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The Bureau of Census is the most widely used source of industry concentration figures
for U.S. food manufacturing industries. However, these figures are available only every five
years with subsfanﬁal deiays, and frequently have ~dthcr limitations for smdying competition. -
Census figures do have the advantage of providing a time series estimated with a fairly

consistent methodology over time. Census defines the following four cheese product classes:

y a l ue Qf Shjpmgnls_
20223 Natural cheese, except cottage cheese $6,414.5 $9906.9
20224 Process cheese and related product 3,502.0 5016.1
20225 Cheese subsﬁmtés o | 294.9 - 3139

[20220 Cheese, natural and processed, n.s.k. 564.3 438.8
' : (not specified by kind)

',For our purposes, SIC 20223 and 20224 are of primary interest. The product class four—ﬁrm
concentranon ratios for 1972-1987 were as follows:

w_ﬂmﬂ_&_&m&i

; (SIC 20223) (SIC 20224) (4 Prod. Classes Comb.)
1972 36% 60% 40%
1977 32 59 38
1982 32 64 | 35

b 1987 35 71 41
Concentration figures from the 1992 Census of Manufactures are available at the 4 digit
level only (SIC 2022). The four largest cheese manufacturers and processors accounted for 42
',pcrcqnt of industry value of shipments. By cdinpalison, the 4 digit four-firm concentration

figure in 1987 was 43 and in 1982 was 34,
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~Based upon the above figures, concentration in natural cheese manufacturing is low and
shows no clear trend; concentration in cheese processing is high and increasing. The most
relevant concentration measure is for all natural and processed cheese combined; here
concentration declined from 1972 to 1982, increased sharply between 1982 and 1987, and
reached a plateau from 1987 to 1992.

An alternative source of data is NASS, the National Agricultural Statistics Service of the
USDA NASS routmcly collects data from chccsc manufactunng and cheese processing plants
on the pounds of various types of cheese produced. NASS does not collect value of shipment
data, however. Nor does it estimate market shares based upon tonnage data. Census dataon
value of shipments are more reliable than its data on tonnage, part of which is imputed. When
NASS and Census tonnage figures are compared, there are significant differences (see Appendix

2a). We believe NASS tonnage figures are more accurate than those from Census and rely on

. NASS figures in giur estimates of quantity market shares,

~ Aspart of this study, we obtained data from 16 of the leading cheese companies on the
pounds of cheese manufactured, purchased, processed and sold. The most complete data set is
for 1992. Using NASS data as the denominator, we estimate the following fonnage share of the

market for the four leading firms:

* Natural Cheese Manufacturing ~~ 29%
Processed Cheese Production/Marketing 69
Natural Cheese Marketers 25

Marketers of Processed & Natural Cheese 38
~These ﬁgurcs understate the conccnnatipnbf sales as measu,rcd‘by' value since leading

cheese marketers with strong brands like Kraft, Sargentoand Boi‘dcn receive higher prices per
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pound than firms selling primarily private label brands and cheese for foodservice. It is no
surprise that Census concentration figures based on value of shipments are somewhat higher than
our figures based on tonnage. Concentration of sales measured in value terms is usually a better
indicator of market power than concentration of tonnage.

It would be helpful to have similar market share estimates for the major channels,

especially retail and food service/industrial. Unfortunately, no market share data are available

for the latter. Market share information for retail cheese sales are available from sources such as

SAMI and Info Scan. These data are summarized in the following section.
~ Approximately 40 percent of U.S. cheese is sold through retail outlets, mostly grocery
supermarkets. For cheese sales through supermarkets, relatively detailed information on market

shares is available from private market research companies. LR.I (Information Resources, Inc.)

- collects scanner data from a sample,bf supermarkets and projects national market shares (sales

and volume shares) based upon their sample. In this section, we provide LR.L Infoscan data on
retail cheese sales for 1992.%

Table 2.6 provides a breakdown of supermarket cheese sales by nine categories. Nearly
three-fourths of supermarket cheese sales falls into three categories: American Processed Slices
and Loafs, Natural (not shredded) and Natural Shredded.

Table 2.7 provides market share figures for several of the leading cheese companies for

2 These data are from Andrew W. Franklin and Ronald W. Cotterill, Pricing and Market
‘ Strategies in the National Branded Cheese Industry, Food Marketing Policy Center,
Research Report No. 26, September 1994, University of Connecticut, Department of
Agricultural and Resource Economics. D ' :
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Table 2.6 Supermarket Sales by Type of Cheese, U.S., 1992

Dollar Sales $ Share Yolume Yolume Share
(Million $) (Percent) ~  (Millionlbs)) ~ (Percent)

Amencan Processed Shces & Loafs $1563.1 29.1% 568.40 31.7%
Spreads andBalls -~ ..~ . 4152 . =17 212535 7.0

Naoral ot shredzey 7 paern w9 43124 ol
Natural Shredded it . 8291 15.5 227.41 12.7
~ Cream Cheese o ' o 5980 IR 254.17 = 142
Ricotta : 161.0 3.0 93.65 5.2

TOTAL o $S3635 99.9% 1791.09 100.0%
Source IRL Infoscaq data, Franklin and thtexill, op.cit., Food Marketing Policy Centgr. University of Connecucut.

Table 2.7. Dollar Market Shares of Leading Cheese Brands and Companies,
' ' - U.S. Supermarket Cheese Sales, 1992

. Kt ConAgra Swgeato  Someato  Boden RIR  LandO'  Fromageries Other  Private
- (Beatrice) : * . Lakes "~ Brands  Label

© AmerProc.  594% SIS L g 11% ,, 81%  234%
Slices/Loafs

Spreads/Balls 452 ‘ O 129% 108 178 133

Newal 307 25 4% 29 Cos1 295
(oot shrdded)

NetralShredded 254 22 260% 36 ' 09 70 349

 Cream Cheese 80 RS R B Y 23

Source: LR.L Infoscan data, Franklin and Cotterill, op. cit., Food Marketing Policy Center, University of Connecticut.
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five categories of cheese. Companies are credited only with brand sales that can be traced to that
cdmpany. Thus, sales of the County Line brand are credited to ConAgra, which owns Beatrice
Checsc, Inc. anatc label cheese supplied by ConAgra is not 1dcntlﬁcd by these data, however.
Thus, the market shares in this table understate these compamcs actual shares.

Kraft is the leading brand marketer in four of the five categories--usually byy}aﬁ wide
margin. Only in Natufal Shredded chcese does Kraft yield first place to Sargento. Othérwisc,
Kraft is clearly the dommant brand. o

Private labcl chccse sales account for sharcs ranging from 13 percent of Sprcads and
Balls to 35 percent of Natural Shredded. Since private label brands are undifferentiated products
and several companies compete to sﬁpply private‘l‘a'bel cheese to supermarkets, we expect private
label cheese to bc pnced more compeuhvcly than branded checses, Wthh oftcn carry a
substantial price prcmmm For example, in 1992 the averagc reta11 price for Kraft’s Ph1ladelph1a
Cream Cheese brand was $2.46 per pound; while that of private label cream cheese was $1.73
per pound, a 42 percent difference. In natural shredded cheese, the retail price of Sargento brand
averaged $4.40 per ‘pyound, compared to $3.07 per pound for private label, constituting a”43 |
percent premium for Sargento. It is important to recognize that some difference in quality and
packaging may account for at least some of these price diffcrences. In addition, thes§ are retall
price differences, not the prices realized by cheese converters/marketers. However, otﬁc; data
obtained from the leadmg checsc marketers indicates that most of the retail pnce differences
reflect disparities in the prices and margins rcahzcd by cheese maxketcrs Lcadmg brands do

realize huge premiums over similar private labels.
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As shown in previous sections, there is considerable vertical integration of thé stages -
shown in Figure 2.11. Most of the leading manufacturers of natural cheese are also large
converters and marketers of cheese. A few of the leading converters-marketers do little if any ,
cheese ‘manufacturing (Schreiber, Borden, Sargento). Among firms smaller than those listed in
Tables 2.2, 2.3, and 2.4, there is less vertical integration and more specialization, except for
smallispecialty cheese cémpanies that are totally integrated from manufacturing to distribution.

 Although Associated Milk Producers, Inc. (AMPT), Land O Lakes (LOL) and Mid-
America Dairymen, Inc. (Mid-Am)--the three largeét dairy coopcratives--pcrfonn some
conversion and marketing of chcésc, they are all major sellers of bulk cheese. Sales of bulk
cheese are almost always fonnu!a—priced off the NCE. Based upon what we learned in our

interviews with cheese companies, roughly 5 to 10 percent of bulk cheese is sold on an

' uncommlttcd, negoﬁated?ﬁckebasis; 90 to 95 percent is sold on a committed basis (oral or

written contract) in which the cheese is formula-priced. In some instances, cheese prices are
formula-priced based upon the M-W or BFP milk price. These arrangements tend to be with
large rétail, fOédservice or industrial custonﬁers and reflect cost-based rather than value-based
formulas. Cost-based formulas, however, represent only a small portion of the 90 to 95 percent
of bulk cheese sold on a committed basis. The vast majority of the formulas are tied to prices
established on the National Cheese Exchange, wheré less than 0.5 percent of total cheese
manufactured was sold during 1988-1993.

