50\\

Govemor’s Task Force on Cheese Pricing

January 2, 1997

The Honorable Tommy G. Thompson
Governor

115 East

State Capitol

Madison, Wl 563702

Dear Governor Thompson:

| am submitting the report of the Gove,r‘nor’s Task Force on Cheese Pricing.

The report’'s recommendations address federal milk pricing policy, cheese
market information services, and regulatory oversight of the National Cheese
Exchange. Addressing these issues will require federal action, and the Task
Force urges you to relay these recommendations to the appropriate federal

authorities.

The Task Force has also made recommendations regarding the operations of
the National Cheese Exchange. We encourage you to forward these
recommendations to the Board of Directors of the Exchange. We recognize that
the Exchange is a private, non-stock corporation whose by-laws and rules
regulating trading are governed by its member-elected board. These
recommendations are intended to help improve public confidence in the
Exchange and to broaden participation in and access to trading on the

Exchange.

On behalf of the members of the Task Force, | would like to thank you for the
opportunity to assist you in your efforts to improve the current cheese pricing

system.

Sincerely,

oy

Robert H. Burns
Chair



Introduction

The Governor’s Task Force on Cheese Pricing was named in May, 1996, amid
ongoing concern about the cheese pricing system, and the influence of cheese
prices on the price for manufacturmg milk. The Task Force’s charge wasto
“make recommendations to improve the current cheese pncmg system for the
benefit of the dairy industry and consumers o e

The Task Force held five meetmgs between July and December 1996 Member-
ship included dalry producers cheese makers, dairy marketers ‘and mdustry and
state leaders. A complete list of members is rncluded inAppendix 1. The
meetings were well attended by dairy producers, farm and local media, and
representat:ves from state and federal dalry related groups and ag{enc:es

, The Task Force ‘recom, ‘ S hefllnk between Natronal Cheese
Exchange prices and milk | praces alterj tive pr:cmg mechamsms for cheese and
milk, cheese market information, and oversrght and operating rules of the
Natlonal Cheese Exchange o ; ' :

Background

Changes ln U S dalry pohcy have resulted in market forces playmg a larger role
in pricing milk and dairy products For most of the penod from the early 19603 to
the late 1980s, federal dalry price supports were lnstrumental in dairy prrcrng
Except for brief periods, cheese, butter and nonfat dry milk pnces were ator
close to government purchase prices. Consequently, milk prices were driven by
support prices, and pnce changes were small and predlctable

Large mllk surpluses and resultmg large pnce supportpurchases and hlgh
treasury costs led to pressures to reduce the role of goVemment in pricing mrlk
The support price for milk was reduced from $13.10 per hundredwelght inthe
early 1980s to $10.10 in the early 1990s. The support program became more of
a safety net than a driver of milk prices. Manufacturing milk prices since the late
1980s have been consrstently above the federal support level More important
prices have been consrderably more volatlle o o

With market forces replacmg the gcvemment as the dnver of mllk and dalry ,
product prices, attention in the dairy industry | tocused on how market pnces were
determined. The Basic Formula Price (BFP) is used in the Federal Milk
Marketing Order system to establish minimum prices for milk throughout the U.S.
Cheese dominates the use of milk in Minnesota and Wisconsin, where the BFP
is derived. Cheese prices are determined in large part by weekly price “opinions"”
for block and barrel cheddar cheese. These opinions are arrived at by observers




of transactions on the National Cheese Exchange (NCE), a wholesale cash
market located in Green Bay, Wisconsin. -

Members of the National Cheese Exchange trade cheese by open outcry in
weekly trading sessions that last about one-half hour. On an average annual
basis, consummated sales on the NCE represent from less than 0.5 % to 2% of :
annual cheddar cheese productton _But the price opinions. based on NCE
transactions are extensively used as reference prices in purchase contracts and
in spot market transactions for all types of cheese.

ln other words tradmg actnnty on the NCE has an enormous lnﬂuence on | ,
cheese prices, and, because of the prominence of cheese in establlshmg the
BFP, on milk pnces throughout the U S.

The lmpact of the NCE on regulated l'l’lllk pnces underlles publlc polrcy concerns
regarding NCE trading activities. A recent investigation of the NCE involved a
comprehensrve economic study conducted‘by researchers affi hated wrth the
Umversrty of WlSCOﬂSIl‘l-MadiSOﬂ Food Systems Research Group : at the request
of and in cooperation with the Wisconsin Department of Agrlculture Trade and
Consumer Protection, under its authority to investigate busmess practices in the
state.

A report released March 19, 1996, detailed the findings of the study." The report
concluded that, “As currently organized, the Exchange appears to facilitate ,
market mampuiatron ” The report also concluded that “. . . the National Cheese
Exchange was not an effectrvely competltlve price dlscovery mechanism during
1988-93.” Several specaﬁc problems with the NCE were ldentlﬁed along wuth
related suggestlons for al evsatmg competitwe concems -

The report stimulated widespread interest and debate about the NCE and
cheese pricing, including a Congressronal hearing in May, 1996. NCE traders
vehemently denied allegattons of misconduct. Along with some other industry
participants, traders claimed that the Exchange accurately reflected supply and
demand condmons for cheese '

In response to waning public confidence in the NCE especrally in'its role as a
driver of regulated milk prices, Wisconsin Govemor Tommy G. Thompson
convened a Task Force on Cheese Pncmg Members were chosen to reflect the
various perspectives of the dairy industry. The Task Force was charged with
makmg recommendations to lmprove the current pncmg system for the benefit of
the dairy mdustry and consumers, and to remove the link between the Nattonat
Cheese Exchange pnce for cheese and the basnc formula pnce for mllk

‘A copy of the summary report Cheese Pricing: A Study of the National Cheese Exchange
Summary, Concluswns and Policy lmtlataves is mcluded as Appendix 3.



The Task Force sought a general overview of various aspects of the cheese and
dairy pricing system before making recommendations for improvement. At their
first meeting in July, Task Force members reviewed the background and
conclusions of the UW/DATCP report. At the September meeting, members
heard information about the operations and structure of the National Cheese
Exchange, the cash market for cheese; and the Coffee, Sugar, and Cocoa
Exchange, which trades futures contracts for cheese, butter, nonfat dry milk and
milk. A representative of the U.S. ‘Department of Agriculture’s Dairy Market
News Service explained the USDA cheese price reporting series. Task Force
members also heard information detailing California’s mandatory price reportmg
system for nonfat dry milk and other dairy products.

During the October, November and December meetings, the Task Force
accomplished its charge. It agreed on criteria useful for evaluating proposed
recommendations, then discussed the various proposals that had been
submitted for consideration by Task Force members. The proposals addressed
the structure and organization of the National Cheese Exchange, participation in
and access to trading on the National Cheese Exchange, improvements to
cheese market information services, and alternative reference prices for milk and
cheese. A subcommittee of five Task Force members was formed to finalize the
report, which was then sent to all Task Force members for final approval.?

2 Alisting of all materials provided to Task Force members during their deliberations is provided in
Appendix 2.  Copies of individual documents listed are available by contacting the Bureau of
Trade Practices, Wisconsin Department of Agriculture, Trade and Consumer Protectron P.O. Box
8911, Madison, Wisconsin, 53704-8911, telephone 608-224-4918. '



Report Recommendations
Evaluatron Crltena

The Task Force agreed on several crrterla for evaluatmg proposals to lmprove
the cheese pricing system. These criteria are based on the charactenstlcs ofa
perfect market, which, while never observed in real life, provrde gurdance as to
aspects of market structure that lead to desirable market performance. A
perfectly competrtwe market consists of many buyers : and sellers who buy and
sell a homogeneous product. All participants have full mformation aboutthe
product and prices. Price is driven by supply. and demand, thus no individual or
firm can influence the price. Market participants are freely. able to enter and exit
the market.

Posed as questlons the cntena used to evaluate the proposed ‘
recommendatrons were: - - e e

° Does the proposal encourage more buyers and sellers to partlcrpate m \
tradmg on the Natlonal Cheese Exchange? ~

. Does the proposal make lt eas:er for current and potentlal traders to use the
National Cheese Exchange? - ; s gt

» Does the proposal mitigate the potential influence of large traders vis-a-vis
,small traders'?

o Does the proposal expand the amount of market mformatlon and equalrze its
accessibility to traders?

e Does the proposal improve public' confidence in the National Cheese
Exchange?

e Does the proposal help the market to better reflect supply and demand?

Recommendations

After careful consideration, the Task Force advances these recommendations to
improve the current cheese pricing system and to remove the link between NCE
prices and milk prices paid to farmers.

In addition to these specific recommendations, the Task Force recommends that
the Governor lend encouragement and support to dairy farmers and marketers
for efforts to expand demand for dairy products and to mcrease the value added
by producers and manufacturers. : ~



Addressmg the Lmk Between the Nat:onal Cheese Exchange and Mlik Pnces

1. Recommend that the US Department of Agnculture should no longer
use the National Cheese Exchange price in the price adjustor used to
*determme the basic formula price (BFP) for manufacturing milk. The
‘prlce of manufacturmg ‘milk under Federal Milk Marketing Orders should
‘be based on supply of and demand for mllk used in the manufacture of
“darry producie : T QTR o B G

The USDA could accomphsh thrs by

° Furst substltutmg the Nattonal Agrrcultural Statlstlcs Serwce s (NASS)
" reported national average cheese price for the NCE price in the BFP as
soon as the NASS price is available and rehable (mandatory reportmg, if
5 ‘necessary for statrstrcal rehabahty), . , e

e and revnsmg the weaghtmg in the basic formula price adjustment factor
to reflect national production of cheddar cheese, nonfat dry milk and
butter.

And then

. Begm substltutmg pnces from the Coﬂ‘ee, Sugar and Cocoa Exchange s
“BFP Milk Futures Contract,” or similar contract prices, for the BFP. A
schedule could be developed that increases the weight ass:gned to the

~-mﬂk futures price as the volume of mﬂk futures contracte traded
mcreases, R . : S ~ e

Or:

e Replacing the BFP with a national survey of manufacturmg mllk prlces,
iess performance premrums and over—order va!ues

And srmu!taneously
e Moving toward the deregulation of pricing wrthm the Federal Maik

Marketmg Order System, mcludmg ehmmat;on of the bas:c formu!a
pﬂce ' - ot «



Discussion Points:

o The NCE price was never intended to be an indicator of national supply of
and demand for milk. Any of these alternative measures have the potentral to
be more relrabie mdrcators of market supply of and demand for milk.

. The current BFP is hrghly tnﬂuenced by the NCE pnce |n two ways (1) The

- base month Minnesota-Wisconsin price series (M-W price) used in the BFP is
‘highly correlated with the NCE price because most of the survey plants make
cheese that is priced in reference to the NCE opinion; and (2), Over ninety
percent of the weight in the price adjustment factor used in the BFP is based
on the NCE price. :

e The NCE price results from trading that represents tess than two percent of
all bulk cheddar cheese transacted nationally. In the short term, the U.S.

- Department of Agriculture should include a cheese price in the BFP that more
broadly represents cheese market transactions, and should weight
manufactured milk product prices by the proportion of national productron of
these products, rather than on Upper Midwest production. In the long term,

- any federal order price for milk used in manufacturmg should reﬂect markets
for all manufacturing uses, not solely cheese. ; -

e The NCE Board fully agrees with removing the NCE price from the calc‘utation
of the BFP.

. fThe USDA recently announced that the National Agricultural Statrstrcs
‘Service (NASS) will begin reportmg a probabrlrty—based national average
cheddar cheese pnce i vy g : ~

. The new y-reported NASS prrce wouid be more broadly based than the NCE
price and is expected to include spot and contracted sales prices for bulk
cheese. However, the NASS price will continue to move in close concert with
the NCE price as long as prices for contracted and spot sales are pegged to
NCE opmlons

o The CSCE and the CME recently rmtrated futures contracts for Grade A milk.
These contracts represent possible alternative indicators for manufactured
milk value, but Grade A futures prices are characterized by an unpredictable
basrs retatlve to the BFP.

. The CSCE is seekrng authorrzatron to trade a cash settiement BFP contract
That contract, or a BFP contract on another futures contract market, could
potentially encourage broad participation of milk producers, producer
cooperatives, users and manufacturers of milk-based products, as well as
market speculators, in determining the value of manufacturing milk.



The futures price could be phased in as a replacement for the BFP as the

" 'market achieves sufficient volume to be ‘v;ewed asa rehab!e mdacator of the

market value for manufacturmg malk

The altema’uve of replacmg the BFP with a national milk pnce based ona
survey of manufacturing plants, less over-order values and performance
premiums, is consistent with the Upper Midwest Dairy Coalition’s proposal for
federal order reform.

A national price survey would base milk pfices on the prices that dairy plants
actually pay nationally, not Just in the mldwest for manufactunng milk (both
grade A and grade B.) o ; . ,

Deregulation of milk pricing, which would eliminate the need for setting a

basic formula price, could allow milk prices to be competitively determined

between buyer and seller, according to supply of and demand for milk.

Alternative Price Discovery Mechanisms for Cheese

2. Recommend that the Coffee, Sugar and Cocoa Exchange and/or the

Chicago Mercantile Exchange establish a cash market for fcheese.

Discussion Points:

Both these exchanges would provide more frequent (da:ly) tradmg sessuons
than the NCE provides currently. ~ s 2

These exchanges are currentiy reguiated by the Commodnty F utures Tradmg
Commission. ! oy

These exchanges can provide anonymous trading and offer cleannghouse
capabilities and other support to members.

Provides an opportunity for more direct linkage between the cash and futures
markets; may improve liquidity in the futures markets and may improve
participation in the futures markets.



Improvmg Market Informatlon

3. Recommend that USDA expand the weekly Wtsconsm Assembly Pomt
Price series to a statistically reliable and regional series that would
include major manufacturing areas. (Mandatory reportmg, if needed for
statlstlcal rellablllty ) f ; ~ i

Dlscussnon Polnts

e Improved market information would help buyers and sellers ldentn‘y tradmg
opportumtles and: track reglonal market condltlons :

o ThlS series would represent an altematlve referenoe pnce for contracted :
cheese sales

. Weekly and reglonal cheese market lnformatlon would be more useful than
monthly, national information for cheese buyers and sellers. :

Regulatory Oversight of the National Cheese Exchange

4. Recommend that the Commodity Futures Trading Commission and the
Federal Trade Commission re-evaluate their regulatory authorities
regarding the National Cheese Exchange.

DlSCUSSlOl'l Pomts

. The NCE isa natlonal market and regulatlon of thlS market is more
appropnate at the federal level.

. State regulatlon would be meffectlve if it merely resulted in the Exchange
movmg out of Wisconsin.

. The NCE Board has prevnously requested overssght by the Commodlty
Futures Trading Commission.

Operating Rules for the National Cheese Exchange

5. Recommend to the NCE Board that they consider imposing a limit on
the daily price movement of NCE prices.



Dlscusswn Pomts

There isa strong pubhc mztefest in the NCE and hmits may !mprove pubhc
confidence. 1 B mmanc et

Daily limits would allow the industry time to re-evaluate supply and demand

; factors when market condltlons are changlng rapidly

However hm;ts on pnce movements may hrmt pamcmat:on and volume of
tradmg onthe NCE. : . Bt e GOt sy "

leits on price movements may cause prices in the shorttermtobe

temporarily above or below prices reflecting supply and demand conditions.

Recommend to the NCE Board that they include one or more public
(non-NCE member) members on thear board

Dnscussmn Pomts

Addition of public members recognizes the public interest in the Exchange as
a driver of milk prices throughout the U.S.

