














Stewardship requires transparency.
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DAIRY FARMERS ENTERED 2010 WITH NEW PERSPECTIVE. They walked the worst financial
gauntlet in 2009 and came out on the other side battered but not defeated. They came out sharper, keener
businessmen, experts at squeezing out costs, capturing efficiencies and keeping their farms alive for another
year and potentially another generation.

While milk prices rebounded, dairy farmers looked more critically at their operations to run more effi-
ciently than ever before and turned to their cooperative for services and programs that would give them
a competitive edge.

“We had a way we operated in the past,” says member and field representative Rod Carson of Martinsburg,
Pa. “You go along, and suddenly a year like 2009 makes you think, maybe we’re not operating as efficiently
as we could?”

“We sat down and took a hard look at everything and asked why are we doing it this way? Is there a more cost
effective way to do it?

“After 2009 we really had to put a stake in the road,” says member and Director Richard Mosemann
of Warfordsburg, Pa. “We evaluated our whole business model and cut expenses wherever we could. It made
us concentrate on paying down debt and gave us discipline. We cut fat we didn’t even realize we had”

“It improved us.”

“We didn’t buy anything we didn’t have to, we put off improvements and we looked at feeding a much
higher forage diet,” shares member and Director David Hunsberger of Mifflintown, Pa.

“The last few years have forced me to become a more proactive manager. I can’t wait for things to come to me.
I view the farm more like a business than ever before. Before, the milk check would just work out and you could

pay your bills. That may not happen today. Now you have to manage the risk”

Cost control became a priority on every farm in 2010. From feed and fuel to fertilizer and electricity, every
input on every farm earned a thorough inquisition.
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“Feed is our main cost, and I spend a lot of time looking at ways to manage that cost,” explains member Kevin
Satterwhite of Newberry, S.C. “We added a TMR Tracker on our mixer truck to help us monitor dry matter intakes
and do a more accurate job of putting out feed to our heifers and cows. We're putting in bins for some of our high dol-
lar ingredients like soybean meal and supplements, and hoping we can save money by being more careful with those
valuable ingredients”

“We put in a new 6,000 ton ground silo at the dairy, to replace two silos at other locations. Were saving money on fuel
costs just by having the feed at the dairy and where we mix rations”

“I spend a lot of time watching the Chicago Board of Trade and specifically the corn and soybean meal prices, and I work
with several brokers on a regular basis. I've made good buys and bad buys. But I'm always watching the feed markets.”

“Every day we're taking a closer look at Maryland & Virginia’s risk management program. We're getting pretty serious
about locking in milk prices.”

“We’ve never done that [locked in milk prices] before, but we've done a lot with feed, and we’re pretty good at know-
ing our cost of production and cost of feed per cow. It’s looking more and more like a good time to lock in milk too”

Effective in September 2010, the cooperative offers producers three risk management tools; a minimum Class III price
contract and a minimum/maximum Class III price contract in addition to a Class I mover contract that has been
available for several years.

“Milk contracting is going to become part of how we operate,” echoes Rod Carson. “We're going to look for opportu-
nities to minimize risk and move when we can. If we have good cost of production numbers we can make decisions
a whole lot easier”

That’s where Rod’s son Jake takes on an important role. “He’s good on the computer. He's set up excel spreadsheets
so we can analyze feed costs, plus income over feed costs. Together we look over our balance sheet and profit and

loss statements. We're numbers people.”

Mindful of costs, dairy farmers stayed focused on their most productive asset, their cows.
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“Even on downturns, you still have to put the cows first. If you don’t manage so that your cows are the top
priority, when things turn around, you will still be behind,” advises member and Director Tim Stoner of
Mercersburg, Pa.

“Our production per cow, over the last three years, has gone from 65 to 70, up to 80 pounds per cow;” adds
Richard Mosemann. “We've focused on improving reproduction efficiency and feeding, and we've gained
production from it”

“We concentrate on cow comfort more than ever before,” adds Kevin Satterwhite. “We bed with sand, and
have plenty of fans and misters to keep the cows cool. They’re happy, laying down and chewing their cud,

and that equals more milk production”

In 2010 Maryland & Virginia implemented the National Dairy FARM (Farmers Assuring Responsible Man-
agement) Program, giving members the opportunity to tell their story about animal care and animal wellbeing.

“I've always been taught that farmers are stewards of the land, but we’re also stewards of our animals. Par-
ticipating in FARM and going through the evaluation has given us tangible proof that we give our animals
the best possible care,” says Kevin Satterwhite.

The one thing every dairy farmer has learned to do is adapt.

“You have to start thinking outside the box,” says member Leon Ziegler of Myerstown, Pa. “Don’t get too set
in your ways. Comfortable is nice, but it can put you at a disadvantage.”

“The last few years have made me a better manager, but in that process I had to have a willingness to change
and to be flexible. You have to be open to new things and accept change”

The one principle that surrounds everything else is that of stewardship; we are the managers of everything that
God has given us. %
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Redefining Stewardship

MARYLAND & VIRGINIA’S STRENGTH LIES IN ITS MEMBERSHIP. Keeping that cooperative spirit
alive, that culture of a truly member-owned and driven organization, is a continual challenge. It’s easy to get stuck
in a rut until the same old routine no longer gets the job done, and for the membership to disengage and
lose confidence.

Maryland & Virginia’s Board of Directors instituted two significant changes in 2010 to increase member partic-
ipation and involvement. They expanded the Annual Business meeting, extending it to a second location,
and they established a new level of governance called the Leadership Council. The Leadership Council is
an elected body of 105 members, 21 from each district, and the Council receives detailed reports from
management and the board twice each year.

The Annual Meeting expansion proved to be a huge a success. According to the numbers, Maryland & Virginia
saw a 56% increase in farm representation. Members from 10 out of 11 states attended the 2010 meeting to hear
officer reports and elect peers to the Board of Directors.