~ Some types of cheese have not historically been formula-priced. This is true for cream,

Romano and Parmesan, all of which are sold on list prices. This may be because the Kraft brand
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dominates these cheese products and likely provides a price umbrella for private label and lesser
known brands.

Most cheese marketers do most of the cheese conversion themselves and sell finished
products to retail, food service or industrial accounts. Branded processed and natural cheese
sold to retail accounts is generally sold on a list-price basis. Private label cheeses sold to retail
accounts and all cheese sold to food service and industrial accounts tend to be "priced off" the
NCE.

'H. Characteristics of Major Firms in Cheese Subsector

Of the major firms listed on Tables 2.2, 2.3, and 2.4, all handled at least 100 million
pounds of cheese in 1992. Some of these firms are primarily manufacturers of cheese, others are
primarily converters/marketers, and a few are integrated manufacturers-converters-marketers.
We classify the firms as follows:

1)  Primarily Mahufacturers of Cheese: Sell mostly bulk cheese; manufacture nearly

all cheese sold.
e  Associated Milk Producers, Inc. (AMPI)
o Wisconsin Dairies (now Foremost Dairies)
- 2) Primarily Converters-Marketers: Buy nearly all bulk cheese used

® Borden, Inc.
. Sargento Foods, Inc.

- Schreiber Foods, Inc.

3) Integrated Manufacturer-Converter-Marketer: Manufacture at least one-third of

cheese marketed; convert and market a significant portion of all cheese sold.
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~®  Beatrice Cheese, Inc. (owned by ConAgra, Inc.)
®  Kraft General Foods, Inc. (owned by Philip Morris Companies, Inc.) -
° Land O' Lakes, Inc. |
- @ Mid-America Dairymen, Inc.
The economic fortunes of all these companies are significantly influenced by NCE
prices. Just how that influence occurs depends upon the company's business, and particularly on
the extent to which their buying prices and their'selling pricés are tied to the NCE price. We

will examine this in more depth in Chapter 4.

Agricultural cooperatives have been important factors in dairy marketing for decades. In
1992, cooperatives handled over 80 percent of all milk produced by farmers’ in the U.S. The
Agncultural Cooperative Service (ACS) estlmates that in 1992, coopcratlves held the following
. : shares of daxry product manufactunng

Butter production--65 percent

Dry milk products--81 percent

- Natural cheese production--43 percent

Pkg fluid milk products--16 percent
) Ice cream--10 percent
z ‘ Cottage cheese--13 percent

* Data submitted by 10 large cooperatives as part of this study indicates that 10

- 2 Charles K. Ling and Carolyn B. Liebrand, "Marketing Operations of Daxry
Cooperatives,”" USDA, ACS Res. Rept. 133, April 1994.

e
e
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cooperatives accounted for about 33 percent of natural cheese manufactured in 1992. ACS
estimated the top 11 cooperatives accounted for 38 percent of cheese sales in 1992; however, 3
percent of this was processed cheese sales.

Whereas ACS estimated that cooperatives accounted for 43 percent of all natural cheese
production in 1992, Kraft estimated that cooperatives manufactured 65 percent of all cheese in
1988. % We do not know the reason for this large difference. * :

: CoopcrativeS‘ are more important at the manufacturing stage than at the converting stage.

Associated Milk Producers, Inc. (AMPI), Mid-America Dairymen, Inc. (Mid-Am), Land O'

Lakes (LOL), Wisconsin Dairies, Alto Creamery and several smaller cooperatives are major

suppliers of bulk cheese to cheese converters/marketers.

% Kraft General Foods, Inc., Cheese Procurement Strategy, Operations, Deccmber 6, 1989,
KGF 2948, 2975.
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o ona ; Appendisz | N ,
Companson of NASS and Census Data on Tonnage of Cheese Produced

~ Cheese quantity figures from Census and NASS are as follows for 1982, 1987 and '1992:

1982 187 199

i ., llions of Pounds) .
Natural Cheese 36852 45417 4801.6 5344.4 6830.9 64883
Production . ey e R (-3426)
Processed Cheese 20300 17236 25637 19617 33645 22027
' ~ (-306) (-602) (-1161.8)
Cheese, nsk. : : ; y ol , g e
TOTAL  5989.8 62653 - 77833 7306.1 10467.7 86910
L (#275.5) L e 17767

In both 1982 and 1987 Census figures for pounds of natural checse produced werc : .

con51dcrably under NASS. For 1992, however, Census pounds of natural cheese produced were

343 mﬂlion greater than NASS. Census poundage for processed cheese products was greater
than NASS in all three years. Since Census has an n.s.k. (not specified by kind) product class

and NASS does not, one might expect Census figures for natural and processed cheese

production to be somewhat lower than NASS.

g Several factors lead us to believe NASS figures are more accurate. Whereas Census
§ relies on a mail questionnaire every five years to collect data, NASS collects data from each
éﬁ plant every month. It would be easy for some natural cheese to be misclassified by Census as
; processed cheese; some cheese manufacturers refer to barrel cheese headed for processing as
§§ “process cheese.” This may partly explain the 30 percent increase in processed cheese tonnage
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from 1987 to 1992 shown by Census compared to a more plausible 12 percent increase shown by

NASS.

Another source of errbr is the way natural chcesc cut and wrap“ operations are handled
NASS collects no data from these opciétions, Census includes the data from these operations as
part of 20223--natural cheese manufacturing. In ‘thc rare case in which cut and wrap operations
are in the same plant that manufactures bulk chcese, there would be no double counting. In the

typlcal case in whlch cut and Wrap operatlons are in separate plants, Census proccdurcs would

result in double counting of natural cheese tonnage. This may explain, at least for 1992, the

substantially higher tonnage reported by Census for all categories. For natural and processed
cheese combined, Census quantity figures are 20 percent greater than NASS in1992. We P

believe the NASS ﬁgurcs are much more reaéonablc thanCensus. '

:
B
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Appendix Table 2.2. Total Cheese Production by State: 1940, 1950, 1960, 1980

and 1994
(Thousand pounds) :
State 1940 1950 - 1960 1970 1980 1994
CA 16019 10136 18259 17460 181463 926283
ID 13256 20895 36733 58141 109351 264602
IL 47805 80556 78505 86186 98500 102246 L
1A 4024 11312 42885 103516 204577 268828 .
MN 16272 52329 72569 161539 512361 658036 ;
MO 19677 63767 93591 98562 100796 198540 b
NY 59918 87582 118541 158317 319579 559636
OH 21425 45773 37183 43525 95166 102655
OR 21488 24890 20612 NA 34683 45978
PA 11072 12437 11165 24515 101262 348285
SD 982 1664 10748 NA 78836 148484
VT 1945 5109 9770 32730 79836 122872
WI 406903 557951 641119 947591 1484251 2017946 -
Sub-total 640786 974401 1191680 1732082 3400661 5764391 b

Total U.S. 785737 1192557 1477920 2203756 3983129 6730067

~ Percentof Total U.S. Production -
CA 2.04% 0.85%  1.24% 0.79% 4.56% 13.76%

ID 1.69% 1.75% 2.49% 2.64% 2.75% 3.93%
IL 6.08% 6.75% 5.31% 3.91% 2.47% 1.52%
1A 0.51% 0.95% 2.90% 4.70% 5.14% 3.99%
MN 2.07% 4.39% 4.91% - 1.33% 12.86% 9.78%
MO 2.50% 5.35% 633%  447% 2.53% 2.95%
NY 7.63% 7.34% 8.02% 7.18% 8.02% 8.32%
OH 2.73% 3.84% 2.52% 1.98% 2.39% 1.53% -
OR 2.73% 2.09% 1.39% NA 0.87% 0.68% P
PA 1.41% 1.04% 0.76% 1.11% 2.54% 5.18%
SD 0.12% 0.14% 0.73% NA 1.98% 2.21% .
VT 0.25% 0.43% 0.66% 1.49% 2.00% 1.83% L
WI 51.79% 46.79% 43.38% 43.00% 37.26% 29.98% .
Sub-total 81.55% 81.71% 80.63% 78.60% 85.38% 85.65%
Total U.S. 100.00% 100.00% 100.00% 100.00% 100.00% 100.00%