Public members would offer a broader perspective to the exchange board
and could offer experhse that would be useful in estabhshmg policy and

: tradmg ru!es

- Mayi lmprove pubhc conf dence in the Natzonai Cheese Exchange

Reco‘mmeﬁd to the NCE Board that the identities of buyérs and sellers
be anonymous durmg tradmg

Drscussuon Pomts

Not knowing the identity of the buyers and sellers would mitigate the potential
influence of large traders vis-a-vis small traders. Large traders may be
perceived as having better information, which could inhibit other traders from
taking an opposite position in the market.

Anonymous trading is common in futures contract markets, which, like the
NCE, are national in scope and have broad public scrutiny.

Anonymous trading may encourage participation in trading on the Exchange.



8. Recommend to the NCE Board that they consider implementing more
frequent trading sessions for bulk cheese transactions once remote
electronic access is in place. s

Discussion Points: =~~~
e The Exchange will be imyplemeh‘tiin‘g rernete elecytrdni'c" eecess tb their current
weekly trading sessions in 1997. This is a positive first step towards
improving participation and access to trading on the Exchange.
o lncreasmg the frequency of trading on the Exchange to more than once
‘weekly may encourage broader participation in trading on the Exchange
(assuming cost effectiveness.)

e More frequent trading may result in Iess volatde pnce movements o

¢ Remote electronic trading facrhtates marntamlng the anonymlty of traders

- dedededededededdededoidok ke dedodedod ke ek
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Appendix 1

Governor’s Task Force on Cheese
Pricing Member List

Chair

Mr. Robert H. Burns
President

ConAgra Refrigerated Foods
2000 S. Batavia Avenue
Geneva, IL 60134

Deborah Van Dyk
Schreiber Foods, Inc.

425 Pine Street

PO Box 19010

Green Bay, WI 54307-9010

Mr. Bernard Golbach
President

Master's Gallery Foods, Inc.
328 County Hwy. PP

PO Box 170

Plymouth, WI 53073-0170

Mr. Larry Lemmenes
President and General Manager
Alto Dairy Cooperative

N3545 County EE

- 'PO Box 550

Waupun, WI 53963

‘Ms. Marsha Glenn
Vice President
Kraft Foods, Inc.

1 Kraft Court
Glenview, IL 60025

Mr. Bill McCoshen
Secretary

Wisconsin Department of
Development

123 W. Washington Ave.
PO Box 7970

Madison, WI 53707-7970

Mr. Wilfrid Turba
Retired Dairy Farmer

N 9617 Turba Court
Elkhart Lake, WI 53020

Mr. Will Hughes

Wisconsin Federation of Cooperatives
30 W. Mifflin

Madison, WI 53703

Dr. Ed Jesse

Associate Dean

Agriculture Hall, Room 146
University of Wisconsin - Madison
Madison, WI 53706

Mr. Jack Sturm
President

A. Sturm and Sons
215 Center Street
PO Box 287
Manawa, WI 54949

Mr. Bob Wagner

President

Weyauwega Milk Products
105 E. Third Ave.

PO Box 410

Weyauwega, WI 54983

Mr. Alan Tracy

Secretary

Wisconsin Department of Agriculture,
Trade and Consumer Protection
2811 Agriculture Dr.

PO Box 8911

Madison, WI 53708

Mr. Bob Thelen
Dairy Farmer

Route 2, Box 39

La Farge, WI 54639

Mr. Gary Anderson
Dairy Farmer
Route 1, Box 184
Cecil, WI 54111

Mr. Richard Gould
President

National Cheese Exchange
130 E. Walnut St.

PO Box 1844

Green Bay, W1 54301-1844

Mr. W. O'Neill McDonald
President

SuperValu - Great Lakes Division

7400 95th Street
PO Box 330

Pleasant Prairie, W1 53158-0330

Mr. Gerald Jaeger
Dairy Farmer
N1387 Rolling Drive

Campbellsport, WI 53010-2250

Mr. Jon Peterson
Dairy Farmer
Route 2, Box 170
Cashton, WI 54619

Darin Von Ruden
Dairy Farmer

Rt 1 Box 23A
Westby, WI 54667

Jim Holte

Dairy Farmer

N2478 CTY H

Elk Mound, WI 54739



Appendix 2

Information and materlals assoclated wnh and leadmg to the July 25, 1996 Task
Force meetmg ' T

¢ Letter sent to members of’ the Govemor s Task Force on Cheese Pncmg, dated May

> 14, 1996, from Governor Tommy G. Thompson

¢ Draft of Press release Governer A ‘omts Cheese ,Prlcm Task Foree
1996. b R TR

¢ Letter sent to Alan T. Tracy, Secretary of the Department of Agnculture Trade and

* Consumer Protection, from Governor Tommy G. ‘Thompson regarding Mr. Tracy s
agreement to serve as a member of the Task Force on Cheese Pricing.

¢ Introductory letter containing information about the goals of the Task Force, dated
July 10, 1996 and sent to the members of the Cheese Task Force from Alan T. Tracy,
Secretary of the Department of Agriculture, Trade and Consumer Protection.

¢ Cheese Pricing, A Study of the National Cheese Exchange. Mueller, Willard F,
Bruce W. Marion, Magbool H. Sial, and F.E. Geithman. The Department of
Agriculture, Trade and Consumer Protection and the Department of Agncultural
Economics, University of Wisconsin-Madison. March 1996.

¢ Cheese Pricing: A Study of the National Cheese Exchange. Summ iry. Conclusions
and Policy Initiatives. Mueller Willard F., Bruce W. Marion, Magbool H. Sial, and
F.E. Geithman. The Department of Agriculture, Trade and Consumer Protection and
the Department of Agricultural Economlcs Umvers1ty of Wlsconsm-Madlson March
1996. (Included in this report.) :

¢ National Cheese Exchange Investigatlon, Summary Remarks March 19 1996

. ‘Nanonal Cheese Exchange Member list. i ;

. Agenda for Thursday, July 25 1996 Govemor s Task Ferce on Cheese Pricmg
meetmgi*f

¢ Map to Prairie ()ak Office Buﬂdmg : ~

¢ Preliminary Draft of Proposed Order of the State ef Wxsconsm Department of
Agriculture, Trade and Consumer Protection Adopting Rules, dated March 15, 1996.

¢ National Cheese Exchange Investigation, Questions and Answers, March 19, 1996.

¢ National Cheese Exchange Investigation, Federal and State Regulatory Authority.

¢ Statement of Alan T. Tracy, Secretary of the Department of Agriculture, Trade and
Consumer Protection, on bulk cheese market pricing issues, before the U.S. House
Subcommittees on leestoek Dan'y and Peultry, and Rxsk Management and Specialty
Crops, May 15,1996.

¢ Submission by National Cheese Exchange Inc to the House Subcommﬁtees on
Livestock, Dairy and Poultry, and the House Subcommlttee on Rlsk Management and

'*Specxalty Crops, May 15, 1996. YR

¢ Statement of Willard F. Mueller, William Vilas Research Professor Ementus
Depamnent of Agnculture and Applied Economics, University of Wisconsin-
”Machson, before Jomt Hearmgs of the House Subcemmzttee on Livestock, Dalry and

; dated May 14




¢ Poultry, and the House Subcommittee on Risk Management and Specialty Crops,
May 15, 1996.
¢ Statement of Bruce W. Marion, Professor of Agricultural Economics and Director,
Food Systems Research Group, University of Wisconsin-Madison, before Joint
Hearings of the House Subcommittee on Livestock, Dairy and Poultry, and the
- House Subcommittee on Risk Management and Specialty Crops, May 15, 1996.
¢ Written testimony of Betsy Holden, Executive Vice President of Karft Foods, Inc and
- General Manager of the Kraft Cheese Dwxslon, before Joint Hearings of the House -
Subcommittee on Livestock, Dairy and Poultry, and the House Subcommittee on Risk
- Management and Specialty Crops May 15, 1996. :
¢ Tape recording, con51st1ng of two cassettes, of the complete July 25 1996 Task Force
meetmg e —— :

Informatmn and materlals assocxated w1th and leadmg to the September 19 1996
Task Force meetmg. ; , O T RS N S

* Summary of ACUOIl from the July 25 1996 Task Force meetmg

¢ Minutes from the July 25, 1996 Task Force meeting. - ~

¢ Letter, dated September 6, 1996, sent to Task Force members ﬁom Bob Burns, Vice
Chair, Governor’s Task Force on Cheese Pricing. i -

¢ Agenda for the September 19, 1996 Task Force Meeting. :

¢ Amended Agenda for September 19, 1996 Governor’s Task Force on Cheese Pnemg
‘meeting.

¢ Letter, dated September 19 1996 from the Natlonal Cheese Exchange Inc to the
Governor’s Task Force on Cheese Pricing, eoncermng the operatxens and structure of
the Natlonal Cheese Exchange, Inc.. . ~

¢ Letter, dated June 6, 1996 to Alan T. Tracy, Seeretary of the Department of ,
Agriculture, Trade and Consumer Protection, from Blake Imel, Acting Director of
U.S. Commodity Futures Trading Commission, Division of Economic Analysis,
regarding the report Cheese Pricing: A Stud of the National Cheese Exchange.

¢ Letter, dated July 26, 1996, to Alan T. Tracy, Secretary of the Department of
Agriculture, Trade and Consumer Protection, from Donald S. Clark, Secretary of the
Federal Trade Commission, regardmg the report Cheese Pricing: A Study of the

* 'Letter from Rachard E. Rommger, Deputy Secretary of the Department of Agnculture
~ to Alan T. Tracy, Secretary of the Department of Agriculture, Trade and Consumer
Protectxon regardmg the report Cheese Pricing: A Study of the Natxonal ,Cheese ;

; : : uestwns, Mueller
Willard F., Bruce W Manon The Umver51ty of Wlsconsm-Madmon June 18, 1996.
¢ Dairy Market News, Week of September 2-6, 1996, Volume 63, Report 36.

¢ Dai airy Market News, Week of September 9—13 1996 Volume 63 Report 37

the Nanonal Cheese Exchang ' Gardner Bruce L. Umvers1ty of Maryland July 1996



Cheese Pricing on the

National Cheese Exchange. Marion, Bruce W., Wlllard F.
Mueller. University of Wisconsin-Madison. September 19, 1996. :

4 News Release,
Flawed”, July 25, 1996. : ' ;
¢ Testimony of James J. Bowe, President of Coffee, Sugar and Cocoa Exchange Inc.,
before the Joint Hearings of the House Subcommittee on Livestock, Dairy and
Poultry, and the House Subcommrttee on Rrsk Management and Spec1alty Crops
“May 19, 1996. =
- The National Cheese Exchange Inc ‘Rules Regulatmg Tradmg, July 1996
¢ Tape recording, consisting of two cassettes of the complete September 19, 1996 Task
- Force meeting.
¢ Video from David Ikari, California Department of Food and Agnculture shown at
September 19 1996 Task Force meetmg STV ,

Economist Calls Report on National Cheese Exchange “Seriousl

<

Informatxon and materlals assocaated w1th and leadmg to the October 17, 1996 Task
Force meetmg £ ,

¢ Letter Dated October 9 1996 sent to Task Force members concerning the October 17,
1996 meetmg from Robert Bums, Vice Chan', Govemor s Task Force on Cheese

¢ Mapto Ramada Inn site of Task Force meetmg

¢ Agenda for the October 17, 1996 meetmg of the Governor’s Task Force on Cheese
Pricing. T

¢ Summary of Acnon from the September 19 1996 Task F orce Meetmg

¢ Letters from the State of California Department of Food and Agnculture concermng
changes to the current Stabilization and Marketing Plans for Market Milk, received

-from David Ikari, along with video tape (shown at September 19,1996 meeting).

¢ Graphs showing various price relationships between National Cheese Exchange
Prices, Federal Mﬂk Order pnces Wxsconsm Assembly Point Spot pnces and CSCE
futures prices.

¢ Recommendation worksheets for members of the Governor s Task Force on Cheese
pricing from October 17, 1996 meeting. i

October 17, 1996 meeting topic outline.

¢ Examples of Alternative BFP for the month of April’ 96, for the month of June 96,

- and Proposed Phasing-in of Alternative BFP. =~ , :

‘October 17, 1996 DATCP Rule Proposal. Sk :

¢ A March 28, 1996 memo from Alan T. Tracy, Secretary of the Department of
Agriculture, Trade and Consumer Protection, to the Board of Agriculture, Trade and
Consumer Protection concerning the National Cheese Exchange; Hearing Draft Rule.

¢ An October 9, 1996 memo from Alan T. Tracy, Secretary of the Department of -
Agriculture, Trade and Consumer Protection, to the Task Force members regarding
proposals for the Task Force discussion. : : : L

*

*



¢ Letter from Jon R. Peterson, Task Force Member, sent to John Norton, Director of the
Bureau of Trade Practices, regarding Mr. Peterson’s proposals for cheese pricing.

¢ Letter, dated October 7, 1996, from Phillip F. Gudgeon, Dairy Producer and
Commodity Futures Broker, sent to Jon R. Peterson, Task F orce Member, concerning
dairy’s price discovery system.

¢ Letter, dated October 7, 1996, from Bernard V. Golbach, Chamnan of Masters :
Gallery Foods, sent to John C. Norton, Director of the Bureau of Trade Pracnces,
regarding the October 17, 1996 Task Force meeting. :

¢ FAX, dated October 3, 1996, from Ed Jesse, Task Force Member, to John C. Norton,
Director of the Bureau of Trade Practices, containing recommendations and criteria
for evaluating proposals for change in cheese pricing.

¢ Letter, dated October 1, 1996, sent to John C. Norton, Director of the Bureau of Trade
Practices, from John A. Sturm, President of A. Sturm & Sons Inc. coneernmg
proposals on how to improve the cheese pricing system. : :

¢ Submitted recommendations to the Governor’s Task Force on the Cheese Exchange

by GaryL. Anderson, Task Force Member. ¢ ~

¢ CSCE Nearby Cheddar Contract and NCE.

¢ Memo, dated March 28, 1996, from Alan T. Tracy, Secretary Department of
Agriculture, Trade and Consumer Protection, to the Board of Agriculture, Trade and
Consumer Protection, regarding the National Cheese Exchange; Hearing Draft Rule.

¢ Tape recording, contained on two cassettes, of the complete October 17, 1996 Task
Force Meetmg g : ;

Informatlon and matenals assocxated with and leadmg to the November 14, 1996
Task Force meetmg. i crbon ;

. Letter dated November 7, 1996 and sent to Task F orce members concermng the
November 14, 1996 Task Force Meetmg, from Robert Burns, Vice Chair, Governor’s
Task Force on Cheese Pricing. ~

* Letter, dated November 1, 1996, dlstnbuted to the members of the Task F orce on
Cheese Pricing from John C. Norton, Director of the Bureau of Trade Practices,

-regarding an additional meeting in December. S

¢ Letter, dated November 1, 1996 from Governor Thompson to the members of the
Task Force on Cheese Pricing concermng recommendations to 1mprove the current
cheese pricing system.

¢ Letter, dated November 13, 1996 from Govemor Thompson and addressed to Alan T.
Tracy, Secretary of Agriculture, Trade and Consumer Protection, and Robert Burns, -
Vice Chair of the Task Force on Cheese Pncmg, concermng the Governor’s -

- recommendations. -

¢ FAX, dated November 13, 1996, from Ed Jesse sent to John C. Norton, Dlrector of
the Bureau of Trade Practices, concerning supplemental Cheese Task Force
recommendations.

¢ FAX article from the Coffee, Sugar & Cocoa Exchange titled CSCE Files with CFTC CFTC
to Trade BFP Milk Contact.
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‘Memo, dated November 18, 1996, from Ann Roth, Task Force Staff Support, to the

members of the Governor’s Task Force on Cheese Pncmg, regardmg estabhsmng a

- cash contact for the cheese on the CSCE.

