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Rebuttal Testinomy of Ron INIong, CPA

Area 2 —Cost Replacement [tearing

am Ronald \V. (Mane. Senior \1,mager at I lerhein I Company, Inc and im address is 2703 Century

Reading, PA 1061(1. I wish to present Rebuttal Tostiinony on behalf ofthe Area 3 Milk Dealers. I attach

my Curriculum Vitae, s Rebuttal bxhibit 1)1. which outlines my education, and experience in ihe dairy industry.

Study Conducted

On behalf of the Area Mill, I )ealer I have re\ iewed the audit kiles and proposed adjustments prepared

b y the Pennsylvania Milk Marketi ng Board audit stall, have conducted fieldwork at each of the dealers in the

cross-section ind have prepared exhibits which present my findings.

Cost Replacement Process

This hcarim}, wi l l accomplish the annual cost replacement process in which the Pennsylvania Milk

Marketing Hoard substitutes new cost information liar the prior informal 11 which is then utilized in de\eloping

i ts wholesale and resale prices. This hearing will include a container cost update uti l izing Apri l 2018 cost

i rd rination as the new starting point l'or container updating. I  Apri l 2018 container costs are updated

monthly based upon cost information submitted by the cross-section dealers and reviewed by Board staff This

I ncasing will also tcludJ ingredient cost updating utilizing April 2018 cost inlj -mation. Ingredient costs arc

updated (HI a quarterly basis for flavored milk, flavored reduced fat milk and flavored non-rat milk. These

updates occult January Apri l I . July and October of'cauln year. All exhibits are prepared uti l izing a

weighted average has al each dealer's percentage of controlled sales in the area relative to its sales. Al l

exhibits have been adjusted fur inter-plant tr ansfers. An inter-plant transfer is a transaction where a product is

manufactured in one plant and transferred to an affiliate plant that then sells the I Inc( to the ultimite cot Mel.

These. exhibits have been prepared relicctinp the sales to the ultimate consumer in the applicable ❑rca. 'Phis

v,ei Ming and d ei nethod has been consistently applied tixnnyear to year.

Cross-Section

The Area 2 toss-section of dealers ntilizccl includes ( lover Farm:, Dairy Co.. Dean 0 y I loldings 1 . 1

Swiss l'rentium Dairy. Milk Industry Ntinagement Corp. I jA lial lord Parins, Monroe Cuuuty Milk Producers

Coop Assoc. JI1Ja Pocono Mountain Dairies, Turkey Bill LP (11)a Turkey hi l l Dairy, 'I uscanjLehigh Dairies. Inc
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(Schmdkill I lityen), Valley I  Dairy 11M, and VV'avva Beverage Company. Two processing dealers have been

added to the cross-section: Valley Farms and W awa. Akio, t v,( a a la >Le m ai dea lers have been added  to the

cross-section: Hallord Ptuims and Pocono Nlountain. the cross-section companiesprocess; package and deliver

most of the comtrulied milk products in Area 2. This group of companies includes organizations that deliver to

supermarkets. convenience stores, schools. institutions. and small retai l out lets. In my opinion this cross-section

of:dealers is representalivc or the dealers sel l ing controlled milk products in Area 2.

Rebuttal Vxhibils

Rebuttal I ,xhibit D2 reflects the processing, packaging„ and delivery cost per point fix calendar year 2017.

Pleim_, note that the points presented arc for sales in the PMMB Area 2 made by the cross-section dealers. These

costs should replace the existing costs krom 2016, which are currently being utilized M, the Hoard in establishing

prices. Ihese costs are calculated in accordance with PNIMB rules and regulations and have been consistently

a pplied from the previous year. Our calculation of the processing, pact ruing, and delivery costs agrees with the

amount presented by Board Stall m Staff lAhibit 2

Rebuttal IsI hi t 1)2-A is prepared to reflect the effect of the cost replacement process by comparing the

2016 processing, pack aging, and deliver\ costs in the current (n'det with the 2017 processing., packitging, and

delivery costs. Additionally, this exhibit reflects the 201$ cost increase adjustment from Exhibit 1)7 and removes

the 2017 cost increase adjustment. Including the cost update adjustments, the increase in the cross-section dealer

costs hoot the prior cost replacement hearing is $0.06,44 per quart minkMull (point), or $0.2576 per gallon.

hmhihit 1)2 shows the number of points (quart equivalents) that are associated with each cost center. For

example. the bottling department points for 2017 arc 01,002,658 tor the cr oss-scctiun. the additions to the cross-

section resulted in an increase of about 5,000,000 points. khis was olisct by a decrease in the amount. packaged

at the dealers that were in last year's cross-section of about 2.500,000 points. Al l the Area 2 cross-section dealers

that were in last year's cross-section had a decrease in the quantify products processed, packaged and delivered

i n 2017 compared to 2016.