Source: National Agricultural Statistical Service, Dairy Products Annual, various years.
Note: NA indicates no figure was reported for that state by NASS.
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Chapter 3--Origins and Nature of the National Cheese Exchange
. Thlschapter prov1des abnef history of the Exchange, describes~3alient features of its
currentorgamzanon, idenﬁﬁes the regnlatory authorities xnith juriSdiction’ over the Exchange,
reviews the fpotentifal ‘prooienisof thmly traded markets, and examines certain unique
et bf the Exchange, espécially the small vohime of cheese traded hd the
concenn’anon of tradmg actmty among a few traders.
k k . A Hlstory of NCE
' "I"he nation's first cheese factory was started by five Wisconsin farmers in 1841.‘1‘ In
succeedmg decades nmerons ‘chees%e factories were established, especially in New York and
Wisconsin TheCensus Bureau reported that in 1870 there Were 1,313 cheese factories in the
Umted States Only 54 (4 1 percent) of these were located in Wxsconsm (Appendlx Table 3. 2).
: Fully 62 percent of all U S cheese plants were located in New York and another 15 percent in

Oh1o The number of cheese factones grew in succeedmg decades, reachmg a peak around the

turn of the century. In 1920 the Census Bureau reported 3,530 factbriesin the U.S. with 2,323

' (64 percent) located in Wisconsin; these plants made 65 percent of all cheese in the U S.In
contrast New York and Ohlo had only 17 percent of all cheese plants and 19 percent of all
cheese production. Thereafter the number of plants in the U.S. declined Steadily until there were
only 418 cheese cornpanies'kin the nation by 1992, and only 216 companies had annual sales over

$100,000 in 1987 (Appendix Table 3.1).

' For the number of cheese factones and companies over nme, see Appendxx Tables 3.1
P and 3.2. ~ : , ,
i
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TInitially, cheese was bought directly from factories by dealers who assembled cheese
from sevexal facto:ics. , Subscqucntly, cheese factoxjics kcstablished dairy boards ;hat served as
meeting plages for factory representatives and cheese buyers. By 1879 there Weré seven dalry
boards in Wisconsin.? Dairy béards also opg;atcd in New Yprk and other states.

To encourage competitijvc bidding among dealers a Call Board system devclopcd
whereby offers from cheese factories and bids from interested buyers were re;:qrded oﬂ a
black_board, with sales going to the highest bidder. By 1890 there were 18 Call Boards in
Wisconsin.? - |

The Boards typically served quite small regions, often individual counties. In 1909 the
Dairy Board located in Plymouth, Wisconsin, changed its rules to pekrrknit’ any factory in
Wisconsin to selluoln the board, an impoxftant step in making it the largést board ’in the state. In
1913 it was renamed,thc Plymouth Central Call BQard of Trade. At the time there were six other
call boards in the state. Ink 1918 the Central Call Board of Txad¢ was réorgaﬁizcd |
to give full membership ﬂonly, to dealers and was incorporated as the Wisconsin Cheese
Exchange.*

In response to producer dikssatisfacﬁonywith the Exchange, the Farmer's Call Board was
| established in Plymouth in 1921. Cheese factories and cheese producer associations could

become members, but pnly dealers were given buying privileges. The Fanncr‘s Call Board,

2 Henry C. Taylor, W.A. Schoenfeld, and G.S. Wehrwein, The Marketing of Wisconsin
Cheese, Bulletin No. 231, 1913, p. 12.

> Ibid.

4  Arthur H. Miller, Pricing American Cheese at Wisconsin Factories, University of
Wisconsin-Madison, Res. Bul. 163, August 1949, p. 10.

e
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which met shortly after the weekly sessions of the Wisconsin Cheese Exchange, came under
mcreasmg cnuoxsm (see below) and dlscontmued operatxons in 1941. That left only the
Wxsconsm Cheese Exchange, which in 1956 was moved to Green Bay, Wlsconsm where it
remains at present In 1974 its name was changed to the N atlonal Cheese Exchange (N CE)

Penodw cnn(:lsms of the pncmg practxces of the daer boards and thelr successors have
resulted ina number of 1nvest1gat10ns by state and federal authontles In 1911 dealers allegedly
ﬁxed ;)nces and allocated customers among themselves at secret meetmgs held pnor to call
board sessmns Cheese producers responded to the s1tuat10n in 1913 by orgamzmg the l
Sheboygan County Cheese Producers Federanon Farmers hoped that by cooperatlve action
they could develop thelr own marketmg system and ulﬂmately ehmmate the Board 8

An mvesnganon by the State of Wlsoonsxn durmg 1931- 32 concluded that the Farmers

Call Board was a sham demgned to placate fanners dissatisfaction, but changed nothmg The

. k Deputy Attorney General of Wisconsin, in summarizing evxdence taken before the Wisconsin

Commissioner of Agriculture, drew the following conclusion:

‘The dealers and not the farmers conceived the idea of the orgamzatlon of the board in the
first place, and certain farmers lent their names then and since. In fact, the Farmers Call

- Board was organized to meet the growing dissatisfaction by producers with prices fixed

- by the dealers between themselves in their own organization, the Plymouth Cheese
~ Exchange, and to make it appear that the farmers have set up their own market to which

~ the dealers had to go to get cheese. The fraud of the name of the board is aggravated by
its pretended farmer operation and control and by the insistence of the dealers that it is in
fact a7farmers organization, and the persistent representation and advertisement of it as
such.

*  Federal Trade Commission, Cooperative Marketing, May 2, 1928, p. 10.
S Id.,pp.10-11.

7 Report of the Federal Trade Commission on the Sale and Distribution of Milk and Milk
Products, Chicago Sales Area, 1936, p. 97. : e o
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The Deputy Attorney General went on to say that ik vt wlison ~ B
Whether competition really exists in the buying on the board is better judged by the
results than the assertions of interested parties. The prices follow quite faithfully the E
base price fixed between the dealers on their own exchange each week, just an hour L
earlier.”
Tho fact that the Farmers Call Board followed "faithfully” the prices set by the L
WisConsin Cheese Exchange was iniportant because of the way in which Exchahge pricés were

set at the time. The pricing process was explained as follows by Mr. J.L. Ktaft, President of the

Kraft-Phoenix Cheese Corporation:

For the past few years a fair price has been established on the Plymouth Call Board in
Wisconsin, which, to a very large extent, has been the ruling price throughout the
country, or, in other words, the basic price from which to figure. This price has not been -
established by agreement but rather by sort of a tacit or mutual understanding as to what |
a fair relationship or fair value for the product should be, based upon statistical
~ information at hand and the law of supply and demand.” : .

. These comments reflect a mind set that believed "fair" prices could best be set by “a sort

of tacit or mutual understanding” among industry leaders.
Based on its study of cheese pricing on the Wisconsin Cheese Exchange and Farmers'
Call Board, the Federal Ti'ade Commission concluded, in part:

- ...[TIhe transactions on these boards are relatively small and seemingly without any real
competition....[T]he real purpose of these boards appears to be to establish the price to be
paid by dealers during the ensuing week, such action being taken under a prearranged
program....[T]he absence of competition upon [the Wisconsin Cheese Exchange] has a
significant influence upon the prices received by milk producers."’

* Id., pp. 98-99.

10 Report of the Federal Trade Commission on Agricultural Income Inquiry, Part 1,
Principal Farm Products, 1938, p. 46.
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Inl 939, Professor William H. Nicholls, the leading economic authority of that dey on

competitive conduct in agricultural markets, including the cheese market, observed:

1939

‘The real point at hand is the fact that only the huyer of cheese--the large-scale

distributor--is party to the decision as to what the "fair" price should be. The "law of

- supply and demand" is doubtless important in the decision of the large cheese distributors

as to the "fair" price of cheese, but there seems to be prima facia reason to raise the

- question whether that famous economic law as interpreted by those distributors is the
most desuable from the socxal v1ewpomt elther for the rmlk producer or the consumer.!

Nlcholls concluded as follows concernmg the state of competltlon in cheese pncmg as of

: Bulk cheese pnces contmue to be estabhshed on the two Plymouth exchanges, in splte of

- repeated recognition of the obvious lack of competition on the boards....

The chief competition the cheese industry has to meet is not within the industry itself.
This competition is with the butter and condensed milk industries for the use of the milk
supply. This competition still leaves a significant range within which monopolistic
elements in the cheese mdustry can work against the farmer who selis hlS mﬂk to the

cross-roads cheese factory."

o ‘FolloMng its extenswej mvestxgatiohsi of cheese pncmg during the 1930s, the Wisconsin

‘Department of Agriculture brought these matters to the attention of the federal Antitrust Division

and assisted it during 1940-1942 in the investigation and ‘prosecution of alleged price fixing of

cheese pnces pald to producers These cases charged price fixing of Swiss, Amencan, and

bnck cheese The acuons culmmated ina consent decree and $30 000 fine in the Sw:ss case

11

12

13

14

William H. Nicholls, Post-War Developments m the Marketing of Cheese, Iowa State
College, Research Bulletin 261, June 1939, p. 106.

