category in the past 18 months. 1’m sure some of you
have seen new private label organic brands in your grocery stores recently. Safeway has launched a
multi-category organic line called “O” that they’re promoting fairly heavily. Plus, Stonyfield Farms
expanded from yogurt to organic milk in late 2004. So there are now a higher number of manufacturers
competing for the organic milk supply that exists, driving up the price we have to pay to maintain our

supply.

This may lead you to wonder what we are doing about this... We currently partner with over 325 family
farms across the country who supply us with over 80% of our milk supply. We are actively helping
farmers convert from conventional dairy farming to organic. In fact, right now we have 179 family
farms in transition to organic. In addition, we operate two farms of our own: one in Idaho and one in



Maryland. Owning two o f our own farms gives us a unique ability to understand the challenges of
operating an organic dairy and what our farmer partners are facing in the market.

In 2005, the organic milk industry also faced some significant regulatory challenges. First, a bit of
background for those of you who don’t live in the organic regulations every day. The Organic Foods
Production Act (OFPA) was created in 1990 by Congress and it established the original framework for
organic standards. It required the development of the National Organic Program which includes the
National Organic Standards (or “the Rules”) which went into effect on October 21, 2002.

The basic regulations of organic agriculture are: 3 years to transition land to organic and 1 year to
transition milking animals. This means that the land or animal has to be managed organically for that
amount of time before it can be certified organic. Ruminants must be on pasture. Organic products
must be produced without harmful pesticides, growth hormones, antibiotics, genetic engineering or
irradiation. The organic certification is, therefore, based on the process not on the product. There are a
limited number of synthetics allowed by the Rules and they are all on a list approved by the NOSB
(think about things like vitamins or minerals that can’t be certified organic but must be added to certain
products to be legal for sale). The farms and processors are inspected regularly by third-party organic
certifiers. And all organic farms must have an Organic Farm Systems Management Plan in place.

The National Organic Standards Board (NOSB) has the responsibility to advise the USDA on
implementation of the organic regulations. It’s made up of 15 volunteer members appointed by the
Secretary of Agriculture.

One of the major regulatory challenges last year was the Harvey lawsuit. Arthur Harvey, an organic
blueberry farmer and organic inspector, initially filed a lawsuit alleging that 9 provisions of the NOP
Rules were inconsistent with OFPA. He lost the case but appealed on 7 counts. Last June, the US Court
of Appeals agreed with Harvey on 2 of the counts.

The first of these concerned the use of synthetics such as pectin and carbon dioxide in organic food
processing. This issue was quite contentious as it effectively would have removed the organic seal from
entire categories of products like yogurt. The second count dealt with the whole herd transition issue of
organic feed for dairy animals. Given the high prices of organic feed, this issue raised a lot of concerns
about the cost of transitioning to organic for family farms. The industry was concerned that these
additional costs would dissuade a lot of farmers from transitioning.

The Organic Trade Association led a process that brought the organic community together to find a
mutually agreeable resolution. But it was also decided that only a Congressional amendment of OFPA
would reverse the effects of the Court decision. So, in October, the House and Senate Agriculture
Appropriations Conference added the OTA language to the agriculture appropriations bill. By early
November the House and Senate approved it and the President signed it into law.

One of the other hot button regulatory issues is the lack of clarity in the Rules about how much *“access
to pasture” cows should receive. Unlike the issues in the Harvey lawsuit, pasture in not mentioned in
OFPA.. Pasture is in the regulations in 4 places, but there are no specifics regarding time on pasture or
amount of feed that should come from pasture. Specifically, pasture is defined in the regulations as land
used for grazing and as a feed source. It is also required that pasture conditions must be maintained in a
way to minimize the spread of disease or parasites. The contentious aspect of this is how much “access
to pasture” cows should receive as part of livestock living conditions.



The NOSB has recommended a rule change to try to clarify what “access to pasture” means. Given that
animal welfare is a primary tenet of organic food production and that climate is different across the
country, the NOSB has recommended that the regulations should read “ruminant animals grazing
pasture during the growing season” with some additional clarification around which animals are
included and excluded from the requirement.

So where does the pasture debate stand now? In November, the USDA announced that it would publish
an ANPR this month on pasture rule changes. The April NOSB meeting will include a pasture
symposium with expert testimony on pasture-related issues such as animal health, consumer
expectations and feasibility. After the public comment period and the symposium, the USDA will
propose a new rule followed by another public comment period hopefully resulting in new, clear
language to be incorporated into the rule.