“This is a member-owned cooperative,” shares member and President Dwayne Myers of Elkin, N.C. “We need
our members to have access, to feel like they can participate in the cooperative process. The more members we
can involve, strengthens Maryland & Virginia from the inside out. It builds trust and integrity”

Leadership Council meetings are held twice a year, and in two locations to again provide members from across
the 11-state area easier access to management.

“We as members need more involvement, not less, and the Leadership Council provides that,” shares council
member Jim Biddle of Williamsburg, Pa.

For new member Jen Trout of Fallston, Md. the Leadership Council is a new voice for members. “Sitting there
in that first meeting made me glad I'm with Maryland & Virginia. Just hearing how forthcoming Jay was and
having that face time with him and the other staff, made it seem to me that they cared about you as a member
and they are working to make things better”
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“The biggest benefit is interacting with other members, board and staff, and I appreciate hearing other
members’ questions and how they present their concerns,” shares David Pool of Robesonia, Pa.

“It helped me understand the position the co-op is in. There’s so much rumor out there, when you hear what’s
going on straight from the CEO, it builds confidence,” adds Thomas Bell of Buckhead, Ga.

“For me, it’s all about transparency,” says Leon Ziegler. “The Leadership Council proves to me that Mary-
land & Virginia is trying to be more transparent and I think it’s the right thing to do.”

“Maryland & Virginia is doing what they need to do. They’re working on debt load and returning money
back. We can’t get lax just because we’re doing good, we need to hold our directors and management
accountable. Maryland & Virginia needs to keep moving forward.”

Keeping Their Hands Dirty

At the heart of the cooperative operations are Maryland & Virginias Fluid and Manufacturing Divisions, each
working hard to maximize member returns. What came to fruition in 2010 is the result of a healthy partnership
between the cooperative’s leader members and the management team they’ve entrusted to care for their assets.

“We're looking at every expense line and every operating activity every week,” explains Jan tenPas, Director
of Finance & Operations. “Whether we’re buying caps or paying for utilities, we have to take a close look
at all our costs. We can’t control the milk price, so we focus on what we can control, our costs.”

“It's down to the little things, like utilities. We have a few thousand light bulbs in our fluid operations. We've
replaced the majority of them with high efficiency fluorescent lights that provide an average savings of $38 per
year per light. Energy savings like that really add up”

A computerized routing guide called “Appian” maximizes delivery efficiency and reduces miles driven per

route for the Fluid Division, by 2.5% each year. Maryland & Virginia’s route truck fleet is governed to 65 mph
which is coupled with cold plate technology to conserve fuel.
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Replacing two 48-year-old boilers at Marva Maid Newport News reduces fuel consumption by nearly 20% and

upgrading their refrigeration system from sweet-water to glycol will also provide additional savings.

On the manufacturing side, a new reverse osmosis system replaced two tired and worn out evaporators at the
Laurel plant. The new system allows the plant to run 20% faster and save 30% on natural gas. Plus the water
discharge is potable and reclaimed for clean up.

These investments provide significant member returns in cost savings and long-term viability for the coop-
erative’s Fluid and Manufacturing Divisions.

“When we realized Maryland & Virginia members didn't want to become part of a bigger organization, we
as a board had to figure out how to survive and how to strengthen and build this cooperative into a sustainable
business,” explains Finance Committee Chair, Richard Mosemann.

“To do that takes investment, and we were to the point where members were not as invested in the cooperative
as they should and we had to increase our target equity.”

“In the last two or three years we've aggressively paid down debt and increased member equity. That’s put us in
a strong financial position and a strong equity position, which is even more important in today’s economy and
tight credit environment?”

“In my own farm we realize that being in a strong financial position gives us a lot more flexibility. With Mary-
land & Virginia having that strong financial backing, I think were in the best position we could possibly

be, poised for the next opportunity”

As Maryland & Virginia keeps evolving, two-way communication with members is critical and the Leadership
Council is going to be the vehicle that keeps that dialogue flowing. %
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2010 Stewardship Successes Management Team

Jan tenPas Jay Bryant Jorge Gonzalez Mike Asbury
Director CEO CFO Director
. “ v g . . . — Fi & Milk Accounting &
¢ New delivery trucks use a “cold plate” refrigeration system — clean, quiet, electrical power (no carbon fuel), very low CO2 emissions. d;::?ai?ons ECLHO;.‘TTH;%S

— 189 total cold plate route trucks out of 248 total trucks
* We use electric “stand-by power” in place of fossil fuels
— 40 mechanical refrigeration route trucks using electric stand-by power
— 64 mechanical refrigeration trailers using electric stand-by power
¢ A computerized routing guide called “Appian” maximizes delivery efficiency and reduces miles driven for the Fluid Division.
Itis an ongoing process to continually identify efficiencies and has allowed the Fluid Division to reduce miles per route on average
2.5% a year.
* Coupled with cold plate technology we have governed our route truck fleet to 65 mph to conserve fuel and our average fuel
usage has improved:
— 2009 average miles per gallon = 6.26
—2010 average miles per gallon =7.20
¢ \We negotiated that Maola’s contracted carrier purchase new, more fuel efficient tractors. This has increased their fuel efficiency
from 5.677 mpg to 6.183 mpg from last year.

* High efficiency fluorescent light (green tip) program provides an average savings of $38 per year per light.

¢ Maola uses an Ice Water Tank (thermal storage unit) to build ice constantly instead of creating high-peak electrical demand that is experienced
during normal mechanical refrigeration.

¢ Maola maintains a “Load Management Plan” to turn off unnecessary electrical loads during peak hours of electrical demand.

Fred Calvert Amber DuMont Allen O'Hara Don Utz Mike John

COO Director Director COO COO

Fluid Operations Corporate Administration & Balancing Milk Marketing &
* Replacing two 48-year-old boilers at Marva Maid Newport News should reduce fuel consumption by nearly 20%. Communications Government Relations  Operations Member Services

¢ An upgraded refrigeration system at Newport News from sweet-water to glycol is a more efficient cooling medium.
e Laurel's new reverse osmosis system allows the plant to run 20% percent faster and saves 30-35% on natural gas usage.

e Maryland & Virginia distributed $4.1 million in cash to members through the target equity program in 2010.

e Members’ target equity grew by $13.3 million in 2010, and since 2008 it has grown $15.9 million.