HNxchoﬁs, op cit., pp 118 119

Ralph J. Geffen "Antxtrust Law in Wlsconsm ! Wzsconsm Law Revzew July 1951 P-
681

United Staz‘es V. Kraft Cheese Co Cnmmal Indlctment No. 11814, Fed. D.C. of W. Wis,
(1940); United States v. Wis. Cheese Exchange, Criminal Indictment No. 33198, Fed.
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and acquittal in the brick case.’® After long delays, the American indictment was dismissed in
1950.

On Novembcr 20, 1987 the Assembly of the State of Wlsconsm enacted a Resolutlon
reqhestmg an mvcsuganon of rccent price declmes on the Natxonal Cheesc Exchange and a
prosecuuon 1f any v1olahon of 1aw were found to havc occurred 7 In responsc to this resolution,
the Wlsconsm Attomcy General mmated a prehmmary mvestlganon to determine whether there
was any evxdencc of pnce—ﬁxmg or colluswn or other violations of law on the NCE "8 The

prehmmary mvestlganon ' conducted by one attorney and one mvcstxgator over a four-month
penod involved interviews with the prcsxdent of the NCE, exammatmn of NCE tradmg minutes
of the board and other NCE documents, and interviews with personnel of 21 compames
represcntcd on the NCE as well as s interviews w1th othcr interested pamas No mtcmal
documents were subpoenaed. | | |
~ The investigation yielded no evidence of pﬁée ﬁiing. A number of parties interviewed
indicated that the price declines in 1987 reflected general conditions of supply and demand. The

attorney-investigator concluded:

D.C. of N 1L (1942) United States v. Nat'l Cheese Institute, Cnmmal Inchctmcnt No.
33197, Fed. D.C. of N. I1.. (1942). :

1S United States v. Wisconsin Cheese Exchange, reported in The Federal Anti-trust Laws
with Summary of Cases Insmuted by the Umted States No. 694 (CCH-1947)

16 Geffen, op. cit., p. 681

17 The State of Wisconsin, 1987 Assembly Rcsolutxon 6 "Relating to an Investlgauon of
the National Cheese Exchange," November 20, 1987.

18 Matthew J. Frank, Assistant Attorney General to Kevin J. O'Connor, Assistant Attorney
General, Unit Head, Consumer Protection and Anntrust Unit, Office of the Attorney
General, April 11, 1988.

b
|

|
|
|
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> ~ In the absence of ev1dence of price-fixing agreements, and in the presence of
reasonable explanations for the price declines because of general market condltlons in the

_industry, the Department of Justice can take no further action at this time.”* ~

| B Current Organization of NCE |
The Nauonal Cheese Exchange artxcles of mcorporauon state that the purpose of the ”
Exchangc _ i b e = , )
| shall be to prov1de and mmntam an exchange for the purchase and sale of cheese by 1ts
members and generally to do any lawful act which may be incident to the promotion of
said purpose.
The affa;rs of the Exchange are managed by a Board of Drrectors consrsnng 'of six members
elected by NCE members, and the Pres1dent, who is appomted by the Board »

The By-Laws of the NCE prov1de that anyone may become a member by sansfymg "the
members that he or 1t is sultable to assume respons1b1ht1es and pnvrleges of membershlp " In k
”recent years, there have been 35-40 members all of whom were cheese manufacturers, :

: conyerters marketers, brokers or customers Members represent about 90 percent of the cheese
mdustry Each member may desrgnate up to ﬁve persons as traders who can negotlate on the ”
Exchange The Board may suspend a member from the pnv1lege of tradmg on the Exchange for

up to six months for any conduct cons1dered detnmental to the interests or Welfare of the

Exchange

¥ Ibid.

- This and the following are based on the National Cheese Exchange, Inc., Articles of
Incorporation, By—Laws and Rules Reguiatmg Trading, Aprd 6, 1990.

' See Chapter 4 text at notes 96—109 for an example of suspenslon for alleged misconduct

in trading.
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The NCE typlcally trades each Friday from 10: 00 a.m. to 10: 30 a.m., but the tradmg time
naay be extended if the presrdmg ofﬁcer (the pre51dent or h1s desrgnee) observes a contmumg
interest in trading. Only cheddar cheese in 40apound blocks and 500-pound barrels in 38,000~
42,000 pound carlots was traded unt11 1994 when 640-pound blocks were added for trade. All
bids and offers for these types of cheese are subjeet to price adjustments for moxsture content as
provrded by the rules Unless a b1d or offer specrﬁes otherwrse, the styles traded shall not be
V, less than four days or more than one month of age on the date of sale Traders may specrfy older
cheese by statmg the actual age in terms of months |

| Barrel cheese shall meet the requlrements of Wrsconsm State Brand or USDA Extra

Grade or better and 40—pound block cheese shall meet the requrrements of Wisconsin State
Brand, USDA Grade Aor better, except that mmsture content shall be no less than 36.5 percent
Barrel cheese shall be whlte and block cheese shall be colored Block style cheese shall be
wrapped 1n a sealed ﬁlm and packed in corrugated or soltd ﬁberboard contamers Barrels shall
be in an‘trght 55-gallon steel contamers or barrels whlch meet spec1ﬁcanons |

No bldS or offers shall dlsclose the state of ongm but the 1dent1ty of traders makmg bids
and offers is known Partles represented by brokers are not drsclosed B1ds and offers are stated
in multrples of one-fourth of a cent per pound. When a member has an offer on the board, he
cannot bid for the same kind of cheese at the same price; while he has an unsatisfied bid,on
board, he cannot offer the same kind of cheese at the same price.

Transactions on the NCE are FOB Green Bay, but no freight charge is made on cheese
within 200 miles of Green Bay. Cheese that is located more than 200 mlles from Green Bay has

the fre1 ght cost to Green Bay (as specxﬁed by Exchange rules) deducted frorn the selhng price.
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Thus, all cheese is priced as though it is physically shipped to Green Bay. In reality, cheese sold |
on the NCE can be shipped anywhere within the continental U.S. On tho,se, transactions in which
the actual freight from seller to buyer is less than the freight from seller’s dock to Green,"Bay, G
buyers.:onrthef 'Exchenge‘can‘ benefit from the phantom freight charged to sellers.
- C. Regulation ef the NCE |
- Several government agencies ,have authority over trading activity on the National Cheese
Exchange. The United States Department of Ju"stice enforces the ShermanAet, which prohibits: .

price ﬁking agreements and ‘monepelizing conduct. The Federal Trade Commission, which

‘enforces the Federal Trade Commission Act, can act in cases dealing with unfair methods of

competition, which include price fixing agreements and monopolizing conduct.‘ ‘The Wisconsin
Department of Justice can challenge price fixing agreements and monopohzmg conduct under

state or federal laws. The Wisconsin Department of Agnculture, Trade and Consumer

o Preteenon h,_a‘s.gunsdrctmnoverunfarrfcompentlon andtrade practices. Private pames may also

initiate actions under the Sherman Act. The law allows a party injured by a violation of the
Sherman Act to sue in Federal Courtand recover treble damages plus the costs of the suit,
ineludirzg reasonable attorney’s fees. k

The NCE also became subgect to the regulatory authonty of the Commodrty Futures
Tradmg Commlssron (CFTC) in 1994 when the Commxssron desrgnated the Coffee, Sugar, and
Cocoa Exchange as a contract market for futures tradmg on cheddar cheese The Commodlty
Exchange Act (CEA) nges the CPTC Junsdrctron over commodlty futures and optrons |
transactmns The CEA also gives the CFTC Junsdmnon over the cash markets wnh futures

contract markets Secnon 6(c) of the CEA authonzes the CFI‘C to bnng admxmstratwe action
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against persons believed to be manipulating or attempting to manipulate the price of any
commodity or for future delivery. Section 8 of the CEA gives the CFTC broad power to
investigate the cash market in implementing and enforcing its authority. In The Matter of Hunt
et al® the CFTC charged persons with manipulating cash prices in addition to futures prices.
D. The NCE is a Thin Market

'I'hc‘ term thin market as used herein, refers to a market with a small volume éf trading
relative to the total transactions that are priced off the market.” As such, the term is purely
descriptive, implying nothing regarding a market’s pricing or operational efﬂciency;

" Economic examination of thin markets raises two questions: (1) Why is the market thin?
and (2) How well does the market perform? Causes of thin trading are easier to identify than the
results. Thin centralized cash markets in many food industries have common €conomic roots:
Industry members bypass centralized cash markets because trading there is more costly than
trading dircctly via either spot'purchascs or long-term contractual'arrangements. This situation
has been true in cheese procurement for over 100 years. The "dairy boards" set up in the 1870s

provided places for buyers and sellers to meet. But apparently after sellers and buyers had met