The pasture questions have really been a proxy for a different challenge facing the organic milk
industry: the Big vs. Small debate. This has been rather divisive, in fact. There is a faction within the
organic community who, it appears, would like to keep organic small and niche. They have raised
questions about who is allowed in and who is not, which essentially questions the integrity of the
organic label. At Horizon Organic, it has always been our mission to expand organic agriculture thereby
limiting the amount of added chemicals entering our environment and impacting the health of future
generations. We believe that family farming is an important part of America’s heritage and rural
economies and that organic farming is a very viable way for family farms to stay in business. We firmly
believe that there is room in the organic community for companies and farms of all sizes as long as they
comply with the organic standards and regulations. And that big companies should be applauded for
making positive changes in their food production processes.

It’s interesting that some people have become so cynical that they actually believe that big companies
see a successful, growing category, decide that they would like to participate in that high growth area,
and would then enter it and try to ruin what made the category attractive in the first place.

In conclusion, the organic milk industry presents a fascinating case study of the challenges inherent in a
high growth arena. As the industry moves forward, we can only hope that the key players go back to
what helped make the industry successful in the first place: compete vigorously for consumers dollars in
the marketplace, but choose to work together for the greater good rather than pick each other apart and
threaten the trust that consumers now have in the organic seal. If we collectively are able to convince
more farmers to convert to organic, then we will accomplish our collective mission — to expand the
market for organic agricultural products and prevent the use of added chemicals in food production
creating a healthier world for all of us.
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Consumers and Organic

Interest in organic is growing because more & more consumers are
taking a closer look at how their food choices impact their health

* 75% of Americans believe diet is a better influence on health than
medicine

« More than 60% of consumers believe lowering their exposure to
potentially harmful chemicals will lead to better health

Source: Food Marketing Institute; Hartman, December 2003



Consumers and Organic

Consumers buy organic foods because they believe they are healthier for
them and their families

Top Reasons Consumers Purchase Organic Foods

Health/Nutrition 66%
Taste 38%
Food Safety 30%
Environment 26%

Source: Food Marketing Institute; Hartman, December 2003



Consumers and Organic

Consumers buy organic dairy products because they are concerned
about the affect on their health of added growth hormones, antibiotics
and dangerous pesticides

Top Reasons For Purchasing Organic Milk

Concerned about growth hormones 76%
Concerned about antibiotics 13%
Concerned about pesticides 68%

Produced WITHOUT the use of
ANTIBIOTICS, added GROWTH HORMONES
or DANGEROUS PESTICIDES

Source: Hartman, December 2003



Consumers and Organic

Demand for organic products more than tripled from 1996 to 2002, and is
forecast to triple again by 2007

1996 2002 2007
$3.6B $11.6B $30.7B

Source: Datamonitor, December 2003



Consumers and Organic

Organic dairy is one of the largest and fastest growing organic segments

2002 2007 5yr-CAGR
Produce $6.0B $12.2B +15.4%
Dairy $1.7B $5.4B +25.7%

Bakery & Cereal $1.0B $3.2B +25.5%

Source: Datamonitor, December 2003



Organic Milk Growth

Organic milk is the largest segment within the organic dairy category.

On track to double

3 year timeframe.
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Consumers and Organic

65% of Americans say they have tried organic foods and beverages

* 10% claim they eat organic several times per
week

* |IRI reports organic dairy in 4.4% of
households

Source: Whole Foods Market Organic Trend Tracker Nov 2005; IRI Panel Data June 2005



Retailers and Organic

« As more consumers become interested in organic, a broader base of
retailers are considering organic in their product mix

 Organic milk has 89% ACYV in traditional grocery stores, and roughly 70% of
grocery stores carry some organic dairy or juice

* 100% of Wal-Mart Supercenters carry organic milk

* Most club stores carry some organic food items



Supply Dynamics




supermarket News

SUPPLY & DEMAND

Adequate supplies of
organic milk are expected ‘
ta return by spring.

S
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OF GABLES AND GALLONS:
ORGANIC SUPPLY RUNNING SHORT

DONTHAVE AN ORGANIC COW, but there's a bit of asup-
ply problem with milk.

While grocers have not yet run eut of product, delivesies
have been cut back after demand began to seriously out-
strip supply late last year.

“There is record demand and record sales,” said Eric
Newran, vice president of sales for Qrganic Valley, the
organic dairy co-op in LaFarge, Wis. “We're disappointing a
lot of peaple.”