Rebuttal b:sbihil D5 and I mA have been updated to container costs ut i l ized M the March 2019 resale

price development. he container shrinkage terror reflected err (his exhibit is a statewide average and wil l he

u ti l ized for all areas. This study was conducted for the period lanuam to March 2009 and it is my opinion that it
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is reasonable to commie using this study's container shrinkage statistics for these Cost Replacement I leavings.

(here are no controlled products sold in Area 2 in paper haltgallons. 12-ounce containers. or 10-ounce

containers. 1 he container zes indicated with footnote (5) should continue to be updated monthly when minimum

prices are announced using .April 2018 as the new starting point.

Our container cost calculations agree with those calculated by I ird Stall and presented in their Staff

lixhihit3.

Rebuttal bxhibit 04 is prepared to present the ingredient costs per pound of finished product as of Apri l

2018 lbr inclusion in the product formulas used in the monthly price announcements. Rebuttal rxhibit 04-A

reflects the ingredient costs presented on Rebuttal 1)1 and shows Mc increase or decrease iium the ingredient

costs used in calculating the March 2010 minimum prices.

The ingredient costs arc shown on 1)4 in cents per pound clfinished product The I'MN11. lino num price

calculations multiply theue ingredient costs per pound times the milk weight of each container size. bor example,

a quart orfavored HI weighs 2.0 pounds. The PMN/111 price formulas would calculate the ingredient costs of a

q I wed milk I) multiplying the quart might of 2.0 times the ingredient cost of. $0.0432. which is

$0.08 I per quart.

Our ingredient cost calculations agree with those calculated by lio rd titan and presented in their Stall.

1 hibit

Rebuttal bxhihit 1)2 updates the cost of mi l l: shrinkage and the costs and revenues from hulk cream and

bulk mi l l: transactions. Mill shrinkage in a dairy plant is the cost ofmilk that is purchased from dairy Farmers or

dafts cooperatives hut not accounted fur in any Finished products hr cross-section Plank have two types

of hull milk transactions. trine first type or transaetioi is when raw milk not needed byy the plant goes directly

from the farm to another dairy plant. The plant buying the unneeded mi ll: typically manulactures cheese or nonfat

do: milk. This transaction is called a diversion. The second type of transaction is \Alien milk is received,

standardii.ed. and pasteurized, and then shipped to a food manufacturing plant. ' I he purchasing plant could make

candy, baked goods, puddings, soups, or many other varieties r food )ducts, These transactions are called

u-ansiers. In Exhibit 1)5 both types of transactions are combined on the bulk mill: i•ow cream sales occur at
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fluid milk plants because the b terlht test or the incoming raw milk is about 8u/ butterhit, and the arvattee

butterrat lest of the packa,:ged products sold is closer to 2.0',/b kutterfel.

l he PMN:113 monthly price calculations correctly account Ii r [he costs shrinkage and the costs and

revenues the sales or bulk cream and bulk milk.

The current order establishes a net revenue or (S0.0022) per pound and the new net: cost, based on 2017

transactions is $0.000/1 per 1/111111(1. There has been a new net change of 80.0026 per pound.

Our calculation of milk shrinkage costs and the costs and revenues of bulk mill: and bulk cream

transactions ;mice with those calculated by Board Stan' and presented in their StalT xhibit 5.

Rebuttal Exhibit 1)6 reflects a comparison of the current order bulta lat tests by product type and

compares those tests with the 2017 actual butterIM tests. This exhibit also reflects the increase or decrease in

b utterfat content Because the butterfat component of milk has a higher cost than the skint component, a decrease

i n butterfat content wi l l result ina decrease in the cost or milk in the wholesale and resale prices. An increase in

Muterlht content wil l increase the cost of trills in finished products. I recommend that the Board replace the

current butterfat by product with the 2017 tests reflected on this exhibit.

