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Rebuttal testimony of Ron Niong, CPA

Area 4 Cost Replacement Hearing

1 111 Ronald W. Mong, Senior Al eager at I lerbein Company. Inc. and nlY address is 270> Century

Hlvd Reading, PA 19010. I wish to present Rebuttal Testimony on behalf of the Area t Milk Dealers. I attach

m y Curriculum Vitae, as Rebuttal Exhibit 1)1, which outlines my education, and experience in the daft) industr .

Study Conducted

On behalf ofthe Area /I Milk Dealers, I have reviewed the audit rdes and proposed adjustments prepared

by the Pennsylvania Milk Marketing Hoard audit staff. have conducted l'ieldworl: at each of the dealers in the

crosss-section and have prepared exhibits which present my Lindings.

Cost Replacement Process

this bearing will accomplish the annual cost replacement process in which the Pennsylvania Milk

Marketing Hoard substitutes new cost information fur die prior inlbrniation, which is then ut i lized in developing

its wholesale and resale prices. This hearing wil l include a container cos! update utilizing (April 2018 cost

i nfornuttion as the new starting point hm- container updating These Apri l 2018 container costs are updated

monthly based upon cosh inlbrination submitted by the cross-section dealers and reviewed by Hoard staff. 'this

hearing wil l also include ingredient cost updating uti lizing Apri l 2018 cost informatiiou. Ingredient costs are

updated inn a quarterly basis lur fins ored milk, flavored reduced Mt milk and flavored non-fat milk. These

u pdates occur on January 1'1, Apri l 1 July I'', and October I of each Vear. All exhibits are prepared utilizing a

weighted average based on each dealer's percentage of controlled sales in the area relative to its sales, All

exhibits have been adjusted for inter-plant transfers An inter-plant transler is a transaction where a product is

manufactured in one plant and transferred to an affil iate plant that then sells the product to the ultimate consumer.

These exhibits huse been prepared rellecting the sales to the ultimate consumer in the applicable area. This

weighting and a \ eraging method has been consistently' applied from year to year.

C ross-Section.

The Area yl cross-section of dealers utilized includes Dean Dairy I loldings 1 ,1f elhy S \viss Premium

Dairy, 0;i l l iker Dairy OolinsioNvO, Ihirrisburg I);i iries Inc., Rutter Hrothers 1)airy, Inc kurkeN LP, and

Tuseaullehigh Valley Dairies, Inc. (Schuylki l l I Liven). Ibis is the same cross-section that w as used lbr the prior
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cost replacement hearing. Ikecross-,section companies process, packase and deliver most or the controlled milk

products b Area 3 This croup of companies includes organizations that deliver to supermarkets, convenience

stores, schools, instilutiuns. and smal l retai l outlets. In my opinion this cross-section at dealers is representative

oEthe dealers selling controlled milk products its Area 1.

Rebuttal li;xhibits

Rebuttal Exhibit 02 reflects the pro essing, pack:iging, and delivery cost per point tar calendar )ear 2017.

Please note that the points presented are Ibr sales in the PN1N113 Area I made h, the cross-section dealers. These

cask should replace the existing costs iiom 2010, which arc currently heiug uti l ized by the Hoard in establishing

prices. These costs are calculated in accordance with PMN111 rules and regulations and have been consistently

applied 1' rom the previous yeilti Our of the processing, packaging. and delivery costs agrees with the

amount presented by Board Staff on Stall' Exhibit 2.

Rebuttal Exhibit 02-A is prepared to reflect the et lect ofthe cost replacement process by comparing the

2016 processing. pElck;ming and deliVen, costs in the current order will( the 200/ processing, riteLiging, and

delivery costs Additionally. this exhibit reflects the 2018 cost increase adjustment from Idxhibit 1)7 and removes

the 2017 must increase adjustment. including the cost update adjustments, the decrease in the cross-section dealer

costs From the prior cost replacement hearing is (8'(1.0080) per quart equivalent (point). or $((1.0320) per gallon.

Exhibit I)2 shows the number of points (quart equivalents) that are associated with each cost center. Eor

example, the bottling department points for 2017 arc 313.011,255 Mr the cross-section dealers. I'or 2tl I6 the

bottling cost center points were 336,887.370 a decrease of about 21 million points, or 7% kxcept Ibr one dealer,

a l l the Area /4 cross-section dealers that vvorc in last year's cross-section had a decrease in the quant i ty of products

processed, packaged and delivered in 2017 compared to 2016.