¢ The average member has 95¢ invested towards their $1.50 target equity goal.

e Maryland & Virginia reduced long-term debt by $12 million in 2010. Since 2008, the cooperative has paid down $16.5 million in debt.

¢ The Leadership Council involves 105 new members in the cooperative governance process.
e The Annual Meeting, held in two locations over two days, has increased member participation by 56%.
e The 2009 Annual Meeting had representation from members in 10 out of 11 of the cooperative’s membership states.
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Board of Directors

Henry Cabaniss Matt Hoff John Daniel Allen Edwin Fry
District 5 District 3 District 5 District 3
Maxeys, Ga. New Windsor, Md. Lewisburg, Tenn. Chestertown, Md.

Brian Haugh Laird Bowman Tim Stoner W.W. (Monk) Sanford Il Dwayne Myers
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Elkin, N.C.
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Ray Thrush C. Richard Mosemann Jr.
District 1 Second Vice President
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Warfordsburg, Pa.

David Hunsherger Sam Tressler
District 2 District 3
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Officers
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First Vice President District 4
District 2 Pleasant Garden, N.C.

Peach Bottom, Pa.
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Report of Independent Auditor

To the Board of Directors
Maryland and Virginia Milk Producers Cooperative Association, Inc.:

We have audited the accompanying consolidated balance sheets of Maryland and Virginia Milk Producers Cooperative Association, Inc.
and subsidiaries (the Association) as of December 31, 2010 and 2009, and the related consolidated statements of operations, changes in
equity, and cash flows for the years then ended. These consolidated financial statements are the responsibility of the Association’s
management. Our responsibility is to express an opinion on these consolidated financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of America. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the consolidated financial statements are free of
material misstatement. An audit includes consideration of internal control over financial reporting as a basis for designing audit
procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the
Assaociation’s internal control over financial reporting. Accordingly, we express no such opinion. An audit also includes examining, on a
test basis, evidence supporting the amounts and disclosures in the consolidated financial statements, assessing the accounting principles
used and significant estimates made by management, as well as evaluating the overall financial statement presentation. We believe that
our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial position of
Maryland and Virginia Milk Producers Cooperative Association, Inc. and subsidiaries as of December 31, 2010 and 2009, and the results of
their operations and their cash flows for the years then ended in conformity with accounting principles generally accepted in the United
States of America.

Moertisin + e,

Reading, Pennsylvania
March 17, 2011

Maryland & Virginia Milk Producers Cooperative Association, Inc. 21



Consolidated Balance Sheets Consolidated Statements of Operations

December 31, Year Ended December 31,
2010 2009 2010 2009
(In thousand’s) (In thousands)
Assets Revenue
Sales of members' and nonmembers' raw milk $ 660,017 $ 426,557
Current assets Sales of milk, dairy and other products 544,398 424,478
Cash and cash equivalents $ 84 $ 465 Sales of equipment and supplies 5,489 5,006
Accounts receivable, net 67,521 62,360 Amounts deducted from gross amounts allowed to members for
Notes receivable 97 181 milk brokerage deductions 9,324 9,288
Inventories 13,116 13,648 Total revenue 1,219,228 865,329
Prepaid expenses and other 2,017 1,768
Total current assets 82,835 78,422 Cost of Goods Sold
Milk and other 1,094,584 737,249
Property, plant and equipment Manufacturing expenses 45,616 44,188
Land and buildings 41,103 39,893 Total cost of goods sold 1,140,200 781,437
Machinery and equipment 49,380 43,298 _
Automobiles and trucks 4,049 4,180 Gross profit 79,028 83,892
Furniture, fixtures and office equipment 4,969 4,778
Construction in progress 925 4,180 Expenses
Total property, plant and equipment 100,426 96,329 Selling, general and administrative 69,311 67,750
Less accumulated depreciation 58,426 53,732 Interest 2,387 2,085
Property, plant and equipment, net 42,000 42,597 Total expenses 71,698 69,835
Patronage allocations receivable from other cooperatives 2,197 3,022 Other Income
Interest 17 35
Goodwill 9,200 9,200 Patronage allocations from other cooperatives 463 555
Other, including gain (loss) on sales of property, plant and equipment 1,138 682
iy Eesyels Clit) 2L Total other income 1,618 1,272
Total assets $ 157,689 $ 157,282 - -
L L Excess of revenue over costs and expenses before income taxes 8,948 15,329
Liabilities and Members' Equity L 206 570
Current liabilities - _ Net revenue over costs and expenses 8,742 14,759
Current installments of obligations under capital leases $ 16 $ 36
Allowance payable to producers for milk 34,843 31.876 Less: net revenue over costs and expenses attributable to noncontrolling interest - 212
Trade accounts payable 31,858 27,631
Accrued expenses 11,373 10,890 Net revenue over costs and expenses attributable to members $ 8742 $ 14547
Total current liabilities 78,090 70,433
. . EBITDA (earnings before interest, income taxes, depreciation and amartization) $§ 19636 $§ 25192
Long-term debt, excluding current installments 31,473 43,408 S : . —
ee accompanying notes to the consolidated financial statements.
Obligations under capital leases, excluding current installments - 16
Deferred income taxes — noncurrent 198 327
Other liabilities 3,894 2,093
Total liabilities 113,655 116,277
Members' equity 44,034 41,005
Total liabilities and members' equity $ 157,689 $§ 157,282
See accompanying notes to the consolidated financial statements.
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Consolidated Statements of Changes in Equity Consolidated Statements of Cash Flows