Our calculations of butterlät content by product t.)pe agree with those calculated by Board Half and

presented in their Staff HAllibit 6.

Rebuttal Exhibit 1)7 is prepared to calculate the cost increases and decreases incurred clueing the six (6)

month period ending June 30. 2018 with the six [6) month period endinp. .ftnne 30, 2017 for three import in

expense c tteeorics in a dairy plant. These three expenses arc: labor and fringe benefits. ut i lities. and insurance.

This actlustntenl allows lot to updating or s costs, tvlrich can change From year to year.

This year the cost increase (decrease) analysis was calculated with 1. li/ing the first six (6) months of 2018 and

comparing that with the first six (6) months For 2017. The \,\ eighted points for the first six (6) months of 2018 are

2.5% less than the weighted points for he First six (6) ntcntlhs of 2017. The three expense categories used in this

calculation increased 1 ,0% during that same period.

Our calculation of the cost increases htr labor, insurance and utility expenses agree with those calculated

by Board Staff and presented in their Staff Exhibit 7.
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Rebuttal kxhibit 1)8 has been updated to reflect the December 2018 diesel fuel costs, which were used in

calculating, the mini man prices fnt March 2019. ,Additionally, this exhibit reflects the calculation the average

d iesel fuel cost for calendar year 2017. which becomes the new starting point for the monthly adjustments.

recommend that this adjustment he continued monthly. The L . et age diesel fuel cost for 2017 fig the cross-section

dealers is $0.0000 per point. This amount varies in each area based on distances traveled deliver sizes, and fleet

fuel efficiency.

Rebuttal blxhibit D0 has been updated to reflect October 2018 natural yens costs Id reflects (Kit) A-037

effective June I, 2000 concerning heating fuel costs. Additionally, this exhibit reflects the calculation f the

average heating fuel cost [or calendar yew 2017 which becomes the new starting point fir the monthly

adjustments. I recommend that this adjustment he continued monthly.

/tir calculation of the cost increases Ibr the diesel fuel adjustment and the heating fuels adjustment agree

with those calculated 1w Board Staff and presented in their Start. kxhibits S & 9.

Container Efficiency Adjustment

Au important part of the calculation of PN1MI1's minimum resale prices is the container efficiency

adjustment. These adjustments arc in place to allocate the fluid milk processt ' costs appropriately to the various

sizes of containers sold. The impact of the container efficiency adjustment is to deduct costs from the two lancer

packages, qall(ms and half and to add costs to the smaller containers. Our calculation of updated

container efficiency adjustments is shown at I lxhibit 1)10.

I tie container efficiency adjustment was implenentcd to he revenue neutral, meaning the container

efficiency adjustment did not add costs and did not generate new revenue he adjustments as originally

calculated added a dollar costs to Ihe smaller containers for every dollar deducted from the larger containers.

When correctly calculated the container efficiency adjustments wi l l not be a revenue generation tool, but instead

w i l l serve as a cost allocation tool. The plusses should equal Mc minuses so that Hie total of plusses and minuses

Foots to zero.

I he container efficiency adjustments currently used in the monthly PMMB price calculations have

not been updated for more than ten year,s. During those yeEll-S there have been sienilicnnl Chalb4CS in LW'

n111)011LInt areas:
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I) he number ohcnntaincis of each site sold in the Area 2 has changed. We have observed changes

i n both the mix on contrincr sizes sold and the total volume of milk packaged at cross-section

dealers. In 2006 gallons represented about 56% or the volume of milk sold. In 2017 gallon

container sales decreased to 5 P.vb of milk s Id in Area 2. Hall pint sales in 2006 were about 21

m illion units, or I 0'1.1) of Area 2 milk sales. In 2017 Area 2 cross-section dealers sold about 10

m il l ion half pints. IHITpint sales in 2017 accounted for 02 of the Area 2 sales volnnie. Mills sold

i n Area 2 in dispensercontainers increased by 67% and 4-ounce containers decreased by 29%.

hose identilied chances shoukl

to ensure revenue neutrality by area.

v, he relleeted in an updated container ellicienc% adjustment

2) he current container elliciency adjustments are based on an estimate to determine the quantity of

each container. In this hearing our Hxhibits and Starr f'shibits are based ou actual container sales

i n Area 2.