2 In the Matter of Hunt, et al., [1987-1990 Transfer Binder] Comm. Fut. L. Rep. (CCHY
24.569 (CFTC Dec. 20, 1989)). ‘

This is the definition used by Raikes: "A market is thin if the reservation supply and
‘demand values of only a small proportion of all traders are represented in the market.”
Ronald Raikes, "Thin Markets: Some Causes, Consequences, and Remedies," in Marvin
L. Hayenga (ed.), Pricing Problems in the F ood Industry (With Emphasis on Thin

Markets)." NC Project 117, Monograph 7, Research Division, College of Agriculture
and Life Sciences, University of Wisconsin, February 1979, p. 132. Dunn also uses this
definition. Read J. Dunn, Jr., "Pricing Problems in the Food Industry: Research Needs,"
in Hayenga, op. cit., p. 149. Others have defined a thin market as a market "with few
transactions negotiated per time period.” Hayenga, et. al., in Hayenga, (ed.), op. cit., p.
11.
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and developed mutually agreeable arrangements, both parties,often' preferred trading directly
with one another using longer-term formal or informal arrangements. From the outset very little
cheese was actually traded on any of the various centralized exchanges that predated the NCE.
Based on mdustry mterv1ews, we believe that in recent years 90- 95 percent of all bulk
cheese transactions mvolve dxrect procurement usmg wntten or verbal commltted supply
arrangements, oftenk one year in durauon another 5- 10 percent mvolve d1rect spot transacuons,

and less than 0. 5 percent of all transacuons take place on the N CE But desplte the minuscule

kvolu;me' traded on the NCE, v:rtually all f"commxtted" or contract transactlons of bulk cheese use

fcrmula agreements that tie the price directly to prices developed on the N CE. Spot transactions

also use the NCE as a reference price but have much greater ﬂeXibility to change the differential.

For example, when NCE prices are declining, buyers may be unwilling to pay any premium over
s the NCE Indeed, a negatlve dlfferentlal does occasmnally occur The opposne is true when

. NCE pnces are nsmg

Formula przcmg is heavxly used in the cheese subsector, asitisin many other
agﬁeuitural commodmes Formula pncmg 1s'trad1ng on someone else s pnce, the pnce for a
transactlon is detenmned by an agreed upon formula txed to one or more mdlcators ef value
Formula pricin g arrangements that use a thin market pnce as the indicator of value are of
partlcular interest since the combmauon glt'es enormous Ieverage to the thm market. In the case
cf cheese, if a firm can mﬂuence the price in a market (i.e., the NCE) that operates 30 minutes o
per week and trades less than one-half of 1 percent of all cheese, that firm has mﬂuenced the

price of nearly all bulk cheese sold in the U.S. the followmg week




Public Report I-12

 Formula pricing and thin markets often go together. As firms adopt formula pricing to

reduce transaction costs and price risks, the residual spot market declines in volume. Schrader

and colleagues note the consequences:*

The market, thinned by formula-priced transactions that are not immediately responsive

to spot market prices, may be less likely to arrive at a price that approximates a
competitive equilibrium. Furthermore, firms with formula-priced contracts based on a
thin market price may have an incentive to attempt manipulation of the reference price
quotation.® B H e Ty ad e
The combination of a thin market and very few participants on one side of the

" market may accent price volatility and inequity.”®

Whenever so much business is transacted with reference to prices established by so few,

questions persist concerning the quality of the price discovery process. Economists have

identified various dimensions of performance deserving attention in examining thin markets,

including the following:

(1) the possible manipulation of thinly-traded markets by dominant firms or concentrated

 oligopolies, resulting in short or long term monopoly profits and discovered prices that

do not accurately reflect industry supply and demand.

(2) possible nonrepresentative or biased price signals, not because of intentional
manipulation by participants, but because the buyer demand and seller supply represented

in thinly-traded markets does not accurately reflect industry supply and demand. The

results are prices that provide inaccurate resource allocation signals to the vertically
linked markets in an industry or subsector. e

(3) the possible perception of increased risk due to more volatile prices, illiquid markets,

and less secure input supply and output markets. Thinly traded markets may be less

25

26

© Lee Schrader, et al., "Pricing and Vertical Coordination in the Food System," Chapter 2

in Bruce W. Marion (ed.), The Organization and Performance of the U.S. Food System,
Lexington Books, 1986. - % st : ;

Id.,p.74.
Id., p. 101.
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- predictable and may be less able to deal with unexpected shifts in supply or demand than
"fat" markets %

Thmly traded markets are thou ght to be parttcularly vulnerable to the thu‘d problem when

’most of the supply in the mdustry moves between firms via contracts or commxtted

arrangements The logm here is that buyers and sellers are locked mto comxmtted supply

arrangements in wh1ch quantmes and pnces are largely spec:1fied Slnfts in supply or demand

; therefore, have an 1nord1nate 1mpact on the res1dua1 market Thmly traded markets are often part

of the resxdual market Wthh 1s the case in the cheese mdustry 'I‘he uncommrtted supply

represents 5—10 percent of total cheese produced the N CE represents less than one-tenth of that

resrdualmarket - ) T
k Thm tradlng volume does not necessaniv 1m1aly poor perfonnance if there is sufﬁment

volume wartmg m the win gs ¥ and 1f no ﬁrm is Iarge enou gh to mﬂuence or mampulate pnce to

the ﬁrm s advantage As some analysts have observed a ”thrn" market need not perform .

| poorly

; There may be sufﬁcxent volume wattmg in the wmgs“ that could be qmckly tnggered
~ into the price determination process, suppressing price gyrations or price mequmes that
~otherwise might be "too large." Or, no firm may be large enough in absolute size that
o relattvely small shifts in its 1nventory or its buy and sell policy could strongly influence

or "manipulate” negotiated price levels and the retums from related formula price
~ contracts to the firm's advantage.” : ~

27

Marvin L. Hayenga, "Summary" in Hayenga (ed.) op. cit., p. 12.
» ‘,Id PP 11 12.

29

Hayenga, et. al op. cit., pp. 11-12.
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The critical factual question is whether there exists a sufficient supply of potential traders
"waiting in the wings" that will be "triggered into the pnce determmatxon process " to prevent

price departures from competmve levels As Ralkes explzuns,

[TIhere may be no reason to expect that, in general the reservation values on the demand
and supply sides in the central market will be representative of aggregate market demand
and supply schedules, or to expect that the price distribution from the residual central
market would be the same as the price dlstnbutlon that would result if suppliers and.
demanders partmpated in price determmatlon

The central market may not be representanve of aggregate market condmons for vanous
reasons. Few ﬁrms trade in the central market but vn’tually all firms use the pnces generated
there in formula pncmg their spot or contract transactions. Even if a non-trading user believes
that the central market price is inaccurate, he may continue to use it because the exxstmg
alternatwes are more costly As Ralkes explalns, " Fn‘ms legitimately pursue their self
mterest by using pnces made by other ﬁrms to reduce spot transaction costs."™

Another reason central markets may not y1e1d competttwe results is that some traders
enjoy strategic advantages over other traders. For example, if the largest trader(s) is perceived to
have supenor knowledge of overall supply and demand condmons, other traders and non-traders

may be disinclined to challenge its 3udgment If these advantages apply to potennal as well as

actual traders, they prevent the potennal traders from contesting price decsslons made in the

central market.*?

% Raikes, op. cit., p. 132.
Id

2 william Baumol, John Panzar and R. Willig, Contestable Markets and the Theory of
Industry Structure, Harcourt Brace J ovanovich, 1982.
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' The above conditions imply that there are differences in the competitive market structure
of a thin central market and the aggregate market of a product. These differences have spcgial .
relevance for the NCE where trading is far more concentrated than in other markets or stages of
the cheese indiastiy.
The preceding explains why prices in a thin market like the NCE may not accurately
mﬂcct aggregate market conditions. A related question is whether the price established on the

NCE is constrained by the alternative uses for the milk used in making cheese, especially nons-fat ‘

dry milk and butter. If the milk supply curve facing the bulk cheese manufacturing industry

wefc'pcrfectly elastic and bulk cheese manufacturing were perfectly competitive, the prices for
milk and bulk cheese, including the NCE price, would equal competitive levels. In fact, |
however, bulk cheese producers compete with the manufacturers of butter and non-fat dry mﬂk
powder. The upward slopm g supply curve for farm-level milk plus the downward sloping
denved demand for milk for products other than cheese imply an upward slopmg market—
equilibrium supply curve for milk to the bulk cheese industry. This, in turn, may provide the
oppertyunity for the exercise of market power in the purchase of bulk cheese. As a result there is

a ranggswithin which market power may be exercised in setting NCE prices.*

; s

*  In his study of cheese pricing, William H. Nicholls concluded that cheese prices could
- depart from competitive levels: :

‘ The chief competition the cheese mdustry has to meet 1s not w1thm the industry

itself. This competition is with the butter and condensed milk industries for the
- use of the milk supply. This competition still leaves a significant range within

which monopolistic elements in the cheese industry can work against the farmer
who sells his milk to the cross-roads cheese factory.