Letter form Dan Glickman to Senator Feingold, dated October 29 1996

A letter, dated October 29, 1996, from R.J. Gould of the National Cheese Exchange,
Inc. to John C. Norton, Director, Bureau of Trade Practices, Wisconsin Department of
Agriculture ,Trade and Consumer Protectlon concermng the Governor s Task F orce
on Cheese Pricing. 5 , : S
Press release “Governor Expands Cheese Exchange Task Force” dated November 7,

- 1996.

Agenda of the November 14 1996 Governor ] Task Force on Cheese Pncmg
meeting. ; S
Summary of Actlon for Task F orce meetmg held on October 17, 1996

Minutes of the October 17, 1996 Governor’s Task Force on Cheese Pncmg meeting. ,

Statement from Upper Midwest Milk Producers Association, included with the
minutes of the October 17, 1996 meeting and distmbuted to the Task Force members

- at the November 14, 1996 Task Force meeting.

Summary of Preliminary Proposals Still on the Table as of November 14 1996.
Why do Corporations Have More Rights than You? Democracy Unlimited of

- Wisconsin Cooperative. Madison, WI. Handed out by this group at Nov. 14 meeting.

The National Cheese Exchange: Impacts on Dairy Industry Pricing. Hamm, Larry G.,
Robert March. Dairy Markets and Policy-Issues and Options. Cornell University.
February 1995.

Tape recording, contained on two cassettes, of the complete November 14, 1996 Task

Force Meeting.

Informatmn and matenals assoclated thh and ieadmg to the December 5 1996
Task Force meeting. ~ At : ‘ :

¢

* ¢ & 0 0 0

A letter dated November 26, 1996 sent to the members of the Governor’s Task Force
on Cheese Pricing from Bob Burns, Vice Chair Governor’s Task Force on Cheese
Pricing, concerning the December 5, 1996 Task Force meeting.

Agenda for the December 5, 1996 Governor’s Task Force on Cheese Pricing meeting.
Map to the Dane County EXPO Center, where Dec. 5, 1996 meeting was held.
Summary of Action from the November 14, 1996 Task Force meeting.

Proposal to Replace the BFP submitted by Darin Von Ruden.

List of Proposals Adopted at the November 14, 1996 meeting.

FAX letter, dated November 25, 1996, from Commissioner, Gene Hugoson of the
Minnesota Department of Agriculture, to Secretary Glickman concerning the NCE
and pricing of cheese.

Information sheet dated November 18, 1996 and titled: “What is New With the
Governor’s Task Force on Cheese Pricing?”



¢ News release December 5, 1996, from Farm Bureau News entltled Farmers need to =

¢ Letter from Dory Kldder to the Task Force on Cheese Pricing ccncermng the pncmg
of cheese.
¢ Letter, dated November 11 1996 from Rod and Pam Olson Daxry Producers, sent to
Robert Burns, Vice Chair of the Governor’s Task Force on Cheese Pncmg, :
concerning their proposal for changes in the cheese pricing system. g
¢ Letter, dated November 26, 1996, from Marvm Zorn concemmg the Green Bay
Cheese Exchange. ; .
¢ The Base Month anesota—Wlsconsm Pnce and Basxc Formula Pnce released noon,
C.S.T., December 5, 1996, from the Wisconsin Agricultural Statistics Service.
¢ News release, dated December 3, 1996, from the United States Department of
Agriculture titled USDA Announces Suggested Milk Order Consolidations. -
- Family Farmers vs. Kraft Foods™. UW Crreens Machson WL Handed out by UW
Greens at this meeting. : ;
¢ Letter from Kevin Kirker to. Governor Thompson, dated November 27, 1996 and
FAX to John C. Norton, Director of the Bureau of Trade Practlces, for distribution to
the Task Force members.
¢ Letter from John Peterson, received via FAX on December 4 1996 to the Task F orce
 members regarding his recommendations for improving the system of cheese pricing.
¢ Tape recordmg, contamed on two cassettes, of the complete December 5, 1996 Task
Force Meeting. y : : : o

Information received after final Task Force meeting

o Letter from Richard J. Gould, Presxdent of the Natlonal Cheese Exchange dated
December 26, 1996, objecting to the proposed Task Force on Cheese Pricing report.
This letter is addressed to Carol Svenson, of the Department of Agnculture, Trade
and Consumer Protection and Task Force Member.

¢ Minutes of the December 5, 1996 Task Force meeting.
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Sutnmal'y, Conclusions, and Policy Initiatives

A. Imroductlon

Chwensﬂwmostmpormtmmufactmad
dalryproductmﬂwU S., commanding 85 percent of
the milk from Wisconsin and 33 percent of all milk in
the U.S. However, the price of cheese has even more
effectonﬂmnanonsdmryfmnusmanﬂmeﬁgzm
suggest. Cheese prices largely determine the manufac-
tured grade milk price (previously the M-W price but
now the Basic Formula Price), whxchxsﬂxemamdnver
of farm milk prices throughout the country.

In 1992, sales ofcheesemanufacummd
marketers were about $16 billion. Bulk natural cheese
generally goes from the cheese manufacturing plants to

one of two types of converting operations: about three-

fourths of natural cheese goes to cut and wrap opera-

tions which convert bulk cheese into the form, size and

package desired by end-users; the remaining one-fourth
goes to ptocessmgplantswhichgnnd,emulsﬁymd i
blend natural cheese (usually with the aid of heat)
make prooemd chwse cheese foods and cheese
spmads

Mostchemconvertasmwkztﬁmshednatural,

or processed cheese products to one or more of three
main types of customers: roughly 40 percent of all
cheese is sold to retail food stores, 44 percent to
foodservice, and the remaining 16 percent is sold to-

other food manufacturers (industrial accounts). Brands

suchasKraft,SargmtoandBordeaaremmanly

important in cheese sold through food stores. Leading

brands of cheese are sold at substantial premiums over
pnvatelabelorstorebmndcheese. Margins on cheese
sold to foodservice and industrial accounts are sumlar to
those on private label cheese.

 'We estimate that the largest four mufacmms
ofnamralcheese accounted for about 29 percent of total
pounds made in 1992. Most of the leading manufactur-
ers are alsomvolvedmeuhacheesepmcessmg or the
marketing of natural cheese. However, some of the
leading processors/marketers make little or no natural
cheese (i.c., Schreiber, Borden, Sargento). The largest
four marketers of processed andnatmalchecsewcount
for about 38 percent of the total pounds sold. The
CensusBumurepartedxhatm i992ﬂaefomlargwt
cheese companies made 42 percent of the value ofal! :
natural and processed cheese shipments. Thus, overall,
both cheese manufacturing and cheese mwketmg are
only mode:ately concentrawd. .

B ChsesePrlclngandtheNCE
nwcomnmalcheesem&lsuymthetlmted

 States began in the 1840s and by 1870 boasted over

1300 cheese factories, located predomin ,tlymWnscon
sin.and New York State. Imﬁallychewefactmes e
conducted business individually with dealers. Butby
the 1870s, so-called " "dairy boards” were established,
where factory representatives and cheese dealers met

- and engaged in organized trading. These dairy boards |

and their successors evolved into the current National =
CheeseExdwxgclocawdemenBay,Wiwonsm .
The National Cheese Exchange, often referred

: whmmmﬂwNCEmﬂleExchange,:sacennahzed

cash auction market trading 40-pound blocks (640-

| poundhlockswaeaddedml?%)orsw-poundbamls }

of cheddar cheese in carlots of 40,000 pounds. In recent
years the NCE has had 30 to 40 members consisting of

~ cheese manufacturers, marketers, brokers and custom-

ers. Trading typically occurs from 10:00 a.m. to 10:30

' am. thnday.

. During 1988 61993 just 02 parcmt of all bulk
chewe ‘was traded on the NCE (Exhibit 1). About 90—95 ;
percent of bulk cheese sales involved direct supply

~ arrangements using written or verbal “committed
~ supply” agreements, often one year in duration. Anomer
5 to 10 percent involved spot market transactions.

Although only a tiny share of all bulk cheese

ummmoccmsonﬂaeNCE 1tservesasﬂ1epnmary .
~ price discovery mechanism for bulk cheese transactions.

Virtually all long-term bulk cheese contracts (not merely

~ cheddar cheese) use so-called formula price contracts,

which spell out various terms of trade as wellasan
agreed upon price premium over the closing weekly

* NCE opinion or price. Spot sales also are priced “off

the NCE”; however, premiums are negotiated for each
transaction and may vary somewhat from week to week ;

~ On committed supply agreements, prenegotiated

premiums often apply for extended periods so that
transaction prices move in lock-step with NCE pnces
NCBpmesamaisousedmformulapmmg
mc&esemldwhalesalemretaﬂmandfoodsemce
companies, especially private label and weak cheese
brands. I-I:stoncany,thaspmcmtendedto“coupie”the
wholesale price of cheese with the NCE price. Since
about 1985, the extent and closeness of such couphng ,
has declined; as some companies adopt wholesale list
prices that change infrequently ormodxfymc terms of
formula pnce coun'acis. e : "



C. Potential Problems of Thin Nlarkets

Becanscsuchasmallshareofmtalbulkchewe
transactions occur on the NCE, it is what market
analystscalla“thm”market. Fonnulapncmgandmm
markets often go together. Asﬁrmsad@tfomula
pricing—-i.e., trading off a price shec bysomeone
else--the residual nmﬂ:etdechnesmvolume. Thin
markets like the NCE are primai
wha‘emeyseweasamdelyusedrefmpncem
hence become highly leveraged. The incentive to
mﬂuenceﬂwNCEwouldbeveryd:ffmnnfxtwere
usedmpnceSpmentofb\ﬂkcheesesalwmﬂlerdm
the estimated 90 to 95 percent. As it is, during 1988- -
1993, the price on 0.2 percent of all cheese produced
wasusedmsemngﬂlcprwcon%tc%pmt. That
simple fact creates grwt mcenhve far\ attempung 10

~ Economists ha xdennﬁed scveml ble

adverse consequences of thin markets including manipu- |

lation of price, incorrect price signals causing misalloca-
tion of resources, andmcmsedpmevohnhtyduem
market illiquidity. Thinly traded markets do not

necessarily perfonn poorly if there is sufficient volume' f

“wamng in the wings” and if no single: firm (or group of
cooperating firms) is large enough to influence price to
its (their) advanmge The critical issue lies in having a-
sufficient volume of potential traders who will partici-
pate in price determination should price depart from the -
competitive level. Supply and denmndm the thin®
central market may not accurately re it aggregate
supply and demand conditions, esvecially if only a few
firms trade in the central market, but virtually all firms
use prices generated there in formula price arrange-
ments. Even if a non-trader believes that the central
market price is inaccurate, he may continue to use
formula pricing since doing so reduces his transacuon
costs. Thus, for a given product the competitive
structure of a thin central market may differ signifi-
cantly from that of the aggregatemarhet. The cheese
industry illustrates this principle since the NCE is far
more concentrated than either the buying or selling side
of the aggregate ‘market. ’menamreofcompeunonma
central market is affected when some of its traders enjoy
strategic competitive advantages over other actual and
potential traders. As shown below, such advantages may
cause the thinly uadedcemrainmketmbecome a
submarket within the larger aggregate m:rket, mth
prices for both set in the central market. '

‘ ’Ihevamusstagesofmecheesembmﬁt
the economic definition of moderately concentrated
oligopolies. In sharp contrast, NCE trading is highly -
concentrated in both buying and selling, and it has a
dominant seller-trader--Kraft General Foods, Inc.,
owned by Philip Morris Companies Inc. During 1988-
1993, Kraft made 74 percent of all NCE sales and the

‘yapotenﬁaipmblem ~

1

~ NCE should be mainly sellers on the NCE and (b)
' traders that normally buy most of their bulk cheese from

next largest seller a mere 6 percent, with the top four
 seller-traders together accounting for 88 percent.

During this period, the leading buyer-trader made 35
percent of all NCE purchases while the top four buyer-

 traders together came in at 81 percent. The degree of
_ concentration was even greater in barrel trading, which

accounted for 68 percent of all NCE sales and often

appeared to drive block prices. During 1988-
1993, Kraft made 83 percent of all barrel sales, a

substantial percentage increase over the 1980-1987

, pmod,wmnmftmdemﬂyzspememofaubmcx

D. NCE Funcnons and Trader Motlvaﬂons |

Essenual to mdmstandmg the lradmg conduct
on theNCEw the proper identification of its functions:

~ (a)toprovxdeacashmarketwhmmﬂnba‘smaybuy
; andsdlcheeseand(b)towabhsha“mmketopunon

price for bulk cheese, based on the day’s last sale,

~ highest bid, or lowest offer. There are, however,

omﬂlcnngbehefsasmﬂlepumarymasontmdersuse
the Exchange. One view is that leading traders use the
Exchange primarily as an altemative outlet or source of
cheese; the second view is that they trade primarily to
influence NCE prices, which are used in formula pricing
bulkcheesc bought and sold elsewhere. .
IfmdususemeNCEpnmanlyasanalm

ﬁveouﬂctmsomceofsuppiy their trading patterns on
~ the Exchange should be similar to those in any bona fide
_ cash agricultural auction market: (a) traders that

manufacnmandscllmostofﬂlenbulkchmeoffme

others off the NCE for processing and marketing =~
purposes should be mainly buyers on the NCE. .On the
oﬂierhand,xfﬁmstradepumardymmﬂuemeNCE .
prices, ﬂmtradmgconductmayoftenbcmemverseof
that expected in bona ﬁde cash agncnlmral auction . -
markets ,,
: Wc tcsted these conﬂmtmg hypomw by
examxmng trading pattems over the 1980-1993 period.
During 1980-1987, cheese companies that sold bulk
cheese off the NCE were predominantly sellers on the
NCE, while cheese marketers that bought bulk cheese
off the NCE were predominantly buyers on the NCE--as
expected in a bona fide cash auction market. This
trading pattern was reversed during 1988-1993, whm
some  leading marketers became predominantly sellers
and several leading manufacturers became predomi-
nantly buyers (Exhibits 2 and 3).