‘The company has a moratorium on bringing on new cus-
tomers until this spring, while current customers are
recelving less than ordered. Organic Valley has asked
unprofitable customers to “temporarily de-list” their prod:
ucts,

While retailers are running short from time to time, the
situation has not reached the point where consumers have
complained, nor have they been forced to raise prices.,

Giant Eagle, Pittsburgh, has experienced periodic short
agesbecause of high demand.

“We are currently experiencing approximately 50%
growth [over last year] in the organic milk category,” said
Brian Frey, spokesman for the chain.

However, the chain has been “very successful in main-
taining product availability to satisfy our customer
demand," Frey added. The chain expects the shortage to last
through the first quarter.

By CHRISTINE BLANK

Lund Food Holdings, Edina, Minn, has likewise seen
increased demand for organic milk. While the stores aren't
getting as much as they need, there have been no price
increases or complaints from shoppers, said BexJamesrthe
retailer’s senior whole health manager,

James believes the reason for the surge in demand for
organic dairy over the past year — one of the top growth
items in Lunds and Byerly’s stores — is the fact that moth-
ers believe organic milk is more healthful than regular milk
for their children,

“Many people are concerned that the growth hormones
[in conventional milk] are contributing to children devel-
oping too quickly, and a resistance to antibiotics because of
overexposure in the milk. Organic cows are never given
antibiotics or growth hormones, and are given organic
feed,” James said.

Meanwhile, suppliers expect the shortage to last
through this spring — more milk will likely be ready
around May — and they're taking short-term measures to
ill customer orders.

Another major supplier, {Horizon Organic Dairy,
Longmont, Colo, is temporarily switching all its Horizon
Organic and The Organic Cow of Vermont organic milk to
gallons only, instead of providing both half gallons and
gallons.

“While the organic milk category is currently growing

“M: ay people are cencerned

that the growt hormones

[in conventional mik] are contributing to children
developing too quickly, and a resistance to antibiotics
because of overexposure in the milk.”

— Bea James senior whole health manager, Lund Food Holdings

at 27%, our brands have outpaced the category, growing at
37%," said Ramona Kent, senior vice president of sales for
White Wave Foods, which operates Horizon, in altter totrade
customers,

The “unprecedented” demand, coupled with the industry's
constrained supply of raw milk, has led to service levels below
the company's expectations, Kent added.

The shortage is not surprising, since studies have been
highlighting growth in organic dairy that outpaces most
other organic categories, Organic

Orginlc

Lowiat Milk

Regional and national brands are emerging to fill demand.

dairy sales jumped 20% in 2003 to
$1.4 billion, the latest year for which
figures are available, according to
the Organic Trade Association,
Greenield, Mass. OTA believes the
category probably grew even faster
in2004.

Still, demand last year and early
this year was higher than even the
organic suppliers predicted. In
Organic Valley's case, the coop had
forecast that its sales would grow 20%
in 2004; instead, sales jumped 34%.
While Organic Valley had increased
supply by 30% last year that still left it
unable to fillall of its orders.

Even though suppliers are bringing
new organic dairy farmers on board,
there is a mandatory, one-year transi-
tion period before conventional dairy
farmers can commence organic opeta-
tions. Some new organic dairy suppl-
ers have come online, however. One
such company, Aurora Organic Dairy,
Boulder, Colo, began selling private-
label organic milk to supermarket
chains last year

“Its a good time for someone like us

Continued on Page 40

-

- SUPPLY & DEMAND

Like any person, place or thing, demand
brings greater scruting. Organic milk is no
exception.

Last December, the US. Food and Drug
Administration said tests shawed perchio-
rate, a rocket fuel chemical, in samples of
conventional lettuce, 2nd in conventional
and organic milk. Retailers scid they
haver't heard of any consumer concems
over the finding. The Organic Irade
‘Assotiation has been quick to point out
that the chemical was found in both con-
ventional and organic samples,

Meanwhile, Aurora Organic Dairy recent-
Iy came under fire by The Comucopia
Institute, a farm policy research group, for
confining its dairy herds in “3n industril
setting,"without access to pasture.

Cernucopia asked the S, Department
of Agriculture's Agriculture Marketing
Service to investigate Aurorain January,
saying tisn' fcllowing USDAS national
organic rule, which requires Ivestockta
have a certain amaunt of outdocr access to
pasture.

Continued From Page 39
to come in because there's a general shortage. We added milk to
therarket,"said Clark Driftmier, Aurora's senior vice president of
marketing.