William H. Nicholls, Post-War Developments in the Marketing of Cheese, Iowa State

College, Research Bulletin 261, June 1939, p. 106. (Emphasis added.)
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Those holding a sanguine view of thin markets believe they do not pose significant
manipulation problems. Most economists, however, seem to agree with Caves who urges
caution in summarily dismissing the likelihood of market manipulation. Market regulators
agree. They are interested in thin cash and futures markets "because they are believed to be
easily manipulated and susceptible to abusive treatment of customers."* Therefore, the
Commodity Futures Trading Commission (CFTC) has been assigned authority to prevent
manipulation "in the cash markets of the commodities which have futures markets regulated by
the CFTC.®

Although those studying thin markets hold various opinions regarding the quality of their
performance, all agree it is not possible to judge performance of particular markets based on

economic theory alone. Such a determination requires detailed analysis of the organization and

conduct of particular thin markets.*

" 'While the consequences of thin markets is largely an empirical question, there are few
studies that provide useful insights, partly because of the difficulty of evaluating thin markets.
Determining whether price discovery is efficient, whether prices have been manipulated or
whether prices are unnecessarily volatile is very difficult. In addition, thin markets often are

also concentrated markets in which one or a few buyers or sellers account for most of the trades.

3 Mark J. Powers, former chief economist of the CFTC “Thin Markets--A Regulatory
~ Perspective,” in Hayenga (ed) op. cit., , P- 35

| %5 Read P. Dunn, Jr., former Commissioner, CFTC, "Pricing Problems in thc Food
Industry: Research Needs," m Haycnga (ed.), op. cit., p. 149 '

% R.E. Caves, "Industrial Orgamzaﬁon and thc Problem of Thin Markets," in Hayenga
(ed.), op. cit.,p.27. :

s

o
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In this situation, it is difficult to separate the cff,:ct of market thimiess from the effect of market
concentration,” |

- Tomek's study of the Denver terminal market for fed cattle is one o,f the best known
studies of thin markets. Tomek found that Denver price movements were increasingly
disassociated with price movements in other terminal markets (Omaha and Sioux City) as the
volume of cattle on the Denver market declihcd in the late 1960s.*® By 1967-68, Denver prices
relative to Omaha prices ha‘didsyclincd'by about 50 cents per cwt. Unfortunately, Tomek ncvgf,
exahﬁiﬁcd whether markét‘pdwer had increased in the Denver ;market. Bht, by 1967, only 27,000
hcad of steers were sold at the Denvermérket;(vs., 165,000 in 1964). The,Omahate,rrniné,l sold
700,000 head in 1967. As volume declines, the number of buyers also tends to fall. We suspect
tha{ the Denver example involved both market ihinness (small volume) and buyer market power.
The decline in steer prices was likely a consequence of both factors.

o - Many U.S. agricultural commdditif:sffhave thin spot or ﬁcgqﬁgted markets, or have thmly .

reported markets. This is particularly h‘ue in commodities in which formula pricing and/for
contracting is widespreadl Organized markets, like the NCE, have tended to declinein
importance as contracting/formula pricing has increased. Indeed, the NCEisuniqueasa

centralized cash auction market of a manufactured food product. The only similar market with

e
L : " Areview of empirical studies of auction markets as diverse as bonds, timber, oil drilling
" rights and construction has found a positive relationship between their performance and
{ the number of effective competitors. R. Preston McAffee and John McMillan, "Auctions
i and Bidding," 25 Journal of Economic Literature (June 1989), 729-731. Lance

Brannman, J. Douglas Klein, and Leonard W. Weiss, “The Price Effects of Increased
Competition in Auction Markets,” Review of Economics and Statistics, 1987. .

?MWM

3 ‘William Tomek, "Price Behavior on a Declining Tcnninal,Markct,f' Amer. J. of Agric.
Econ., Aug 1980, p. 434-444, . i ,
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| which we are familiar is the cash butter market located at the Chicago Mercantile Exchange.
This market has even less trading than the NCE.” |

" Centralized markets have the virtue of providing low-cost price and quantity information
that others can use to reduce their transaction costs. Developing accurate price information from
decentralized direct transactions is more costly but may be less vulnerable to the price *éiscovery
and manipulation problems of thin central markets. The presence of an effective futures market
may improve the price discovery process in thinly traded commodity markets.

The remainder of this chapter examines two features of the NCE that give rise to its
characterization as a thin market: the volume of trading and the number and relative size of
traders.

Trading Volume on NCE

In all years during 1974-1993, less than 1 percent of total cheese production was sold on
the EXChangc‘ (Table 3.1). During 1988-1993, cheeSétraded on the ExChange’ never exceeded
0.4 percent and averaged 0.2 percent of total cheese manufactured in the U.S. The NCE played
an especially important role in cheese pricing during the latter period because government price
support programs had less influence on NCE price levels than in many earlier years.

Figure 3.1 depicts barrel prices and total barrel and block sales on the NCE over the
course of each year during 1989-1993.% Each bar identifies the price at the end of a trading day.

When trades occur the numbcr of loads traded are shown near a bar. The wider solid bars

% See Chapter 4, note 63.

% For clarity of presentation no price line is shown for blocks, which generally move in
unison with barrels at a few cents above barrels. ‘
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Table 3.1. Volume of Cheese Traded on the NCE, 1974-1993

Tota_l_garioads I\/Iam;xfau:turec’12 | 'ﬁ NCE as a Percent of:

=N - Carloads Sold ~ American® Al American  All
~ Year on NCE! Cheese Cheese Cheese  Cheese
1974 43 46,558 73,434 0.09% 0.06%
1975 o167 41,499 70,285 0.40 0.24
1976 490 51,345 83,006 0.95 0.59
1977 553 - 51,179 83,963 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 99,607 044 027
1981 . 39 - 66203 106,939 0.06 0.04
1982 40 68,980 113,542  0.06 - 0.04
1983 34 73206 120,487  0.05 0.03
1984 307 66,279 116,850 0.46 0.26
11985 144 71,381 127,024 0.20 0.11
1986 752 - 69,954 130,231 1.07 0.58
1987 707 67916 133,609 1.04 0.53
1988 361 68,914 139,299 0.52 026
1989 118 66,814 140,384 0.18 0.08
- 1990 3 72269 151,48 047 023
1991 399 69,228 151,371  0.58 026
1992 380 73,412 162,207 0.52 0.23
1993 596 73,120 163,204 082  0.37

J ,: : S;Ourccs; National Cheese Exchangc, Trading ActivigylﬁMinmes’ AMS, USDA, 1974-1993.
- Dairy Products Summary, NASS, USDA 1974-1993 : o

'NCE trades include carloads of barrels and blocks sold on National Cheese Exchange.
*American and total cheese manufactured were converted to carloads using 40,000 Ibs. per
carload. ‘ e et | ot
*American includes Cheddar, Colby, granular, stirred curd, washed curd, and Monterey Jack.
- “All cheese includes all types of cheese including cream cheese but excluding cottage cheese.
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indicate that the pnce remamed unchanged for a number of weeks The longest such period was
November 11 1990 to May 26 1991 when NCE pnces were below the price support level.

Most changes in pnce often mcludmg very large ones, resulted from bids to buy or
offers to sell that dld not result in actual transacttons Frequently pnces rose or fell by
substantial amounts over a number of tradmg days w1thout any cheese actually traded For ’,
example from May 12 1989 through November 3 1989 the pnce per pound for barrels rose
from $l 19 to $1 505 on b1ds and mcreased brds without a smgle consummated transactlon
Each year the largest da:dy pnce mcreases most often occurred w1th no transacuons

Table 3.2 summarizes theﬁfrequency of price changes 'wrthm trading sessions (usually in
0.25 cent 1ncrements) that occun‘ed w1th and w1thout transacttons For total barrel and block
activity combmed prices chan ged wrthout transactlons about mne times as frequently as w1th
transactlo‘ns Dverall tradmg act1v1ty patterns are qurte smnlar for barrels and blocks ”

. The followmg statement of a sometlme buyer on the NCE ﬂlustrates the potentlal nnpact |

of buymg even a few loads of cheese on the thmly traded NCE

If we had competed w1th [Company X1 for the b1d lead for barrels, (1) we may have

~ secured 5-8 Ioads ‘but (2) the barrel market would have closed at a significantly htgher
levei (4-6 cents).”

| On the day referred to above, this company did make one bid and an increased bid for

three loads of barrels. These brds, though not filled, 1ncreased the NCE barrel price 0.25 cents

On the other hand, the company "had secured 8 10 loads (barrels and 640's) of cheese for

! The pattern was about the same for price increases and price decreases.

