Commonwealth of Pennsylvania
Milk Marketing Board
2301 North Cameron Street

: 717/787-4194

Harrisburg, PA 17110-9408 Fax 717/783-6492

WEB SITE: http://www.mmb.state.pa.us E-mail: ra-pmrﬁ@_pa.gov
Official General Posted: June 5, 2019
Order No. A-962 (CRO 9) Effective: July 1, 2019

COST REPLACEMENT ORDER FOR THE
NORTHEASTERN MILK MARKETING AREA, AREA NO. 3

NOW, this 5™ day of June 2019, the Commonwealth of Pennsylvania, Milk Marketing
Board, issues this official general order pursuant to the authority conferred by the Milk
Marketing Law, 31 P.S. §§ 700j-101 — 700§-1204. This order will become effective at 12:01
a.m. on July 1, 2019.

SECTION A
INCORPORATION

The attached Findings of Fact, Conclusions of Law, and Attachments are incorporated
herein by this reference as though fully set forth in this order.

SECTION B
SCOPE

©)] The costs adopted by the Board in this order will replace the costs embodied in
Official General Order (OGO) A-962 (CRO 8) and will be incorporated into the wholesale and
retail prices of price-controlled packaged products sold in Milk Marketing Area 3, as defined in
Section B of OGO A-962.

(b) The rate of return for dealers is 3.4%.

(c) The rate of return to retailers is 2.7%.



SECTION C
EFFECTIVENESS OF OFFICIAL GENERAL ORDER A-962

All parts of Official General Order A-962 not inconsistent with Section B of this order
continue in effect.
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FINDINGS OF FACT AND CONCLUSIONS OF LAW
COST REPLACEMENT HEARING FOR MILK MARKETING AREA NO. 3
MAY 1, 2019

L. FINDINGS OF FACT

1. On May 1, 2019, the Pennsylvania Milk Marketing Board (“Board”) held a cost
replacement hearing for Milk Marketing Area No. 3.

2. Notice of the hearing was published at 49 Pennsylvania Bulletin 1092 dated
March 9, 2019. 1t was also mailed to those who have requested mailed notice of Board hearings
via Board Bulletin No. 1556, dated February 26, 2019. The hearing notice enumerated the scope
of evidence that the Board would receive.

3. The dealer cross section used by both Board Staff and the Area 3 milk dealers
(“Dealers™), the only parties to present dealer cost information, consisted of Clover Farms Dairy
Company; Dan Ed Corp. T/A Guers Dairy; Dean Dairy Holdings, Inc., DBA Swiss Premium
Dairy; Monroe County Milk Producers Coop Association DBA Pocono Mountain Dairy; Turkey
Hill LP; Tuscan/Lehigh Valley Dairies, Inc. (Lansdale); Tuscan/Lehigh Valley Dairies, Inc.
(Schuylkill Haven) and Valley Farms Dairy LLC.

4. Clifford Ackman, appearing on behalf of Board Staff as an expert in milk
statistics, testified that the dealer cross section was representative of the dealers doing business in
Area 3. Mr. Ackman testified that the judgmental sample was selected from available dealers
with the largest sales in Area 3 and accounted for 62.8% of the reported milk sales in the area.
Mr. Ackman also testified that the comparison of the product sales ratios between cross section
dealer sales and all sales into Area 3 fell within statistically acceptable limits using the Chi-
square goodness of fit test. Mr. Ackman further testified that the cross section dealers were
reflective of all dealer sales into Area 3 when comparing sizes of deliveries, types of deliveries,
and customers served. Ron Mong, appearing on behalf of Dealers as an expert in cost
accounting and milk cost accounting, agreed that the cross section was representative. Based on
the factors outlined by Mr. Ackman, the Board finds that the dealer cross section used by both
Board Staff and Dealers is representative of dealers doing business in Area 3.

5. Gary Gojsovich testified on behalf of Board Staff as an expert in milk industry
cost accounting and regulation. Mr. Gojsovich and Mr. Mong testified that the cross-section
dealers incurred a cost of $0.2662 per point for processing, packaging, and delivering milk in
2017. Based on this uncontradicted and concurring testimony, the Board finds that the cross
section dealers incurred a cost of $0.2662 per point for processing, packaging, and delivery, and
further finds that $0.2662 is the processing, packaging, and delivery cost that should be used in
this order.