This year, the daity will complete the organic

The federal rule only provides exemp-
tions to the outdoor access in cases of bad

weather, poor animal heaith, and certain
“stages of production” of dairy herds.

Mark Retzloff, the dairy’s president, dis-
puted Cornucopia’s claims, saying the com-
pany’s entire dairy herd is outside 365
daysa yean and PaSTeessto 30,000 §  Standards Boardto claciy he defiriton of
acres of dryland pasture. I .

Raising the issue in this manner

High Demand ... High Expectations, Too

doesn't help the image of organic agricul-
ture, typically associated with humane
treatment of animals and improving the
environment, Retzloff complained. ‘1t
paints a bad picture for the entire indus-
try," he said.

USDA has asked the National Organic

“acc2ssto pasture” for the organic industry.
—CHRISTINE BLANK

dwarfs the next highest category, fresh bread and rolls, which
broughtin only $24 billion during the same period. Private-label
milk was also tops in unit volume, with 2. billion sold. The
PLMA report does not break out organic's take of the category.

some facturers are banking on brand

Meanarhil

3,400head farm in Texas, adding it to a 3,500head farm in
Coloradoalready in operation.

As more supermarket chains add private-label organic dairy
lines, Aurora may have trouble meeting demand as well, offi-
cials told WH.

“Milk is the No. 1 private-abel item in terms of dollars. As
organic grows and matures, more and more retailers are looking
for this milk)," Driftmier said.

Indeed, privatelabel milk was the top category by dollar vel-
ume, racking up $6.5 billion in sales last year, according to the
Private Label Manufacturers Association's annual yearbook. It

name power to prope] sales of organic milk.

Stonyfielé Ferm in Londonderry, NH, long involved in the
organic yogurt business, just entered the organic milk market
with its Stonyfield Farm Organic Milk, slowly rolling out in half
gallons to supermarkets and natural food outlets in the
Northeast and Midwest.

“Its really a quiet launch, We have to wait until the second
half of the year because there s such limited distribution right
now," said Cathleen Toomey, the company's spokeswoman.
Distribution is slower than expected because Stonyfield is “try-
ing to get enough organic milk,” Toomey said.




THE PRESS-ENTERPRISE

GOING NATURAL: SUPPLIERS STRUGGLE TO KEEP UP
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supply as shoppers
ask, ‘Got
organic milk?”’

BY KAREN ROBINSON-JACOBS
THE DALLES VORNG NS
he nation's organic milk producers
have stumbled into a problem that
most companies only dream about:
Their produet 18 too popular.

As dliet-conscious eonsumers
step up thelr purchases of healthier food
items, organie milk suppliers are grap:
pling with the first shortages since organie
produets made their way oul of natural-
food stores and into malnsiream su-
permarkets,

Some stores have been getting only

70 piereent to 80 percent of their regular
& fA—_—

orders.

“Phere 15 a tight supply for organic
milk,* said Caragh MeLaughtin, senior
brand manager fodHor{zon Organie, aunit
of Dean Foods, themation's largest dairy
producer. “Last summer demand started

GARRIE ROSEMA/THE PRESS-ENTERPRISE
Organic milk at Trader Joe's represents
more than a third of fts milk sales.

nated by any of us”

A
The ~.hnn.||.v his begun (o ease after

peaking in January and February, experis
50y, A5 the onset of spring glves cows

acpess to more grass and organic feed, But

the Industry still 1s debating how Lo boost

capacity while remaining true to the
organic philosophy.

“We're working close togethos
with ... (suppliers) to keep this from hap-
pening agaln,” safd Jake Fontenat, nation
al grocery buyer for Austin-based Whole
Foods Market Inc,, which posted slgns af
many o { its markeis to alert consumers (o
the problem.

About 70 percent of the chain's milk
sales are organic, he satd,

Kristi Estes, spokeswoman for Wild
Oats, & Colorado-based retaller that has
four Henry's Marketplace locations in the
Inland Empire, sald demand for organic
milk has increased 20 percent in the past
year, twle s fast asthe gu)\\lhhlduln.lml
for‘conventional milk. T

Fstes sald sales ave split 50-50 between
the conventional and organic variciies
althongh In Henry's California markels a
Half gallon of organie milk \a riced more

KL ORGANIGt6

THE RULES

For ik {o be certified onganic, I must meet
hese critenia;

n BOVINE GROWTH = FEED end [he

HORMONES carmot  fand used to grow

be gvan o the Cows. }hal I‘ufud must be
oo of any

w CONSMUST o it

ﬁ“_ﬂ IPGESE o fungicida, pestician
Ml and 0t perolan-
u MOST asad fortizer

ANTIBIOTICS for at st
tannot be used. g years.