The most significant reversal was that of Kxaft
the largest buyer of bulk cheese off the NCE. During
the seven years, 1980-1986, Kraft bought 411 loads on
the NCE while selling only 175 loads. However,
beginning in August 1986, Kraft became exclusively a
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seller-trader on the NCE.! Also, beginning in 1988,

three leading agricultural cooperative cheese manufac-

turers reversed their role, from being mainly sellers to

being mainly buyers on the NCE. The cooperatives
crsedthcnrtmdmgconductmmﬂmnoneywafter
Kraft had
ﬂzatthetrrev
'I‘heshxftmtmdmgpaﬁmnsowmedatm

Is were a response to that of Kraft.

samenmematﬂwNCEbecamemmeﬂnporwnmﬂxe” :
clwesepncedxsqoverypmccss Dnnng 1980-1987

mtyfmﬁmsuamngonaaenaamnavemuéhmm

moremarketdnven Thevolatthtyandmngeofdm~
reased sharply during 1988-1993 (Exhibit 4).
Inﬂusmvu'onmmt,cheesecmpameshadhoﬂlgruwrr
opportunity and greater incentive to influence prices.
~ Insum, ﬁwtmdmgpattmnsofleadmgchem
manufacturers and marketers during 1980-1987 is
consistent with 'hypoﬂ;es:sﬂiatleadmgmdetsuse :
ﬁwNCEasanalmmhveouﬁetmsomofcm
Trading conduct during 1988-1993, however, is
consxstentmﬂnthehypoﬂmrsﬂ\atsomlealmgmderm
mmoﬁvatedpnmarﬂybyadememmﬂwmeNCE

£ 9931“&#*Ghmctensuesnpf;:.am,,,ﬁadé;;,J

- " Differences in the business characteristics of
leadmguadetshelpexplamwhy ‘some were primarily
_ buyers and others prim
1988-1993. Essentaa}ly, some traders benefit from
higher NCE prices and some from lower NCE pnces
other things being the same. To understand this concept
one must determine how an individual company’s input
costs and sellmgpncesarerelatedtoNCEpncw

- We examined the business characteristics of the
nmeleadmg traders on the NCE, who together ac-
countedfm%pementofaﬂpmhasesmd%pcment
of ali sales dnrmg 1988-1993 vae of ihese t:adets-

! From Augustfwséﬁnr‘o‘n‘;g“li 1993Kraft sold2,043
loads and bought 22 loads. The 22 loads of blocks were
evidently purchased for the purpose of influencing the -

price spread between blocks and barrels on the NCE, not

because Kraft needed blocks at the time. Also, ontwo
occasions Kraft bid to buy barrels; neither bid was
filled. However, these bids evidently wemmadeto
signal its approval of an increasing price trend, not
because Kraft needed more barrels. See Chapter 5,
Section E. Thus, the above buyer-type actions were -
actually ancillary to Kraft’s seller-trading activxty,
the actions of a bona-fide buyer-trader.. . -

yemeleadmgselleruader suggesting -

: amongﬂiescﬁmchwsemaﬂmtets Kraft,

Kraft, Borden, Alpine Lace, Beatrice, andSchtelber-are::
primarily cheese marketers; mmagnculmal .
cooperatives and major manufacturers of cheese: M.Id— '
America, Land O’ Lakes, and AMPI; andoneisa
broker: Dairystate Brands. .

- As cheese marketers, Kxaft,Borden Alpme

Lace, Beatrice and Schreiber have certain charactmsncsk

in common. Thcy all buy bulk chwse from mamxfacmr— '

. cheweandﬂmsmﬂzedommtmﬂuenceove thecost .
_ of cheese-making in 'supplier plants

“There are, however, si

Alpmel,aceﬂlseﬂcheeseundetﬂlenownbﬁnd

_ names. Kraft sells about 75 percent of its finished
i cheesepmductsﬁomtaﬂas nndasmgh!y dlfferenuated

~ overlesserbmnds Borden,‘ wcond largest marketer
| of branded processed cheese to retaile
7 ofltscheesemdetmcnordenbmnd,whmhalso
~ commands a substantial price premium over grwate
labelandweakcrbrandsbutalowerpremmmman

Begmmngm 198s Kraftqmt lmkmg wboiesale

: ctwmemcestoNCEpneesandmsﬁeadsoidatsbrands
at wholesale list prices, which frequently remain

unchanged for many months. Since then there has been
little correlation between NCE prices and the wholesale

‘ pncesofenﬂml(mfthmdsmﬂmmbtandsﬂwoﬁen
rim fellowl(raftsmccs ,AlﬁloughKraft,cannotsethst
‘yseﬂe:sontthﬁ.dnmg - ;

pncesnot oduplodto N’B;mce 4
Raw matenalmpntsforpmoessedcheese and

chememdoﬂwrdmrypmdmts 'I?lesemputsaccount;
formnghly?Sto&Spetcentofﬂlecostofﬁmshed :
cheese products. Pmﬁtmargmsfortheseﬂmecompar
nies come mostly from the difference between the cost.
ofche&cﬂmybnyormakemdthewholwalemof
finished product they sell. Since the bulk cheese they
buy is price oﬁﬁnNCE,andsmceﬂwcastofbulk
clncsecmsnmtessucha!mfgepmof total manufactur-
ing costs, Kmﬁ,qudenandAlpnwLaceallhavca
strong financial interest in lower NCE prices, all else
remaining the same. Thexelsalsodocummaryev:-
dencethatxmplws Kraftbehevedxtcouid influence -

consumbrmdsfornsfimshedcmpmducm |

Beatrice sells its products ,yasprwate'label
bmndsandweakcompanymndstofoodsemoe o




4

ccxnpamw, food retailers and industrial users.
Schreiber, which is predominantly a processor and ;
marketer ofproccssed cheese products, makes a substan-
tial majority of its sales to foodservice customers,
particularly fast food chains. Most of its remaining
sales are to food retailers, largely as private label or
store brands and weak Schreiber brands. Therefore,
both Beatrice and Schreiber sell to their customers at
wholesale prices that are either formula-priced off the

NCEorﬁzatcompete thh productsofotherseuersﬂxat

formula-price. ;
Since Beatnce and Schre‘ber apparenﬂy sell
their products at essennal!y NCE-based formula prices
ratherﬂaanatahstpme _both their buying and selling
prices are expe« togenﬂallyfoﬂwﬂieNCE. Thus,
their ultimate interest in the level of NCE pricesis
likely to differ from that of Kraft, Borden, and Alpine
Lace. Even though a marke
its bulk cheese,? the fact thal :
sells pmcwsed cheese and cheese foods at 'NCE-based
formuia prices means it may pmﬁt from higher NCE
prices. Since bulk cheese costs may represent 70

percent or less of the total cost for making pmcessed i

cheese products, ankmcr&sc,myNCE price will increase
the wholesale price of the finished products by more

ﬂmnﬂxecoﬁofmalnngﬂxesechm allehebemgthe ;

o Bwtnce and Schreiber also may have
motives for NCE trading. Both were primarily buyers
on the Exchange durmg both 1980-1987 and 19884993 ,

often the lowest cost source of bulk cheesc Thus, boﬂl
Beatrice and Schreiber have an incentive to buy when
NCEmcesmbelowﬂmmm the spot market. Butthe
amount they can purchase is limited by how much then'
bukcheeseneedsexmdd&emmltﬁeygetﬁmn
committed suppliers. Both may also have purchased on
tthCEmaneffortmpmventdecteasesmmevameof
their inventories. However, both also appear to some-
times pazﬂcxpate in bidding up prices in rising markets -
forﬂneappm‘entpmposc of raising NCE prices rather
than expecting tobuy,smce ‘none of their bids are filled.
On baiance ‘however, the potenhal benefit of higher -
NCE prices to either company seems modest compared
to the potential beneﬁts ‘marketers wxﬂ! stmng bmds
may derxve fmm lower NCE pncw Tl :

2 Beatrice makes between 50 and 75 percent of
its total cheese sales needs, although it buys pracncally
all of the barrel cheddar used in making processed
cheese. During 1988-1993, Schreiber bought the bulk of
‘its cheese requirements (from committed suppha’s, f.rom
mespotmmket,andﬂ:eNCE) R

_:maybuyagoodshm'eof‘,
it buys bulk cheeseand

The three leading agncultnml cooperative

| buya-u:aders have two reasons for preferring higher
NCE prices. First, the farmer-members of cooperanves

bmeﬁtdmctlyﬂomhlgherpmesformﬂkusedm i
making cheese. Second, insofar as cooperatives sell

 some cheese under private label or weak brands of

processed cheese, they have the same interests as
Beatrice and Schreiber in higher NCE prices, although

~ﬂnepotenualbeneﬁtsfmmﬂussomcearcmodest.

‘Since Dairystate is a broker, xtsmterestmNCE
mcespnmumablymﬂectsﬂ:mohtscustmnas
Insofarasﬂscustomersmmosﬂysmallchewemmu-
facturers, it should be primarily a seller on the NCE, as
it was during both 1980-1987 and 1988-1993. Weare
not satisfied, however, that we understand the motiva-
tion for much of Dairystate’s NCE trading, patncularly

~ mmuwtympmlongednsmgordechmngmcemds ;

whenﬂmexshtﬂeornomalpmspectofconsummaung :
a transaction. e
Insmn,thebusmess chamcwnsucsofnaders

_determine whether, other things being the same, they

benefit from lower NCE prices or higher NCE prices.
Basedonomanalysnsofmebusmesschmactensucsof ;
leading traders; we hyp size that the leading cheese
uadmsfallmtoﬂueecntegmes. (a) traders benefitting

- from lower prices: Kraft, Borden and Alpine Lace; ®)
~ traders benefitting somewhat from higher prices:

~ Beatrice, Mid-Am, Schreiber, Land O’ Lakes, and

- AMPI; (c) a trader with a neutral interest: Dmrystate

Brands. Thus, if traders use the NCE primarily to

influence prices, their interests in the level of NCE
] kpncesexplamwhytradetsmcategmy(a)arepredomx- :
' nantly seller-traders and those in category (b)are

predommantly buyer-u'adﬂs (Exhiblt 5)
E Spot mamg asan A!tematlve :o the NCE

Analys:sofme spotmarket ptovxdesfurther
cvndenceco:mungﬂxemonvesofieadmgn‘adasm ,
the NCE. Whereas the NCE centralizes trading at one
location for about 30 minutes each Friday, the spot -
marketxscommsedofd:recttrmsacnonsatnegomwd
prices among cheese companies for the purpose of
handling short-term shortages or surpluses. (Asused
here, the term “spot market” refers only to those spot
sales made off the NCE, although the NCE is also a spot
market) During 1988-1993, 5 to 10 percent of all
nmnufacnmdahme(antypwmdagm)wassoldmme
spot market, whereas about 0.2 percent was sold on the
NCE. The fact that spot sales substantially exceed NCE

| sales (even for the types sold on the NCE) raises a

question as to whether the NCE is needed as an alterna-
tive source of supply and a place to dispose of surplus.
Some of those believing this function of the NCE to be
essential evidently view it as a market of last resort, a
place to which buyers or sellers turn because other
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altematlm are unavallable This rationale for Ex-

change trading is most plausible for small cheese

manufacturers with limited knowledge of market

alternatives. However, even small cheese companies

relypredonnnanﬂyonmespotmaxketmdxsposmgof

suxplus cheese. And brokers selling for small companies
> spot market far more than the Exchange.

mplmmble ‘mson for . large companies to trade on the
Exchange. Such companies have quite extensive ‘

mcau n with prospective buyers and sellers.

o Moﬁcheesecompamespreferﬂ\espotmarket :
because it has substanﬁal advantnges over u'admg,'
mcludmgthe fonowmg '

- Spotmdersareabletoesmbhshmmprecme
_‘dehva-y,agcandqnamyspec:ﬂcanmsﬂmm
““-— Spotn*amachommayoccwanyﬂmedunng
,‘ﬂlebusmessweekraﬂlerthandmngﬂletyplcal
' j"NCEttadmgpenodofabontBOmmnteswh
Friday.
T NCEsalesareFOB mﬂnnzwmﬂesof
,_GmenBay Plants located some distance from
" Green Bay may often avoid the freight charges -
assoclatedmﬂxNCEmsacuoasbyMngmtbe
Spotmarket. ‘
- Spotuadasneedmtpayﬂlco.zscmtper
' pound charge asswsedtoboth she buyerand seller
" on NCE trades. ~

~,Spotmarketnadmgpmwdaanoppmmmtym ‘

‘trade at prices not immediately known to competi-

~ tors. Incompetmvemarkets fimsdepmungfmm k

the prevailing price generally do not wish to -
_ communicate this information to others.
- 'Ihethmnessofﬂ:emarketandnsmdeqmad
use in formula pricing discourage large cheese
manufacturers and marketers from using the -
Exchangc asan alternative outlet or source of
‘supply because doing so may adversely affect the
price they pay or receive for contract purchases. -
Hence, the logical buyers and sellers in competi-
tive cash auction markets are discouraged from
kusmgtheNCEasbonaﬁdebuyersorseﬂas Spot
~ trades do not create this conflict because the prices
* of committed supply agreemen:s are not lmked
dnecﬂy to spot pncw : ;

Gwen this list of spot maﬁ:et advantagw, itis
not smpnsmg that NCE prices generally have been -
lower than spot market prices for comparable cheese.
The lower prices can make the NCE an attractive,
moughlessrehable source of supply for buyers who
need more cheese than they receive from committed
suppliers. Of course, lower prices on the NCE do not

Limited knowledge of market altematives is an

of market alternatives and frequent commu-

explain why a large company would prefermsell thete
Indeed,xtisdlﬂiculttoxdennfymyreasmswhyalargek
company would prefer to sell on the NCE rather than in
ﬂnq)otmarket.oﬂnermantomﬂuenceﬁwmarket '
pnce

Kxaftspublnlystatedmasonsfmselhngonﬂwv
NCEareﬂnat(a)xtalwaysbuﬂdsamplusmtoxts i
annual plan, and(b)xtmngttakeﬂwenﬁreoutputofm'
committed suppliers. But while Kraft always plans for

~ some surplus—-and occasionally has unplanned surpluses

or shortages—these reasons explain neither its large sales
mmeNCEnontsexcluswese!ier-tmderstams from
August 1986 through 1993. Analysis omeftsopera

tions reveals that it can--and usually does--manage
surpluses in one of three other ways: byreducmgthe
amoumstakmfmmcmnnuttedsnpphers (so-called
“de;xocmemant"), by selling in ﬂwspotmarket,andby

mvemmyorsoldmorepmﬁtahlytoﬂwCCCandmﬂw
spotmarket. Instead, Kraft chose to sell on the NCE at
» - the CCC support level.  After prices rose
abovemesupponlevelmiwl Kraft sold on the NCE
forthcappatentpmposeofmodaahnganupwardmce
trend

O barrel and block sales for thy |
1992 penod, Kraft calculated that it lost an avemge of ;
2.40 cents perpoundon{NCE sales, gamed an avemge .

‘averégeofo 19 centsperkpound »n CCC sales{Eihlbxt ,

6). Thus, there was a net differential of about 5 cents
poxmdbetwecnﬂxelossfmmNCEsalesandmc ;
sabsof40-pomdcheddarblocksand500—pmmd
cheddar barrels, meohmetypessoldmﬂleNCEm
1988-1993.) To sell on the Exchange at a loss when
other more profitable outlets are available constitutes
hadmgagmnstmtaest,w.,xt;smahmalhumess ‘
conduct unless Kraft expected to influence NCE prices
to its benefit. The profit-loss calculus to justify selling
at such a loss is straightforward. Although Kraft lost
about $1.5 million on NCE sales during 1987-1992,
eve;yicmtpapoundredwtmnmNCEmc&slowered
Kzaftsrawm&malpmcurementcosts by over $10
Wlwneons:dmngwhﬂhaormttheNCEas
pwsenﬂyfuncummgxsnecessaryasanaltmxauve
outlet, it is important to recall that a fragmented but
geographically centralized cheese industry gave birth to
the NCE and its predecessors in 1918. Since then
ufacnmnghasbecomemmmglyconsohdaxed,
mdxﬂaenumberofcheeseplmtsfamngfmnabout
4,000 in the early 1900s to 508 by 1987. Only 216
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cmnpamwhadannnal sales over $100,000, the 50
lm-gwtofwhxchmadeszpercmtofannmaland
processed cheese shipments. Moreover, in 1920, two
ymrsafterﬂlepwdecessorofﬁwNCEwasesmbhshed,
Wwwnsmaccountedfor&pemcmofﬁwvalneofaﬂ

cheese pmducnon (in pounds) ha
percent. Over the penod, chewe ‘;xoducnen inthe
WestemkRegmn gmw from about 6 percent

turing and decline in firm nmnbe:sf,:‘togetherwnﬂ\ s
improved communications and tran: ion, has made

obsolete a central cash amtlonmaﬂatwhémbnyers andt

sellers physically meet. Other food and nonfood
manufachmng industries have demonstrated that they
; ve manage unexpected shortages and

tlons, has become an anachrmnsm

' 1988-1993

But gnven the high melasﬂcnty of shm‘t-mn supply and
demand, ﬂpreoftennsamngeofpnmmatmﬂclw

the market each point on the cycle. This ngcstraders

with marke power arange wnthm which they may
influence the price established ceach week on the NCE.
Such tradexs might not always seek the lowest or the
lughest price poss:ble each trading session; rather, they

ght choose to penodlcally influence prices over a
price cyclc when they believe domg S0 would and in
achlewng their profit goals. ‘

i I.eadmgtradersmtheNCEmaybedm&d
into two groupsbasedonmexrdnﬁ‘emgﬁnmal
interests in the level of NCE prices, other things being
the same. " Kraft, Borden and Alpine Lace apparenﬂy
benefit from lower NCE prices, whereas Beatrice, Mid-
Am, Schreiber, ‘Land O’ Lakes and AMPI apparenﬂy
benefit ﬁmn higher NCE prices, other things remaining
the same. Dmng 1988-1993, leading traders in the first
group ‘were predommanﬂy seﬂer-uadas on the NCE,
selling 1806 loads and’buymg 57 1oads Thoscmthe

neaﬁyzs ;
,  price bottoms, Kraft sometimes -

second group were pmdommanﬂy buyer-tradets, buymg

1947 loads and selling 93 loads. Thetwogroupsmadc
: 91percentofallmnchasesmd86pcmentofallsalw

The leading seller-trader was Kraft, which made 74

- percent of all sales, andﬂwlcadmgbuyu—uaderwas -
- Beatrice, which made 35 percent of all purchases.