Year Ended December 31,
Accumulated Equity Equity 2010 2009
Other Attributable Attributable to (In thousands)
Capital Comprehensive to Noncontrolling Operating Activities
Fund Income (Loss) Members Interest Net revenue over costs and expenses $ 8,742 $ 14759
(In thousands) Adjustments to reconcile net revenue over costs and expenses
to net cash provided by operating activities:
Balance, December 31, 2008 $ 35451 § (4833 $ 30618 $ 1,871 Depreciation and amortization 8,816 8,307
(Gain) loss on sales of property, plant and equipment (54) 47
Net revenue over costs and expenses 14,547 - 14,547 212 Deferred income tax benefit (77) (515)
Changes in operating assets and liabilities:
Net unrealized gain - defined benefit pension plan - 1,139 1,139 - Accounts receivable, net (5,161) (6,844)
] : Notes receivable 84 60
Net unrealized losses on interest rate swap agreements - (28) (28) - Inventories 532 211)
Total comprehensive income 15,658 212 Prepaid expenses and other (1,059) (404)
Patronage allocations receivable from other cooperatives 225 33
Cash patronage and redemption of member equities (2,421) - (2,421) - Allowance payable to producers for milk 2,967 (1,582)
o ) o Trade accounts payable 4,277 1,619
Distributions paid to noncontrolling interest holder - - - (254) Accrued expenses 483 1153
Acquisition of noncontrolling interest (2,850) - (2,850) (1,829) Other I|aP|I|t|es - — = 162
Net cash provided by operating activities 20,653 17,184
Balance, December 31, 2009 44,727 (3,722) 41,005
Investing Activities
Net revenue over costs and expenses 8,742 - 8,742 Purchases of property, plant and equipment (4,677) (6,907)
Acquisition of noncontrolling interest - (4,679)
Net unrealized loss - defined benefit pension plan - (454) (454) - Distributions paid to noncontrolling interest holder - (254)
) i Proceeds from sales of property, plant and equipment 63 37
Net unrealized losses on interest rate swap agreements - (810) (810) - Net cash used for investing activities (4.614) (11.803)
Total comprehensive income 71478
Financing Activities
Cash patronage and redemption of member equities (4,449) - (4,449) = Cash patronage and redemption of member equities (4,449) (2,421)
Net (repayments) proceeds from revolving credit facility (11,935) (503)
Balance, December 31, 2010 $ 49020 $ (4986) $ 44034 $ - Net (repayments) proceeds from borrowings on line of credit - (451)
Principal payments on long-term debt - (3,634)
Balance at December 31, 2010, Consists of: Principal payments under capital leases (36) (167)
Member Class A Equities $ 27,626 $ - 3 27,626 $ - Financing costs paid - (2,061)
Member Class B Equities (Special Allocations) 1,611 - 1,611 - Net cash used for financing activities (16,420) (9,237)
Nonmember income not distributed and current year income
not yet allocated, after tax 19,783 - 19,783 = Net decrease in cash and cash equivalents (381) (3,856)
Accumulated other comprehensive income (loss) - (4.986) (4.986) - Cash and cash equivalents at beginning of year 465 4,321
Cash and cash equivalents at end of year $ 84 $ 465
Balance, December 31, 2010 $ 49020 § (4,986) $ 44034 $
See accompanying notes to the consolidated financial statements. Supplemental cash flow information:
Cash paid for:
Interest $ 1,821 $ 1,864
Income taxes, net of refunds 3 266 $ 1,683

Noncash financing activity:
Term debt and line of credit refinanced by revolving credit facility b = $ 43,911

See accompanying notes to the consolidated financial statements.
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Notes to the Consolidated Financial Statements

NOTE 1 Summary of Significant Accounting Policies and Other Information

NATURE OF OPERATIONS

Maryland and Virginia Milk Producers Cooperative Association, Inc. and subsidiaries (the “Association”) is a dairy farmers’ cooperative with members in
Pennsylvania, Maryland, Virginia, Delaware, West Virginia, Ohio, Kentucky, Tennessee, North Carolina, South Carolina and Georgia. The principal purpose
of the Assaciation is to receive milk from its members and either market the milk to other processors or process it in its own plants. Within the
Association are the following operating units: general management, cooperative operations, equipment, fluid milk processing and manufacturing. All

significant intercompany accounts and transactions have been eliminated in consolidation.

CASH AND CASH EQUIVALENTS
Cash and cash equivalents include cash on hand and highly liquid investments with original maturities of 90 days or less that are readily convertible to

cash.

ACCOUNTS RECEIVABLE AND ALLOWANCE FOR DOUBTFUL ACCOUNTS

Accounts receivable are recorded at their invoiced cost and do not bear interest. The allowance for doubtful accounts is established through a provision
for bad debts that is charged to expense. Accounts receivable are charged against the allowance when management believes that the collectibility of the
amounts due is unlikely. The Association regularly evaluates the collectibility of its accounts receivable balances and establishes allowances for
potentially uncollectible amounts. These allowances are estimates based on management's judgment and the use of assumptions. The actual collections

against these accounts will likely differ from management’s estimates.

INVENTORIES AND COST OF GOODS SOLD
Inventories are generally carried at the lower of cost or market, with cost determined using the first-in, first-out (FIFO) method. Amounts paid for
members’ milk, although generally based upon the minimum price specified by the Federal Market Administrator, are established monthly with approval of

the Association’s Board of Directors, and are determined, in part, upon anticipated operating results.

DEPRECIATION

Property, plant and equipment are recorded at cost and depreciated on a straight-line basis over the estimated useful life of the respective assets, which
range from three to forty years. Equipment and vehicles held under capital leases are stated at the present value of minimum lease payments and are
amortized on a straight-line basis over the shorter of the lease term or estimated useful life of the asset. Depreciation expense was $5,265,000 and

$4,948,000 for 2010 and 2009, respectively.
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INTANGIBLE ASSETS

Included in other assets is an intangible asset for a supply agreement acquired in 2006 in the original amount of $30,362,000 which is being amortized
over ten years on a straight-line basis through March 2016. Amortization expense for the supply agreement for each of the years ended December 31,
2010 and 2009 was $3,036,000. Accumulated amortization at December 31, 2010 and December 31, 2009 was $14,421,000 and $11,385,000, respectively.

Amortization expense for each of the next five years is expected to be approximately $3,036,000 per year.