Rebuttal Exhibit lad and I fl-A have been updated to container costs utilized in the Nlarch 2010 resale

price development. 1 he container shrinkage Ihctor reflected on this exhibit is a statewide average and will be

u t ilized for al l areas. This Knaly was conducted Ibr tire period January to March 2000 and it is urn opinion hat it

is reasonable to continue using this study's container shrinkage statistics or these Cost Replacement Hearings.

There are no Milk products sold in Area •.4 in paper halfgallons, paper quarts. 12-ounce containers, or
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I0-0111RX C0111 -lui,. The container sites indicated wiih ibotnotu (5) short Id continue to be updated mimthly wheu

minimum prises are announced usiny April 2018 as the ney, starting point.

(lur snuteiner rust calunlations agite with (hose calculated by Board Staff and presented in their Stad

I .xhibil3.

Rebuttal 1 ;xhibit is prepared to present the ingredient rusisper pound or rmished pr( lue( as til April

2018 for inclusion in the produc) Formulas used in the In(uhly pries announcements. Rebuilal I :xhibil 1)4-A

rcileets the ift,2rcdient suais prcscntud on Rebuttal 1)4 and sh otvs the inercasc or deercasc from the ingtedient

costs used in calculai in, the Mardi 2019 minimum prises.

I bu ropt,edicnt costs arc sho\ n on Upi in cents per ppund or hnished product. I be PMMR minimum prieL,

t hese ingredient costa per punit(' limes the mill( weiehl or cash container site. I exatupie,

a quart of hevnred mille weighs 2.0 Hund,. 1'H l'UMM prise )ouniti lits symuld calculait the in,i2,redient costs cf a

q uart or riavored mill 1.-)v multipl\ ing the quart weight of IO t imes the ingredieut (»Hl ci $0.01-13 tslielt is

$0.0886 per quart.

Our ingredient east sait:Marions ogres with [hase ealculated k. 13uard Staff aud pressmed in thetr Stall

i .xhibit

Rebultal 1 ,xhibit 1)5 updatee, the colt of mil": sh isit.sagc and the costs and resenucs hrom hull: cream and

Nul'nilk transactions. Nlilk shrmkape in a dairv plant is the cos( of Min is purehac.ed [rom dairy ramiers ur

loir, e>opeativus but nul accounted for in ans' linished groduett. The stuss-selion dain• plants have tvora types

or bull. enilk transactions. lue I ircll type of transaction is \vhct 1\\ min: mot needed k the plant 2:oes directly

'rom the fann tu anothcr dairv plant. He plant buving the unneeded titille iNVICUlk PLI ctures uhcese or mulot[

dry mi ll Ibis transaction is talled a diversion. lie second tapt or transaction is \\lien mi l l s reeei ed.

standardized, and pasteurited, and then shippud to a food man racturing plant.] he purehasing plant could make

candy. baked pouls, puddings, stitips. or titans' other vamettes of food products )'hese transact ions ale cane('

transrers. In lixhibil 1)5 holk types r transactions are combined on the hulk mi l]: row. MW. errant sales ueeur at

M uid mi lle plants because the bulterhit test of the incoming raw mil': is about 3.8% butlerlid, and the \ erae

butierrat testol the parksted puebteis sold is doser to 2.0% hutterhit.
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The I'MMB monthly price calculations correctly account lbr the costs of 11: shrinkage and the costs and

revenues kor the sales of bulk cream and hulk milk.

The current order establishes a net revenue il'(i(0.002:1) per pound and the new net crust, based on 2017

transactions is $0.0005 per pound. There has been a new net change of $0.0029 per pound.

Our calculation of milk shrinkage costs and the costs and revenues of hulk milk mid hulk cream

t ransactions gree with those calculated by Board Staff and presented in their Staff I ,xhibit 5.

Rebuttal itxhihit 1)6 reflects a comparison of the current order butterhn tests by product type and

compares those tests with the 2017 actual butterfat tests. ditis exhibit also reflects the increase or decrease in

b utterfat content. Because the butterfat component or milk has a higher cost than the skim component, a decrease

i n hutterhtt content will result in a decrease in the cost of mi l l in the wholesale and resale prices. An increase in

butterfat content wi l l increase the cost of inw: in !wished products. I recommend that the Board replace the

current butterfat by product with the 2(1 17 tests reflected on this exhibit.