Over each price cycle, the seller-traders, ledby :

; Kraft, usually traded most actively at price tops, price

bottoms; andmtcmnttenﬂywbmmoeswetensmg At
, , toﬁllasmany
bndsaﬂrequnedmkeeppncesata'nearﬂlcseasonal ‘

| low. Between a price bottom and the next price top,

buyer-mdasappearedtobldupmem often with
few consummated sales. During periods of rising prices,
the seller-traders, ledbyKraft,appeal’edtoslgnal :
implicit appmval of nsmgpnoesbynotpammpaungm
trading, occ ally signaling explicit approval of
nsmgmwsby joining buyers in submitting bids, and
signaling disapproval of rising prices by acnvely sellmg
mtoansmgmarkct,ﬁwrebyumdemnngupwardmce
trends. When seller-traders ceased selling, the upward
pncetrmdnsmnyconunued. AtpncetopsKraftoften
initially filled bids with the effect of slowing or stopping
the upward trend. ‘Thereafter, Kraft led in filling bids
andmoffmngwsellasmcmarkettoppedandbeganw
subside. Once a downward price trend was established,
Kraft frequently continued making offers to sell--often
)mnedbyBordenmdAlpmeLaceandsmnenmwby
other traders. Generally, little actual selling was
mqunedmmammmadownwardpnceuend,smewxm

pncw falling everyone in the marketing chain generally

~ purchasing, thereby delaying inventory
acmmmahonunulpnmsmboﬂom The apparent
effect of seller-trader activity, led by Kraft, often was to
shapeﬂwpatwmofNCEpnccsoverapncecycle

The trading conduct of the two smaller seller-
traders, Borden and Alpine Lace, differed from Kraft's
in an important respect: whemsBordenmadeSO

“percent of all offers to sell barrels during 1988-1993, it

madeonly4percmtofallbanelsal&s Likewise,
Alpmeucemade%petcmtofanofferstoseﬂblocks
butmadeonﬂySpementofallhlocksales .The apparent
explanation for these disparities in the pattemn of offers
and sales is that when buyer—lrada‘s began buying

“heavily, Borden and Alpine Lace generally became
- inactive, leaving Kraft to assume the losses thatusually

accompanied heavy selling. Thus, Kraft clearly domi-
nated selling activity on the NCE. .

Leading seller-traders were confmnted by a
small mofbuya-aadm ‘led by Beatrice in barrels
and Mid-Am in blocks. The buyer-tmders were most
active at price bottoms and during upwatdmce trends.
Atpmeboltomsﬁwyexeuedupwadpressmmﬂw
market by covering offers (usually Kraft’s) or making
bids (usmlly filled by Kraft). Whenever Kraft stopped
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filling bids at a price bottom, buyer-traders actively bid -

up prices, usually with few or no sales, sometimes for

many successive weeks. The buyer-traders appeared to
be a less cohesive group than the seller-traders, since at

umw some buyer-traders sold when others were buying.
Overalltmdmgpaﬁemsmaplymatmesencr =

trader activity exerted a downward influence on price, -

and the buyer-trader activity exerted an upward influ-

ence on price. For example, during the days Kraft and

the other leading seller-traders were active on the NCE,

prices increased during only 8 percent of the sessnms,
whereas they decreased during 43 percent of the
sessions and remained unchanged during 22 pm:ent of
the sessions. And in 27 percent of the sessions their
selling activity moderated upward price trends. The
same genaalpattemex:stedmblockuadmgasm

wasﬂxemzrmnmagenfleadmg sellerﬂadermﬂuence,
but less pronounced in its effect. During the days
leading buyer-traders were active, barrel prices in-

creased on 45 percent of the days, decreased dlmng 30

percent of the days, and remazned unchanged on 25
pemcent of the days o

: H Kraft deing Acﬂvny 1990-1992

An m-depth ana]ysns ofKraftstmdmg acuvuy
during 1990-1992 provides insights into the apparent

motives and eonsequences of Kraft’s conduct, especially
during cyclical price bottoms. For example, aftera

‘lmgepmedechnedunnglanmryandﬂmﬁrstweekof
February 1990, prices remained virtu: 'ynmhangedfor
two months. The low prices apparenﬂydldnotflﬂly

refiect market fundamentals but rather Kraft’s persxstent :

heavy selling on the NCE. Neither Kraftnorthe
mdusu'yhadexc&smvemoryat:heume.‘mdeed,ﬂle
market was quite tight with many cheese campames
seeking supplemental supplies in the spot market.
Market suppkw would have been even tighter had not
some companies apparently delayed building inventories
because they feared prices might fall even lower. - = -+
Whereas Kraft incurred losses on its NCE sales during
this period, ﬁicevndencemdwatcsﬂnatntofwnconld
havemadepmﬁmblesalesmﬂlespotmarket.

" 'The evidence does not support the idea that
Kraft’s lm'geNCEsalesdunngFebmaxyMarch 1990
were motivated primarily by a need to dasposeofsmplus
cheese on the NCE. Kraft documents reveal that its top
purchasing officials did not believe a surplus existed or
loomed on the horizon. Insofar as Kraft had any short- -

term supply imbalances, these could have been managed

by increasing inventory modestly or by making more
other large firms in handling surpluses in periods when
price supports were not operative.

& 'I‘he apparent mﬂuence of buyet-nader acuvxty |

Although NCE barrel prices fell 30.5 cents per
poundbetweenﬁwJanum*yhxghmdmeFebmarymd
March lows, Kraft lowered its average net wholesale
processed cheese prices by only 5 cents per pound

during the same period. Asaresnﬂt,Kraftsgmsspmﬁ't‘ ,
~margmsonchwsemch¢drecmdhnghsdumg1=ebmaxy

and March 1990. 7
'lhisandoﬂ:erevmencementedmthls

analysis support the hypothesis that Kraft’s trading

acuvxtywasmonvawdpnmarﬂybyadcsuetomﬂueiwg
NCE prices, not to dispose of surplus cheese. During

- 1990-1992, Kraft managed its surplus problem predomi-
“nantly by reducing procurement of bulk cheese, selling
in the spot market, and selling to the CCCwhen
available. Kraft’s overall NCE sales were unproﬁtable,,"‘
_ whereas 1tsspotandCCC sales were profitable. There

is evidence that Kraft chose to sell cheeseonthe
Exchange at a loss when 1tcmﬂdhave more proﬁtably
made the sales elsewhere. Such conduct constitutes
trading against interest, the practice of purposely not
selling at the profit-maximizing price. In the context of ;
NCE trading, this implies the seller anticipates the
unprofitable NCE sales will enhance company pmfits by
lowmngpncespmdforbulkcheesepmchasedunda
NCE-bwedfonnulapmecontracts i ,

1. Economemc Anatys:s |

: In addmon to thc analyses oftradermouves,

~ overall trading patterns, and the in-depth analysis of

Kraft’s conduct, we made several econometric analyses

. of NCE prices. The anaiyses sought to estimate quanti-

tatively the relationship between NCE prices and

 various independent variables. Two alternative estimat-
~ ing techniques were used in examining the relevant

relatmnshxps, i
manalysesmstedmehypoﬂ:es:s matdunn‘ g
1988 thmugh 1993, trading by Kraft and the other

' lwdmgsenaa'adershadanegauvemﬂuenceonNCEVk
~ pm&andﬂxatwadmgbyleadmgbuyer‘mdershada;

positive influence on prices. The analyses founda
statistically significant negative relationship between -
NCE prices and leading seller-trader activity. The s
analyses found a very modest positive, but not statisti-
cally significant, relationship between NCEpnces and ,
theactimyof leading buyer-traders.

- The analysis i phesmatwmnatk.astoneof,,
theﬂueeleadmgseller— , dominated by Kraft, was
acnvewhweekofamonﬂx meaveragcblock
bmelpncefaﬂaemomhmeoScentsperpound ;
lower than if none of these traders had been active
during the month.. (’Ibeseesmnamsamexpmsedm
1993 dollars.) So, ﬁmesenadaswacacuvedumg )
half of the weeks in a year, block prices would have
averaged 2 to 2% cents less for the entire year.




A separate analys:s was made estimating
Wisconsin Assembly Point (WAP) prices rather than
NCE prices. This was done to determine whether the
findings regarding NCE prices were representative of

the acmaltmnsacmnpnmform%%pmcntof:
bulk cheese sold under committed supply agmemmts; e

using NCE-based formula prices. These formulas
typically include a premium over the relevant NCE
price, with the size of the premium varying somewhat
thh'changes in overall market conditions. Hence, NCE
pncw do not reflect precxsely the actual uansacnon -
pnces pald under committed supply agreements.

“To detemnne ‘whether this potential shoﬁcom

ing of NCE pnces sxgmﬁeanﬁy affected the relevance of

our results, we substituted in our esﬁmanng ‘equations
average WAPpnces, which are the prices paid on spot

transactions at Wisconsin assembly points. WAP prices
generally arehlgherﬁxan N’CEpnws with the size of the
ket conditions. Qur results

premium influenced by mari
using WAPpucesareveryslmdarwmowusmgNCE
prices. These results indicate that NCE prices are

representanve of the NCE-based formula prices forbulk 5

cheesc sold under committed supply agreements.
" In sum, these analyses provide quantitative
support for the hypothesis that the leading sellemradm
-—-dominated by Krafi--were successful in reducing NCE
prices when they participated in trading. In doing so
they lowered the price of bulk cheese sold by cheese
manufacturers at NCE- -based formula prices. The

tmdmg activity of leading buyer-traders, howevcr, had

no stahstlcally slgmﬁcant mﬂuence‘ on pncw

4 . coacmssons

'Ihe Nanoual Chewe Exchange and”ns prede- :

cessors have been subject to periodic criticisms and
questions since their mcepuon It is easy to andcrsmnd
why. This tin market in Green Bay, Wisconsin,
operates for ut 30 minutes each week with trades
averaging 0. 2 percent of total cheese volume during
1988-1993; yet the NCE price is used to famuia—mee
v:rtuaﬂyanbulkcheese transactions. T!usenmmons :
leverage and the concentrated nature of trading raises -
questxons as to whether the NCE may be sub)ect m
manipulation for the benefit of some traders.

During the 1970s amizﬂmmgh the msd-1980s
cheese prices were determined largely by govemment
pnccsupportsf cheese mcesonmeNCEseidom
moved ' the CCC price. Thus, there was less
Oppormmtyandmcemxve forﬁmstomampnhteﬁw
NCE. AspncesuppoﬂsandCCCstocksdeclmed,the
role of the NCE in cheese pricing changed. Cheese
prices became increasingly ‘market driven, price volatﬂ-
ity increased sha:ply, and in this environment the
potential pay-off from ‘managing NCE prices msed.

During 1988-1993, the NCE apparenﬂy did not pafonn

'ﬁlefuncnonsexpectedofabonaﬁdecashamnon

market serving primarily as a supplemental outlet or
supply. In bona fide cash agricultural auction markets,

;pmcdetemnnauomsﬂieresuhoftradmg,notﬂw

purpose of it. However, the evidence presented in this

report provides considerable support for the hypothesis

that during 1988 to 1993, 1eadmgsel1er-n'adem and, toa ‘

lesser extent, buyet—tradets engaged in trading primz

to mﬂuence NCE prices. - ;
'maeasevxdenceﬂxatmmcentyearsxrafthas

beenmenmﬁcetleadetonﬂwNGE ‘Whereas Kraft is

- the leading buyerofbukcheeseoffﬂueNCE hegmmng ;

in August 1986 Kraft became exclusively a seller-trader 5
on the NCE. During 1988-1993 it made 74 percent of

 all barrel and block sales on the Exchange. In the

important barrel market segment, which accounted fm"""" "
68 percent of NCE sales, Kraft made 83 percent of all

 sales. Together with two other leading seller-traders,

KxaftaccountedmeSpercentofaﬂbmelsalesand?O
pmmtofallblocksalw T ;
- Analysis of trading conduct durmg 1988~1993
mdlcatesﬁaatmﬁstxadmgacnmyappeamdto e
fashion the pattern of NCE prices over each price cycle.
Kraft’s sales on the Exchange were usually at a loss,
whereas when it sold either in the spot market or to the
CCCit genmllymweaproﬁt (or mcun'edasmaller

lossthanontthCE)

~ While Kraft was ihe dmmnant seﬂer-ttader on.

' theNCE it frequently was joined by Borden andAlpme
- Lace. 'mesethreeselleruaderswerefmquenﬂy

o couﬁmwdb five leading buyer-traders, Beatrice, Mld i
| Am, Schreiber, Land O’ Lakes and AMPI. The buyer-

u'adas«especnally ‘Beatrice and Mid-Am--often ap-

~ peared to challenge Kraft’ conduct at cyclical price

~ bottoms and price tops, and to take turns bidding up -

' prmdmngnsmgpnce:rends. Insofarasooopexanon;
- occurred among buyers or among sellers, this may

| merely have reflected a shared interest in the level of

| prices; 'we found no evidence of collusive conduct

among traders. The buyer-traders were a less coheswe
group than the seller-traders, with some buying while
oﬂlers were selling.
The above chamctenzaﬂon of tmdmg condnct
on meNCEmsphesﬂxatmeeswmestabMMwaﬂm
the context of bilateral oligopoly, with Kraft acting as
the dominant price leader, with two followers, con-
fronted by five leading buyer-traders. Economic theory
teaches that what actually happens under bilateral
oligopoly depends upon the relative market power of the
conflicting parties, including which party
leadership. When power is evenly dmded, the mnltmg
pnces may approximate competitive ones. If one side
enjoys greater power than the other, the resulting yrwes
wﬁlbeneﬁttheholdersofgxeatestpower Thestudy




examined this issue by analyzmg the conduct and
performance of leading traders.

"The analysxsmdxcatesﬂmﬂlerewasan
imbalance in market power between buyer-traders and
ssller-nadm's with the balance favoring Kraft and its
followers. Kraft is the largest cheese company, the
largest buyer of cheese off the NCE, and the leading
seller on the NCE, especxally in barrel cheddar cheese
Wewﬁmatethatl(mftnsed?:ﬁtowpmentofaﬂ
barrel cheese made in the United States in 1992,’
practically all of which was purchased under
committed supply agreements at NCE-based fmnula
prices. Kraft, in turn, uses this barrel cheese in pro-

cessed cheese and cheese spreads, where Kmft accounts :

for about 60 percent of retail sales.

