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

NOW, this 5" day of September 2001, the Commonwealth of Pennsylvania, Milk
Marketing Board issues this official general order pursuant to Section G of the Official General
Order A-910.

SECTION A
INCORPORATION

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

SECTION B
SCOPE

(@)  The processing, packaging, and delivery costs, container costs, ingredient costs,
shrinkage and net profit and loss on sales of bulk milk and bulk cream costs, and in-store
handling costs adopted by the Board in this order will replace the costs for these cost centers
embodied in Official General Order (OGO) A-910 and will be incorporated into the wholesale
and retail prices of Class I price-controlled packaged products sold in Milk Marketing Area 3, as
defined in Section B of OGO A-910. Wholesale and retail prices will be adjusted as well by the
increase in labor, utility, and insurance costs that the Board adopted in this order.

(b)  Wholesale and retail prices for Class II price-controlled packaged products sold in
Milk Marketing Area No. 3 will reflect the costs adopted in this order. Class II prices will be
calculated each month in the manner set forth in Finding of Fact 10.

(c)  The rate of return for dealers is maintained at 3.3%. The rate of return to retailers
is maintained at 2.5%.
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(d) Section II, Subsection (b) of Official General Order A-908 relative to an increase
to the wholesale and retail prices of fluid milk of $.0031 per quart based on an energy add-on
shall terminate at midnight on December 31, 2001 in Milk Marketing Area No. 3.

SECTION C
SUPERSESSION OF OFFICIAL GENERAL ORDER A-910

All parts of Official General Order A-910 not inconsistent with Section B of this order
continue in effect. This order supersedes Official General Order A-910. :
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FINDINGS OF FACT AND CONCLUSIONS OF LAW
COST REPLACEMENT HEARING FOR MILK MARKETING AREA NO. 3
AUGUST 1, 2001

L FINDING OF FACT

A. Procedural History

1. In accordance with Section G of Official General Order A-910, the
Pennsylvania Milk Marketing Board (Board) conducted a cost replacement hearing for Milk
Marketing Area No. 3 on August 1, 2001.

2. Notice of the hearing was published at 31 Pennsylvania Bulletin 3655
dated July 7, 2001. It was also mailed to all interested persons by means of Bulletin No. 1302.
The hearing notice enumerated the scope of evidence that the Board would receive. (PMMB
Exhibits 1 and 2)

B. Validity of Dealer Cross-Section

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, comprised Clover Farms
Dairy; Guers; Schneider’s Dairy, Williamsport; and Tuscan/Lehigh Valley, Schuylkill Haven.
(N.T. 15, Staff Exhibit 1) Clifford Ackman, appearing for Board staff as an expert in milk
statistics, testified that, although the Dealers identified Pocono Mountains as part of the cross-
section, Board staff did not include it on Staff Exhibit 1 because Tuscan/Lehigh Valley’s milk
sales included all of Pocono Mountain’s milk sales. Mr. Ackman testified that Pocono
Mountains has a tolling agreement with Tuscan/Lehigh Valley. (N.T. 16)

4. Mr. Ackman testified that the dealer cross-section is representative of all
Area 3 milk dealers since they represented fifty-three percent of the total milk sales in the area.
The cross-section was also representative of the container sizes sold in Area 3. (N.T. 15-16,
Staff Exhibit 1) Carl Herbein, appearing on behalf of the Dealers as an expert in milk
accounting, concurred with Mr. Ackman that the dealer cross-section was representative in that
they were the same dealers used in the general price hearing for Area 3 and they were found to
be a satisfactory and appropriate cross-section at that time. (N.T. 58) Based on the evidence
presented by the two expert witnesses, the Board finds that the requirement of representativeness
has been met.

C. Dealer Costs and Rate of Return

5. David DeSantis, appearing on behalf of Board staff, as an expert in milk
accounting, and Mr. Herbein presented concurring evidence of the processing, packaging, and
delivery costs of $.1650 per point for 2000 and recommended that this cost replace the
processing, packaging, and delivery cost in the current order. (N.T. 28-29, 63-64, Staff Rebuttal
Exhibit 3, Exhibits D3 and D3-A) The Board finds that $.1650 per point is the cost of
processing, packaging, and delivery and that this cost should replace the existing costs.




6. Mr. DeSantis testified that the energy add-on to the wholesale and retail
prices of fluid milk products of $.0031 per quart contained in Official General Order No. A-908
should be discontinued since the energy costs are now reflected in the processing, packaging and
delivery costs presented at the hearing. (N.T. 42) Mr. Herbein agreed that the $.0031 energy
add-on should be eliminated. (N.T. 67) Mr. Herbein further testified that there had been a three-
month period prior to the enactment of Official General Order A-908 where the Dealers incurred
increased fuel costs which would not be recovered; however, that recovery period was to be
extended beyond the termination point set in the order. Mr. Herbein recommended that the
energy add-on of $.0031 continue three months beyond the enactment of this order. (N.T. 119-
120) The Board finds that it is appropriate to eliminate the $.0031 energy add-on to the
wholesale and retail prices of fluid milk products included in Official General Order A-908.
Elimination of the energy add-on will occur three months after the effective date of this order.
The Board further finds that the $.25 per hundredweight energy relief provided to producers in
Official General Order A-908 shall remain in effect until the termination point set forth in that
order is reached.