Our calculation of butterfat content by product type agree with those calculated by Board Staff and

presented in their Stair kxhibit 6.

Rehuttal kxhihit 1)7 is prepared to calculate the cost increases and decreases incurred during the six (6)

month period ending June 30, 2018 with the six (6) month period ending June 30. 2017 for three important

expense categories in a dairy plant. These three expenses arc: labor Ind fringe benefits, utilities. and insurance.

This adjustment allows for 211 updating of significant costs, which can change si ni Iicnitlx fiemt Scir to )-can'.

This Near the cost increase (decrease) analy was calculated with utilizing the fist six (6) months of 201$ and

comparing that with the First six (6) months For 2017. The \\.eiL.dited points for the riot six (6) months of 2018 are

.9`.!/b less than the weighted points lift the first six (6) months of 2017. The three expense categories used in this

calculation increased 1.6% during that same period.

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

by Board Stall. and presented in their Staff' 1 1.xhihit 7.

Rebuttal Lxhihit 1)8 has been updated to reflect the I kcember 2018 diesel fuel costs, which were used in

ting the minimum prices for March 2010. Additionally, this exhibit reflects the calculation of the average

d iesel fuel cost for calendar year 2017, which becomes the new starting point for the monthly adjustments. I
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recommend that this adjustment he continued monthly. The average diesel fuel cost 161'2017 for the cross-section

dealers is $0.009.1 per point. this amount varies in each area based on distances traveled, delivery- sizes, and fleet

l bel elliciency

Rebuttal liAlt ibit DO has been updated to reflect ()ember 2018 natural gas costs and reflects (ni0 A-037

effective,lane 1, .2006 concerning heating fuel costs. Additionally, this exhibit reflects the calculation of the

average heating fuel cost tier calendar year 2017, which becomes the new starting point hor the monthly

adjustments. I recommend that this adjustment he continued monthly.

Our calculation of the cost increases lbr the diesel Fuel adjustment and the heating Fuels ad.' sullen' agree

with those calculated by Board Stall and presented in their Stall Exhibits R k. 9.

Container Filicieney Adjustment

An important part or the calculation cd. PN1Nil13 minimum resale prices is the container efficiency

icljustinent. ['hese adjustments are in place to allocate the Fluid milk processors' costs appropriately to the various

sizes oh ci ntainers sold. The impact of the container cliiciency adjustment is to deduct costs from the two larger

packages, gallons and half gallons_ and to add costs to the smaller containers. Our calculation of updated

container efficiency adjustments is shoran at Exhibit Ott).

The container efficiency adjustment was implemented to he revenue neutral, meaning the container

efficiency adjustment did not add costs and did not generate new revenue. The adjustment.; as originally

calculated added a dollar or costs to the smaller containers fo • every dollar deducted From the larger containers.

When c( Teeth, calculated the container efficiency adjustments wi l l not be a revenue-generation tool, hat instead

w i l l serve as a cost allocation tool. 'Hie plusses should equal the minuses so that the total of pltr;se. nd minuses

R mts to zero.

The container efficiency adjustments currently used in he monthly I'M X113 price calculations have

not heen updated for more than ten years During those years there have been significant changes in Ihnr

i mportant areas:

1) The number het ntainers oh each site sold in the Area Li has chanted. NAle have observed changes

in hoth the mix of coin liner sizes sold and the total volume of milk packaged at cross-section

dealers. In 2007 cross-SCCI 1011 dealers sold 16.5 million gallon containeL, which represented
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about 62% of the volume of. milk sold. In 2017 gallon container sales increased to 20 mill )11

units but the percentage of milk sold in Area 1l to 50'1/1. I lait' pint sales in 2007 were about 52

m illion units, or 1 2 ih oh Area 1 milk sales. In 2017 Area 4 crass-section dealers sold about 45.5

m illion hair pints. I lalf pint sales in 2017 accounted for 0% of the Area 4 sales volume. Mill sold

i n Area 1 in dispenser Clain iners increased by over 500% and 4-ounce containers decreased by

5 1%. Ihese identified changes should nov.. he reflected in an updated container efficiency

adjustment to ensure revenue neutrality by area.