2 [[Source deleted in public report as not essential.]]
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proéessing.a,,just prior to today's market."*> Since these loads were purchased in the spot market,
they did not exert an upward pressure on the market.

An even more dramatic illustration of thc thinness of txéding occurred when Pizz;a Hut
attempted to sell three loads of blocks on thefExchangc, May 13, 1994. The blockszicg dropped
10.5 cents per pound during the session Withon{ Pizza Hut selling a single load.*

- An indication of the thinness of NCE trading is that avcﬁ, small companies may avoid
selling ;fér fear of floWerihgipriCCs, - The president of Edelweiss Cheese Company said he did I}Ot
offer cheese bn occasion because he did not want to lower the Exchange,,pricé,g When he did not
sell on the NCE, he sold the cheese in the spot market the following week.*

- The preceding facts illustrate three frequent characteristics of so-:céllzd "thin" markets:

(a) the small percentage of total cheese production actually traded on the Exchange, (b) price

chan gcs on the NCE most often resultmg from bldS to buy or offcrs to sell rather than from

consummated transactlons and © the extreme sensmv;tty of the Exchangc pnce to relatively
small purchases or sales. We turn next to a fourth factor relevant to the competitive

performance of thin markets, the concentration of transactions among relatively few traders.

In perfectly competitive cash auction markets there are sufficient traders so that (a) each
buyer and each seller has a relatively small influence, such that none, acting alone, can affect

price or output; (b) buyers and sellers are well informed; and (c) there are no barriers to entry

“ [[Source deleted in public report as not essential]]

% See Cﬁapterzt pp-35-36.

S Interview of Edelweiss Cheese Company by Matthew J. Frank, Assistant Attomey
General, State of Wisconsin, February 9, 1988, p. 1. ‘
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facing new traders. In such a market, price is determined by impersonal market forces, not by
the interests, desires or whims of individual traders. Such conditions, according to economic
theory, maximize social welfare.

The competitive ideals of economic theory are seldom realized in real world markets.
Close approximations exist in heavily traded securities markets and many agricultural futures
markets. On the other hand, markets for most manufactured products do not meet the conditions
of perfectly competitive markets. Economic theory predicts and empirical studies verify thata
market’s structural characteristics and the conduct of various market participants determine how
well it performs.*-

* Important structural characteristics include the concentration of purchases among leading
buye‘rs'and the concentration of sales among leading sellers. Alsd important are whether any
market participants enjoy competitive strategic advantages over other traders, whether traders
have kéqual access to market information, and whether they make price and output dccisioris
independently of one another. As a result, it is necessary to examine the actual market conduct
of leading market participants as well as the market's structure.”’” Much of the remainder of this
study examines market conduct. But first we examine the concentration of trading on the NCE.

‘In theory, other things being the same, the intensity of competition diminishes as the

concentration of trading increases. Many empirical studies have verified this theory for both

46 EM. Scherer and David Ross, Industrial Market Structure and Economic Performance,
1990.

7 Id.

&
.
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industrial and auction markets.*® One measure of market concenttation is the number of traders.
Other measures are designed to capture the size distribution of traders. The most commonly
used such measure is the concentration ratio, which measures the share of sales and purchases
held by the largest participants in a market. In recent years, economists and public.regulatory
bodies have made increased use of the Herfindahl-Hirschman Index (HHI), which is the sum of

the squares of the market participants’ individual market shares.** The virtue of this measure is

 that squaring market shares gives greater weight to the market shares of the leading firms.®

~ The United States Department of Justice and the Federal Trade Commission have

classified markets based on HHISs as follows:*

HHI below 1000: ' Unconcentrated market
" HHI1000t01800: ~  Moderately concentrated market
 HHIover 1800: B Highly concentrated market

m— . me—

"? Lconard Weiss (ed ), Concentratzon and Prtce, MIT Prcss,1989 Thls comprchensxve

~ review of the literature covers 121 studies, includin g such diverse American industries as
airlines, beef packing, cement, banking and supermarkets, as well as several auction
markets. Based on his review of these studies, Weiss concludes that the evidence "seems
to give overwhelming support to the concentration-price hypothesis.” Id, p. 268. For
auction markets see McAffee and McMillan, op. cit.

* For examplc, if a market had 10 sellers, each with a share of 10%, the HHI would equal
1000 1c 10 X 10 100 X 10 sellcrs 1000

% George Stzgier, The Orgamzatzon ofIndustty, Rlchard Irwm Co 1968 PP 261-267

51 Dcpartmcnt of Justice and cheral Trade Commlss;ton Honzontal Merger Guzdelmes
April 2, 1992, Section 1.51. ,, ;
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In the context of horizontal merger analysis, the antitrust agencies presume that increases =

of 100 points or more in markets with HHIs of 1800 and over "are likely to create or enhance

market power or facilitate its exercise."

Trading on the NCE has always been concentrated among a relatively few traders.” e
Table 3.3 displays for each year during 1974-1993 the total number of traders selling blocks and
barrels on the NCE; the concentration ratios, CR1 to CR5, which refer to the combined market L

shares of the top one to five firms; ¢ and the HHIs In only one year during this period were there

more than nine sellers. In all years,,the five largest sellers accounted for over 87 percent of total

carloads of barrels and blocks sold on the NCE. Seller HHI values ranged from a low of 1759 in

o )

1986 to a high of 8251 in 1989 (Table 3.3).

Table 3.4 displays for each year during 1974-1993 the dcgrée of concentration among £

e

buyers on the NCE. The number of buyers ranged from three in 1982 to 14 in 1979. In all but

two years, the five largest buyers accounted for over 90 percent of barrel and block sales. The

HHI values ranged from a low of 1675 in 1980 to a high of 7324 in 1986.

Although both NCE sales and purchases of total barrels and blocks were very highly

concentrated in virtually all years, seller concentration was generally higher than buyer

concentration. This was particdlarly true during 1988-1993, Whén the kselﬁler HHI averaged 5990,

i
==

.‘fm.wmm
¢ 4

oy

52 Id., Section 1.51. "The presumption may be overcome by a sdeing that [other]
factors...make it unlikely that the merger will create or enhance market power or
facxhtate its excise [despite the presence of high market concentratxon] "Id.

5 For a descnpuon of concentration in earher years see Arthur Miller, op cit.




111-27

"PRYRUpIUR JTe I pue

‘dd ‘VE "®oNeq WML=(L 1oqronydg=g ¢ ‘UISUODSTA WIDUION=N ‘UOTEIo0ssY SunoyeN=>3{ ‘wy PIN=TN *A3[ien SIASBN=DIA - .:cﬁﬁ«ﬁnﬁ& ST O puEI="] gam
‘opeyshieq=5( ‘spreduog=Ng (¥861 u1 paxnboe ‘A[ne jo sopen sopnjouy) pooy 9oLnEag=4g ‘uoplog=g ‘90w ouId[y=dV $2poo Jopexn o saseupuared w SINY (7)

~_ "HON 1 uo 3uyos SWIIJ [[e JO SaTeys JoXIEUI [ENPIATPUL 3Y) JO saxenbs oy Bunwuins £q payR[NoRd STII UOHENUSIUOD) TBNIRIA JO XapU] UBWYISITH- TYEPULISH 91} 0) SI0JoI

IHH. “Teak yoea ut SIS 1598xe] UMY 0) puccas 05 1wesaxdor ¢y 0} TYD suwnjeo ux m@oo oﬁ. “BEs auéuﬁ o& Aynuopt 1D UWIN[OS UT $3PeO Y], “SIATIeS 159FTe] oAl oy Aq spew

sopes Jo Eoe& 2y} 0} SIoJo1 SYD "IofIas 1sodrey uE E HON 2 uo ﬂﬁa Jousored ap o) ﬂ&& N cc:gnuo:oo P3RW JO Bawuoﬁ onel :czgzoo:ou oY) 0} SIJRI YD AC SIION

m.vbo,n <Qm,9 m2< ‘sonuIy Kranoy Suipery, .ou:ﬁoxm 9RO —s:cawz <daInog

y8LS (N®) L'L6 (@) 1'96 av) €56 (S@) 9°68 oD €9L

, , 6 emw £661
008% (D66 @L68 dv) T8 (N9 £'9L CD 6Ly 8 08€ 2661
99ZL CINSL6 (V) 096 (D06 (9 S'68 oD oS8 8 66€ 1661
01LE (N) 96 (sa)6€6 (VIN) 8'+8 @v)ovL  ODv9s 6 44 0661
1S28  (S@) 0001 (DT66 aw) S'L6 (OW) 616 GD L06 S 811 6861
0£19 (@686 (S L'66 (N9) £'86 (Ds68  ODLIL 9 19¢€ 8861
810€ (N®) 0°S6 W s'68 (S®es (DL Doty 6 LoL L3861
6SLT QZ& (S EsL (DL19 ey  (NE)E6T 4! L 9861
958¢ . D9ss (@S9 (DSsL (NDTYS 9 144! 861
L6EE (@D ¥L6 D 856 (SO 176 (DgsL (N £V 8 L0g 861
796€ 6_5 1I'L6 (@16 0D 788 GDsoL - (DEss 9 Ve €861
0soy == ODooor YWwoos  (Doss € ov 7861
609¢ ; , (VW) 0001 OD ¥'L6 Mmree  @Do1vy b 6€ 1861
SvLy (@av ze6 34) 996 (@ +'26 D 098 (DTS 9 - $9T 0861
€19% L (S) 0001 (@686 (Dees D 0'€9 14 (1144 6L61
70€9 (N®) ¥'S6 @Te6 (S) 8'06 1) 898 (D8sL 6 Y4 8L61
vLLS (@ 1°66 H9 €56 D116 (@D 9v8 (De6vL '8 eSS L6t
o9y (@DDYe6 (@9 WDIEE  ODgEs (DL 9 06 961
%8  GDYI6  (Dev8  (@DeTL ,,,vago . OnoLw 8 181 sLel
5T i ,-QEE@; - GoreL .;Eew%; Q:% Svm%i o B B8R o BIET
mee . oh . . 8D .mmu,,. _ ,_,_Eo_ zéom.s N pepelL  Wox