- Kmftslaxgesmemmecheesemdustryand
dominance in NCE trading give it several strategic
competitive advantages over traders and potential
traders.* One competitive advantage derives directly

ﬁ'omKraftsposmonasﬂxelwgwtbuyaofcbeeseoﬁ :

the NCE®. Each year Kraft builds some surplus into the -
ampnntofc&es:xtagrecsmbuyﬁwncommmed S

3 A1989Kraftdocumentstamthatl(raftuuhm{ to
]pementofﬂxecheeseproducedmmeUS Kraft
Geneml Foods, Inc., Cheese Procurement Strategy,

‘Operations, December 6, 1989, KGF 2948, 2977. In
"November 1990, Kraft’s cheese procurement director
esnmatedthatxmftaccounwdfor [...}pementcfmtal
U.S. cheese production. Kraft General Foods, Inc.,
Wayne Hangartner “Jerome Cheese Company,” Novem—
ber 8, 1990, KGF 3218, 3228. Information has been
redacted from the report at this time pursuant to an
agmementw:thKraftGeneraiFoods Inc., that there
will be a subsequent judicial resolution of a good-
faith dispute over the trade secret status of the mforma—
txon,

4 A firm enjoys a stmtegnc compet:hve advantage ifit
can employ strategies not available to other actual and
potential market pamcxpants Alexis Jacquemin, The

New Industnal Orgamzanon,The MIT Press, 1987, 107-

129; Michael E. Porter, Competitive Advantage, The
Free Press, New York, 1985; T. Schelling, The Strategy
of Corgﬂzct Harvard University Press, 1960. :

S In an mtervww, Rmhard B Maya, Chamnanmo of
KraftGencralFoods Inc mponedlysmdmze“yleldsa
lot of areas of compeaave advantage” mcludmg
“mcredzble  purchasing power, . Those types of advan-
tages are very, very real.” Emphasis added. J. Liesse
and J. Dagnoli, “Goliath KGF Loses Steam After
Merger,” Advertising Age, January 27,1992, p. 17.

" interest.

-suppliers.® In addition, it typically has first call on any

excess cheese produced by committed suppliers, thereby
controlling whether the cheese is sold in the spot market
or on the NCE. Thus, Kraft has various methods of .

- managing its surplus, which gives it the option of selling

asmuchofﬁ\esumlnsonﬂteNCEasbestserv&nts

Buycr—uadavs apparently do not have sumlat
flexibility. ‘Cheese marketers like Beatrice and

‘Schmxbermayylaneachywmbuysomechwsemﬂk :

spot market and on the NCE. But the amount they can

 buy on the NCE may vary greatly from week to week. .

1t is, therefore, risky for such marketers to plan on the
NCE as a significant supply source. Since most market-
ers obtain 90-95 percent of their cheese under commit-
ted supply arrangements, this limits the extent to which -
they can buy cheese on the NCE.” Likewise, when
selling on the NCE; Kraftoften,dealsdxrecﬂywxm e

(fn. 5 conL) i :
Kraft incloded among the unphcauons of bemg the :

 largest cheese buyer the ability to get better mformatnon
than others about overall market conditions. Kraft

General Foods, Cheese Procurement Strategy, Opera-
tions, December 6, 1989, KGF 2948, 2990. It mciuded
among the strategies to maximize profits: developmg
superior information systems; establishing inventory
strategic reserves; and influencing industry condmons to
supponKxaftbusmesssnategy Id 2993 e

* Ktaftbuys vnmmllyallxtsbaﬂelcheeseneedsfmm

committed or spot suppliers. Kraft also can obtain
additional barrel or block cheese from some of its
committed supplier plants that can convert from making
block to barrels. Such plants are referred to as “balanc-
ing” plants. If need be, these plants can supply addi-

: um\albarrelsmblocksforuadmgpnrpom thus

cmtn'butmg to Kmﬁ s supply ﬂexxblhty

7 Ofcourse,meopuonwouldbefontmdambuyata
lowmceonﬂ\eNCEandsellatahxgherpncemﬁw
spot market. ‘We have no evidence that this occurs
frequently, although ‘brokers may occasionally do so.
Perhaps the reason for this is that buyer-traders believe
mepotenualrcwalﬂsmsmaﬂerthanmepotenualnsks.
mxswespecxaﬂymatnmkettopswdmwchnmg
markets, when a speculative buyer-trader may end up
seﬂmgatalowerpncemﬂzespotmarkctmanbepmd
on the NCE.

At market bottoms, such speculative trading mayhe
discouraged because continued heavy seller-trader
activity may ultimately drive prices down even lower. -
Finally, other seller-traders that benefit from lower
prices would not be inclined to buy on the NCE if doing
so threatened to increase prices or slow decreases. - -
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cooperative cheese manufacturers that sell: much of thcu' ;

bulk cheese (as committed suppliers or in the spot

market)toKmftandomerchemmarketers Although :

cooperatives often plan tobuysomechememmespot
market, their needs at a specific time may be quite
limited. Since they must ultimately sell any cheese -
purchasedthatcxceedsmeuneeds they face the same
problem as the proverbial coal mines of Newcastle.
Moreover, during 1988-1993, the leading cooperatives

dxdnotappmrtocoordmatemexrbuymg efforts on the «.
Exchange. Land O’ Lakes was an active sener-uadu on:

a number of occasions. AMPI, the largest cheese
cooperative, was the least active of the five leading
buyer-traders, and on one occasion sold heavily (while
other buyer-uadets were ‘buying) on the Exchange, -
causing an historic drop in prices. Thus, the leading
buyer-traders at times appeared to trade at cross pur-
poses, an action which suggests that they constituted a
less cohesive group than the seller-traders.

Kraft enjoys another strategic advantage over
buyer-traders because of the asymmetry in market
information among traders.® Kraft behevw that its.

supply/demand cond:ﬁbns VOther traders achmwledgé_ |

thathfusmebestmfonneduader commandmg,ﬂxe

oppose Kraft s view of market eondmons as :mphed by”
its trading conduct, especially during the turning pomts
at the bottoms and tops of price cycles. When Kraftis
active in a down market, traders with coincident
interests often join in offering cheese; but traders thh ;

s Thc hterann'c of suategxc hehavmr mcludw asymme-
try of information among rivals as an important factor
conferring strategic advantage to a firm. David

Encaoua, Paul Geroski and Alexis Jacquemm, “Suateglc ;

Competition and the Persistence of Dominant Firms,” in
Joseph Stiglitz and G. Frank Matthewson (ed.), New
Development m the. Analysxs:of Market Stmcture (1986)

and Coliuswc Bchavmr m Aucnon Mmkms 74
American Economic Review (June 1985), 41-

460. Inarecemdeclsaou,meBnnshOﬁiceofFan
Txadmg concluded that “asymmetries in information”
constituted a significant barrier to entry. M.A. Utton,
Market Dominance and Antitrust Policy, 1995, p. 130.
See note 5 abovcregardmg Kraft’s supmmma:ket '
information. - T o

conﬂxctmgmte:wtsmaymmamonﬂles:dehnes ;
because they mspecthfthmwsbetterthanthey such
relevant facts as the size of industry inventories and
shlftsmaggregatesupplyanddemmd. Atrader

 contemplating activity contrary to that of Kraft may

believe such a strategy involves gr&ter risk than going

' abngwxﬂxKraft.Suchcmductmayalsobemcomaged )

by the fact that all leading buyer-traders have much
slimmer profit margins than Kraft. The deference shown
Kraft because of its supe {ormarkethtowledgelsa ,
classic example of strategxc advantage confcned by

- asymmetrical market knowledge.

. Finally, Kraft gmnscompeuuve /a'dvantage |

| because:tbnyssomuchcheweoﬁﬁneﬂxchange

directly from actual and potential Exchange traders, 5 f
fact which may explam why nnpomnt supphers of Kraft
(AMPI) of Kraft's leading suppliers during 1991-1992
traded on the Exchange in those years. ’I}ussnggests

~ that Kraft’s leading suppliers were reluctant or unable to

challenge Kraft on the NCE even tlmughtheumﬁerestm'

| NCE price levels differed from Kraft's. No such

constraints are placed on buyer-traders for whom Kraft

- is not a large customer off the NCE. Beatrice,

Schreiber, Mid-Am and Land O’ Lakes, the leading

' buyer-traders on the NCE, are not committed suppliers

of Kraft, and they sell relatively little of their total bulk
t. Onthe other hand, AMPI, an
agnculmml coopexauve, the muntry s largest cheese
manufacturer and a large committed supplier of Kraft,
madefarfewerpmchasesonﬂleNCEﬁlandxdhﬁd-Am
the nation’s second largest cheese cooperative. AMPI’s

| behavior is. consistent with the expectation that firms

selling relatively large amounts of cheese to Kraft off
the Exchange are not. hkcly (or able) to challenge ,
KraftsconductmtthCE. Likewxse,anyn'aderﬂxat
has a continuing business relanonslup 'with Kraft may
cooperate with it on chCEdespltethefactmatNCB
prices seemingly haveaneuuaiunpacton the trader’s
profitability.

These vanous stratcgw compenuve advantages
lwietshxponﬁwNCE As MchaelE Po:terobsetved,
“industry leac ’;mmtacausebutaanectqf
competitive advantage ™ No other trader on or off the
Exchange en;oys these. advantages, all of whmh denve

 Michael Porter, Competiave Advamage, (The Free
Press—MacmilianInc), 1985 p 26. Emphas:smthe

Jacquemin. “Strategnc Compehuon and the Resistance

rms: A Survey,” in Joseph Stiglitz and
G. Frank Mathewson, New Development in the Analysis
of Market Strucmrc, MTPress (1983) 79 55»56
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from"Kxaft s large overall size and unique organizational -

structure. In this context, Kraft holds the balance of

power. Of course, there may be times when supplies are -

sotxghtthatlﬁaftmunabletodepressmcesonﬂle
NCE. Indeed,xtmynotbeml(raftsmmsttodoso

sufficient supply. But this only indicates, of course, that

ﬂmareconstxmntsml(mftsabxhtytomﬂuence
prices, acondmonuueevenfora

meaggmgaﬁechemnmrhat. ince Kraft's cheese
requirements account for a quite modest share of total -

cheese production (approximately 15 to 20 percent),' 1t

wauld‘have little unilateral control over price.

~ Thus, the existence of the NCE and the
mdus(rywnde practice of NCE-based formula pncmg
grwﬂyenhancworfacﬂmtcstheuseofﬂlepowa
conferred by Kraft’s various strategic advantages."
Since potential traders do not enjoy fﬂaesé'advantagw,

(fn.9 cont.) : s
Steven C. Salop, “Strategic Entry Detenence, Amen-
can Economic Review, 69 (May 1979), 335-338.
‘Michael E. Porter, Competitive Advantage, The Free
Press, New York, 1985. Steven C. Salop (ed.), Strategy,
Predation and Antitru Analysxs, Federal dee Com- ,
mlss:on Wasiungton D C Septcmbcr 1990 .

1o Inapubh documentKraftrepatsmatm 1992 1t :
accmntedforaboutZ@pmentofaﬂcheesem&eUS
and 40-45 percent of all cheese sold through supermar-
kets. Dedc‘!hompson artlett, Vice President and
Secretary, Phillip Morris Companies Inc., to the Rever-
end Seamus P. Finn, O.M.1., February 24, 1992, enclo-
sures, Kraft General Foods, Inc., “ShareofﬂleUS

Dan'y Indusiry, and “Facts a‘boutKraftsClm

" The NCE as pmenﬂ‘y stmcamad, may'be viewed as
an institution that en!mwes or facilitates the use of
umlateral or collective market power. The legal-
economic literature on facilitating practices usually
dnscusswﬂxemmﬁtecmtextofpmcncesmatpmmote
_cooperation among ccompetitors and market dominance.
The critical point is that the facilitating practice en-
hances the use of unilateral or collective market power.
See Scherer and Ross, op cit, 235-274; Donald S. Clark,

“Price Fixing Without Collusion,” 1983, Wisconsin Law !

Review, 887; Kevin J. Arquit, “The Boundaries of -

~ tial spot buyers. Wh

they cannot effectively contcstthepncmg declsmns i
“made on the NCE. ’IhlsestabhsheschCEasan
_incontestable submarket within meaggregatechewe
_market. Andbecaxmchewcmﬂ)eaggregatemarketxs ‘
priced “off the NCE,” the ability to influence NCE
 prices confers influence over industrywide prices.

The documentary evidence indicates that sellers

*wxﬂnsumgbmdsmcoupledtoncapnoes nefit

Kraft’s conduct on the Exchange,y as well asx'documcn-

 tary evidence, mphesﬁlatatbehevedacmﬂdmﬂueme,
" NCE prices, and that at times it sold at a loss to accom-

~ plish this result. SeﬂmgontheNCEatalo&whemt

~ could have sold profitably (or at a smaller loss) else-

where constitutes irrational business conduct unless
Kraftexpecmdtobﬂwﬁtﬁ'omlowcrpmwpmdto

~ committed suppliers. Thatlstosay,muonalbusmess-

men would not needlessly squander 1
Exchangeseﬂmgunlcssﬂnybebev
Kmftsfmerdnectowf : ,memcntmuoml;

ﬁ medxmﬁswmwmmmencsbymmgm

when Kraft has a surplus it first offers cheese to poten-
| Kexhaustst!nsdemand,ltsells

ﬂnmnmmderen!heNCEataioss if necessary. He
acknowledged that in this scenario the NCE might be o

- viewed as a market of last resort. If comrect, this would

~be a serious indictment of the thin NCE market as an

| appropriate basis for formula pricing pmcacally all sales,
- of bulk cheese.