The speeds of the machines til l ing containers at some ot the moss-section dealers have changed

over time. As a result, the amount of time it takes at each plant to package the products has

changed and this should he updated as the amount of time it takes to package each container size

is the key factor in allocatingthe bott l ing cost center costs.

The cost center costs of the processors lining those containers have changed at the individual

plants. In total the bottling costs center costs per point are about the same in 2017 as they were in

2006. However, the individual dealers nwk6tg np the cross-section had significant changes. with

i ndividual plants increasi 23% and 30%, and decreasing f0% ind 1%. In 2006 the Area 2

cross-section lealers packaged about 52 mi l l ion points of controlled products at an average cost

of $0.0.35 I per point. In 2017 the cross-section packaged 51 mi l l ion points of controlled products

at an average cost of $0.0361 per p int. Total quantity of products packaged in 2017 is about the

same as in 2006. I lowever, the volume has shined between plants. each with different costs. As

each plant's bott l ing costs changed, and sizes filled changed, the allocation between large

containers and small containers changed as well.

The current container efficiency adjustment currently used has two components:
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) Bottling costs allocation —based on til ling, speeds at cads processing plant

Cold room and deliver\ costs allocation based on uumherofunits packed ins plast ic mill, case.

Char proposed container adjustment has these sanie two components as the current adjustment but updates the

i nputs and incorporates two tdditional adjustments: 1 I utilization of actual sales volume loi the area versus an

estimate For 2017 and (2) an adjustment ror number or l ine operators.

cry cross-section dealer was visited by either me or another accountant bruin the I terbein TM)) group at

nnv direction. At each plant we observed the actual speed at which each itainer size was packaged. ror

example, at Plant -A" the hal t. pint machine s operating at 340 units per minute. We also observed the number

of employees operating each fil l ing l ine. Some pacha ing lines til l ing plastic containers require two employees.

other rillt.±Ts only need one employee. We observed and recorded how mans twits each plant putt in a plastic milk

case. Pur example standard milk case holds four gallons, nine hall  and sixteen quarts One dealer in the

cross-section uses larger 1111 11: cases that hold six gallons. The container en-mimic); adjustment allocates the cold

mom ttiul delivery costs by the milk ease rather than the individual nits. The number of units pet ease was

needed to correctly cot pule the number of milk eases used fir each container size We also worked w ith PMM13

Stall to obtain actual sales of cross section dealers by Area to update the calculations to reflect current container

sales quantities specific to the area at issue.

Bottling Gust Center

The bottling cost center costs shown un Exhibit 1)2 are $0.0361 per point Ilk is ;in a erage of al l sizes

packaged at al l the cross-section plants. Our calculation starts with this average cost. The guai ofthe calculation,

which we achieved, is to adjust the average bottling cost center costs for the individual container sizes so that in

t otal the average cost per point ref Hied $0.036 t . Our next step in the updated container erliciency adjustment

d ivided the bottling cost center costs into two categories: labor and fringe benellts and all other costs.

We calculated the number minutes that each plant used to package the quantity of containers sold in

Area 2 by that plant. We calculated the minutes two ways: once with the number of Fil ler operators included, and

once with just the machine speeds without regard to the number of operators. We used the number of minutes

with the number )1' 111 1er operators included lo allocate that plant's bottling labor and Fringe benefits. We used the

number of minutes with Hst the machine speeds to allocate al l the non-labor costs: repairs and maintenance.
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depreciation, supplies, utilities, equipment rental, etc. For each plant we made certain that \\ (.2 only allocated the

actual costs for that plant. We made curtain that the minuses From the large cot iniers equaled the add ns to the

smal l containers to ensure revenue neutrality.

The concept or using, the numher of. filler operators fur the labor cost allocation was not used ten years

❑ce when the current container etlicicncy adjustments were calculated. tiome uhthe half gallon, quart, and pint

containers sold in Area 2 hack that were in paper containcrs. those paper carton til l ing machines only had one

operator. fades al l the hall' gallons. rind almost all the quarts and pints sold arc in plastic containers. Many ol.

those plastic packaging machines require two operators. 1 he number ol operators is novv an important factor in

a l locating labor costs in the bottling department accurately.