" speowmp

sejes j20ig pue _mtmm
£661-b.61 ‘eBueyoaxg aseay jeuonen ay} uo .._c:m.zcwo:oo SETTELS e'g a|qel

=
2.
o
~
Q
=
°
-8
[oW




SRS e fecea

, TUOM=AM 1PGIIYOS=S ‘250U SLIOEd=0d ‘Ueunio=N :AIre( poOMION=(IN ‘UISUOISIM WIYLON=N
 wy-PUA =N ‘A19IED SIISEN=DIN ‘UOIRIEIN=VIA {$3eT ,0 PUET=T Jeni=3 ‘03ud=d1 tondwig=g PRUIAID=TD ‘Aumyd=H 00 2334D=0) 'spre3uog=Ng
‘(4861 Ut paxmuboe ‘K[ned JO sopen SIPNJOUT) SPOO] OMEIF=A ‘UIPIOG=H UCIKE[) UOSIOPUY=NV IINV=JNV 'S3p0O J3pen s sasaypuared ut s1RY] (2)
DN 9U o SuIT[os WLy [[e JO STeys 1N [enpIATpUL oY) JO sazenbs oy Burwuins £Q poTe[najed S1 J1 {UONEIUIOUOD) TR JO XAPUT UEWIYOSITH-[YEPULISH 9t 0 S12j21
IHH “Teok yoea Ut s1o[[os 15981e] YUIJ O} PU0DAS 9t Ju9saIda1 6D 0F YD SUWNOO UL $IPEJ AL “Jo[[os 159811 o AJRUSPI YD UWIN[0D UY $9p00 YL, “SIOYIos 1s8e] AY o £q opews
sa[es Jo Juaoiad a1 0) SIAJRI QYD IOYIos Isare] AN £q FON 21 uo safes Jo Jueored oY) 03 SIBJI 1Y) *UOTRRUSOUD 1YW JO JINSBIW OLEI UOHBIUU0D A 0} SIJ31 YD (1) se10N

“€6-7L61 ‘VASQ ‘SN ‘SAINUTN KATOY Butper], ‘93USyoXg 38994D [EUOREN 901108

66¥C (V) 8'€6 (S) 888 (D018 w919 o) 6'9¢ 6 96§ €661
LETE (N) €96 (AV) L'¥6 (S)1rLs anw zsL g vey 6 08¢ 7661
1€9¢ (OW) §°S6 (AV) S'16 (a9) $'98 () TS W) €ve 8 66€ 1661
T10¢ (D 06 oD T8 OW 8'LL ey Ja)Eos 1§ (443 0661
1£0€ WD 1ve (D868 a9 T8 ®TIL AV S'Ly L 811 6861
1961 (8 1'98 (AVY) v'SL (D 1oL (S ¥ G Lee o1 19€ 8861
1009 @66 Vywess (DS (8)0L8 - Ja oL L LoL L8361
YeEL oy (aw) 0001 OWwees - CDE86 oo v'v8 14 TsL 9861
s1Ts (4 0'001 (8) 9°86 (W) 1°56 (N®L16 D 1'89 S 144! $861
910¥ () ¥'96 (S)T6 (@) €S8 G 6'LL D 9°6S L Log 861
YLYT (D 0001 ®1Le 9 6L D 6°sS aw +v'ze S vE £861
0SvE L L (&) 0°001 S)osL (10) o'oY € ov 7861
414 (NV) 616 ©®)TL8 (M) SIL (@ 8'eS (D g0¢ 9 6€ 1861
SL91 @Nn 0'sL U 9IL M) 0'v9 (@) 08 ®)eLe o1 ¥9T 0861
0ELE () 1'16 M) 788 @cvs (HO) L'SL ©® LS 1 (1144 6L61
LETE (N) 926 D 988 @res (HO) S'EL (8) S'08 8 Y4 8L61
LLOY (D1L6 @O LS6e  (AV)S68 (@oeg (808 6 €SS LL61
g8z  ODzee  (wDTes  HO)SS8 (D8’ (vl €1 06t - 9Lel
190 - ODIYe (DT (0D) 988 @vsL  (9)66S 6 91 SL61
wse ®D) 0001  (VO)LLe - (EDES6e  ®©¥Iis (DT S & vL61
THH —n o D w80 80 SPAgjooN  PapRAL X
, : : : : ; kb

saseyaind %o0igd pue jo1ieg
£661-b.61 ‘@PUBYOXT 9S98UD [BUOHIEN BU) UO UoHe)UadU0Y 19Ang “p'¢ 3lqel

Public Report




Public Report ’ II1-29
whereas the buyer HHI averaged 2729. Such disparity in concentration is relevant because it
may provide an index of the;felative marltet strength of sellers versus buyers.>

- In recent years, concenn'atlon has been espec1ally high among barrel sellers on the NCE
During 1988-1993, the average HHI of banel sellers was 747 1, whereas that of block seIlers was
4179. However, even block sales concentratlon was high: the HHI was below 3,000 in only kk
four of the 19 years. Kraft was particularly active as a seller on the barrel market (Appendix k
Tables 3.3-3.4b), i e

Z{n sum, the NCE is a very thm market with exceptionally high seller and buyer
’ concentration durmg 1988- 1993 seller HHI s averaged 5,990 and buyer HHI's averaged 2 729;
Both were well above the threshold of 1 800 that the Umted States Justlce Department uses in
1dent1fy1ng "highly ccncentrated" markets Such high concentranon levels imply that such
markets are predlsposed to noncompetmve behavmr either by a dcmmant firm or by tacitor

exphmt cooperatwn among traders

% Scherer and Ross,‘ op. cit., pp. 523-531.

5 Department of Iusﬁc‘e;:op. cit., Scherer and Ross, op. cit., 234-260.
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Appendix Table 3.2. Number of Cheese Plants and Value of Shipments,
- United States and Wisconsin, 1850-1992

Umted States TR Wisconsin  Wisconsin as Percent of U.S.

L “Vaiue of Value of Value of
Year Cheese Plants thpments Cheese Plants ~ Shipments ~ Cheese Plants Shipments

20 F -fé;4? ------ thpments lihons-------;;-- :

1850 T e NALT 0 NATD LRl -
1860 20 00 N/A N/A - -
1870 1313 C1677 54 8035 L 41% 15%
1880 - N/A N/A ‘ NA : ;'N/A e -
1890 'N/A . ma N/A N/A T e
1900 © N/A v N/A . NA  NA | - -
1919 ‘353';07 o, 143 RN amm PR Yok . 658 638
1929 258 1 1963 64.97 712 587
1939 2682 108 . B17 5290 678 489
e 1311 | 457 ; 1067 :’ . 2000 o 550 | 413
1954 ue st s 21022 se3 s
1958 s W gm s 614 a5
1963 ngil g s O g Bl e ¢ gy 400
1967 1026 153 oss a0 552 400

1972 812 2gm 446 1201.60 512 376
1977 19 f} : 5,523 378 " 2429.90 78 397
1982 04 94w 324 411590 460 382
1987 64 10776 269 4502.80 a8 47
1992 s6 1ss;m 204 5157.70 354 25

Source: Censusof US Manufacmrés, Bureau of Ccnsus, Us Depaxﬁwnt of Commerce (various years).

*The value of sthments for 1958-1992 are for SIC 2022 calculated on an SIC “product class” basis. Value of
shipments for other years are calculated on an SIC “industry” basis. In recent years the latter overstate actual cheese
sales because they include non-cheese products made in cheese plants For example, cheese plant sales calcuiated onan
“industry” basxs for 1992 were $18 351 mﬂhon for the U. S : o
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