KraftsuseofmeNCEasaumrkctoﬂastmsoﬁ

; ,‘malsomhmalcondmtforasellerseehngmman
nuzepmﬁtsonsmpiussales.ﬁconomwﬂ\eorywhes ‘

and business experience verifies that sellers in nnpm
fectly competitive markets avoid pubkcmng prices of
distress sales to avoid “spoiling” the market for other
sales. 'I‘inslognc:mphesthatamﬁonalselletwmﬂd .
make distress sales in the spot market, not the NCE
where prices become public immediately. Itis mtwnal
however, to treat the NCE as a market of last resort if
doing so reduces the price at which a sellcron the
Exchange buys large amounts ofbnlkcheeseoﬁthe
Exchange at NCE-based formula prices. ;
* Finally, our econometric analysis provxdes
further support for the hypothesis that during 1988-1993
Kraft and other seller-traders had a significant negative
unpactonNCEpnoes 'ihennphcanonlsﬂxatat times.
Kraft. enjoyed Stgnﬁcant savmgs in pmcunng bulk

(fn. 11-cont.) -

Horizontal thramts Facmmtmg Prax:uces and .
Invitations to Collude,” Federal Trade Comm;ssxon,
Washington, D.C., August 11, 1992; Randall C. Marks,
“Can Conspiracy Theory Solve the Ohgopoly Pmblem‘?”
1986, Maryland Law Review, 387.
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chewebecausclt bought the cheese at NCE-based
formula prices. 'Iheecmomemcanalysnsfoundﬂmt;
leading buya—uadetshadno statistically significant
impact on prices. ‘But based on our non-econometric
analysis of buyer-trader motives and conduct, we are
mchnedtobeheveﬂwydndhavcamedmcountu
vailing influence. At a minimum, had they made no
effarttocounmvmll(mftslcadaslup,Npmes ;
might have been lower at times. ‘Thus, we do not imply -
ﬂxatthmarenoconsmntsonxraﬁsmﬂmmcbm

rather that during 1988-1993, the balance of power nleed‘ :
mKraftsfavorandmatatumesnbmeﬁﬁedfrmnﬂus :

advantage

Farmmhaveanunportantﬁnancmlmtaastm :

higher NCE prices, but their cooperatives cannot be.
indifferent to the effect higher prices may have on m:lk,
output. In the absence of control over the supply of

milk for manufacnmng and without government suppm’t :

programs, the highest price cooperatives may achieve is

the compeunve equilibrium price. They do, of course,

have a strong incentive to prevent NCE prices from

gomg belmv ﬂus pnce, whlch may occur 1f NGE pnees

In: sum, m:ranalysls of busmess mouves, e
tradmg ‘conduct on the NCE, an in-depth analysis of -
Kraft’s conduct on and off the NCE, and a quantitative
analysxsanpmesmdmateﬁnatmeNanonalG:me
Exchange was not an effectively competitive price
discovery mechanism during 1988-1993. As currently
orgamzed, the Exchange appears to facilitate market

, n. The main beneficiaries of this situation
i appearﬁobeKmftGeneralFoods Inc.,andomer seller-
traders with coincident interests. The evidence supports
the hypothesls that during 1988-1993 Kraft (a) hada
financial motive for influencing NCE prices, (b) had the
power to influence prices, and (c) had at times exercised
this power for its benefit. 'We emphasize, however, that
we found no evuience of collus:m among cheese
compames o
 This raises the quwuon, dxd Kmft pom
unilateral power over prices in NCE trading? To
possess unilateral power, a firm must hold a subs!anual
market share in an economic market with significant

entry barriers that protect the ﬁrm from pownual

compet:tors -

 Kraft’s average sham af NCE salcs durmg
1988-1993 was 74 percent, which is well above the
range that economists generally consider sufficient to
confer unilateral power in a market with high entry
barriers.”?

NCE trading constitutes a separate economic
market shielded by substantial entry barriers. These
barriers exist because practically all bulk cheese prices
in the aggregate cheese market are priced off NCE
prices and because actual and potential traders in the
aggregate market cannot replicate, at the same cost, the

- net selling prices and bulk cheese

strategic competitive advantages Kraft enjoys in NCE

trading. 'me:cfore.boﬂmmaw:alandpotennalmdm '

ontheNCEappmenﬂycaxmotmfunycomestﬂw
prices established there, evenwhenﬂwydepmtsxgmﬁ

_cantly from competitive levels.®

Thus, during 1988-1993, Kraft enjoyed the two

f necessatycmd:hmsofunﬂaﬁemlpower,alatgemm'ket ,
share in a market with significant entry barriers. ‘

Because these conclusions are based on an
analysis of the six-year period, 1988-1993, they may

 reflect factors unique to these years and, therefore, may
~ be an imperfect predictor of the future performance of

NCE pricing. Them:sevndemethatbegmmngm 1990‘

- Kraft engaged in especially aggressive short-run profit

maximization, as it substantially increased gross profits
for cheese by widening the spread between wholesale

(Exhibits 7 and 8). During this period Kraft appears 10
have used the compehhve advantages it enjoys in NCE

~ perhapébyagr&atetainbuntthahiésnsmhabiemﬂae

future. If so, this does not diminish the apparent
consequences of Kraft’s conduct during the years
studied, nor does it gainsay the need to enhance the
NCE’s competitive performance. Even short-run price
manipulation subverts the market to the detriment of
consumers and farmers as well as some mdustry

f pamcxpants (Bxhibnt 9)

2 Econonnststypwallyassumefinnsmmmatket

slmmcxceedmgw-SOpewentmaypossessumlatcraf
market power. George J. Stigler, The Organization of

Industry, 1968, 228, uses 40 percent in identifying such
firms. PA. Geroski, “Do Dominant Firms Decline,” in

Donald Hand and John Vichers (eds.), The Economics of
Market Dominance, 1987, states that “A market share of
40 percent is the conventionally wcepted cut-off point”
in identifying dominance.

‘During 1988-1993, Kraﬁ S ammal share of NCE sales
ranged from 56percentta91percent. Kraft’s share
apparently varied, in part, depending upon the volumc
of sales required to achieve its objectives. Each year it
very probably could have sold larger amounts on the
NCE had this heen reqmred to achieve its objectives.

13 mﬂieoryofcontzstablemarketsholdsmataﬁnn
with a large market share has power over price if entry
andentmamatketaremadedxﬂ'cultbecanseof
significant advantages enjoyed by the dominant incum-
bent firms. John C. Panzar and Robert D. Willig,
Contestable Markets and the Theory of Industry Struc-
ture, 1982. Also, see text at notes 30-31, Chapter 3, for
reasons NCE prices may not be repruemauve of
aggregate demand and supply conditions.
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K. Publlc and Private Initiatives to lmprove &

Prlee Discovery

* There are several poss:ble solumms to the
problems with price discovery on the NCE. Included ine
mefollowmgdlscussmnmepohcxesmdmdures :

NCE, as well as suggesﬂons for possible alteniauves o

the Exchange as a central cash auction market.

In considering alternatives to the Bxchange, we

are mindful that despite its deficiencies as a price
discovery mechanism, the Exchange is widely used by
industry participants as a reference price in formula

pricing. This function is highly prized by many because

it greatly reduces transaction costs. It is, therefore,

imperative that any ‘alternative to the Exchange continue

As dlscussed earlier, an anomalous tmdmg

PmﬂhasemergedonmeNCEmwhlchﬂleiea&ng ¢

sellers on the NCE are predominantly buyers of bulk
cheese off the NCE; the leading buyers on the NCE are

either large agricultural cooperative cheese manufactur-

ers that sell bulk cheese off the NCE or large cheese
marketers that sell private label brands or weak com-
pany brands. "Hns!mdmgpatmappwrstobemou
vated by efforts to influence prices, not to use the
Exchange as a residual market.

This behavior may involve what legal-eco-

nomic analysts characterize as “tradmg against interest,”

a phenomenon in which big buyers (sellers) of a product :

may sell (buy) someof:tmommametma‘wayﬂwt
depresses (memases) the price in another market where
the companies buy (sell) pracucally all their snpplm
Such conduct always raises a quesuon of potenual '
market manipulation.
Whﬂebothl@dmgbuyasandseﬁmunﬁw
NCE may have periodically attempted to trade against

interest in recent years, leading seller-traders, dominated

by Kraft, appear to have been the main beneficiaries of -
the practice. Indeed, the conduct of leading buyer-
traders durmg 1988-1993 may have been largelya
response to Kraft’s seller-trader activity beginning in
August 1986. The apparent purpose and effect of
KraftscondnctonmeNCEhaveeeﬂamparaﬂelstoa
classic market price manipulation case involving trading
against interest. In Socony, the major oil companies

used the spot market price of gasoline to fmnuia-mee -

gasohne they sold to Jobbers ‘By purchasing a small
amountofgasoimem ﬁxespotmazket,memajoroﬂ

companies were able to raise spot prices, thereby raising

prices to jobbers and consumers throughout the Mid-
west “ The Supreme Court concluded m part: '

:melhngoroﬂme:wmedlsposmgofthantoamﬁcmuy

[T]he fact that sales on the spot markets were

still governed by some competition is of no
.consequence. For it is indisputable that - .
- competition was restricted through the removal s
by respondents of a part of the supply which
- but for the buying programs would have been a
,,facta' in detenmmng the gomg pnces on those .

"Whereasthcoxlcmnpames mampulaied thespotmarketl

in order to benefit their selling prices, Kmftsoldonﬂ:e

'NCE with the apparent purpose and effect of lowering
the price it paid forcMesepmchasedfmmcommmed
suppliers under NCE-based formula prices. -

Unlike the major oil companies, who actncved

their purpose by agreement among oligopolists, Kraft’s
_conduct seems to involve primarily a unilateral action,
:foliowedbysomecoopemnngmmketem with interests

ar to Kraft’s. Unilateral conduct involving selling

- against interest also nwymlatepubhcpohcywhen
practiced by a dominant trader. For example, in a
_consent decree the National Cranberry Association, the
dominant cranberry marketer, is among other things

restrained from, “Purchasing cranberries from others and

T inst mterest. To be effectwe,thepohcxes
'sthefactm'stlmtmakesuchuadmgpossnble

| and that competitive advantage to some traders.
; Below we dlscnss possible appromhes to the problem

, 'mecmmshaveapproveddecmbannmg
txadmgagamstmtaestwherethepmposeandeffect B
havebemtomampvﬂatepnces"\vedonotpmsmne' :
here to determine whether the apparent trading against
mtmwtonﬂleNCEmeemﬂnestandardsaflegalpmof '
required for a finding of price manipulation under the
FederalorW‘monsmanntmstandmfalrcompeuﬁon*

———

M UmtedStates V. Socony, 310 U.S 150 (1940)

1 Ibtd

' United States v. Nat. Cranberry Ass'n, 1957 TC par.
68, 850 (D. Mass 1957).

"7 For example, Socony and National Cranberry Assn.
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" The NCE By-Laws have been applied to.
prohibit trading against interest, although they have
been applied only narrowly. ‘In one instance a trader
who covered an outstanding offer at a higher price than
ﬂ:elastcovemdoiferwasremmandedbyﬂwbnecm
of the Exchange because the trade “was not consistent
with the natural self interest of buyers to attempt to
purchase at the existing or a lower market price.”* Yet,
Exchange president Richard Gould and the NCE Board
of Directors have expressed the view that the NCE

cannotbemampulaﬁedbyﬁte unﬂateral actwnofan‘ 4

mdmdual trader” -

A cash auction market may adopt rules limiting |
the amount of purchases or sales made by a single party.
For example, the United States Treasury Department has
such a rule in the sale of United States securities: “The
‘maximum award that will be made to any bidderis 35

u Mmum fora Specxal Meetmg of the Board of

activity was clearly agamsr its econo;

and could easily be interpreted as an intentional attempt
to manipulate the market price. of 40 pound block.”

Emphasis added. R.J. Gould to Robert Bums, President,
Beatrice Foods, September 21, 1990. For a discussion

of this and a similar incident see text at notes 108-

111, Chapter 4. The Board viewed this ‘conduct as
“demmental to the interests and welfare of the Ex-
change.” Minutes ofaSpec:alMeetm f the Board of
Duectms of the National Cheese Exchange, Au ust 31,
1990, p. 4. "The Board’s anﬂmnty for pmlnbxtm such
conduct is Arucle 10T Section 4(a) of the NCE By-Laws,
which auﬁlonzcsﬂleBoardto suspendamembafor
“any conduct oonsnda'ed demental to the interests or
welfare of the Corporation. Suspension in each case
shall be for such period of time as may be designated by
the Board of Directors not exceeding six months.”
National Cheese Exchange By-Laws, Article III, Section
4(a), which was amended August 23, 1988, “increasing
permissible suspension from two months to six months.”

The Exchange president has responsibility for
monitoring trading activity for collusion. “Interview of
Richard J. Gould,” Rosemary Derrio to Matt Frank,
Assistant Attomey General of the chonsm Department
of Justice, March 4, 1988, p. 3. :

19 See Chapter 4, note 100 and text at note 103.

Directors of National Cheese Exchangc ‘beld on August )

percent of the public offering....” m rule was

‘deemdmarydespmﬁwfactﬂmtthmareaboutk
35 “primary” ueasmysecuntydealexs as well as other

bidders for a security being sold. Moreover,

ﬂwnewsecuntycompetcsthhsnmﬂm'secunues

already available in the market; for example, a new. awo-
ywmmnysecmyhascompemﬁmnakeady e
issued securities of similar duration.

This appr ;,;hmaynotbepracncalonme

'NCE. It clearly could not be applied to trading for

individual days. Nor may it be practical if applied to

 longer periods, since a trader would never know

beforehand how much total uadmg would occur ovet thc

relevant penod.

One altemnative for preventing any wrader from

affecting price by trading against interest is to change
 the rules of the NCE, orcnfomemoreaggresswelyme
 existing rules. -Another alternative is to develop some
pncebasxsoﬂae:ﬂaanﬂ:eNCEﬂaatcanbeusedfor

formula pricing bulk cheese. From time to time, some
members have advocated alternatives. Indeed, appar-
entlysomcKmftoﬁicaaisatenotweddedtotheNCE ”
m\dhavesaldthathftsupportsthemvnewofalwma -
tives to the NCE, and expects to participate inany .
alternative?! In our view, however, the required

n Sale and Issue of Marketable Boak-Enny Treasury =

Bills, Notes, and Bonds, Department of the Treasury
Circular, Public Debt Senes No. 1-93, Section 35622.
May 20, 1992, Saloman, Inc. and Salomon Bl’Oﬁlch,
Inc., entered into a consent settlement agmement with
the Securities and Exchange Commission for allegedly ,
violating the Treasury Department 35 pcrcent rule. '
Ammgoﬂaermattersagreedtomﬂxesetﬂement ,
Saloman was required to pay $190 million to the United
States and $100 million for cmnpcnsatoty damagesto
injured parties. Securities and Exchange Commission v.
Saloman Inc. And Saloman Brothers Inc., Complaint and

‘ Permanent Injm\ctxon and other Rehef ‘May 20, 1992

- 2 Kraft Gene:ai Foods, Inc., Mdk l’m:es, Cheese Pnces
~and the National Cheese Exchange, author not identi-

fied, April 14, 1992, KGF 16948, 16956. A cover page
to the document indicates it was forwarded from Wayne
Hangartner, Kraft's Director of Cheese Procurement and
Inventories, to others in his department, and is identified
as“Cq:yofPrmtanontomeDanyFam Specxahsts
on 4/14/92. A similar sentiment is expressed in Kraft
General Foods, Inc., Naaonal Cheese Exchange (NCE),
author not identified and undated, KGF 16913, 16917.
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mdustrypartncxpatlonandasszsmmewmchwouldbe
req\nred to make any fundamental changes maynotbe
forthcoming until some State or Federal authority

detennmeswhethertradmgagmnstmmhasoccmred“

and has advmely mﬂuenced prices on the Exchange.

, eril "gmematwcbasesfor formula
*1t xs‘mponant to keep in mind that existing -
mth ﬂleNCEmduetoacombmauon of

ve basis for formula pricing, to be an nnprove-
elxmmateorreducemedismrungmﬂuence

" “Trading on the NCE is much more contsatraed

than is chees: manufacnmng, cheese convextmg or

the aggregate market, a more competitive market would
evolve. Such a market might be much less concentrated
and might reduce the strategic competitive advmiages
Kraft enjoys in NCE trading, especially ﬁmeoﬂm'
 initiatives discussed below were adopted.

: ‘ Prwe rq;orts of decmtmhzed spot mwaons
ormula pricing (see Appendix 7.A, which reviews thin
market/formula pricing probiems in other agricultural
commodmes) “This system is clearly feasible in the
caseofcheese Atﬂxepmsmtume Wisconsin Assem-
bly Point puces are reported weekly. However, the
accmacyofﬂleserepoﬂsts not highly regarded by
industry membets ’IbreplaceﬂleNCEasabas:sfm
formula pricing, the spot market pnce repon would need
to be snbstanually mnpmvedzz A

(fn. 21 cont) = '
OnanoﬂlcrocmswnmﬂhpMomsVicePrmdem
andSecmtarysmtedthathftsuppmts “the review of -
alternatives [to the NCE] and expects to participate in -
any alternative that may be developed.” Dede Thomp-
sonBarﬂclt,op czt P 2. Seenotelﬂabove,ﬁus
chapter c ‘
z OnecheesecmnpanyhasuwdﬂteWAPpmem
setting the premiums paid one of its supphexsm
Wisconsin.