ORGANIC: Shoppers pay more

CONTINLED FROM E1
than $1 higher.

Pat St John, spokcswonin
for Trader Joe's, said organic
milk represents more than a
third of that market chain's
milk sales. She sakl organic
milk was sold only inquans and
half gallons until two years ago
when the gallon sice was in-
troduced and subsequently be
came the most popular size
among shoppers.

Organic milk representsa fast-
Erowing — and trend-delving
segmoent of the $10.2 hillion milk
miarket, where conventional milk
sales hunve boen flat to declining
In recent yes

Organic s at health-food
and conventional stores grew
more than 15 percent. Inst year
to %M million, according  to
ACNielsen LabelTrends, which
tracks consumer spending (n
natural food amnd comventional
stores

SHIL it remains a niche prod-
uct at mainstream grocers ﬁuth
as Albertsons, where spok

falt Rubel estimated or-
are @t 2 percent of

Mamy consumers are drawn
to organic milk in part because
of what It lacks: organic cows
must be free of any bovine
growth hormones and maost
antibiotics. Also their feed and
the land used to grow L feed
must be (ree of amy -_u:l:huu
herbicide, fungicide,
or petroleum-based  fertilizer
for at least three years.

Other ponsumers buy organic
1o support small family £
large component of th
dairy indusiry.

Although their ranks still are
small, increasing numbers of
ciairy farmers are being draam
to organic because of the in-
creased consumer demand, and
the higher premium shoppers
are willing to pay for orgamic
milk

Horizon has signed up
@5 farms to make the three-year
transition from traditional
farming to organic. Ten of those
farms will begin supplying milk
te Horfzon in the next few
months, a spokeswoman said

On Monday, the Organic Val-
ley Family of Farms, the na-
tion's largest cooperative of or-
gan armers, announced the

THE ASSOCIATED PEESE
Federal rules require that
organic dairy cows be given
access to pasture.

launch of “Texas Pastures,™
which it described as the first
organic milk to be both pro-
duced and bottled in Texas

The milk will come from
three organdc dairy farms in the
Sulphur Springs region and will
be bottled ot Southwest Dairies
In Tyler, Texas.

The farms in the Texas group
range from 40 cows Lo about 240
Th small by traditional
dairy farming standards buot
mid-sized in organic wur]d
The coopern says Its cows
are mostly grass-fed at pasture,
as opposcd to cating trucked-in
organic feed.

The seemingly arcane gues-
thon of grass vs. feed ultimately
could have a big impact on
organic milk supplies over the
next several years.

Federnl rubes reguire
organic dairy cows be g
“access bo pasture.” But they do
not specifly whal “access™
means

Prodded earlier this year by
rofit  farm-policy &
the U.S, Department of Ag
ture is expected to follow
advisory group’s recommenda-
tion that could require ocows
certified as organic to spend
more Lbme grazing.

That kind of change could
Hmit organic-milk supplics un-
bl more farms get their pasture
acoess up to standard

Katherine DiMatteo, cxecu-
tive director of the Or e
I"radu Association, an fn
trade group, says it coulkl take
years for supply and de-
mand to balance out, depending
on pricing, availability of feed,
ond any changes or clarifica-
tions that might be apyrroved
Reporier Lesha Berkman contritutad o
he SNy
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Market
moover

Firms ruminate on ways
to keep up with demand
for organic milk

By KAREN ROBINSON-JACOBS

Staff Writer
he nation’s organic milk produc-
ers — inecluding a subsidiary of

Dallas-based Dean Foods Co. —
have stumbled into a problem that
most companies only dream about:
Their product is foo popular.

As diet-conscious consumers step up their purchas-

es of healthier foods, organic milk suppliers are grap-
1a SR L e e 3 = ) e

made their way out of natural-food stores and into
mainstream supermarkets.

Some stores have been getting only 70 percent to 80
percent of their regular orders.

“There is a tight supply for organic milk,” said Ca-
ragh McLaughlin, senior brand manager for Horizon
Organie, a unit of Dean Foods, the nation’s largest dairy
producer. “Last summer demand started moving
up. And over the winter it's gone crazy. ... And

must meet these criteria:

be given to the cows.

part of that was unanticipated by any of us.”

The shortage has begun to ease after peak-
ing in January and February, experts say, as
spring gives cows access to more grass and or-
ganic feed. But the industry is still debating
how to boost capacity while remaining true to
the organic philosophy.