Per the non-labor costs, it is correct to dlocate using only the machine filling speeds without considering

the number or °pet rs.1 he number I operators working on a filling l ine directly changes labor costs, but not

t he other costs l ike repairs and maintenance, supplies, utilities, and other non-payroll costs.

Cold Room and Delivery Cost ('enters

The cold room cost center costs shown on 1)2 are $0.031)2 per point and delivery cost center costs

per point $0.1213 per point. .A.11 allocation or the costs in these in two cost centers is needed because dairy

container packages are not sold individuallybut in plastic milk cases. The dairy employees handle these cases and

not the individual units. hitch plastic case holds dirlbrent number of points For each container size.

We calculated the number of milk cases each plant used to handle the containers it sold in 2017. We

a l located the total cold room and delivery costs to each size based on the number [milk cases used litr that size.

As we did in the bottling cost center allocation. we made certain we only allocated the actual costs al that plant.

No additional costs were added or deducted. 1 he cold room and delivery costs pluses and minuses were equal.

he adjustments were revenueneutral.

:xhibi t D I0

1 .1):Iiihit 1)10 shows the result; of our container et licieuev update calculations. The actual (paw it‘, ofeach

size container is shown in the first column these quantities arc multiplied by our calculated container efficiency

adjustments t.e.ermine the impact on cross-section dealer revenue. for example. the updated adjustments would

a l locate $697i.7.39 of coasts out of the ealkon pael.. 2.e. and add $6 Ift.064 of costs to the paper hall' pint. The net
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effect of the 'Musses and misuses is revenue to the dealers 1-. L[i•2 .4). s isn't zero because vve ate only calculating

the container efficiency adjustments to liver pldeeS, huh is the world of accounting this kind oh smal l

diiThrence due to rounding is reasonable.

I recommend that die container efficiency adjustments he updated in this cost replacement (tearing. In

addition, I recommend that adjusting these important Menus becomes part of everN, years cost replacement

hearino sa that revenue neUtLIHY can be maintained from year-to-year.

Summary

Rebuttal 1)1 1-A and 1)1 1-B arc prepared la reflect the wholesale minimum price for a gallon of

reduced fat milk and a halt pint of flavored non-fat milk lk.w March 2019. These exhibits also cross-reference the

exhibits that support the individual l ine items.

Class II Controlled Products

The annual cost replacement process could include an updating of Class II product costs. Class II

controlled products include half & hal l. sour l ight cream cream. and heavy cream We arc not presenting any

recommendation to chi de the method used lbr Class II pricing. We ask that the Hoard continue with the existing

methodology. "the Area 2 milk lealers have considered and will continue to review other approaches but (10 not

sec a need for WOW I.) ing the status (ilk).

Rale of Return

I recommend that the Board maintain the rale of return for the Area 2 dealers it 3.5%. Milk dealers in

A rea 2 and across the (ommoim can are facing serious battle for profitability as fluid mill: demand continues

to decline year-over-year.

I reviewed the Statements oft )perat ions for the year ended 12/31/2017 For the eight cross-section dealers.

These are submitted by the dealers on Exhibit B of the IlIvR1B.-60 Milk Dealer's financial Statement. The 2017

weighted average rate of return for the Area 2 erass-section dealers was 2.1%. That percentage is not a

news wary from a Milk ;Marketing Hoard price sctl itm standpoint however the profitabi lity of plants that are

f 1 ocused ry g.a t set  the fluid milk l Mm i t and hayhm ray,. sireg.±. 1 ing, prollhthility. Mee

of the eight cross-section dealers had operatim losses in 2017. .Three or the cross-section dealers that had

operating profits in 2017 are process non-controlled drinks and iced teas. The Hoard may he
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wondering I V the raft. of IV1111.11 can he that low For the dealers that don't process and package signi l icant

a mounts of non-controlled drinks and teas ih the statutory rate oh return is set at 3.5%. There are many reasons,

i ncluding the !kid that cost epliteenient lags: the period when the operating costs were inenrred. (iivon this profit

and loss situation, i1 is essential that the Board continue the rate of return of at least .).5(Vo.

Summary and Itecuminundation

The Area 2 Milk 1)ealers recommend that the Milk Marketing Hoard make. the cost replacement

adjustments, which arc reflected in Illy I.Ctit1111011\, I sou Ibr your colishiLl'alion of no/ analysis

and opinions.
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