6. Mr. Gojsovich and Mr. Mong testified to the following 2018 ingredient costs,

based on year 2017 pounds: Standard Milk - $0.0000/1b; Reduced Fat Milk - $0.0001/Ib; Low
Fat Milk - $0.0002/1b; Non-Fat Milk - $0.0009/1b; Flavored Milk - $0.0455/1b; Flavored
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Reduced Fat Milk - $0.0337/1b; Flavored Non-Fat Milk - $0.0286/1b; Buttermilk - $0.0070/1b;
Egg Nog - $0.1436/Ib. The Board finds that these ingredient costs should be used in this order.

7. Mr. Gojsovich and Mr. Mong presented concurring evidence regarding the cost
update for labor, insurance, and utility costs of $0.0058 per point between the first halves of
2017 and 2018. We find that $0.0058 should be used in this order.

8. Mr. Gojsovich and Mr. Mong recommended that the area-specific adjustments to
minimum wholesale and retail prices to account for monthly changes in diesel fuel costs continue
in Area 3. The Board finds that the adjustment should continue, based on the methodology
presented by Mr. Gojsovich in Staff Surrebuttal Exhibit 8 and attached to this order as
Attachment 1.

9. Mr. Gojsovich and Mr. Mong recommended that the area-specific adjustments to
minimum wholesale and retail prices to account for monthly changes in heating fuel costs
continue in Area 3. The Board finds that the adjustment should continue, based on the
methodology presented by Mr. Gojsovich in Staff Surrebuttal Exhibit 9 and attached to this order
as Attachment 2.

10.  Mr. Gojsovich and Mr. Mong presented concurring evidence regarding the cost of
shrinkage and sales of bulk products of $(0.0002) per pound. Based on the uncontradicted and
concurring testimony, the Board finds that the cost of shrinkage and sales of bulk products to be
used in this order should be $(0.0002) per pound:

11.  Based on the container costs evidence presented by Mr. Gojsovich and Mr. Mong,
the Board finds that the following base container costs should be adopted for this order: Gallon -
$0.2049; Half Gallon - $0.1366; Quart - $0.1369; Pint (combined) - $0.0787; Half Pint (paper) -
$0.0260; Half Pint (plastic) - $0.0652; 12 Ounce - $0.0630; 10 Ounce - $0.0587; 4 Ounce -
$0.0192; Bulk Per Quart - $0.0369. Both Mr. Gojsovich and Mr. Mong testified that container
costs should continue to be updated monthly; the Board agrees and finds that container costs
should continue to be updated monthly, based on the base weighted costs and weighted units
testified to by Mr. Gojsovich and as listed above. The Board also finds that the weighted
shrinkage factor should continue to be applied to container costs.

The Board further finds that minimum resale prices for products sold in half pint
containers should be calculated using the paper container cost for products sold in paper
containers and by applying a plastic add-on to the paper container cost for products sold in rigid
plastic containers. Based on the testimony of Mr. Gojsovich and Mr. Mong, we find the plastic
add-on is $0.0392 and that the add-on should be adjusted monthly based on the monthly
container cost surveys.

12.  Both Mr. Gojsovich and Mr. Mong testified that the container efficiency
adjustment should be updated. Mr. Mong testified that the container efficiency adjustment had
not been updated for more than ten years and that during that time there have been significant
changes in four important areas:
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a. The mix of container sizes and the total volume of milk packaged at cross section
dealers has changed. For instance, in 2008 15.3 million gallon containers were sold in
Area 3, representing about 57% of the volume of milk sold, while in 2017 gallon only
10.5 million gallon containers were sold, representing 53% of milk sold in Area 3. In
2008 about 10 million half gallon containers were sold, representing 19% of Area 3 milk
sales; Area 3 cross section dealers sold about 10 million half gallon containers in 2017,
but that accounted for 26% of the Area 3 sales volume. Between 2008 and 2017 milk
sold in Area 3 in dispenser containers decreased by 57%, and 4 ounce containers
decreased by 82%. Mr. Mong testified that these changes should be reflected in an
updated container efficiency adjustment to ensure revenue neutrality.