2) The current container efficiency adjustments arc based on an estimate to determine the quantity of

each container. In this hearing our 1 :xhibits and Staff Exhibits.arc based on actual container sales

i n Arca 1.

3) The speeds at the machines fi l ling containers at some al the cross-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 l ime it takes to package each container size

is the key factor in allocating the bottling cast center casts.

4) The cost center costs of the processors til l ing those containers have changed al the individual

plants. In total the bottling uxts center costs per point arc higher in 2017 than they were in 2007.

The individual dealers making up the cross-section had significant changes, with some individual

plants increasin, 58% and 13%, and others decreasing 60% and 27'Yo. In 2007 the Area 1 cross-

section dealers packaged about 1 13 mi l l ion points of controlled products at an average cost al

$0,0315 per point. 1112017 the cross-section rniehaged 120 mi l l ion points of controlled products at

a n average cost of10.0393 per ponit.1 cud quantity of products packaged in 2017 is 11% higher

t han in 2007. In addition, the v lium. has shifted between plants, each with different costs. As

each plant's bott l ing costs changed, and sites fi l led changed, the allocation between large

containers and smal l containers changed as well.

1 he current e Mahler efficiency adjustment currently used has two components:

I costs allocation based on filling speeds at each processing plant

Cold room and delivery costs allocation based an nuurher of units packed in a plastic milk case.
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Our proposed container adjustment has these same two eianponenl nis the current adjustment but updates the

i nputs and incorporatek uao additional adjustments: ( uti l isation of actual sales volume lur the area versus an

estimate lor 2017, and (2) an adjustment rot' number of line operators.

very cross-sec -1 dealer was visited by either me or another accountant from the I lerhein dairy group at

n av direction. Al each plant we observed the actual speed at which each container ;17e was packaged. For

example, :t Plant "AT' the half pint machine was opeistutg nt 110 units per minute. We also bserved the number

of employees operating each fil l ing line. Some pad acing lines filling plastic containers require two employees,

other fillers only need one employee. We observed and recorded how many units each plant put in a plastic ntillc

case. for example, a standard milk case holds for.ur gallons nine half .gcillons, and sixteen quarts. One dealer the.

cross-section uses larger 1111 1 1: eases that hold six gallons. • l'he container efficiency adjustment allocates the cold

room and delnciy costs I)), the milk case rather than the individual units. The number of units per case was

needed to correctly compute the number of mill: cases used For each container sive. We also worked with PNIN/113

Starr to btain actual sales ur cross sect

sales uthauities specific to the area at issue.

dealers by Area to update the-calculations to reflect current container

Bottling Cost Center

The bottling cost center costs shown ()i .xhibit 1)2 are .f,0.0293 per point. This is an average of al l sixes

packaged at all the cross-section plants. Our calculation starts vith this average cost. 'flft goal of the calculation,

which we achieved, is to )(Hsi. the average bottling cost center costs For the individual container sites so that in

total the average cost per point remained $0.0703 Our next step in the updated container efficiency adjustment

d ivided the bottlinL2 cost center costs into two cateL )ries: lab(w and h'inee henelits I al l other cw.dss.

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

Area 4 by that plant. We calculated the 'ninnies two ways once with the number of fil ler operators included, and

once with just the machine speeds without regard to the number of operator's We used the number of minutes

with the number of filler operators included to allocate that plant's bot t l ing labor and fringe benefits. We used the

nunMer of minutes with just the machine speeds to allocate al l the ion-labor costs: repairs and maintenance,

depreciation, supplies, utilities, equipment rental. etc. for each plant we made certain that we only allocated the
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actual costs hor that plant. We made certain Mal the minuses brain the later containers equaled the addons to the

smal l containers to ensure revenue neutrality.

The concept of using the number or tiller operators for the labor cast allocation tans not used ten years

ago when the current container efiieic0cv ndjus(utents were calculated. Sonic of the hall' gallon. quart and pint

containers sold in Area /4 back then werc iu paper containers. TImse paper carton filling machines only had one

operator. hod y all the hall.gallons al l the quarts, and almost al l the pints sold are in plastic containers. Mans

those plastic packs ging machines require two operatoi s. number (d' opecriots is now an important Metal' in

a l locating labor costs in the bolt l in? department accurately.