Other assets also included loan acquisition costs incurred in the amount of approximately $2,061,000 as of December 31, 2010 and 2009, which are being
amortized ratably over the term of the Association’s $75,000,000 senior secured revolving credit facility. Amortization expense for loan acquisition costs
was $515,000 and $317,000 for 2010 and 2009, respectively. Amortization expense for 2009 included $81,000 of amortization expense related to loan
agreements refinanced in 2009 (see Note 5 Long-term Debt for additional information). Accumulated amortization was $751,000 and $236,000 at
December 31, 2010 and December 31, 2009, respectively. Annual amortization expense for the next three years is expected to be $515,000 (2011),
$515,000 (2012) and $280,000 (2013).

GOODWILL
Goodwill represents the excess of purchase price over fair value of net assets of businesses acquired. Goodwill and other intangible assets that have

indefinite lives are not amortized, but rather are tested for impairment at least annually. No impairment of goodwill has been recorded.

LONG-LIVED ASSETS

Long-lived assets and certain identifiable intangibles are reviewed for impairment whenever events or changes in circumstances indicate that the carrying
amount of an asset may not be recoverable. Recoverability of assets to be held and used is measured by a comparison of the carrying amount of the asset
to future net cash flows expected to be generated by the asset. If any such assets were considered to be impaired, the impairment to be recognized
would be measured by the amount by which the carrying amount of the assets exceeds the fair value of the assets. Assets to be disposed of, if any, are

reported at the lower of the carrying amount or fair value less costs to sell.

PATRONAGE ALLOCATIONS

Patronage allocations from other cooperatives in the form of cash and certificates are recorded as revenue in the year they are declared.

SIGNIFICANT SALES TO MAJOR CUSTOMERS
During 2010 and 2009, the Association had aggregate sales to the top five customers of $357,337,000 and $303,997,000, with accounts receivable

balances related to these five customers representing 35.3% and 39.6% of total accounts receivable, respectively.

REVENUE RECOGNITION
Revenue is recognized when products are shipped and the customer takes ownership and assumes risk of loss, collection of the relevant receivable is

probable, persuasive evidence of an arrangement exists and the sales price is fixed or determinable.
CUSTOMER INCENTIVES

The Association occasionally negotiates incentives with customers as part of supply agreements. These incentives are capitalized in the consolidated

balance sheets and are amortized as a reduction in sales over the estimated life of the agreements.
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DISTRIBUTION COSTS
The costs of delivering products to customers are included in selling, general and administrative expenses. These costs totaled approximately
$29,082,000 and $29,638,000 in 2010 and 2009, respectively.

DERIVATIVE TRANSACTIONS

All derivative instruments are recorded on the balance sheet at their respective fair values. For all hedging relationships, the Association formally
documents the hedging relationship and its risk management objective and strategy for undertaking the hedge, the hedging instrument, the item, the
nature of the risk being hedged, how the hedging instrument’s effectiveness in offsetting the hedged risk will be assessed and a description of the method
of measuring ineffectiveness. This process includes linking all derivatives that are designated as cash flow hedges to specific assets and liabilities on the
balance sheet or to specific firm commitments or forecasted transactions. The Association also formally assesses, both at the hedge’s inception and on
an ongoing basis, whether the derivatives that are used in hedging transactions are highly effective in offsetting changes in cash flows of hedged items.
Changes in the fair value of a derivative that is highly effective and that is designated and qualifies as a cash flow hedge are recorded in other
comprehensive income to the extent that the derivative is effective as a hedge, until earnings are affected by the variability in cash flows of the
designated hedged item. The ineffective portion of the change in fair value of a derivative instrument that qualifies as either a fair value hedge or a cash

flow hedge is reported in earnings.

FAIR VALUE OF FINANCIAL INSTRUMENTS

The carrying value on the consolidated balance sheets of the Association’s financial instruments approximates their fair value.

INCOME TAXES

In accordance with generally accepted accounting principles relative to uncertainty in income taxes, the Association recognizes the income tax benefit (or
liability as applicable) from an uncertain tax position when it is more likely than not that, based on technical merits, the position will be sustained upon
examination, including resolutions of any related appeals or litigation process. Management has evaluated the Assaciation’s uncertain tax positions and
believes the effect of these uncertain tax positions to be immaterial at December 31, 2010. The Association’s tax returns for 2007 and forward are open

for examination by federal and state taxing authorities.

USE OF ESTIMATES
The Association makes estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and
liabilities at the date of the consolidated financial statements and the reported amounts of revenues and expenses during the reporting periods. Actual

results may differ from these estimates.
SUBSEQUENT EVENTS

In preparing these financial statements, the Association has evaluated events and transactions for potential recognition or disclosure through March 17,

2011, the date the financial statements were available to be issued.
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NOTE 2 Accounts Receivable

Accounts receivable, net, at year-end was as follows (in thousands).

2010 2009
Accounts receivable $ 67,870 $ 63,033
Less allowance for doubtful accounts (349) (673)

$ 67,521 $ 62,360

Net (recoveries) provisions for doubtful accounts of approximately ($161,000) and $124,000 for 2010 and 2009, respectively, are included in the

consolidated statements of operations. Accounts receivable written off were approximately $230,000 and $106,000 for the years ended December 31,

2010 and 2009, respectively.

NOTE 3 Inventories

Inventory balances at year-end were as follows (in thousands).