b. The current container efficiency adjustments are based on an estimate to
determine the quantity of each container. The new container efficiency adjustments
presented by Mr. Mong and Mr. Gojsovich are based on actual container sales in Area 3.

c. The speeds of the machines filling containers has changed. Therefore, the amount
of time it takes at each plant to package products has changed. Mr. Mong testified that
the amount of time it takes to package each container size is the key factor in allocating
the bottling cost center costs.

d. The total bottling cost center costs per point are the same in 2017 as they were in
2008. However, the individual dealers making up the cross section had significant
changes, with one plant’s bottling cost per point increasing 51% and one plant’s
decreasing 59%. Volume has shifted between plants, each with different costs. As each
plant’s bottling costs changed, and sizes filled changed, the allocation between large
containers and small containers changed as well.

Mr. Gojsovich and Mr. Mong presented the following concurring evidence of container
efficiency adjustments

Gallon $(0.0532)
Half Gallon $(0.0299)
Quart $0.0401
Pint $0.0256
Half Pint $0.0146
4 ounce $0.0181
Bulk (per quart) $0.0217

Mr. Gojsovich and Mr. Mong also recommended that the container efficiency
adjustments be updated at annual cost replacement hearings. Mr. Gojsovich testified that
container sales units and underlying bottling, cold room, and delivery cost center costs should be
updated. Mr. Gojsovich testified that filling speeds, number of operators per machine, and
units/crate should not be updated.
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The Board finds that the container efficiency adjustments should be updated as presented
by Mr. Gojsovich and Mr. Mong. The Board finds Mr. Mong’s testimony regarding the need for
the update to be persuasive and credible. The Board also finds that the container efficiency
update should be adjusted annually based on the factors outlined in Mr. Gojsovich’s persuasive
and credible testimony.

13.  Mr. Mong recommended that the Board maintain the rate of return at 3.4%. He
testified that milk dealers in Area 3 and across Pennsylvania are facing a serious battle for
profitability as fluid milk demand continues to decline year-over-year. Mr. Mong testified that
two of the eight cross section dealers had operating losses in in 2017 and that four of the cross
section dealers that had operating profits in 2017 were significant processors of non-price-
controlled drinks and teas.

Mr. Mong testified that removing the four profitable cross section dealers that sell
significant amounts of drinks and teas resulted in a weighted average rate of return for the
remaining cross section members of -1.2%, despite the rate of return being set at 3.4%. Mr.
Mong testified that among the causes for the negative rate of return was the fact that cost
replacement lags the period when the operating costs were incurred.

Based on Mr. Mong’s persuasive and credible testimony, the Board finds that the rate of
return should remain at 3.4%.

14.  No party presented evidence regarding Class II products. Mr. Mong
recommended that the Board continue using the existing methodology to price Class II products.
Since there was no proposal by any party to change Class II pricing, the Board finds that the
current Class II pricing methodology shall continue until a Class II hearing is called and the
results memorialized in an Official General Order.

15.  Anin-store handling costs hearing is scheduled to be held later in 2019.
Therefore, no evidence was presented at this hearing regarding retail prices. Since no evidence
was presented, the Board finds that the current retail rate of return of 2.7% should remain in
place and further finds that the monthly CPI adjustment to current in-store handling costs remain
in effect.
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II. CONCLUSIONS OF LAW

1. The May 1, 2019, cost replacement hearing for Milk Marketing Area No. 3 was
held pursuant to authority granted to the Board in section 801 of the Milk Marketing Law (Law),
31P.S. § 7005-801.

2. The hearing was held following adequate notice, and all interested persons were
given a reasonable opportunity to be heard.

3. The cross-section used to establish dealer costs met the requirement of
representativeness of section 801 of the Law.

4. The record of the Area 1 hearing held on May 1, 2019, was incorporated by
reference into the record of this Area 3 hearing.

5. The record of the Area 2 hearing held on April 3, 2019, and the record of the Area
2 hearing held on May 1, 2019, were incorporated by reference into the record of this Area 3
hearing.

6. In establishing the attached order, the Board has considered the entire record and
has concluded that the adoption of this order is supported by a preponderance of the evidence
and is reasonable and appropriate under section 801 of the Law, subject to any revisions or
amendments the Board may make in the manner set forth in the Law.
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