“We're working close together with ... [su;
pliers] to keep this from happening again,”
said Jake Fontenot, national grocery buyer for
Austin-based Whole Foods Market Inc.,
which posted signs at many of its markets to
alert consumers to the problem.

About 70O percent of the chain’s milk sales
are organic, he said.

Organic milk represents a fast-growing —
and trend-defying — segment of the $10.2 bil-
lion milk market, where conventional milk sales
have been flat or declined in recent years.

Organic sales at health-food and conventional
stores grew more than 15 percent last year to
$834 million, according to A.C. Nielsen Label-
Trends, which tracks consumer spending in natu-

See ORGANIC Page 11D

Organic milk sales as a
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THE RULES

For milk to be certified organic, it

m No bovine growth hormones can

m Most antibiotics cannot be used.
W Cows' feed and the land used to
grow that feed must be free of any
LT | synthetic herbicide, fungicide,
pesticide or petroleum-based
fertilizer for at least three years.

GREENER PASTURES

percentage of total milk sales:

2002 2003 2004

NOTE: Figures represent sales at U.S. foed and drug
mass merchandisers excluding Wal-Mart Stares Inc.
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Organic milk

is cool 1item 1n

dairy

Continued from Page 1D

ral food and conventional stores.

sections

The farms in the Texas group
range from 40 cows to about 240.
That's small by traditional dairy

Still, it remains a niche product farming standards but mid-size in

at mainstream grocers such as Al-
bertsons, where spokesman Walt
Rubel estimated organics’ share at
2 percent of milk sales.

Consumer appeal

Many consumers are drawn to
organic milk in part because of

the organic world. The coopera-
tive says its cows are mostly grass-
fed at pasture, as opposed to eat-
ing trucked-in organic feed.

The seemingly arcane question
of grass vs. feed ultimately could
have a big impact on organic milk
supplies over the next several

what it lacks: Organic cows must years.

be free of any bovine growth hor-
mones and most antibiotics. Also,

Federal rules require that or-
ganic dairy cows be given “access

their feed and the land used to to pasture.” Butthey do not specify
grow that feed must be free of any what “access” means.

synthetic herbicide, fungicide,
de or petroleum-based fer-
tilizer for at leastthree years. =

Other consumers buy organic
to support small family farms, a
large component of the organic
dairy industry.

Although their ranks are still
small, increasing numbers of dairy
farmers are being drawn to organ-
ic because of the increased con-
sumer demand and the higher
premium shoppers are willing to
pay for organic milk.

At a Kroger store in Garland, a

More grazing time

Prodded - eazlier this year by a
non-profit farm-policy group, the
U.S. Department of Agriculture is
expected to follow an advisory
group’s recommendation that
could require cows certified as or-
ganic to spend more time grazing.

That kind of change could limit
organic-milk supplies until more
farms get their pasture access up
to standard.

= enever there are changes
that have to be made to your farm

half-gallon carton of Horizon 2 plan, it generally affects output,”

percent milk sold recently for

said Katherine DiMatteo, execu-

$2.47, nearly 50 cents more than tive director of the Organic Trade

the store brand’s 2 percent milk,
which sold for $1.99.
Increasing supply

Horizon has signed up 95
farms to make the three-year tran-
sition from traditional farming to
organic. Ten of those farms will be-
gin supplying milk to Horizon in
the next few months, a spokes-
woman said.

On Monday, the Organic Valley

Association,
group.

She said it could take five years
for supply and demand to balance
out, depending on several factors
including pricing, availability of
feed, and any changes or clarifica-
tions that might be approved.

In the meantime, she said, con-
sumers could see tight supplie:

W ilabeiy
w s€ and retailers — king

an industry trade

Family of Farms, the nation’s larg.- —with this year’s game plan — de-

est cooperative of organic fassaiers,
announced the lawmchi of Texas
Pastures, which it described as the
first organic milk to be produced
and bottléd in Texas.

The milk will come from three
organic dairy farms in the Sulphur
Springs area and will be bottled at
Southwest Dairies in Tyler.

cline to boost prices.

“Itwas anticipated that organic
milk would grow rapidly, and
that’s a good thing,” said Ms. Di-
Matteo. “What was not anticipat-
ed was that the supply chain was
not going to be able to keep up.” {

E-mail krobinson @ dallasnews.com Jl
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Organic Milk Supply Overview

In some respects we're not that different than conventional
milk
— Organic farmers are affected by increases in energy costs

— When feed costs go up, it's harder for farmers to make money,
so they feed less high quality proteins, etc.