7. Both Board staff and Dealers presented evidence of container costs as of
May 2001. (N.T. 29-30, 60-63, Staff Rebuttal Exhibit 3, Rebuttal Exhibits D2 and D2-A)
Board staff showed both the plastic and paper containers as well as a blended cost while the
Dealers presented just blended costs for the containers. Mr. DeSantis concurred with the
Dealers’ use of blended numbers for the half-gallon, quart, and pint containers, and
recommended that the following container costs be used: gallon, $.1331; half-gallon, $.0858;
quart, $.0568; pint, $.0525; third quart, $.0302; half-pint, $.0198; four ounce, $.0196; and bulk
per quart, $.0389. (N.T. 30) The Board finds that the container costs set forth above shall
replace the container costs in the current order.

8. Board staff and Dealers both presented similar ingredient costs as of May
2001 for flavored milk ($.0157), reduced fat flavored milk ($.0184), non-fat milk ($.0006), and
buttermilk ($.0091). (N.T. 31-32, 68-70, Staff Exhibit 4, Exhibits D4 and D4-A). The Board -
finds that the ingredient costs presented by both parties to be appropriate and shall replace these
costs in the current order.

9. Board staff and Dealers presented concurring evidence regarding the cost
update of $.0028 per point for labor, insurance, and utility costs between the first quarter of 2000
and the first quarter of 2001. (N.T. 41-42, 70-71, Staff Exhibit 9, Exhibit D5) The Board finds
that the cost update for labor, insurance, and utility costs of $.0028 per point shall replace the
existing cost in the current order.

10.  Board staff and Dealers presented similar evidence regarding Class II
product costs as of March 2001. (N.T. 35-37, 71-73, Staff Exhibit 6, Exhibit D6) Board staff
also presented evidence relative to a fixed cream add-on that is derived by comparing the cost to
purchase the Class II product with the cost to manufacture that same product. (N.T. 37-38, Staff
Rebuttal Exhibit 7) This fixed cream add-on rides “on top of the monthly changes in Class II
prices to adjust resale prices” and “allows for consistent changes in prices based on value of
Class II milk without inconsistencies between container sizes or butterfat values for the Class II
products.” (N.T. 38) The Board finds that the Class II product costs presented by both the
Board staff and Dealers to be accurate and that the fixed cream add-ons presented by Board staff
shall replace the existing fixed cream add-ons in the current order.




. 11. Board staff and Dealers presented concurring evidence regarding a new
methodology to calculate the advanced Class II butterfat values. (N.T. 38-40, 73-77, Staff
Exhibit 8, Exhibit D9) This recommended method is similar to the manner in which the
advanced Class II skim values are currently calculated. (N.T. 39-40) On or before the 15" of
each month, the Board shall use the two most recent butter prices announced by the National
Agricultural Statistics Service to calculate a Class II butterfat price to become effective the 1 of
the following month. To the extent the Board-calculated Class II butterfat price differs from the
actual price issued by the United States Department of Agriculture, the Board will make the
necessary adjustment to the Class II price in the month following the federal announcement. The
Board finds that the methodology recommended by Board staff and Dealers to calculate the
advanced Class II butterfat values is appropriate and shall be adopted as the method used.
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12.  Board staff and Dealers both presented evidence relative to ingredient
costs for eggnog of $.0552 per pound. (N.T. 31, 69, Staff Exhibit 4, Exhibit D4) Mr. DeSantis
testified that this cost was being presented since eggnog has moved into the Class I area by the
current federal order. (N.T. 31) Mr. DeSantis further testified that eggnog is a fluid milk
product that has various ingredients and is similar to flavored milk. (N.T.31-32) Mr. DeSantis
did not recommend whether or not to include eggnog in this order because he believed it required
a legal conclusion as to whether or not the Board could set a price. (N.T. 32-33) Mr. Herbein
also did not make a recommendation whether or not a minimum price be set for eggnog. (N.T.
69) In its brief, the Dealers recommend that a price for eggnog not be established in this order
since it is a cost replacement order and there is no base price for eggnog. (Brief of Area 3
Dealers) Board staff, in its brief, recommended that, “if the Board concludes that eggnog is a
flavored milk, and that all interested persons were given a reasonable opportunity to be heard at
the cost replacement hearing, it would appear that the Board should set a minimum price for
eggnog.” (Board staff Brief, Area 3) The Board recognizes that the Dealers had ample
opportunity during the hearing to object to the inclusion of ingredient costs for eggnog as being
outside the scope of the hearing. This was not done. Section 802 of the Milk Marketing Law
(Law), 31 P.S. §700j-802, provides that “the board shall fix, by official order,” minimum
wholesale and retail prices for milk. Section 103 of the Law defines “milk” to include “fluid
milk” as well as “flavored milk.” The new federal milk marketing order (7 CFR §§ 1000 —
1139) classifies eggnog as a fluid milk product. Section B of Official General Order No. A-910
(general price order for Area 3) defines fluid milk product to be as defined by the federal milk
marketing orders. The Board recognizes its duty to fix prices of milk as set forth in the Law.
The Board finds that eggnog meets the definition of milk and, therefore, a minimum price shall
be fixed for eggnog. The Board further finds that the minimum price for eggnog shall be set at
the next cost replacement hearing for Area 3.