Par the non-labor costs, it is correct to allocate using only the machine lining speeds without eonsidering

the number I' open t r I he nuiaher ofoperators working on o fil l ing l int directly changes labor costs. but not

the other costs tike repairs and maintenance, supplies, utilities, and other non-payrol l costs.

Cold Hoorn and 1)elivery Cost Centers

1 he cold roam east center costs shown bjxhibit I.)2 are $0.0352 per point and delivery cost center cosh:

per point are $(1.1037 per paint. An allocation of the costs in these in two east centers is needed because dairy

container packages are not sold individually but in plastic mills cases. The dairy employees handle these cases nd

not the individual units. Mich plastic case holds a different number of points for each container size

\Ve calculated the numbet milk cases each plant used to handle the containers it sold in 2017. We

allocated the total cold room and deli\ cry costs to each site based on the number oh milk eases used Ibr that site.

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

No addit id costs were added or deducted. The add room and deliver costs pluses and minuses were equal.

t he adjustments were revenue neutral.

Exhibit 1)10

l i:xhibit DI0 shows the results al our container efficiency update calculations. The actual quantity sit

sme container is shown in the first cnlunnu. Hem: quantities re multiplied by our calculated container efferent:

adjustments I Ictcraiine the Mimic muss-section dealer revenue. frorexample. the updated adjustments would

allocate SI I() 279 of costs out of the gallon package and add V)91,1J1 of costs to the paper half pint. 'the net
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effect It the plusses and minuses is revenue to the dealers of,S500. 'I his isn't zero because we are only calculating

the container eflicteuev adjusiments to decimal places, bat in the world of accounting this kind of smal l

difference due to 'nutting is reasonable

I recommend that the container efficiency adjustments be updated in this cost replacement hearing. In

addition, I recommend that adjusting these important hictors becomes part of every year's cost replacement

heal ing so that revenue neutrality can he maintained from year-to-year.

Stimulant

Rebuttal I thaibit 1)1 I -A and 1)1 I-13 are prepared to rutleet the wholesale minimum price fora anon of

reduced Iht milk and a half pint offlavored non-lat milk lie March 20 I() These exhibits also cross-reference the

cshihas that support the individual line items.

Class 11 Controlled Products

The annual cost replacement process could include an updating Clay:, I I product costs. Class II

controlled products include half thth half, light cream, ir cream. and Items cream. We are not presenting any

recommendation to change the method used for Class II pricing. We ask that the Hoard continue with the existing

methodolohtv. 'He Area 4 milk dealers have considered and will continue to revievw other approaches but do not

sec a need for todifying the status quo.

Rate of Return

I recommend that the Board maintain the rate of return lot the Area 4 dealers at least Mil l dealers

i n Area d and across the Commonwealth arc lacing a serious battle for profitabi l ity as fluid milk demand

continues to decline yettr-over-vear.

I reviewed the Statements f yerations for die year ended 12111/2017 for the eight cross-section dealers.

These are submitted by the dealers on I txhibit l3 of thic 1'N/1k/1 13-00 Milk Dealer's financial Statement. The 2017

vt. eighted taverage rate of return for the Area -I cross-section dealer , was 5.2%. That percentage is not

news story from a Milk Marketing Board price setting standpoint however - the profitabi l ity of plants that are

litcused on servinc the fluid milk market and buying Pchinhattlyttniti raw milk ttre .sire, cling tom profitability. I threch

oh the eight. cros (action dealers process and package significant amount 1.mm-controlled drinks and teas. 1r we

remove the three dealers with significant drink and tea sales the rate of return for the remaininth three dealers is
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0.0(7b. One dealer had an operatiwi lass in 2017. The Board m ac he wondering hi.w the rate alreturn can he that

low Mr the dealers that don't process and package signilicant amounts od non-controlled drinks and teas if the

shin.utnry rate return is set al 3 lFs. I  are many reasons, including the Mel that cost replacement lags the

period v. hen the operating costs were incurred. (liven this profit and loss -ituation, it is essential that the Board

continue the rate of return or at least

tiumm:u'N' and Recommendation

The Area 1 Milk Dealers recommend that the Milk Marketing Board make the cost replacement

adjustments

and opinions.

hich are reflected in Inv testimony amid es101).0. Thank von fhr your consideration of Inv analysis

--fruhrri ittLid. Much 20 01') 1 1