— We have spring flush, too

In some respects, we're very different from conventional

farmers:
— Cost of raw milk supply rising due to increased competition and
increased cost of production on the farms
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Organic vs. Conventional 3;'

* We pay processors / producers a premium for producing iy
in accordance with the National Organic Program

» Organic milk prices are not linked to conventional milk market
> USDA establishes the minimum price paid for conventional milk
» Market dynamics set the price, not the government

» Organic farmers paid a flat rate; usually multi-year contracts

» Organic feed costs significantly higher than conventional



Organic Feed Costs at all time high

Organic feed price
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Organic Feed Costs are high

Contributing to ...
« A slowdown in amount of land converting to Organic
« Higher price of raw milk

Combined with ...

« Competitive demand for supply
« Added challenges from regulation changes




Ongoing Efforts to Improve our Supply

» Partner with 325+ family farmers
— From 12 to 2000+ cows

— Helping to transition ~179 farms to
organic (adding more continually)

MAZY Acres Farm

» Own & operate two dairy farms:
—Idaho in 1994 =» ~4,500 milking cows
—Maryland in 1997 = 600 milking cows

(Paul) Idaho Farm



Regulatory Issues

-Arthur Harvey Lawsuit
-Pasture Issues



The Organic Foods
Production Act

A Guide to the Recommendations of
the National Organic Standards Board

|'|\r"ui:-'-'Lr-' o Maneriais

I-l_h-pﬁ Terms wrul Abbmwrasors
e P ey LD

:n o Wb o8 e TV

II---—‘--'I--"

i Ll ftn Prowoma oot o 0"

O Bumm B, Crmrmiletl A C7B02 - 50 Miles 51 Covenfienl, MA 0000
- AULTTE-AE1] + el clalivgs apc oy

The Law

The Organic Foods Production Act
(OFPA)

 Created by Congress in 1990, as part of
the US Farm BIll, it established the
framework for organic standards and
required a national organic program

« OFPA can only be changed by Congress

1990 to 2000 saw development of a
comprehensive set of organic rules &
procedures



The Regulations

 The National Organic Standards,
under USDA'’s National Organic
Program (NOP), are the regulations
which implement OFPA, the law

« The NOP regulations, also called the
Rules, went into full effect on
October 21, 2002




The Regulations of Organic
Agriculture

» 3 years of organic farming practices before the land and its
crops can be certified organic

« 1 year of organic farming practices before the milk cow or
goat and its products can be certified organic

 Ruminants must be on pasture

« Produced without harmful pesticides, growth hormones,
antibiotics, genetic engineering, irradiation

» Certification based on process, not product
« All synthetics used must be approved by the NOSB
« Regular inspections

« Organic Farm Systems Management Plan



The Public Process—National
Organic Standards Board (NOSB)

A 15 member board of volunteers, appointed by the
Secretary of Agriculture, whose responsibility is to advise
the USDA on materials and implementation of the
organic regulations



The Harvey Conflict—the Issue

Arthur Harvey, a producer and handler of organic blueberries and
other crops, (and an organic inspector employed by USDA-
accredited certifiers) initially filed a lawsuit alleging that nine
provisions of the NOP Final Rule are inconsistent with OFPA. He
lost the case

Arthur Harvey appealed the Court’s decision, focusing on 7 of the
original 9 counts

In June 2005, the U.S. Court of Appeals for the First Circuit agreed
with Harvey on two of the seven counts, with a third needing
clarification



The Harvey Conflict—the Verdict

« Count 3 (synthetics): The Regulations established a thorough and
transparent process, exercised over 12 years by the NOSB, for
reviewing and approving certain synthetic materials necessary for
processing organic food, such as pectin, carbon dioxide and baking
powder. The Court found that OFPA specifically forbids the addition of
synthetic ingredients in processing

 Count 7 (whole herd transition): The Regulations allowed dairy
animals being “converted” to organic production to be fed 80% organic
feed for the first 9 months. The Court found this to contravene OFPA,
which requires dairy animals to be fed 100% organic feed during the 12
month transition



OTA Spearheads a Legislative Fix

« In the face of controversy and negative press, generated
by the NGO'’s and activists that supported Harvey, the
organic community, led by the Organic Trade
Association, worked together towards a mutually
agreeable resolution of the issue

» It was decided that only a Congressional amendment of
OFPA would reverse the effects of the Court decision