Kraft enjoys a strategtc compen- 3
oﬂzer actua! and pomnual tmders on

covery ;
allowed partsmpauon of more members rcpmsemanve of

veral commodities as a reference price for |

Snchayrmrcportcouldsullencounterdnn
n\arketproblemssmcemespotmmketforbulkchecse .
represents only 5 to 10 percent of total cheese volume,

;Mdmgnghtsuyplycondmonspemapsmmhless
than that. We have not been able to determine the size
1ofthespotmatketforclwddatcheesewhmhmectsNCE;
standards. We do know, however,. ﬁnatxtnssxgmﬁcanﬁy
~1m‘galhanﬁwcmrentvolnmesoldmmeNCE Even
,melargwttmdmstypxcanytrademuchmmeoﬁthe

NCE than on it, and numerous cheese com never

 trade on the Exchange. A report covering spot sales
nationally would enlarge the total volume of direct

transactions, greatly expand the reporting base and

 better reflect aggregate market conditions. (Thccurtéxit
: WAPpncereportcoversmﬂysalesmWnsconsm) Such
~ an enlarged spot price reporting program would better

reflect the overall structure of cheese manufacturing and

~cheese marketing, whxch:sxelanvely unooncenﬂawd
~ and, therefore, less subject to manipula
_ believe that thin marketpmblemswmﬂdbefewermd
: MmﬂmnnalﬂmnmoseofmeNCE

ion. Thus, we

Inorda‘wavmdaﬂunpncetepotnngproblem
like thoseenconmnredmbeef(see Appendix 7.A),it
would be essential that the spot market price report be.
accurate and based on a significant portion of spot
n'ansacnms. Thus, a mandatory re.pmmg program
may be mqumed.” > ;

5 Whﬂepncempmsofspoumnsacnonsofbulk
cheese appear feasible at the present time, it is well to
keep in mind that there are other ways of developmg an
acceptable reference price. Another alternative is for
market news to “simulate or formulate prices for thin
markets based upon prices of related products that are
traded in less thin or more price-representative mar-
kets.”* For example, live broiler prices can be formu-
lated from ready-to-eat broiler prices. And, carcass beef
prices can be formulated from boxed beef prices. Thus,
ﬂmesmtmarketfwbulkchem should also become
too thin over time for reliable price discovery, there may
be other ways of developing an acceptable reference -

price.
' Spot market trading might be facilitated by the
adoption of an electronic market system. Electronic

markets have been tried with mixed success in several
agncultmai commod:tlw ‘Although several of the

B Seetextamoteﬁﬁnschapta

% DR. Henderson, “PnoeRepcmngm’mmMarkets
in Hayenga, p. 120.
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marketsdxdnotsucceed,expmencehasshownﬂiatsuch

markets generally reduced marketing costs, increased:
prices to sellers and lowered costs to buyers, unpmved
pricing efficiency and increased competition.® The
problems of adapting toanelectromcmarketmchem

maybelessd:fﬁcultﬂxanmmoﬁoﬂwrpmdmtswhm

suchmarketsareusedorhavebeenm ,
~ An electronic market system m:ghtma’em

spotimdmgmsevem!ways Itco\ﬂdaldspotuadasm'

1den13fym the nearest potential suppliers or buyers.

penmtted trading in cheeses not meeting the
current NCE age and quality requircments; in addmon,
mefreqwncy oftradmg eouldbemcasedtodmlyor
three txmes aweek.

'Ibsucceed, anelectromc system mmthecom ~

effecnve “In the 1980s, several electronic markets
closedbecauseofhlgh ﬁxedcostsandlow trading

volume however, enormous strides have been made i m 3

computer and commumcation technologies since then.
With current technolagy, an electronic market for cheese
might be less costly than the NCE, when all costs are
considered. The market could be supported by all
mdusu'yparnclpantsastsdonemsome(:ahfmua

markct repomng programs. 2
Higher prices to commodlty seiiers in elec- :

u-omcmarketsappeartostemmpartﬁmnmcreased o

competition between buyers and in part from reduced
transaction costs. Studies of computerized auctions of
slaughter lambs, 2 feeder cattle,” and hogs" found they
mcreased pnces to producers ¢

——

» Waync D Pm*ccll and T.L. Spoﬂeder “Wili Elec-
tronic ‘Markets Continue to Develop?” Naaanal Cory‘er-
ence on Electronic Marketing of szestock Chicago,
October 4, 1990.

% James R. Russell and Wayne D. Purcell, “Costs of
Operating a Computerized Trading System for Slaughter
Lambs SJAE Vol, 15, No 1, July 1983, pp. 123-127.

& ’momas L. Sporleder and Phxl L. Colhng, “Compen—
tion and Price Relationships for an Electronic Market,”
selected paper, 1986 annual meetings of the AAEA,
Reno, Nevada, July 27-30, 1986.

2 W, Timothy Rhodus, E. Dean Baldwin, and Dennis R.
Henderson, “Pricing Accuracy and Efficiency in a Pilot
Electronic Hog Market,” AJAE, 71:4, Novembet 1989,
pp. 874-882. : -

tends to facilitate market man

olume could also be mcreamd;fﬂ\eclectmmc

~ potential traders. ,
dnﬁic:ﬂtlfmuchofﬁaecmmxtspotmdmgmsh:fted

 Part of the benefit of electronic trading is its

anonyxmty. according to empirical analyscs of these
" markets? In oligopolistic markets, traders are more

hkelyxocompetempncelftheunvalsdonotkmwthe

 parties involved and the terms of each transaction. This
 is in sharp contrast to NCE conditions where each
~ trader’s action is immediately known to others. In

marketsoffewseﬂem.suchmspmcy ofuadmg
lation, not competmon. ,
"An efficient electronic spot market would not,
alone, salve problems arising from persistentand
systematic “trading against interest” by a firm with
competitive strategi antages over other acmal and

to an electronic market and if other steps were taken to_

* reduce the competitive advantage of some traders, e.g.,

eliminating advantages deriving from the asymmemcal

~ market knowledge of traders.

_The above are merely suggwted optums m

| creating an electronic market system that may iacxhtate

and enlarge spot trading. Indusuyusersmdoﬂlers
expencncedmelectromcmarketscanbestdetammthe
adjustmentsnecessaryforsuccessmcheese

Accurate market information is an essential
prerequisite of competitive markets. Asymmetry in
market knowledge is one problem among traders on the
NCE. Public information can be improved, however,

| parhcularly regauimg mventory levels and prices off the

NCE. ,
Many mdustry personnel mtavxewml in the
of this study expressed dxssansfacnm Wlﬁl
current information on commercial inventories, since
they regard inventory mformanon as critical in mahng
price decisions. Although government data reflect

trends, they do not accurately measure total mveutory

Likewise, industry parhc:pantsquesnonmeaccumcy :
and usefulness of Wisconsin Assembly Point prices.
This source of spot price information would be im-
proved if it covered spot transactions in all major cheese
manufacturing areas. - - ‘
The Agricultural Marketing Service (AMS), |
USDA, should be encouraged to improve the quality of
estimates and be provided the resources necessary to
accmnphshth:s AllﬂaeAMSdmrymarketncws .

» Shmmon R. Hamm, Wayne D. Purcell, and
Michael A. Hudson, “A Framework for Analyzing the
Impact of Anonymous Bidding on Prices and Price
Competition in Computerized Auction,” NCJAE, 7:2,
July 1985, pp. 109-117.
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information programs rely on voluntary responses. We
believe that it may be necessary to initiate mandatory
reporting programs to obtain accurate information of
inventories and prices. Such programs have been
adopted for some commodities by the State of California
and others.® For example, California’s market reporting
program in grapes is mandatory, its costs paid by grape
processors and growers.® Similarly, the California State
Market News Service has a mandatory program for
reporting the price of nonfat dry milk. To insure
accuracy, the records of NFDM plants are audited every
two months. It is generally acknowledged that the
NFDM prices reported for California are much more
reliable than those reported for other regions of the
country, which are based on weekly phone calls to a
relatively few plants by Market News personnel.
Agricultural cooperatives also provide a

promising vehicle for obtaining more accurate market
information for their members. For example, in 1992,
agricultural cooperatives in California and Washington
established the Western Cooperative Milk Marketing
Association, a marketing agency in common as permit-
ted by the Capper-Voistead Act. This association reports
to its members in aggregate form (separately for spot
and contract sales) the weekly production, inventory and
average prices of nonfat-dry milk and butter. Since
these cooperatives represent about two-thirds of NFDM
output in the country, this market information is ex-
tremely important. The association also sets 2 minimum
price at which members agree to sell their butter and
‘cheese.

indicated that they believed information-sharing on
cheddar and mozzarella cheese would have potential for
improving their marketing efforts.® No action has been
taken to date.

Cooperative information-exchange efforts have
the potential to improve the efficiency of cheese pricing.
As noted in our study, the current asymmetry in market
information among traders appears to be one source of

% See Henderson op. cit., p. 122, regarding the legisla-
tive authority given the Secretary of Agriculture to
mandate information on private trades for cotton.

3t State of California, 1992 Food and Agnculuual Code,
Article 8, section 55601.6.

2 Robert Cropp, The Feasibility of Joint Activities
Among Dairy Cooperatives in the Processing and
Marketing of Cheese, University of Wisconsin Center
for Cooperatives, UW-Madison, University of Wisconsin
Extension-Cooperative Extension.

A 1992 survey of Upper Midwest Cooperatives

~ Kraft’s compeutwe advamage on the NCE. We recom-
 mend that cooperative information-exchange efforts
- have open membersh:p to qualified cooperatives. Such

a system creates the greatest likelihood that such efforts
will improve c‘ompeﬁtive performance in a market.

initiated in June 1993. An analysis by Fortenbery and
Zapata examined the trading volume of the contract and
the degree to which futures prices and NCE prices are
interdependent.®®  Co-integration analysis, the technique
used by Fortenbery and Zapata, measures the extent to. -
which two markets have achieved a long-run equilib-
rium. They ask, “Have the cash and futures markets for
cheddar cheese achieved the long-run equilibrium

- expected to exist between two markets pricing the same -

commodity and utilizing the same market information?”
 Most studies of cash-futures relationships in -

| agricultural markets have found that the two markets are

closely related, with futures often leading cash markets
in price discovery. In the case of cheddar cheese,
Fortenbery and Zapata find no evidence that the futures
market leads the cash market in price discovery, or vice
versa. The two markets for cheddar cheese show
substantial independence. And, for the two year period,
June 1993-July 1995, the authors find that the cash
(NCE) and futures markets for cheese still show no
evidence of becoming co-integrated. Fortenbery and
Zapata find these results unusual and raise the question
of “whether there are institutional or market structure
constraints which prohibit the cash and futures markets
from behaving in an efficient pricing manner.”

There is no indication as yet that the near-term
futures contract price will be used instead of the NCE in
formula pricing. Indeed, this could hardly be expected
since the futures contract is still struggling to survive.
Before the cheese futures contract will be considered as
an alternative to the NCE for formula pricing, it must
become a viable futures market. The dominant role
played by the NCE may actually have hindered the early
success of futures trading in cheese, as some traders felt
“like observers of the few large players who have

» T Randall Fcaenbery and Hector O. Zapata,
“An Evaluation of Price Linkages Between Futures and
Cash Markets for Cheddar Cheese,” Working Paper 107,
Food System Research Group, Umversxty of Wisconsin-
Madison, March 1995. The authors have updated this
analysxs through July 1995. .
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thin a market to be used by futures traders that accept
delivery on a contract. For example, when Pizza Hut
accepted delivery of a futures contract, it offered three -
loads of blocks on the NCE. By the end of the trading
session, Pizza Hut had reduced its offer 18 times without
a sale. Block prices dropped 10.5 cents for the day.

If a viable futures market develops for cheese,
it would provide opportunities to hedge risks of market
parucnpants including farmers. It may ‘also improve the
price discovery process by increasing the numberof -~
market participants. But a futures market, alone, will
not solve all market failure problems, particularly those
which are structurally based. One need only recall that:
a thriving gasoline futures market has existed through-
out the years snwﬁﬂ:ecreaﬂonofﬁlecPBCoﬂcamlin
1973. Similarly, coffee and some other agricultural - -
commodity futures markets have operated succewfully
in industries with state-run cartels. While such futures
markets are useful in hedging risks, they have not
brought effective competition to these industries. We
emphasize this point lest some nnszakenlyconcmdedmt
all competitive problems in the cheese mdusuy wxll be
solved by a vxable futums marlaet.

% CSCE Daily Dairy Market Report, September 9,
1993, Market commentary. This source reported, in
part:
Traders await with trepidation tomorrow’s session
at the NCE, as the last few weeks haveproduced
~ large price increases...which resulted in major
" 'moves in the futures markets....the reality is that
*the NCE continues its hold on market participants.
" At least for the mnebemg,ﬂuscamsometmdas
to feel like observers of the few large players who
have dictated recent price movement.




~ Exhibit 1. Volume of Cheese Traded on the NCE, 1974-1995

Total Carloads Manufactured® |  NCE as a Percent of:

Carloads Sold = American’ Al American Al
Year ~ onNCE! __Cheese  Cheese Cheese Cheese
1974 43 46,558 73,434 10.09% 0.06%
1975 167 41,499 70285  0.40 0.24
1976 490 - 51,345 83,006 095 0.59
1977 553 51,179 83963  1.08 0.66
1978 - 325 - 51,977 - 87,992 0.63 0.37
1979 440 - 54,857 92,931 0.80 0.47
1980 264 - 59,528 99,607 04 0.27
1981 39 - 66,203 106,939 0.06 0.04
1982 .40 68,980 113,542 0.06 0.04
1983 - 34 73,296 120,487 0.05 0.03
1984 307 66,279 116,850 0.46 0.26
1985 144 71,381 127,024 020 0.1
1986 752 69,954 - 130,231 1.07 0.58
1987 707 67,916 133,609 1.04 0.53
1988 361 - 68,914 139,299 052 0.26
1989 118 66,814 140,384 0.18 0.08
1990 342 72269 151,486  0.47 0.23
1991 399 69,228 151,371 0.58 0.26
1992 380 - 13412 162207 052 023
1993 59 - 73,120 163,204 0.82 0.37
1994 799 74,425 168,252 1.07 0.47

1995 1?151 71373 172,857 149 067

Sourccs National Choese Exchangc, Trading Activity Minutes, AMS, USDA, 1974-1993.
Dairy Products Sumary NASS, USDA 1974—1993

'NCE tradcs mcludc carloads of barrcls and blocks sold on Nanonal Chccsc Exchangc
2Amcm:an and total checsc manufactured were converted to carloads using ¢ 40 000 1bs. per
carload.

*American includes Cheddar Colby, granular, stirred curd, washed curd, and Monterey Jack.
‘All chcesc includes all types of cheese including cream cheese but excluding cottage cheese.
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- Exhibit 5.

Total Loads Traded on NCE

By b e 1B w2 1988-1993
~ Benefit Financially if _
Company NCE Price is: ___Sales __Purchase

Kraft : Lower - 1617 22
Borden Lower 5% 32
Alpine Lace ‘ Lower 130 3
Beatrice Somewhat higher 0 ‘ 773
Mid-Am ‘ Higher - 4 91
Schreiber ~ Neutral to Higher 7 ey 3220
AMPI Higher e o a 172
Land O’ Lakes Higher Sl b u 189
Dairystate - Unclear 129 29

Source: Sales and purchases, Exhlblt 3
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