2010 2009
Equipment $ 880 $ 912
Fluid Plants 6.629 6,603
Manufacturing Plants 5,607 6,133

$ 13116 § 13,648

NOTE 4 Business Acquisition

In May 2009, the Association completed its purchase of the remaining 20% interest in Valley Milk Products, LLC (“Valley Milk”) from the noncontrolling
interest holder for $4,679,000. Prior to the acquisition, the Association held an 80% interest in Valley Milk. The purchase was completed by borrowing
the funds from the Association’s existing credit facility. The $2,850,000 difference between the purchase price and the adjustment required to eliminate
the noncontrolling interest in Valley Milk was recorded as equity. No gain or loss was recorded as a result of the purchase and the transaction did not

materially impact the Association's financial statements.
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NOTE 5 Long-term Debt

In July 2009, the Association obtained a $75,000,000 senior secured revolving credit facility (“Credit Facility”) provided by a lead bank (“Administrative
Agent”) and one other bank. The Credit Facility was used to refinance all existing bank term loans, replace the Association’s existing credit facilities,
finance ongoing working capital needs and fund other general corporate purposes. The Credit Facility contains provisions for cash borrowings and letters
of credit. Total availability under the Credit Facility is determined by a borrowing base calculation based on the Association’s accounts receivable,
inventory and property, plant and equipment. The Credit Facility expires in July 2013 and is secured by all assets of the Association. It also contains
various covenants and other restrictions, including the maintenance of a minimum fixed charge coverage ratio, and has a $5,000,000 limitation on letters
of credit. The Credit Facility contains LIBOR and Base Rate (higher of the Prime Rate of the Administrative Agent and the Federal Funds Rate plus %2 of
1%) interest rate alternatives. Interest is calculated based on the effective rate plus an applicable margin. Commitment fees are payable monthly on the
unused portion of the Credit Facility. Both the applicable margin and the commitment fee are determined by the Association’s average excess availability
under the Credit Facility. As of December 31, 2010, cash borrowings outstanding were $31,473,000 at interest rates ranging from 3.30% to 4.75%, letters
of credit outstanding were $2,250,000 and additional availability under the Credit Facility was $39,776,000 as determined by the applicable borrowing
base calculation. As of December 31, 2009, cash borrowings outstanding were $43,408,000 at interest rates ranging from 3.25% to 4.75%, letters of

credit outstanding were $1,650,000 and additional availability under the Credit Facility was $29,283,000.

NOTE 6 Interest Rate Swap Agreements

The Association has outstanding variable rate debt that exposes the Association to variability in interest payments due to changes in interest rates.
Management has determined it to be prudent to limit the variability of a portion of its interest payments. To meet this objective management has entered
into interest rate swap agreements to manage fluctuations in cash flows resulting from interest rate risk. These swaps change the variable rate cash
flows exposure on a portion of the debt obligation to fixed cash flows. Under the terms of the interest rate swaps, the Association receives variable

interest rate payments and makes fixed interest payments, thereby creating the equivalent of fixed rate debt.

By using derivative financial instruments to hedge exposures to changes in interest rates, the Association exposes itself to credit risk and market risk.
Credit risk is the failure of the counterparty to perform under the terms of the derivative contract. When the fair value of a derivative contract is positive,
the counterparty owes the Association, which creates credit risk for the Association. The Association minimized the credit risk in derivative instruments

by entering into transactions with high quality counterparties.

Market risk is the adverse effect on the value of the financial instrument that results from a change in interest rates. The market risk associated with

interest rate contracts is managed by establishing the monitoring parameters that limit the types and degree of market risk that may be undertaken.
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On October 30, 2009, the Association entered into two $10,000,000 interest rate swap agreements, effective for the period November 3, 2010 through
May 3, 2013. The swap agreements were executed with the purpose of fixing the rate of a portion of the outstanding cash borrowings under the
Association’s Credit Facility. Under the terms of the agreements, the Association began paying a fixed rate of approximately 2.7% on a monthly basis
beginning in December 2010. As of December 31, 2010 and 2009, the gross fair value of the interest rate swap agreements was $901,000 and $28,000,

respectively.

NOTE 7 Fair Values of Financial Instruments

Generally accepted accounting principles establish a fair value hierarchy that prioritizes the inputs to valuation methods used to measure fair value of
financial instruments. The hierarchy gives the highest priority to unadjusted quoted prices in active markets for identical assets or liabilities (Level 1

measurements) and the lower priority to unobservable inputs (level 3 measurements). The three levels of the fair value hierarchy are as follows:

Level 1: Unadjusted quoted prices in active markets are accessible at the measurement date for identical, unrestricted assets or liabilities.

Level 2: Quoted prices in markets that are not active, or inputs that are observable either directly or indirectly, for substantially the full term of
the asset or liability.

Level 3: Prices or valuation techniques that require inputs that are both significant to the fair value measurement and unobservable (i.e.,
supported with little or no market activity).

An asset’s or liability’s level within the fair value hierarchy is based on the lowest level of input that is significant to the fair value

measurement.

The fair value of the interest rate swap liabilities were determined to be a level 2 input.

DERIVATIVE FINANCIAL INSTRUMENTS

Interest rate swap agreements are measured by alternative pricing sources with reasonable levels of price transparency in markets that are not active.
Based on the complex nature of interest rate swap agreements, the markets these instruments trade in are not as efficient and are less liquid than that of
the more mature Level 1 markets. These markets do, however, have comparable, observable inputs in which the value is calculated based on specific
trade details and calculated by a model in order to arrive at a fair market value. These characteristics classify interest rate swap agreements as Level 2 as
represented above. The fair value of the interest rate swap agreements represents the estimated amount the Association would pay to terminate the

agreements.

For other financial instruments in the accompanying consolidated balance sheets, carrying amounts approximate fair value.
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NOTE 8 Postretirement Benefit Plans

DEFINED BENEFIT PENSION PLANS

The Association has a defined benefit pension plan covering a portion of its nonunion employees. Effective January 1, 2003, the Association froze the
benefits under this plan. The benefits are based on years of service and the employees’ compensation at the time the plan was frozen. The cost of this
program is being funded currently. The Association’s funding policy is to contribute an amount that meets the requirements of the Employee Retirement

Income Security Act of 1974.