Current Legislative Status

October 26, 2005: The House and Senate Agriculture Appropriations
Conference added the OTA language to the agriculture appropriations bill,
as a manager's amendment

— The language amended OFPA to reverse the consequences of the Court decision
in the Harvey case

— Language was also added to the bill that requested a USDA study on the effect of
the court ruling on organic farmers, processors, and consumers

October 28, 2005: The full House approved the language
November 3, 2005: The full Senate approved the language

Signed into law by the President
— USDA will then amend the regulation



Pasture Requirements

Pasture is not in the Organic Foods Production Act of 1990

Pasture is required in the Regulations in 4 places

Specifics as to days or time on pasture and amount of feed from
grazing is not currently included in the Regulations




Pasture Requirements

Subpart A - Definitions
§ 205.2 Terms defined.

Pasture. Land used for livestock grazing that is managed to provide
feed value and maintain or improve soil, water, and vegetative
resources

8 205.237 Livestock feed.

(a) The producer of an organic livestock operation must provide livestock
with a total feed ration composed of agricultural products, including
pasture and forage, that are organically produced and, if applicable,
organically handled



Pasture Requirements

§ 205.238 Livestock health care practice standard:

(a) The producer must establish and maintain preventive livestock health care
practices, including:

(1) Selection of species and types of livestock with regard to suitability for site-
specific conditions and resistance to prevalent diseases and parasites;

(2) Provision of a feed ration sufficient to meet nutritional requirements,
including vitamins, minerals, protein and/or amino acids, fatty acids, energy
sources, and fiber (ruminants);

(3) Establishment of appropriate housing, pasture conditions, and sanitation
practices to minimize the occurrence and spread of diseases and parasites;

§ 205.239 Livestock living conditions:

(a) The producer of an organic livestock operation must establish and maintain
livestock living conditions which accommodate the health and natural
behavior of animals, including:

(1) Access to the outdoors, shade, shelter, exercise areas, fresh air, and direct
sunlight suitable to the species, its stage of production, the climate, and the
environment;

(2) Access to pasture for ruminants



Pasture: NOSB Recommended Rule Changes

Rule Change for 8205.239(a) (1) and 8205.239(b) (2):

The NOSB recommends a rule change to make the language in
§205.239(a) (1) and §205.239(b) (2) consistent with the language in
§205 237(a) (2). The language, therefore in §205.239(a)(1) would read
“Access to outdoors, shade, shelter, exercise areas, fresh air, and direct
sunlight suitable to the species its stage of life, the cllmate and the
environment.

Rule Change for §205.239(a) (2):
The NOSB recommends that §205.239(a) (2) be amended to read:

§205.239(a) (2) Ruminant animals grazing pasture during the growing
season.

This includes all stages of life except:

a) birthing; b) dairy animals up to 6 months of age, and c) beef animals
during the final finishing stage, not to exceed 120 days. Note: Lactation
of dairy animals is not a stage of life under which animals may be
denied pasture for grazing.



Organic Standards Clarification

Pasture has been a contentious issue, used as a “rallying
cry” in the big versus small debate in organic

At the crux has been ambiguity in the regulations,
specifically around pasture for milking cows

The NOSB has attempted numerous times to clarify
pasture. Most recently, they developed an aspirational
guidance document. The guidance was meant to be
aspirational only, in order to satisfy activists

Horizon Organic has supported both the aspirational
guidance and a Rule change that would clarify that
lactation is not a stage of life during which a farm is exempt
from pasturing their animals.



Organic Standards Clarification

e Pasture received further consideration at the NOSB
meeting on Nov 161"

— USDA announced it would publish an ANPR (Advanced notice of
proposed rule making) in February followed by a 60-90 day
comment period on pasture rule changes

— USDA will hold a pasture symposium at April NOSB mtg w 2-4
panels with experts providing testimony on consumer expectations,
animal health, feasibility

— After 60 days, USDA will take all the above info plus NOSB
recommendations and will synthesize into a new proposed rule
(draft regulation language). Then after another 60 day public
comment period, they will propose new language on pasture to be
incorporated into the rule.

— The goal is to provide clarity on pasture requirements for farms to
be certified organic.



Conclusion

Organic Dairy is a very dynamic industry

With rapid growth, there are often unforeseen
challenges to an industry

Consumers are buying organic for health and
well-being benefits

Industry-wide supply constraints are not easy to
resolve quickly

Regulatory systems must be flexible to
accommodate rapid change if necessary

Big # Bad —.HORIZON-,
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