13.  Board staff presented evidence regarding an adjustment for shrinkage,
sales of bulk products, and cream processing. Mr. DeSantis testified that there are costs or
profits associated with processing milk, such as shrinkage and selling off excess milk and cream.
(N.T. 33-34, Staff Exhibit 4) The evidence presented at the hearing showed a decrease in profit
per pound from $.0018 to $.0006. On August 22, 2001, the Board received a letter and Revised
Staff Exhibit 4 from Board staff indicating that there was an error in the calculation of the Cream
Processing Cost that resulted in an adjustment to the profit level in Area 3 for shrinkage, sales of
bulk products, and cream processing. The profit shown in Revised Staff Exhibit 4 is $.0004 per
pound. The Board staff’s letter also stated the agreement of the Dealers, the only other party to
present dealer costs at this hearing, to allow the admittance of the Revised Staff Exhibit 4. The
Board finds that admittance of the Revised Staff Exhibit 4 is appropriate to reflect more accurate




costs or profits and that the existing profit of $.0018 shall be replaced by the $.0004 profit in this
order.

14.  Mr. Herbein testified that there is a need to increase the Dealers’ profit
margin from 3.3% in the current order to 3.5%. (N.T. 77-83, Exhibit D7) Mr. Herbein
recommended this increase in rate of return because a group of dealers in Area 3 are investing in
their facilities to maintain their cost effectiveness and also are making the transition from paper
to plastic containers. (N.T. 78-79) The Board recognizes that the cost replacement process
implements increases and decreases in Dealers’ costs on an annual basis. Therefore, costs
incurred by the Area 3 Dealers will be recognized at the next cost replacement hearing. The
Board finds, therefore, that the 3.3% Dealer profit margin shall be maintained.

D. Retailers Costs and Rate of Return

15.  Mr. Ackman and John Liptock, testifying as an expert in milk retail
accounting on behalf of the Pennsylvania Food Merchants Association (PFMA), presented
evidence as to a new methodology to determine in-store handling costs based on the use of the
Consumer Price Index for all Urban Consumers (CPI-U) to adjust the in-store handling costs.
(N.T. 17, 108, Staff Exhibit 2, PFMA Exhibit) Using this method to arrive at a new in-store
handling cost for milk on a monthly basis would involve the following steps: (1) Determine the
change in the CPI-U from a base month to the current month as expressed as a percentage and
(2) increase or decrease the in-store handling cost in the base month by this percentage. Mr.
Liptock recommended that November 1999 should be used as a base month since that was the
month in which the data was gathered to establish the in-store handling cost in the current order.
(N.T. 111) Inits brief, Board staff agreed that the base month should be fixed at November
1999. Both Mr. Ackman and Mr. Liptock agreed that this adjustment to the in-store handling
cost could be accomplished on a monthly basis. (N.T. 20, 108, 110) Mr. Liptock testified that
the Bureau of Labor Statistics releases the CPI-U information within two weeks after the end of
the month. (N.T 108) Mr. Ackman recommended that the in-store handling cost used for the
base month of November 1999 be $.0909 per quart because that was the in-store handling cost
contained in the current order. (N.T. 17,20) Mr. Liptock recommended using the in-store
handling costs of $.1243 per quart that PFMA had testified to in the prior price hearing for Area
3. (N.T. 105-107, 110-112) The Board finds that it is appropriate to adopt the new methodology
using the CPI-U to determine in-store handling costs and that the base year used shall be
November 1999. The Board further finds that the base in-store handling cost shall be $.0909 as
established as the in-store handling cost in the current order. The Board also finds that the in-
store handling costs shall be adjusted on a monthly basis using the most current CPI-U available.

16.  Mr. Liptock acknowledged in his testimony that the retailer’s rate of return |
in the current order is 2.5% but made no recommendation for an increase. (N.T. 111) The Board
finds that the rate of return shall be maintained at 2.5%.




R I1. CONCLUSIONS OF LAW

L. The August 1, 2001, 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),
31 P.S. § 700;-801.

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

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

4, In accordance with Finding of Fact 12, the Board will include the pricing of
eggnog in the cost replacement process.

5. 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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