The following table sets forth the plan’s benefit obligations, fair value of plan assets and funded status at December 31, 2010 and 2009 (dollars in

thousands).
2010 2009

Benefit obligation at December 31 $ 16,018 $ 15,662
Fair value of plan assets (fixed income and equity mutual funds) at December 31 16,459 16,205
Funded status $ 441 $ 543
Prepaid benefit cost recognized as other noncurrent assets in the consolidated balance sheets $ 441 $ 543
Weighted-average assumptions as of December 31:

Discount rate used to determine the pension obligation 5.25 % 6.00 %

Discount rate used to determine the benefit cost 6.00 % 6.25 %

Expected return on plan assets used to determine the benefit credit 71.25 % 125 %

The following table sets forth certain information related to the plan for the years ended December 31, 2010 and 2009 (in thousands).

2010 2009
Benefit credit (expense) $ 42 $ (243)
Benefits paid 1,947 1,154

The weighted-average asset allocations of the plan at year-end were as follows.

2010 2009
Asset Category:
Equity securities 33 % 32 %
Debt securities 63 65
Real estate 4 3
Total 100 % 100 %

The Association’s investment policies and strategies for the plan use targeted allocations for the individual asset classes. The Association’s goals are to
optimize returns subject to certain risk management policies. The Association addresses diversification by the use of insurance company separate
accounts whose underlying investments are in domestic and international fixed income and equity securities. These separate accounts are readily
marketable and can be sold to fund benefit payment obligations as they become payable. A portion of the debt securities is invested with the plan

custodian in an insurance company guaranteed fund.
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The Association contributed $400,000 to the plan in 2010 but does not expect to contribute additional funds to the plan in 2011. The Association did not

make any contributions to the plan in 2009.

The benefits expected to be paid by the plan in each year 2011 through 2015 are approximately $1,077,000, $1,070,000, $1,081,000, $1,049,000 and
$1,007,000, respectively. The aggregate benefits expected to be paid in the five years from 2016 through 2020 are approximately $5,222,000. The

expected benefits are based on the same assumptions used to measure the Association’s benefit obligation at December 31, 2010.

The funded status of this plan is recognized as an asset or liability in the consolidated balance sheets and changes in funded status are recognized
through other comprehensive income (loss), which is a component of equity. For the years ended December 31, 2010 and 2009, the Association recognized
other comprehensive loss of $545,000 (net of $91,000 in deferred taxes) and other comprehensive income of $1,584,000 (net of $445,000 in deferred

taxes), respectively, in equity with a corresponding adjustment to the plan asset.

The Association contributed to union-sponsored pension plans for union employees at rates stipulated in the union contracts. Contributions to these plans

were approximately $627,000 and $603,000 for the years ended December 31, 2010 and 2009, respectively.

401(K) PLAN
The Association has a contributory 401(k) plan under which eligible nonunion employees receive a match of up to 50% of the first 6% of each employee’s
compensation that is deferred and contributed to the plan, plus, for certain employees, a discretionary base contribution. The Association made

contributions to the plan of approximately $749,000 and $771,000 in 2010 and 2009, respectively.

NONQUALIFIED PLANS
The Association implemented a nonqualified pension plan in 2003 to supplement the retirement compensation of a select group of employees who
experienced a significant decline in potential retirement benefits as a result of the freezing of the benefits of the defined benefit plan. Employer

contributions allocated to participants’ accounts totaled approximately $118,000 and $107,000 in 2010 and 2009, respectively.

The Association implemented a nonqualified pension plan in 2004 to allow a select group of employees to defer a portion of their compensation. The
Association made no contributions to this plan. The Association implemented another nonqualified pension plan in 2005 for the benefit of a select group
of employees who had been disqualified from receiving certain benefits that they had been receiving under the 401(k) plan. In 2008, the two plans were
merged to form a new plan. Under the new plan, eligible employees are permitted to defer a portion of their compensation and the Association provides a
benefit to a select group of employees who are disqualified from receiving certain benefits under the 401(k) plan. Employer contributions allocated to

participants’ accounts totaled approximately $398,000 and $305,000 in 2010 and 2009, respectively.
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OTHER PLANS

A subsidiary of the Association sponsors a profit sharing plan in accordance with Section 401(k) of the Internal Revenue Code and a money purchase
pension plan covering substantially all nonunion employees of the subsidiary. Annually, the subsidiary may make a discretionary matching contribution to
the profit sharing plan and may also elect to contribute a discretionary profit sharing amount. Employer contributions under this plan were approximately
$12,000 and $13,000 in 2010 and 2009, respectively. Under the money purchase pension plan, the employer contributes 5% of the employee’s salary to
the plan. Employer contributions under this plan were approximately $25,000 and $23,000 in 2010 and 2009, respectively.

NOTE 9 Capital Fund

Effective April 1, 1999, and as amended September 1, 2008, the Association adopted a target equity structure for Member Class A equities that requires
each member to maintain a specific amount of equity based on average annual production (“Target Equity”). The amount of the Target Equity and the
production period used as the basis for the calculation shall be established by the Board of Directors based on the business needs of the Association. The
Board of Directors shall set the amount of patronage distribution and the amount to be maintained as equity to satisfy the Target Equity requirements;
and, at its discretion, may vary the percentage of cash distribution and equity allocation among members based on length of membership with the
Association, the amount of equity required to satisfy the target amount, and other similar factors that it deems appropriate. Once a member achieves
Target Equity, all patronage allocations to that member shall be distributed in cash, subject to the Association being able to distribute the specified
amount of cash as determined by the Board of Directors. Upon termination of membership, capital fund balances in the target equity structure shall be
paid in equal payments commencing on the next date that patronage is paid following the first anniversary of such termination date, subject to the
Association being able to distribute the specified amount of cash as determined by the Board of Directors. Effective September 1, 2008, installments will
be paid over a 12-year period. Equities allocated or assigned to former members totaled approximately $3,455,000 and $3,142,000 at December 31, 2010
and 2009, respectively. In conjunction with the adoption of the target equity structure, the Board of Directors agreed to assign the cumulative nonmember
income not distributed, after tax, as of April 1, 1999, with a remaining balance of approximately $3,231,000 as of December 31, 2010, to equity holders
based on their relative annual production for the years in which the nonmember income was earned by the Association. Such nonmember income will not

be allocated or paid to members except by specific action by the Board of Directors.

Member Class B equities represent patronage allocations receivable from Land O'Lakes, Inc. and are contemplated to be distributed in cash as patronage

is redeemed, subject to the Association being able to distribute the specified amount of cash as determined by the Board of Directors.

NOTE 10 Income Taxes

The Association is a nonexempt agricultural cooperative and is taxed on all nonmember earnings and any member earnings not paid or allocated to
members. The Association establishes deferred income tax assets and liabilities based on the difference between the financial statement and income tax

carrying values of assets and liabilities using existing tax rates.
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The components of income tax expense for the years ended December 31, 2010 and 2009 were as follows (in thousands).

2010 2009
Current tax expense $ 283 § 1,085
Deferred tax benefit (77) (515)
Total income tax expense $ 206 $ 570

The effective tax rate for the years ended December 31, 2010 and 2009 differs from the statutory rate primarily as a result of the following.

2010 2009

Statutory rate 34.0 % 340 %
Patronage refunds (29.1) (28.8)
State income tax, net of federal benefit 0.9 0.4
Deferred income tax effect of updated

patronage business percentage - (1.7)
Other (3.5) (0.2)
Effective income tax rate 23 % 37 %

Temporary differences are pro-rated between patronage and nonpatronage income for tax return and net deferred tax computations. At December 31,

2010 and 2009, the Assaciation has recorded a net deferred income tax asset/liability for the following amounts (in thousands).

2010 2009

Deferred Tax Assets:

Allowance for doubtful accounts $ 20 38

Amortization of intangible assets 219 131

Accrued annual leave 150 118

Other 446 337

Total deferred tax assets 835 624
Deferred Tax Liabilities:

Fixed asset depreciation 439 377

Prepaid pension asset 341 249

Other 31 51

Total deferred tax liabilities 811 677

Net deferred tax asset (liability) $ 24 S (53)
Deferred Tax Asset - Accumulated

Other Comprehensive Income (Loss):

Defined benefit pension plan $ 310 § 219

Interest rate swap agreements 63 -

Total deferred tax asset - accumulated other
comprehensive income (loss) $ 373 $ 219

Net current deferred income taxes of approximately $595,000 and $493,000 for 2010 and 2009, respectively, are included on the accompanying

consolidated balance sheets in current assets as prepaid expenses and other.
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NOTE 11 Commitments and Contingencies

LEASES

The Assaciation is obligated under capital leases for certain vehicles and equipment that expire in various years through 2011. At December 31, 2010 and
2009, the gross amount of trucks and equipment held under these leases, included in property, plant and equipment, was approximately $115,000 and
$77,000, respectively, and the related accumulated depreciation recorded was approximately $45,000 and $21,000, respectively. Depreciation of assets
held under capital leases is included in depreciation and amortization expense. The Association also has several noncancelable operating leases that

expire over the next six years.

Future minimum lease payments under the noncancelable operating leases and future minimum capital lease payments as of December 31, 2010, were as

follows (in thousands).

Year Capital Leases Operating Leases
2011 $ 17 $ 4,422
2012 - 3,656
2013 - 3,146
2014 - 2,586
2015 - 976
2016 and thereafter - 7
Total minimum lease payments 17 $ 14,793
Less imputed interest (1)

16

Less current installments of
obligations under capital leases (16)

Obligations under capital leases,

excluding current installments $ -

Rent expense for operating leases was approximately $5,337,000 and $4,959,000 for the years ended December 31, 2010 and 2009, respectively.

LEGAL MATTERS
The Association is involved in various claims and legal actions arising in the ordinary course of business. In the opinion of management, the ultimate

disposition of these matters will not have a material adverse effect on the Association’s financial position, results of operations or liquidity.

SELF-FUNDED INSURANCE

A portion of the Association’s exposure for workers” compensation and automobile coverage is self-funded by the Association. The Association’s self-
funded liability is limited to $350,000 per workers’ compensation claim and $250,000 per automobile accident claim. The liability limits apply through
March 2011. The consolidated statements of operations include the effect of actual premiums paid under these policies, losses incurred and funded by
the Association and a reserve for unfunded potential losses. As of December 31, 2010 and 2009, the Association had reserves of approximately

$2,814,000 and $1,611,000, respectively, for estimated losses under these plans.
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The Association is also self-funded for the medical and dental insurance liabilities of its employees. The Association’s liability under the medical plan is
limited to $100,000 per individual per year, with an aggregate annual liability of approximately $5,509,000. The Association's liability under the dental
plan is limited to $1,500 per individual per year. As of December 31, 2010 and 2009, the Association had reserves of approximately $1,000,000 for

estimated unpaid claims under the medical plan and approximately $40,000 for estimated unpaid claims under the dental plan.

OTHER COMMITMENTS
The Association entered into a construction contract in 2010 and approximately $282,000 remains outstanding and payable under the contract as of

December 31, 2010. The project is anticipated to be complete in 2011.

NOTE 12 New Pronouncement

In December 2010, the Financial Accounting Standards Board (“FASB”) issued Accounting Standards Update (“ASU") No. 2010-28, which updates the
guidance in Accounting Standards Codification (“ASC”) Topic 350, /ntangibles-Goodwill & Other.  The amendments in ASU 2010-28 affect all entities that
have recognized goodwill and have one or more reporting units whose carrying amount for purposes of performing Step 1 of the goodwill impairment test
is zero or negative. The amendments in ASU 2010-28 modify Step 1 so that for those reporting units, an entity is required to perform Step 2 of the
goodwill impairment test if it is more likely than not that a goodwill impairment exists. In determining whether it is more likely than not that a goodwill
impairment exists, an entity should consider whether there are any adverse qualitative factors indicating that an impairment may exist. The qualitative
factors are consistent with existing guidance, which requires that goodwill of a reporting unit be tested for impairment between annual tests if an event
occurs or circumstances change that would more likely than not reduce the fair value of a reporting unit below its carrying amount. This guidance will
become effective for the Association for the year ending December 31, 2012. The adoption of this guidance is not expected to have a material impact on

the Association’s financial position or results of operations.
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